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Why Trade Deficits Do Matter---Or The Impossibility Of Borrowing Your Way To Prosperity

By David Stockman. Posted On Thursday, March 7th, 2019

The present era of "whatever it takes" stimulus by the fiscal and central banking organs of the state has had many victims, but one of the most crucial is common sense itself. And that's to say nothing of historical principles of sound money and sustainable capitalist finance---all of which were discarded years ago.

Yesterday brought still another case in point. We are referring to the repeated refrain in the MSM that the catastrophic trade results released this week for 2018 actually denoted a strong economy!

That's right. We are essentially being told that you can get ever richer by going broke.
The keynesian knuckleheads at Politico's "Morning Money", for instance, put their blithering ignorance on full display in attempting a snide swipe at the Donald for his allegedly benighted focus on the US trade deficit:

Trump embarrassed on trade — President Trump based his campaign on reversing the nation's trade deficit, a dubious pledge given the deficit usually reflects a strong economy. But now he's going to have defend the fact that the deficit with China hit a new record in 2018. The overall trade deficit of $621 billion was the highest since 2008. 
Well, then. It happens that the US has experienced continuous and rising trade deficits since the early 1970s, which have cumulated to more than $15 trillion. Presumably, therefore, that would be evidence of an increasingly "strong economy" per the purported pearl of wisdom cited above.

Except it's not. After four decades of ever bigger and better trade deficits, the real GDP growth rate on a rolling 10-year trend basis has fallen from the post-war heyday rates of 3-4% to only 1.5% per annum. And the latter figure represents a trend rate that is so abysmal that it never got that low even during the 1930s.

Moreover, we are not talking here about short-term point-t0-point deltas that can be cherry-picked to prove just about anything.

To the contrary, there are few things more robust than a 10-year rolling average stretched over the course of seven decades.  So the picture below is dispositive: The trend rate of real GDP growth has been sinking like the setting sun.
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Besides ignoring the compelling evidence of the last 70 years, of course, what our keynesian gummers never ask is the most crucial question of all: If soaring trade deficits reflect a booming economy, how is the "boom" being financed?

After all, even common sense tells you that a boom financed 100% by rising employment and productivity is a wholly different kettle of fish than one financed 100% by debt and rising leverage ratios against current income.

Yet that is exactly what has happened since 1971. We've described it as a rolling national LBO that has one unmistakable characteristic. To wit, the nation's total leverage ratio (public and private debt divided by national income) has erupted by two full turns of debt, which at today's economic scale amounts to $40 trillion.
Needless to say, that's the proverbial elephant in the room, and its no aberration or outlier, either.

In fact, the 1.48X debt-to-income ratio shown below for 1971 represented the historical golden mean. Other than during a few years during the Great Depression when national income collapsed, the approximate 1.5X leverage ratio had prevailed since 1870---and through boom and bust, war and peace, good weather and bad.

So the nation's incessantly rising leverage ratio since 1971 is the actual aberration, and the 3.47X leverage ratio which prevails today is the very opposite of a proven, sustainable steady state.

Indeed, it's just the corollary of America's soaring trade deficits. Cheap central bank credit and sustained interest rate repression enabled the US economy to collectively live way beyond its means for decades---consuming more than it produced year-in-and-year-out, while borrowing the difference.
Needless to say, in a closed economy with no central bank printing press----that particular trick would not have worked. Interest rates would have risen in the face of surging credit demand, thereby off-setting the rising spending of some households, businesses or government units with the increased savings of other such units.

That is to say, in an honest monetary system markets must clear and there is no free lunch. But in the post-1971 world, the Fed has led the convoy of global central banks in a sustained fiat money print-a-thon. Just since 1990 it has taken the collective central bank balance sheet from less than $1 trillion to in excess of $25 trillion.
Combