
real-world economics review, issue no. 105 
subscribe for free 

 

 25 
 

 

APHULca¶V TUaGH DHILcLWV: Blame U.S. Policies ± Starting 
with Tax Laws 
Kenneth E. Austin  
[Adjunct Professorial Lecturer, The American University, School of International Service, 4400 
Massachusetts Avenue, NW, Washington, DC, United States, 20016; International Economist, U.S. 
Department of the Treasury, (Retired)] 
 
 

Copyright: Kenneth E. Austin, 2023  
You may post comments on this paper at  

http://rwer.wordpress.com/comments-on-rwer-issue-no-105/ 
 
 
 

Abstract: 
American external imbalances of the past quarter-century result from structural changes 
in the global balance-of-payments system that evolved from the older Bretton-Woods 
system. American imbalances originate on the financial account side and flow from the 
confluence of two major forces: 1) the Global Savings Glut, 2) policy choices by U.S. 
authorities to passively allow other countries to vent those surplus savings in U.S. 
financial markets.  
 
Financial account surpluses directly cause American current account deficits by inflating 
Whe dRllaU¶V YalXe, iQ WXUQ, cUeaWiQg a dUag RQ aggUegaWe dePaQd. The iQflRZV deVWabili]e 
the U.S. financial system by adding debt and liquidity that is compounded by 
countercyclical fiscal and monetary policy. This process is politically and economically 
unsustainable.  
 
Practical policy remedies, including removing perverse tax incentives for financial inflows, 
are available. However, there is doctrinal opposition to any restrictions on international 
fiQaQcial flRZV aQd QaWiRQal SUide iQ Whe ³VWURQg dRllaU.´ IQ faiUQeVV, some of the most 
harmful and counterproductive policies may have served legitimate objectives in a 
different era or different international financial system. Today, however, they require 
stringent, de novo review. 
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Introduction 
 
For over 20 years, the United States has struggled with large and unwanted trade deficits1 and the 
cRQVeTXeQW decliQe Rf iWV iQdXVWUial baVe. AlWhRXgh Whe effecWV Rf Whe ³ChiQa ShRck´ Seaked RYeU a 

 
1The WeUPV ³WUade deficiWV´ aQd ³cXUUeQW accRXQW deficiWV´ aUe XVed iQWeUchaQgeabl\ WhURXghRXW. The PRUe iQclXViYe 
WeUP ³cXUUeQW accRXQW,´ iQclXdeV RWheU WUaQVacWiRQV aQd VeUYiceV, bXW iV leVV iQWXiWiYe fRU QRQ-economists. We also 
igQRUe Whe UelaWiYel\ WiQ\ ³caSiWal accRXQW´ cXUUeQWl\ lXPSed iQWR Whe QeZ ³CaSiWal aQd FiQaQcial AccRXQWV.´ 
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decade ago, its effects linger (Autor, et al., 2021). The deficits were the result of a combination of two 
factors: a global glut of savings, and policy choices by U.S. authorities to passively allow other countries 
to vent those surplus savings in U.S. financial markets. Either one, without the other, would not have 
caused the deficits. The first of these factors is external and relatively novel in the U.S. case. But it is 
largely unappreciated because many economists still fail to fully accept that all external balances are 
determined simultaneously (Austin 2019). The second factor is domestic: the result of prior policy 
choices and is therefore reversible.  
 
But only policies that reverse the macroeconomic conditions and incentives that cause offshoring and 
overpricing of American manufactures will reduce its trade deficits in the longer term. This paper will 
explain that to accomplish these goals, policies must reduce the net financial inflows that finance the 
deficits. 
 
ThiV aUWicle¶V aQal\Wical fUaPeZRUk begiQV ZiWh four insights of the proto-Keynesian economist John A. 
Hobson (Mummery & Hobson, 1889) and (Hobson, 1902): the true father of the idea of insufficient 
aggregate demand. These insights are: 
 

1. Oversaving, more savings than are needed to fund productive investment, can be structural 
and persistent, as well as cyclical (the standard Keynesian case). 

2. Income concentration is a primary cause of oversaving.  
3. Oversaving can cause recession or stagnation. It funds bad investment, waste and household 

debt.   
4. Surplus savings can be exported. 

 
Many standard macroeconomic models assume capital and savings are scarce. However, in the case 
of persistent oversaving, whether from domestic or foreign sources, such models and their resulting 
policy prescriptions do not work. Keynesian counter-cyclical solutions cannot indefinitely offset 
persistent structural surplus saving without unsustainable debt increases.  
 
Shrinking the U.S. trade deficit requires reducing the corresponding foreign savings inflows. This 
analysis identifies five mechanisms that drive the inflows and which ones are caused by and/or 
susceptible to U.S. policy control. Ironically, the easiest remedy is the elimination of the perverse and 
outdated tax incentives originally created to encourage financial inflows. 
 
 
1. Financial Flows and Trade Imbalances 
 
Non-economists, if they think about it at all, might believe that international financial and trade balances 
are unrelated to one another. Nothing could be further from the truth. Without financing (including 
transfers), the only way to pay for imports is with exports and the only way to accept payment for exports 
is by accepting imports: trade must be balanced to the penny.  
 
We intuitively know that to spend more than we earn, we must borrow the difference or draw on savings. 
What is surprising and counterintuitive is that trade surpluses must be financed by lending the balance. 
If a trade-surplus country spends all its export revenues on imports, its trade surplus vanishes. That is 
why surpluses must be financed. If the exporter keeps any export revenue, even as dollars saved under 
mattresses, that is a form of lending. If, and when, the exporter spends the cash, it calls in the loan. 
Conversely, if the government or private residents of a foreign country wish to save dollars (or repay 
dollar debt), that country must run a trade surplus to obtain the dollars. 
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When foreigners lend to America, they typically exchange their own currency for dollars or use their 
dollar export earnings to acquire U.S. assets, including stocks, bonds, or U.S. bank deposits. This 
finances the U.S. trade deficit and, by one mechanism or another, the trade deficit adjusts to match its 
financing. Most commonly, the financing raises the relative value of the dollar and American goods and 
makes American manufacturing less price competitive.  
 
Subsidies, trade deals, import quotas and tariffs can change the commodity composition of trade, 
protect key industrial sectors, and alter bilateral balances, but cannot reduce trade deficits unless they 
reduce financial inflows. Similarly, one cannot have net financial inflows without incurring trade deficits. 
The balance of payments is a basic double-entry bookkeeping system. If the system is properly 
designed, credits must equal debits and the current account must equal its financing. Assertions or 
implications to the contrary are fantasy and logical impossibilities. 
 
 
2. Savings and Investment 
 
Capitalism is distinguished from other economic systems by its ability to mobilize savings into 
productive capital (goods and services that produce more goods and services); hence the name 
³caSiWaliVP.´ CaSiWal iQYeVWPeQW, aQd Whe WechQRlRgieV ePbRdied iQ it, have been major drivers of 
economic growth for at least the last 300 years. Not only does capital contribute to the income of its 
owners, but according to standard economic growth theory, it increases the productivity and income of 
workers, as well as labRU¶V share of total income. Thus, in theory, the more capital that is accumulated, 
the greater the general prosperity. 
 
EcRQRPiVWV haYe WUadiWiRQall\ UegaUded caSiWal aQd VaYiQgV aV SeUSeWXall\ VcaUce. ³TUadiWiRQ´ iV XVed 
liWeUall\ heUe, ³Whe WUaQVPiVViRQ Rf cXVWRPV RU beliefV fURP geQeUaWiRQ WR geQeUaWiRQ, RU Whe facW Rf beiQg 
SaVVed RQ iQ WhiV Za\.´ HiVWRUicall\, caSiWal scarcity was the normal condition of society as observed by 
the classical economists, such as Adam Smith . Over the generations, capital scarcity has become folk 
wisdom among many economists and policymakers. Today however, there is concern about a contrary 
SURbleP: ³a VaYiQgV glXW.´  
 
TR XQdeUVWaQd a ³VaYiQgV glXW´ SURSeUl\, ³VaYiQg´ aQd ³iQYeVWPeQW´ PXVW be caUefXll\ defiQed. 
 
³SaYiQg´ iV WhaW SRUWiRQ Rf cXUUeQW diVSRVabOe iQcRPe QRW VSeQW RQ cRQVXPSWiRQ. The income that is not 
used to demand goods is the flow demand for assets. Assets can be a way of earning additional income 
or simply storing income. Assets can take many different forms with vastly different economic effects. 
Assets can involve storing the income in the form it was received as cash or kind or cash equivalents, 
such as stocks of goods, as bank accounts; as financial instruments, such as equities, bonds, or loans 
Zhich aUe aQRWheU SeUVRQ¶V, RU eQWiW\¶V liabiliWieV; RU Whe SXUchaVeV Rf QeZ RU e[iVWiQg SURdXcWiYe caSiWal, 
the means of production. In a globalized world, these assets can be both domestic and foreign. 
 
Saving has important implications. If saving rates are low relative to available productive capital 
investment opportunities, then policies that boost savings promote growth. Such policies match the self-
interest of those who need to save or can save a large proportion of their income and those who derive 
a large portion of their income from previous savings (including inheritances).  
 
But policies intended to encourage capital accumulation and growth are often ineffective or even 
cRXQWeUSURdXcWiYe. OQe UeaVRQ iV WhaW Whe WeUP ³iQYeVWPeQW´ haV PXlWiSle defiQiWiRQV WhaW RfWeQ caXVe 
confusion and sloppy reasoning, even among well-respected economists. These definitions are 
iPSRUWaQW, QRW RQl\ fRU ecRQRPiVWV¶ fRUPal PRdelV, bXW, fRU Whe ³PeQWal PRdelV´ WhaW SeRSle XVe WR 
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visualize the economy. To understand the financial flows that cause trade imbalances, several precise 
definitions must be laid out. 
 

Definition #1 (I#1): The W\Se Rf ³iQYeVWPeQW´ politicians and policymakers want to make 
the economy grow faster is ³e[SeQdiWXUe RQ QeZ SURdXcWiYe caSaciW\.´  This is ³UeaO 
iQYeVWPeQW.´ In the National Income and Product Accounts (NIPA) statistics produced 
b\ Whe U.S. DeSaUWPeQW Rf CRPPeUce¶V BXUeaX Rf EcRQRPic AQal\ViV (BEA), WhiV fallV 
iQWR Whe caWegRU\ ³SUiYaWe fi[ed iQYeVWPeQW.´ IW e[clXdeV Whe SXUchaVe Rf e[iVWiQg caSiWal 
assets or natural resources. 

 
Gross private investment expenditures is a slightly broader category in the NIPA that also includes 
business inventories. This definition is essentially a residual category.  
 

Definition #2 (I#2): ³IQYeVWPeQW´ is all final production that is not classified as something 
else, including unsold goods. Definition #2 can be divided into two subcategories: 

� #2a (I#2a): ³PURfiWable iQYeVWPeQW´ RU ³DeViUed iQYeVWPeQW.´ 
� #2b (I#2b): ³UQSURfiWabOe iQYeVWPeQW´ or ³UQdeViUed IQYeVWPeQW.´  

 
I#2b cRXld alVR be called ³UQVXVWaiQable IQYeVWPeQW´ becaXVe fiUPV Zill UedXce WheiU RXWSXW RU iQYeVWPeQW 
to eliminate it.  
 
The Keynesian tradition is to consider #2b to be excess inventories of goods. A more Hobsonian 
approach includes investment in excess capacity that is misallocated or unneeded because effective 
demand is insufficient to justify increased productive capacity. This broader definition corresponds 
better to recent experiences, for example the dot-com bubble of the late 1990s or the excess capacity 
Rf ChiQa¶V VWaWe-owned enterprises.  
 

DefiQiWiRQ #3: ³FiQaQcial iQYeVWPeQW´ iV Whe WUaQVfeU RU allRcaWiRQ Rf VaYiQgV aPRQg 
financial instruments and individuals. 

 
³FiQaQcial iQYeVWPeQW´ caQ be YeU\ PiVleadiQg if iW falVel\ iPSlieV a diUecW iQcUeaVe iQ Whe caSiWal VWRck. 
Investing in corporate stock is an exchange of bank deposits for equities. Bank deposits are a loan to 
the bank. It is up to the bank how the money is used. The bank may use it, inter alia, to finance 
productive business investment, consumer lending, or excess reserves. Consumer borrowing and 
spending is an act of dissaving that cancels out the original act of saving. Because of the potential 
dissaving, it cannot be assumed that a new act of saving or inward transfer of savings will finance new 
capital investment; it could alternatively finance dissaving.  
 
SiPilaUl\, Whe WeUP ³fiQaQcial caSiWal´ iV deceSWiYe RU aPbigXRXV if iW falVel\ iPSlieV Ueal caSiWal.2 The 
financial inflows that cause trade deficits are incoming transfers of savings, not expenditures on 
productive investment as included in the definition I#2a RU BEA¶V WeUP ³fi[ed iQYeVWPeQW.´ ThiV iV QRW 
QiWSickiQg RU SedaQWU\. IQ Whe U.S. caVe, YeU\ liWWle iQcRPiQg ³fRUeigQ iQYeVWPeQW´ directly contributes to 
Whe APeUica¶V VWRck Rf Ueal caSiWal.  
 

 
2 BecaXVe Rf WheiU hiVWRUical XVage, Whe PiVXVe Rf Whe WeUPV ³caSiWal´ aQd ³iQYeVWPeQW´ iV VRPeWiPeV XQaYRidable. 
TeUPV like ³caSiWal cRQWURlV,´ ³caSiWal accRXQW,´ RU ³fRUeigQ iQYeVWPeQW´ caQ be PiVQRPeUV.  
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EYeQ ZhaW Whe UQiWed SWaWeV claVVifieV aV ³FRUeigQ DiUecW IQYeVWPeQW´ (FDI) iV laUgel\ VRPeWhiQg RWheU 
than new additions to the productive capital stock.3 ThiV diVWiQcWiRQ iV YeU\ cleaU if RQe cRPSaUeV BEA¶V 
definitions of Fixed Investment and FDI (U.S. Bureau of Economic Analysis (BEA), n.d.): 
 

Fixed Investment: Consists of purchases of residential and nonresidential structures, 
equipment and intellectual property products by private businesses, by nonprofit 
institutions, and by governments in the United States. (Owner-occupied housing is 
treated like a business in the NIPAs.) 
 
Foreign direct investment in the United States (FDIUS):  Ownership or control, 
directly or indirectly, by one foreign person, or entity, of 10 percent or more of the voting 
securities of an incorporated U.S. business enterprise or an equivalent interest in an 
unincorporated U.S. business enterprise. 
 

Typically, only three to four percent of FDI involves the establishment or expansion of U.S. businesses: 
in pre-pandemic 2019, only 2 percent (U.S. Bureau of Economic Analysis, 2021). The rest is financial 
investment, largely bank deposits used to acquire control of existing U.S. businesses and their existing 
real capital. Reclassifying the latter as Foreign Direct Acquisition (FDA) would reduce 
misunderstanding. In many countries, the meaning of FDI may be even more dubious and less 
connected to real economic activity (Blanchard & Acalien, 2016). 
 
This conflation of external financial flows and real capital in the minds of the public and policy makers, 
and even eminent economists impedes reform of American economic policy making.    
 
 
3. Savings Gluts and International Financial Flows 
 
If the idea of surplus savings seems counterintuitive, desiring a persistent trade surplus should be even 
more counterintuitive.  
 

� A trade-surplus country consumes less than it produces; it has a lower standard of living.  
� If savings are scarce, then exporting precious savings is a burden.  
 

The true benefit of the trade surplus is the economic stimulus that comes from exchanging the surplus 
savings and getting the foreign customers. In short, if a country cannot productively invest its savings, 
they are toxic industrial waste.  
 
Historical conditions may not be eternal. Until the Great Depression and Keynes, anyone (notably 
HRbVRQ) ZhR dRXbWed Whe ³PRUe VaYiQg iV beWWeU´ dRcWUiQe ZaV cRQVideUed a cUackSRW RU heUeWic. BXW iQ 
Keynesian theory, high savings rates are risky. Invest them all, and the economy thrives and grows 
quickly. Fail to invest them all and the economy may stall. An increase in collective saving (consuming 
less) can reduce the need for additional productive capital.  
 
If real capital and savings are scarce, these problems and ensuing recessions are usually temporary 
and mild. The standard Keynesian remedy for recession is fiscal policy: the government borrows and 
spends the surplus savings. Borrowing and spending is the opposite of saving ± dissaving. So, the 
gRYeUQPeQW¶V diVVaYiQg caQcelV RXW Whe SUiYaWe VecWRU¶V VXUSlXV VaYiQg. BXW gRYeUQPeQWV feaU high debW 

 
3 Capital refers here to BEA¶V defiQiWiRQ Rf fi[ed aVVeWV: ³PURdXced aVVeWV WhaW aUe XVed UeSeaWedl\, RU cRQWiQXRXVl\, 
in processes Rf SURdXcWiRQ fRU aQ e[WeQded SeUiRd Rf WiPe.´ (U.S. Bureau of Economic Analysis (BEA), n.d.). 
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levels are unsustainable, so fiscal policy may not be politically sustainable in the long term even if it is 
economically sustainable.  
 
Ke\QeV¶ c\clical fRcXV ZaV, iQ VRPe Za\V, a VWeS back fURP HRbVRQ. MXPPeU\ aQd HRbVRQ UaiVed Whe 
issue of inadequate investment opportunities long before (Keynes, 1937) and (Hansen, 1939) raised 
the specter of secular stagnation. Unlike Hansen or Keynes who saw the problem as one of declining 
or stable populations and technology limiting new investment opportunities, Hobson focused on the flip 
side; income concentration causing high saving. SiPilaUl\, WRda\¶V fUeTXeQW aVVeW bXbbleV UeflecW 
Hobsonian Point #3 about investment misallocation. 
 
AQal\]iQg RYeUVaYiQg aQd iWV cRQVeTXeQceV UeTXiUeV XViQg cRUUecW defiQiWiRQV Rf ³iQYeVWPeQW.´ Take Whe 
simple closed-ecRQRP\ caVe. PeRSle RfWeQ ViPSl\ ZUiWe ³SaYiQg = IQYeVWPeQW.´     
                             

S = I#2  (SaYiQgV = All IQYeVWPeQW): ThiV iV Whe ³SaYiQgV-IQYeVWPeQW IdeQWiW\.´  1. 
 
ETXaWiRQ 1 iV alZa\V WUXe. BXW ³SaYiQg = IQYeVWPeQW´ caQ alVR be aQ eTXilibUiXP cRQdiWiRQ.  
 

S = I#2a  (Savings = Profitable Investment): the economy is in equilibrium.  2. 
 
S > I#2a  (Savings > Profitable Investment): the economy contracts.  
This is a savings glut.         3. 

 
The difference between Equations 1 and 2 is definition I#2 or I#2a. Conflating the two is a serious logical 
error that even good economists can make (see for example (Taylor, 2009), location 88). Equation 1, 
S = I#2, always holds, but Equality 2, S = I#2a, may not. In the savings glut case, economic output may 
shrink.  
 
Balance can be restored by either reducing savings or increasing investment. If capital is scarce, and 
credit markets are functional, the problem can work itself out though interest rate adjustments. But if 
capital and savings are overabundant, the problem can persist. 
 
In an open economy, if S > I#2a, there is another alternative to recessions and stagnation: vent the 
surplus savings abroad. For capital scarce countries, this can work out well. As the stream of surplus 
savings flows (is lent) from one country to the next, two things happen. The savings can be channeled 
into new, productive investment in the (willing) recipient country. Simultaneously, the lending will finance 
(cause) trade imbalances. The lending country runs a trade surplus, and the borrower runs a trade 
deficiW. The WUade VXUSlXV WUaQVfRUPV Whe leQdeU¶V VXUSlXV gRRdV aQd VaYiQgV iQWR e[SRUWV. The WUade 
deficit will allow the borrowing country to temporarily consume and invest more than its own production. 
This can benefit both countries.  
 
We represent the outflow of financing (saving) that finances a trade surplus by adding the term F to 
equilibrium condition #1. A negative F is an inflow and finances a trade deficit.   
 

S ± F = I#2a   
(Domestic Savings ± Financial Outflows = Profitable Domestic Investment) 4. 

 
Or we could write the equivalent expression: 
 

S = I#2a + BOT  
(Domestic Savings = Profitable Domestic Investment + Balance of Trade) 4¶. 
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Note that F is an outflow of savings and finances the trade balance. Exporting surplus savings and 
running trade surpluses can stimulate and stabilize an economy.  
 
But what if, globally, there are not enough qualified and willing borrowers to absorb the surplus savings? 
This brings us to Hobsonian Point #4: The export of surplus savings, the Economic Taproot of 
Imperialism (Hobson, 1902)(ChaSWeU VI). IQ HRbVRQ¶V da\, WhaW PeaQW WhaW Whe UelaWiYel\ adYaQced 
countries of the time acquired colonies. Today, countries at almost all levels of development take 
advantage of open financial markets to push out their extra savings. Their favorite destination is the 
United States. 
 
IQ 2005, BeQ BeUQaQke cRiQed Whe WeUP ³GlRbal SaYiQgV GlXW´ WR e[SlaiQ APeUica¶V UecRUd cXUUeQW 
account deficits (Bernanke, 2005). He stated that the root cause of U.S. current account deficits was 
remarkably high savings levels in some developing countries, primarily Asian, that pursued export-led 
gURZWh VWUaWegieV. He deVcUibed hiV aQal\ViV aV ³VRPeZhaW XQcRQYeQWiRQal,´ alWhRXgh it was just a 
cRQViVWeQW aSSlicaWiRQ Rf We[WbRRk WheRU\. IQ facW, BeUQaQke¶V ³VaYiQgV glXW´ iV jXVW a UeZRUdiQg Rf 
HRbVRQ¶V ³RYeUVaYiQg.´ BeUQaQke aUgXed WhaW becaXVe Whe RUigiQV Rf Whe SURbleP ZeUe e[WeUQal WR Whe 
United States, there were few effective U.S. policy responses available. America, and other trade deficit 
economies, needed to endure and wait for poorer countries to resume their theoretically expected role 
of international borrowers.  
 
MRVW PaiQVWUeaP ecRQRPiVWV WaciWl\ acceSWed BeUQaQke¶V aQal\ViV. A c\Qic caQ aUgXe WhaW WhiV ZaV 
because Bernanke had not disrupted the intellectual status quo nor advocated any difficult policy 
decisions. However, with a few exceptions such as (Aliber, 2020), many economists failed to recognize 
or accept that the inflows causing U.S. trade deficits resulted from external conditions and conflicted 
with U.S. economic needs.  
 
The consequence of these savings inflows was the Great Recession/Global Financial Crisis. The crisis 
happened with a speed and scale that none would have guessed two years earlier in 2005. The trade 
surplus countries not only transferred surplus savings to the United States; they transferred the 
consequences: financial imbalances and powerful recessionary impulses. The savings inflows 
overvalued the dollar, switched expenditure from American goods to foreign goods, and created an 
excess of total saving (domestic and foreign) relative to domestic investment. Although it created more 
financing for domestic investment, less domestic investment was needed since the aggregate 
expenditure on American goods has been reduced.  
 
The current account deficit is an external imbalance that corresponds to the financial inflows (foreign 
savings). The problem for U.S. policy is maintaining internal balance (full employment) or S ± F = I#2a 
(Domestic Savings ± Financial Outflows = Profitable Domestic Investment). 
 
Fiscal expansion is the most immediate way of compensating for the loss of expenditures due to the 
increased trade deficit. Fiscal stimulus is a deliberate act of government dissaving that restores 
macroeconomic balance by reducing aggregate saving (S ± F). The 2001 and 2009 recessions both 
followed large surges in foreign financial inflows that caused rapid increases in the trade deficit. In turn, 
they led to major U.S. fiscal stimulus packages intended to restore aggregate demand. Thus, trade 
deficits caused fiscal deficits. 
 
Both trade and fiscal deficits ceteris paribus increase aggregate debt without increasing debt service 
capacity; sustaining aggregate output comes at the cost of increasing financial fragility. In theory, the 
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sequence can work in reverse if the trade deficit can be reduced and fiscal stimulus withdrawn, 
maintaining output while reducing debt accumulation. 
 
Monetary policy puts the Fed in a double bind. If it tries to compensate for the loss of aggregate demand 
created by the trade deficit, it must add even more liquidity to the liquidity flowing in from abroad via the 
financial account. The Great Financial Crisis of 2007/8 demonstrates the destabilizing consequences 
of such a double-barreled liquidity expansion. Part of the problem is that the U.S. financial system, 
monetary policy, and interest rates may not conform to the simplifying assumptions of textbooks. 
 
Economists still neglect the role of household borrowing in the macroeconomic adjustment process. 
Generations of economists have been taught that lower interest rates increase demand by increasing 
investment expenditure. As (Keynes, 1964) put it: 
 

a relatively weak propensity to consume (high saving) helps to cause unemployment 
by requiring and not receiving the accompaniment of a compensating volume of new 
investment. 
 

Economists tend to assume an upward-sloping savings curve with respect to real interest rates 
(although the justification for this in the standard intertemporal optimization models was always 
ambiguous). Thus, falling interest rates eliminate surplus saving (and avoid recession) by inducing both 
higher investment and lower savings. 
 
An important paper (Mian, et al., 2021) quantitatively demonstrates that the dissaving of less affluent 
households may sometimes be the most dynamic and important factor in macroeconomic adjustment. 
Thus, dissaving, especially household borrowing, should not be simply aggregated into a single net 
SUiYaWe VaYiQgV WeUP ³S.´ FigXUe 4 Rf WheiU SaSeU VhRZV Whe liQkV beWZeeQ Whe cRPbiQed iQflRZ Rf glRbal 
savings and the increased saving of the richest one percent of Americans on the dissaving and debt 
accumulation by the non-rich, comparing the period 1983 ±2015 relative to 1973 ±1982. The combined 
savings increase did not raise real investment rates. Instead, net investment rates fell. The counterpart 
of the savings increase was dissaving of the bottom 99 percent of the U.S. income distribution and a 
smaller increase in government debt.    
 
Figure 1 shows the relationship between the U.S. current account deficit and residential and non-
residential fixed investment. It illustrates the Mian et al conclusions about investment. There is no 
obvious relationship between the current account and non-residential investment.  
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Figure 1: Trade Deficits and Investment (percent of GDP) 
 

  
 
Source: BEA and aXWhRU¶V calcXlaWiRQV 
 
Residential investment and the current account do show a similar pattern of growth and decline from 
Whe eQd Rf Whe 2001 ³dRW-cRP´ UeceVViRQ XQWil Whe eQd Rf Whe GUeaW ReceVViRQ iQ 2009, bXW QR RbYiRXV 
relationship at other times. 
 
Instead, it is dissaving among the less wealthy that has served as the major equilibrating mechanism 
as foreign savings flow into the U.S. economy. Figure 2 shows that Household Net Lending (negative 
values represent borrowing) mirrors changes in the current account deficit quite closely until the COVID 
crisis when household net lending mirrored the massive net government borrowing that financed the 
COVID-relief packages. Aggregate demand is restored by a fall in some combination of interest rates 
and/or prudential standards that induces (allows) more household borrowing. Increased household debt 
does not create growth in repayment capacity and may not be sustainable.  
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Figure 2:Current Account Deficit and Household Net Lending (Percent of GDP) 
 

 
 
Source: BEA aQd aXWhRU¶V calcXlaWiRQV 
 
A subsequent working paper (Bauluz, et al., 2022) fRXQd WhaW Whe ³SaYiQgV GlXW Rf Whe Rich´ iV a cRPPRQ 
phenomenon in the G3 (China, Western Europe, and the United States) and has a common root: 
retained corporate earnings, most of which accrues to the wealthiest 10 percent of households. 
Corresponding to this a decline in the net saving of the middle classes, defined as households between 
Whe 50Wh aQd 90Wh SeUceQWile (Whe ³Middle 40´). ThiV ZaV eVSeciall\ SURQRXQced iQ Whe UQiWed SWaWeV aQd 
to a lesser extent in Europe. The Middle 40 accumulated fewer financial assets and more debt.   
 
Three articles in the financial press, (Moise, 2021) in the Financial Times and (Andriotis, 2021) and 
(Eisen, 2022) in the Wall Street Journal, illustrate how aggressive marketing by lenders can be an 
iPSRUWaQW balaQciQg PechaQiVP fRU fiQaQcial PaUkeWV. AQdUiRWiV begiQV, ³APeUicaQV Said dRZQ cUediW-
card debt during the pandemic. Credit-card issuers are spending big to geW WheP bRUURZiQg agaiQ.´ SXch 
behavior by lenders explains how an inflow of foreign saving (demand for assets), can be matched by 
an increase in household liabilities (dissaving). Eisen explains that with automobiles in short supply, car 
dealers are marketing dealer financing so aggressively that they literally discourage buyers from paying 
cash. Dealer financing is no longer a tool for sales promotion but is now a major profit source for 
automobile retailers. 
 
Aggregating gross saving and dissaving into a single term in textbook and macroeconomic analysis 
veils the role of debt and dissaving in the macroeconomic adjustment process. Changing the 
aggregation of our models is a means to a more important end: changing how we think of the U.S. 
macroeconomic adjustment and balance.  
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4. TKH DROOaU¶V RHVHUYH RROH aQG IWV QXaVL-floating Exchange Rate  
 
IQ Whe cXUUeQW Pi[ed RU ³QRQ-V\VWeP´ Rf e[chaQge UaWeV, Whe U.S. dRllaU Sla\V a XQiTXe URle WhaW iV SRRUl\ 
understood by mainstream economists. The dollar is nominally free floating. The U.S. government and 
monetary authorities do not intervene in foreign exchange markets. However, some countries fix their 
exchange rates at depreciated levels against the dollar, or baskets of currencies including the dollar. 
This is for the obvious, but unstated, purpose of running a trade surplus. In effect, the U.S. has a quasi-
floating exchange rate; it floats against some currencies, but against others, the dollar is pegged under 
the control of other governments (the fixer).   
 
The quasi-floating exchange rate differs from a true fixed exchange rate in two ways 1) the fixer alone 
controls the bilateral exchange rate and modifies it at will and 2) the United States allows the fixer to 
buy U.S. financial assets as reserves to unilaterally maintain the exchange rate.  
 
The second point means that the United States treats foreign central-bank purchases of U.S. Treasury 
securities as ordinary private sales of domestic assets to foreigners (except that the income is tax 
exempt). The U.S. central bank is not involved and there is no direct tally of the foreign central bank 
dollar-reserve transactions. The transactions are treated in the U.S. balance-of-payments statistics 
almost the same as ordinary, private, financial inflows. 
 
A simple description of three countries (calling them the U.S., UK, and China for our example) within 
Whe laUgeU ³QRQ-V\VWeP´ illXVWUaWeV Whe PechaQicV Rf Whe TXaVi-floating exchange rate system. Begin by 
defining the U.S. balance of trade as a function of exchange rates: 
 

BOTus(e, ec) { Xus(e, ec) ± Mus(e, ec),       5. 
 

where U.S. Exports { Xus, Imports { Mus, and e is a floating exchange rate defined as the dollar price of 
the British pound: $/£.4 China (the fixer) pegs its exchange rate ec, ($/¥), against the dollar. It is an 
e[RgeQRXV SRlic\ iQVWUXPeQW XQdeU Whe cRQWURl Rf ChiQa¶V gRYeUQPeQW. APeUicaQ balaQce-of-payments 
equilibrium requires that the BOT equals its financing: Fus:  
 

BOTus(e, ec) = Fus l BOTus(e, ec) ± Fus = 0.     6. 
 

Fus is the balance on the U.S. Financial Account. It includes financial-asset sales to both the foreign 
private and official sectors. Since F is a savings outflow, a negative value of F denotes a financial inflow. 
A trade deficit must be financed by a savings inflow (negative outflow): credits that correspond to the 
net debits of the trade balance. Neither the U.S. nor UK central bank buys or sells reserves, although 
the U.S. and UK private sectors buy and sell both foreign assets freely. Since the dollar and pound float 
against one another, e must adjust to keep BOTus(e, ec) = Fus.  If BOTus(e, ec) < Fus then the dollar must 
depreciate against the pound (e must increase). If BOTus(e, ec) > Fus then the dollar must appreciate 
against the pound (e must decrease).  
 
The Chinese balance of payments equilibrium is: 
 

BOTc(e, ec) = Fc + R l BOTc(e, ec) ± Fc = R.     7. 
 

 
4 There are three bilateral exchange rates, but the third rate is a function of the other two. Thus ¥/£ = $/£ y $/¥. 
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ChiQa¶V CeQWUal BaQk bX\V U.S. fiQaQcial aVVeWV WR hRld aV Rfficial UeVeUYeV (R). ChiQa¶V Rfficial (UeVeUYe) 
demand for U.S. financial assets is determined by it overall balance-of-payments surplus: BOTc(e, ec) 
± Fc. ThiV diUecWl\ leadV WR aQ iPSRUWaQW cRQclXViRQ: ChiQa¶V dRllaU UeVeUYe SXUchaVeV are unrelated to 
Whe U.S. ecRQRP\¶V RU fiQaQcial PaUkeWV¶ Qeed fRU fiQaQciQg. Instead, ChiQa¶V UeVeUYe SXUchaVeV deSeQd 
on its overall balance-of-payments surplus.  
 
The Fi[eU¶V ceQWUal baQk UeVeUYe SXUchaVeV caXVe Whe dRllaU WR aSSUeciaWe agaiQVW Whe SRXQd. FRU 
example, assume increased Chinese exports to Saudi Arabia result in a larger Chinese trade surplus. 
MaiQWaiQiQg ChiQa¶V fi[ed bilaWeUal e[chaQge UaWe UeTXiUeV aQ iQcUeaVe iQ ChiQa¶V UeVeUYe SXUchaVeV. 
The cRXQWeUSaUW Rf a chaQge iQ ChiQa¶V UeVeUYe SXUchaVeV, 'R, is a change in U.S. net asset sales 
'Fus. That causes an appreciation of the dollar and larger U.S. trade deficits against third countries with 
floating rates.  
 
A diVSURSRUWiRQaWe SRUWiRQ bXUdeQ Rf Whe cRXQWeUSaUW deficiW WR ChiQa¶V WUade VXUSlXV fallV RQ APeUica 
because it is the reserve issuer, not because China fixes its exchange rate against the dollar. Normally 
a fixer fixes its exchange rate against either the reserve currency or a currency basket. However, even 
if Whe fi[eU VeWV iWV bilaWeUal UaWe agaiQVW a WhiUd cXUUeQc\, iW iV Whe UeVeUYe iVVXeU¶V cXUUeQc\ WhaW Zill 
appreciate and the reserve issuer's trade balance which will deteriorate because of the reserve 
purchases. For a broader discussion of this phenomenon see (Austin, 2014). To the extent that trade 
surpluses are financed by private financial flows, the same qualities that make U.S. assets attractive to 
foreign central banks make them attractive to private money managers. In the case of China, the 
gRYeUQPeQW¶V e[WeQViYe fiQancial controls, including directed lending and large state-banking system, 
blXU Whe diVWiQcWiRQ beWZeeQ Rfficial aQd SUiYaWe flRZV. ThaW UedXceV ChiQa¶V deSeQdeQce RQ Rfficial 
reserve purchases to defend its chosen exchange rate.   
 
U.S. policy actions, inter alia, tariffs, quotas, subsidies, domestic content requirements etc., can change 
the commodity composition of trade, the direction of trade, and the volume of trade. These outcomes 
may fulfill trade-policy objectives, such as protecting specific industries.  
 
However, these actions cause the dollar to appreciate against other floating currencies, so they cannot 
directly improve the bilateral trade balances against countries such as the UK. Any benefits to favored 
industries come at the expense of other domestic industries. This is because only changes in the 
financial balance, Fus, can change the trade deficit. Floating-rate systems have no automatic 
mechanism to finance trade-balance changes, so the exchange rate adjusts the current account to 
changes in the financial account.  
 
However, these policy actions can be effective in the case of a quasi-floating rate regime because 
chaQgeV iQ Whe fi[iQg cRXQWU\¶V WUade balaQce aUe fiQaQced b\ chaQgeV iQ UeVeUYe SXUchaVeV. If a U.S. 
WaUiff RQ ChiQeVe gRRdV UedXceV ChiQa¶V WUade VXUSlXV, Chinese reserve purchases will decline to 
maintain the chosen bilateral exchange rate ($/¥). This comes with the caveat that China can respond 
by depreciating against the dollar to maintain its trade surplus. 
 
 
5. Why America Cannot Just Stop Borrowing 
 
It is a foolish and circular argument to assert that the inflows of savings are mutually beneficial and 
market-dUiYeQ WUaQVacWiRQV aV eYideQced b\ Whe facW WhaW Whe\ RccXUUed. IQ facW, APeUica¶V cRQWiQXed 
international borrowing seems paradoxical given the widespread political opposition to its unintended 
and adverse effects. The short explanation is other countries want to lend and rid themselves of surplus 
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savings, even at expected negative real rates of return. A complete inventory of mechanisms behind 
APeUica¶V RQgRiQg bRUURZiQg ZRXld be lRQg aQd cRPSlicaWed, bXW WheUe aUe fiYe iPSRUWaQW UeaVRQV.  
 
Reason #1 is the glut of global savings. A savings glut is a dangerous, deflationary impulse. Both private 
and official financial flows transfer savings to U.S. financial markets and finance U.S. current account 
deficits. If capital were scarce worldwide, there is neither the reason, nor the available savings, to send 
funds to America. It would be needed and invested elsewhere. 
 
Reason #2 is that aggregate international lending does not require mutual consent. The mechanics of 
international borrowing and lending, especially in the U.S. case, are very different from the individual 
and private credit transactions with which we are all personally familiar. A private credit transaction is a 
deliberate and consensual act by lender and borrower, but Uncle Sam does not fill out a loan application 
aW Whe PeRSle¶V BaQk Rf ChiQa.  
 
Instead, anyone not under U.S. Government sanctions has unrestricted access to the American 
financial system. Foreigners can keep their savings in U.S. banks deposit or exchange their deposits 
for U.S. stocks or bonds. The transferred savings earn income and finance American trade deficits. 
Private foreign individuals may put their money in U.S. assets for a variety of reasons besides earning 
income: because it is the proceeds of criminal activity, because their home financial systems cannot 
intermediate savings adequately, for safe haven against political risks, or to evade taxes. For whatever 
reason foreigners choose U.S. assets, they determine how much America borrows abroad. But these 
UeaVRQV haYe liWWle WR dR ZiWh APeUica¶V QeedV RU abiliW\ WR abVRUb PRre savings.  
 
Reason #3: The U.S. Government actively refuses to prevent or regulate these inflows. Doing so would 
require a full re-examination of conventional economic doctrine. Mainstream American economists, 
across the political spectrum, champion free movement of internatioQal ³caSiWal.´ AQ\ SRlic\ iQWeQded WR 
UeVWUicW RU SeQali]e iQflRZV ZRXld cRPe ZiWhiQ Whe defiQiWiRQ Rf ³caSiWal cRQWURlV´ RU ZhaW Whe IMF callV 
³CaSiWal FlRZ MaQagePeQW MeaVXUeV´ (CFMV).  
 
AW BUeWWRQ WRRdV, Ke\QeV adYRcaWed VWUicW cRQWURlV RQ ³caSiWal´ PRYePeQWV. The IMF AUWicleV Rf 
Agreement include an explicitly enumerated right to control flows of international capital. But the United 
SWaWeV, WheQ Whe ZRUld¶V SaUaPRXQW e[SRUWeU aQd iQdXVWrial power favored eliminating controls. Over 
time, the U.S. position dominated. Just prior to the Asian Financial Crisis of 1997, the U.S. and other 
iQdXVWUial cRXQWUieV QeaUl\ VXcceeded iQ UeVWUicWiQg Whe fRUPal UighW Rf IMF PePbeUV WR XVe ³caSiWal 
contrRlV.´ BXW ZhaWeYeU Whe ZUiWWeQ UXleV, aQ XQZUiWWeQ UXle SURhibiWiQg UeVWUicWiRQV RQ iQWeUQaWiRQal 
financial flows has been vigorously enforced with rare, grudging exceptions for developing countries.  
 
Reason #4 iV Whe dRllaU¶V UeVeUYe cXUUeQc\ URle. The UeVeUYe cXUUeQc\ URle, strictly speaking, means that 
foreign central banks buy and hold dollars. But the dollar serves other international purposes that are 
carelessly conflated with that role. Within the international financial system, the dollar performs three 
functions generally attributed money. It is a means of exchange, a measure of value, and a store of 
value. Because the dollar is commonly used in international transactions and denominating international 
contracts; Americans conveniently avoid changing money. This also allows the United States to impose 
ecRQRPic VaQcWiRQV. BXW WheVe RWheU fXQcWiRQV dR QRW diUecWl\ deSeQd RQ Whe dRllaU¶V URle aV a SXblic RU 
private store of value. In the early 1970s, the advanced economies agreed to float their currencies 
agaiQVW RQe aQRWheU aQd UedXced Whe dRllaU¶V fRUPal UeVeUYe cXUUeQc\ URle. HRZeYeU, Whe dRllaU 
continued, or even expanded, its transactions currency role.  
 
BXW iW iV Whe dRllaU¶V VWRUe Rf YalXe URle WhaW fiQaQceV APeUicaQ e[WeUQal deficiWV. If RWheU cRXQWUieV ZaQW 
trade surpluses, they are free to fix their currencies and depreciated exchange rates by buying safe 
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American financial assets, such as Treasury bonds and hold them as foreign exchange reserves. This 
finances their trade surpluses and keeps the U.S. dollar prices of their currency and exports cheap. 
ThiV iV called ³e[chaQge UaWe PaQagePeQW,´ RU leVV faYRUabl\, ³e[chaQge UaWe PaQiSXlaWiRQ.´  
 
Reserve accumulation plays a smaller role in global imbalances that it did just a few years ago, but it 
UePaiQV a SURbleP aQd cRXld becRPe PRUe VeUiRXV agaiQ. The IMF¶V CXUUeQc\ CRPSRViWiRQ Rf Official 
Foreign Exchange Reserves (COFER) data indicate that global foreign-exchange reserves have 
peaked in recent years after a nearly six-fold increase between 2001 and 2013. However, because of 
COFER¶V QaUURZ UeVeUYe defiQiWiRQ, WhiV iV PiVleadiQg. (Setser, 2023 a) and (Setser, 2023 b) 
demonstrate how governments can conceal their foreign exchange reserve accumulation by keeping it 
Rff Whe ceQWUal baQk¶V bRRkV. SeWVeU eVWiPaWeV WhaW ChiQa¶V hiddeQ UeVeUYeV Pa\be QeaUl\ aV laUge aV 
the officially reported $3 trillion. If the intent is to maintain a depreciated currency and finance a current 
account surplus, these measures muddle the issue and maybe give plausible deniability to currency 
manipulation charges.  
 
Reason #5: A surprising reason that foreign money pours into the United States and finances the trade 
deficit is that American tax law subsidizes it. Putting your money in America is artificially attractive 
because \RX dRQ¶W haYe WR Sa\ U.S. Wa[eV. AV a bRQXV, Whe U.S. gRYeUQPeQW RfWeQ aYRidV UeSRUWiQg Whe 
iQcRPe WR \RXU hRPe cRXQWU\¶V Wa[ cRllecWRUV (aQd VRPeWiPeV Whe cUiPiQal aXWhRUiWieV). Two such 
important and perverse provisions of the U.S. tax code are: 
 
26 CFR §1.895-1 (Legal Information Institute, 1975) exempts income of foreign central banks on 
RbligaWiRQV Rf Whe UQiWed SWaWeV. CeQWUal baQkV (iQclXdiQg ChiQa¶V aQd JaSaQ¶V) bX\ aQd hRld fRUeigQ 
fiQaQcial aVVeWV aV UeVeUYeV WR PaQiSXlaWe WheiU e[chaQge UaWeV. IW¶V RQe Rf Whe defiQiWiRQV Rf e[chaQge 
rate manipulation under U.S. law and 26 CFR §1.895-1 tax subsidizes it.  
 
26 U.S.C. §871(h)(1) (Legal Information Institute, 1984) exempts portfolio interest income received by 
nonresident aliens from U.S. sources. If an American owns a corporate bond, she gets an IRS Form 
1099 and pays taxes on the interest. But if she sells it to a German, the interest income disappears 
from the U.S. tax base and is no longer reported to the IRS. In fact, to the dismay of many other 
governments, the United States does not generally reciprocate the type of information gathering and 
sharing it demands for its own tax authorities. That income is effectively tax-free. Think-tankers on the 
left have criticized this provision on fairness and tax evasion grounds (Tax Justice Network, 2020), but 
the deleterious economic effects are not fully appreciated. These exemptions are granted to foreigners 
ZhR caQ¶W eYeQ YRWe iQ U.S. elecWiRQV aQd cheZ XS a laUge SRUWiRQ Rf Whe U.S. Wa[ baVe aQd cRPSlicaWeV 
tax administration. Thus the U.S. tax code incentivizes trade deficits and foreign lending into the U.S. 
financial system. 
 
A closely related problem is that the United States is very ambivalent, at best, about international 
information sharing on tax matters which can encourage inflows for the purpose of tax evasion. It does 
QRW SaUWiciSaWe iQ Whe OECD¶V AXWRPaWic E[chaQge Rf Information (AEOI) and Common Reporting 
Standard (CRS), but instead relies on a system based on its own Foreign Account Tax Compliance Act 
(FATCA). ThiV SaWchZRUk V\VWeP dReV QRW PeeW Whe OECD¶V PiQiPXP VWaQdaUdV. Be\RQd Whe diUecW 
tax issues, (Michel, 2021) shows how foreigners can use the U.S. legal system to keep money beyond 
the reach of foreign criminal authorities. Regardless of the ethical issues, these policies encourage the 
fiQaQcial iQflRZV Zhich PaiQWaiQ APeUica¶V e[WeUQal iPbalaQceV aQd WheiU adYerse impact on U.S. 
economic performance.   
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6. Effective Policy Options Open to the United States 
 
This analysis makes no political forecasts regarding American political will to re-examine its 
international economic policies. But the economic and political costs have created a political impetus 
for change that atypically receives support across the American political spectrum. For U.S. policy 
makers and Congress to choose a more active approach, they must overcome the self-imposed 
ideRlRgical cRQVWUaiQWV Rf APeUicaQ SRlic\. TheVe iQclXde Whe ³VWURQg dRllaU´ PaQWUa, XQeTXiYRcal 
RSSRViWiRQ WR ³caSiWal cRQWURlV,´ aQd Whe dRllaU¶V gURVVl\ PiVXQdeUVWRRd, TXaVi-sacred reserve currency 
VWaWXV aQd iWV cRQflaWiRQ ZiWh Whe dRllaU¶V WUaQVacWiRQV cXUUeQc\ URle. If APeUicaQ SRlic\ PakeUV caQ cleaU 
these hurdles, there are effective remedies available. Reducing U.S. trade deficits is straightforward; 
APeUica PXVW VWRS abVRUbiQg fRUeigQ VaYiQgV WhaW iW dReVQ¶W Qeed. All elVe failV.  
 
The most obvious measures are the elimination or reversal of the tax incentives established to 
encourage the inflows, starting with 26 CFR §1.895-1(Wa[ e[ePSWiRQ Rf ceQWUal baQkV¶ iQcRPe RQ U.S. 
government obligation), 26 U.S.C. §871(h)(1) (tax exemption of non-residents U.S. portfolio income), 
including exemptions from tax withholding given to foreigners. If the beneficial owners have tax-exempt 
VWaWXV XQdeU bilaWeUal Wa[ WUeaWieV, Whe iQcRPe caQ be ZiWhheld aQd UefXQded WR Whe hRPe cRXQWU\¶V Wa[ 
authorities, so that the income would still be taxed. In essence, foreigners buying U.S. financial assets 
will either get U.S. national treatment or be taxed by their home authorities. 
 
This should be unobjectionable on both legal and equity grounds; the United States has the sovereign 
right to tax U.S.-source income except when it is exempt under tax treaties. Even then, tax treaties can 
be abrogated or renegotiated for chronic trade-surplus countries. Tax treaties are meant to protect 
cross-border financial income from double taxation, but without information sharing the money is often 
effectively shielded from any taxation. The United States has been criticized by others for its favorable 
tax treatment of U.S. income of foreign residents and failure to share information with other 
governments. Aggressive taxation of foreign residents and information sharing may even be popular 
with some other governments. But that cannot happen without a realization that current tax law and 
policy is destructive of broader U.S. economic interests. America can have it both ways: on one hand, 
the rule of law and tax administration without favor to special interests, and on the other growth, and 
balanced trade. 
 
It is hard to evaluate how much revenue repealing a tax break can produce, but a quick back-of-the-
envelope estimate is easy for repeal of 26 CFR §1.895-1. Foreign official holding of U.S. obligations 
are roughly $4 trillion (U.S. Department of the Treasury, 2022). A 2.5 percent average interest rate on 
U.S. Treasury obligations produces $100 billion in annual income. A 30 percent tax rate would generate 
$30 billion (about a quarter from China and Japan each). Of course, if dollar reserves are reduced, the 
tax revenue may be less, but the trade deficit will shrink, and domestic tax revenues will increase. 
 
Taxation of foreign income earned from U.S. assets is not a novel idea. It has been proposed for over 
a decade including (Pettis, 2019), several economists at Peterson Institute for International Economics 
inter alia (Hufbauer, 2010), (Hufbauer & Gagnon, 2011), (Gagnon, 2011), and (Bergsten & Gagnon, 
2017). 
 
An advantage to eliminating perverse tax incentives is that it is politically and diplomatically more 
defensible than penalizing foreign residents. The difficulty is the novelty of these policy reforms. The 
sensitivity of the inflows to taxation and how quickly changes will occur is unpredictable. The objective 
is a medium-term adjustment, not a disruptive shock. While some capacity exists to increase the output 
of tradeable goods, the United States needs to rebuild much of its tradeable-goods sector if it wishes 
to eliminate its trade deficit. That capacity was built once, and it can be rebuilt. U.S. multinationals build 
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WheVe caSabiliWieV abURad fURP VcUaWch. The iVVXe iV WiPe. HRZeYeU, PaUkeW ecRQRPieV adjXVW; WhaW¶V 
the purpose of markets. New policy measures need to be cautiously inaugurated and calibrated 
upwards. Just announcing that foreign-owned U.S. assets are part of the tax base may immediately 
reduce the inflows.  
 
The United States can impose other restrictions on the use of U.S. assets as central bank reserves. 
BXW VWUicW UeSRUWiQg UeTXiUePeQWV RQ fRUeigQ ceQWUal baQkV¶ U.S. aVVeW WUaQVacWiRQV aQd SRViWiRQV VhRXld 
come first. The United States Government routinely discloses such information, including weekly foreign 
exchange information (U.S. Department of the Treasury, n.d.). This is certainly not a capital control; it 
is a transparency requirement and a deterrent to abuse. 
 
Other, economically effective measures are legally available, but face doctrinal and political hurdles. 
Some well-UeVSecWed ecRQRPiVWV PiVchaUacWeUi]e Whe dRllaU¶V UeVeUYe-cXUUeQc\ URle aV aQ ³e[RUbiWaQW 
SUiYilege´ (Eichengreen, 2011) (Page 4). YeW QR RQe elVe ZaQWV WhaW ³SUiYilege.´ CalliQg iW a ³SUiYilege´ iV 
the same scam that Tom Sawyer used to get the other kids to do his work, paint his fence, and pay for 
Whe hRQRU. IV Whe dRllaU¶V UeVeUYe URle Ueall\ a SUiYilege RU jXVW a YaiQ PaQ¶V VWaWXV V\PbRl? IV eYeU\bRd\ 
else just happy to let America have the honor of sitting at the head of the table so that it can pick up the 
check? Is it really a privilege to borrow and spend the money instead of earning the money yourself by 
making the things you buy?  
 
Some economists have actually asserted the former point. (Blinder, 2016) states: 
 

A trade deficit means that foreigners send us more goods and services than we send 
them. To balance the books, they get our IOUs, which means they wind up holding 
paper²U.S. Treasury bills, corporate bonds or other private debt instruments. That 
dReVQ¶W VRund so terrible for us, does it? 
 

The Great Financial Crisis should have conclusively answered that rhetorical question, unless Blinder 
is suggesting that repayment is optional.   
 
If these measures are insufficient to eliminate the current account deficit, then another doctrinal taboo 
must be breached: capital controls. Ironically, although U.S. policy in recent decades has consistently 
opposed capital controls, a residency-based tax provision like 26 U.S.C. §871(h)(1) is a capital control 
(or more euphemistically, capital flow management). Nobody notices because the United States aims 
the gun backwards and defeats its own economic objectives. However, a positive, residency-based, 
surtax on foreign purchases of U.S. financial assets or income from those assets would also be an 
obvious capital control. An example is the Market Access Charge (MAC) proposed in Section 5 of the 
(Baldwin-Hawley, 2019) bill introduced in the U.S. Congress. The MAC is a tax on the initial foreign 
purchases of U.S. assets. It would be set and subsequently readjusted to a level intended to eliminate 
the U.S. current account balance within five years. It can be argued that the sale of U.S. financial 
liabilities by U.S. residents to eager foreign buyers at premium prices is a mutually beneficial market 
transaction. But those are private benefits. On a macroeconomic level, the transaction can result in 
increased domestic debt levels, financial instability, and loss of demand for U.S. output. These are 
social losses: a negative externality. The best policy remedy is a tax on the transaction producing the 
externality. 
 
This illustrates a paradox. Market transactions can be refused by either party. That assures that they 
aUe PXWXall\ beQeficial. AW Whe ³PacUR´ RU QaWiRQal leYel WhRXgh, fiQaQcial iQflRZV caQQRW be UefXVed 
ZiWhRXW PeaVXUeV WhaW aUe WechQicall\ ³caSiWal cRQWURlV.´ DiVallRZiQg caSiWal cRQWURlV PeaQV fiQaQcial 
transactions are exempted from any restrictions on their negative externalities.  
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If the United States wishes to eliminate its trade (current account) deficits only policies that directly or 
indirectly reduce its financial account surplus to zero will work. Targeting the financial account itself is 
superior to using the exchange rate as an intermediate target. The reason is simple. The authorities 
cannot know the Current Account Balancing Exchange Rate (CABER) in advance. But they know that 
to reach and maintain the CABER, they must intervene until the financial account reaches zero. Thus, 
it logically follows that the authorities only need to know the directional effects of their policies to bring 
about a gradual reduction of the financial account surplus to zero. 
 
IURQicall\, VXch SRlicieV PighW helS cRQVeUYe Whe dRllaU¶V ³UeVeUYe cXUUeQc\´ URle aQd VWaWXV. OYeU WiPe, 
Whe dRllaU¶V iQWeUQaWiRQal cXUUeQc\ URle Zill cRQWiQXe WR eYRlYe.  HRZeYeU, Whe UQiWed SWaWeV faceV a 
problem similar to the Triffin Dilemma. If it coQWiQXeV WR SaVViYel\ VXSSl\ Whe UeVW Rf Whe ZRUld¶V dePaQd 
for safe assets, its external liabilities (both official and private) will reach unsustainable levels and the 
dollar may face a sudden loss of value and even reserve-currency status. Alternatively, if the net deficit 
on the financial account were gradually reduced to zero and held at that level, the U.S. Net International 
Investment Position (NIIP) would stabilize in nominal terms. The NIIP would thereafter decline relative 
to GDP. This would reduce concerns about U.S. financial solvency. If foreign central banks or private 
sectors wished to hold the then stable stock of dollar assets or trade them beyond U.S. borders, they 
would still be able to do so. Such a system might resemble the gold standard in that there might be a 
fixed quantity of dollar central bank reserve assets, but further speculation is beyond the scope of this 
paper. But the Triffin-Dilemma-like problem would be gone. 
 
Eliminating the net financial inflows will reduce the amount of credit to be intermediated by the U.S. 
fiQaQcial VecWRU aQd Pa\ iQiWiall\ cRQVWUaiQ WhaW VecWRU¶V gURZWh. HRZeYeU, ViQce Whe GUeaW FiQaQcial 
Crisis, there has been a re-evaluation of the relationship between financial-sector growth and GDP 
growth. Studies such as (Cecchetti & Kharroubi, 2012) and (Cournède & Denk, 2015) have found that 
for many countries there appears to be a threshold level above which growth of the relative size of the 
financial sector is associated with lower overall economic growth. This implies there is no strong a priori 
reason to believe that the pain of adjustment will spread beyond the financial sector. 
 
 
7. Consequences for the Rest of the World 
 
Keynes advocated the adjustment burden be distributed on both surplus and deficit countries. He feared 
forcing trade-deficit countries to assume the entire burden imparts a deflationary bias on the global 
economy. If the burden is shared by trade-surplus countries adopting expansionary policies, then the 
overall impact on the global economy will be more neutral ± and the surplus countries will enjoy a higher 
VWaQdaUd Rf liYiQg. BXW FDR¶V NeZ Deal TUeaVXU\ DeSaUWPeQW RSSRVed Ke\QeV¶ aSSURach aQd Whe 
burden remained solely on deficit countries. Sixty years later, in the age of the Global Savings Glut, 
trade surplus countries discovered how to transfer their ex ante demand deficiencies to the United 
States. 
 
For 25 years, America has been the global macroeconomic-balancing mechanism. The rest of the world 
has become collectively dependent on America. For America, this is neither politically nor economically 
VXVWaiQable. B\ SWeiQ¶V LaZ, iW PXVW chaQge. The VRRQer, the better, for everyone. 
 
The other Anglophone trade deficit countries ± the UK, Canada, Australia, and New Zealand, will need 
WR fRllRZ VXiW RU lRVe cRQWURl Rf WheiU WUade deficiWV. The UK¶V OYeUVeaV TeUUiWRUieV aQd CURZQ 
Dependencies are among the most secretive banking jurisdictions (Tax Justice Network, 2020), but 
presumably the deposits of those banks flow elsewhere. The Russian invasion of Ukraine has called 
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aWWeQWiRQ WR Whe LRQdRQ¶V (QickQaPed LRQdRQgUad) SURPiQeQW URle iQ hRVWiQg RXVViaQ RligaUchV. The 
UK is, in fact, by design, a primary destination for foreign oligarchs and money of questionable origin 
aV QRWed b\ Whe BUiWiVh Paga]iQe, The EcRQRPiVW: ³The UiVe Rf LRQdRQgUad ZaV SlaQQed. BUiWiVh 
gRYeUQPeQWV Rf all VWUiSeV RSeQed Whe cRXQWU\ WR RXVViaQ caSiWal.´ (Economist, 2022). (For an even 
PRUe WUeQchaQW Rf Whe UK¶V URle iQ aWWUacWiQg PRQe\ Rf TXeVWiRQable SURYeQaQce Vee (Bullough, 2018) 
and (Bullough, 2022) BUiWaiQ¶V ecRQRPiVWV aQd gRYeUQPeQW VeeP RbliYiRXV WR Whe URle Rf WheVe fiQaQcial 
iQflRZV iQ BUiWaiQ¶V cXUUeQW accRXQW deficiWV aQd deiQdXVWUiali]aWiRQ.  
 
Developing countries will be either delighted, or rightfully terrified, that torrents of unwanted savings will 
be diverted to them depending on whether they want to increase or reduce their external deficit. If they 
follow the U.S. lead, they will have to XVe ³caSiWal flRZ PaQagePeQW´ WR eiWheU deflecW Whe flRZV RU 
negotiate more advantageous terms. 
 
Without the United States to absorb the surplus savings, eventually the burden of adjustment will return 
to its countries of origin: the trade-surplus countries. Klein & Pettis (2020) give an excellent description 
of the economic policies that helped concentrate wealth and create the Global Savings Glut, not only 
in trade surplus countries such as Germany and China, but in America. Their concluding chapter 
describes what other countries will have to do if the United States ends its role as the great global 
balancing mechanism. In short, their working and middle classes will have to accept a higher standard 
of living. 
 
Klein and Pettis believe unilateral U.S. action to stop the inflow of unwanted funds would be too painful 
and disruptive for the rest of the world. Instead, they advocate dramatic changes in trade-surplus 
cRXQWUieV¶ dRPeVWic SRlicieV WhaW ZRXld eliPiQaWe Whe savings glut.  
 
There is a major weakness in their position. American presidents have asked nicely since the Clinton 
Administration for help reducing the trade deficits and have been ignored or scorned. In 2010, Chinese 
President Hu Jintao flatly told the Obama AdministraWiRQ WhaW ChiQa ZRXld QRW \ield WR ³e[WeUQal 
SUeVVXUe´ WR aSSUeciaWe iWV haUd \XaQ Seg Rf 6.83/$ (Chen & Delaney, 2010). Yet the peg was only 
possible because of U.S. acquiescence to massive Chinese intervention in its financial markets. 
 
Baring U.S. action to stop the financial inflows, there is no reason to expect that will change. If the 
political decision is made to begin reducing the inflows, the two realistically possible choices are: (1) A 
medium-term, mutually advantageous adjustment, or (2) a sudden shock. The latter will eventually 
occur if the present situation continues until enough damage has been done to the American economy 
that the system collapses.  
 
Unilateral U.S. measures to control the inflow of the Global Savings Glut would push the world closer 
to the first option. If properly designed, such measures will allow the surplus countries at least three to 
five years to adjust. Depending on how quickly they respond, that could be enough. But the result should 
be politically popular improvements in living standards. The problem is that for either political or 
ideological reasons, many surplus countries have refused these reforms thus far. 
 
 
8. Summary and Conclusions 
 
Today, surplus saving that the U.S. economy does not need flows in from economies that need it even 
less. This not only causes U.S. trade deficits but harms the financial and industrial sector. It drove U.S. 
interest rates towards historic lows while the Fed worried that ultra-low interest rates trigger financial 
instability. American savers suffer (especially retirees living on their savings), and consumers are 
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bXUdeQed ZiWh debW. EcRQRPiVWV ZRUU\ abRXW Whe ³]eUR lRZeU bRXQd´ UeQdeUiQg PRQeWaU\ SRlic\ 
ineffective. Yet American tax policy subsidizes this!  

 
APeUica¶V SRViWiRQ iV cRQVWaQW fURP each SUeVideQWial adPiQiVWUaWiRQ WR Whe Qe[W, UegaUdleVV Rf SaUW\. IQ 
this respect, America has shunned the routine hypocrisy that defends the self-interests of nations. 
Donald Trump obsessed about the trade deficit and resulting deindustrialization of America. He 
SURclaiPed aQ ³APeUica FiUVW´ SRlic\. AQd \eW, Whe U.S. TUeaVXU\¶V iQVWiWXWiRQal biaV fRU a ³VWURQg´ (i.e. 
overvalued) dollar endured. This allows other countries to do the opposite: undervalue their currencies 
to make their exports cheaper. Therefore, American wares are overpriced and uncompetitive on world 
markets and its factories are no longer viable. U.S. trade negotiators seem unaware that the financial 
inflows prevent any adjustment of the exchange rate or trade deficit. While the Trump Administration 
seemed to delight in violating many of the norms and conventions of American politics, including those 
of the old Republican EstabliVhPeQW, iW QeYeU acWXall\ challeQged Whe iQWellecWXal iQeUWia Rf APeUica¶V 
policy elites. 
 
In fairness, under fixed exchange rate systems or when capital was scarce, measures to encourage 
fiQaQcial iQflRZV Pa\ haYe VeUYed APeUicaQ QaWiRQal iQWeUeVWV, eYeQ if aW RWheU cRXQWUieV¶ e[SeQVe. 
Today, these measures are obsolete and destructive government economic interventions. Eliminate 
WheP aQd APeUica¶V e[WeUQal iPbalaQceV Zill VhUiQk. FRU APeUica, WhaW iV gRRd QeZV becaXVe iW haV Whe 
incentive and means to act unilaterally. The governments of trade-surplus economies have no 
compelling incentive to help, even if their populations would enjoy higher living standards if they adopted 
Whe aSSURSUiaWe UefRUPV. BXW Whe APeUicaQ SURbleP iV WhaW iW dReVQ¶W eYeQ XQdeUVWaQd Whe cRQVeTXeQceV 
of its own tax code. 5 
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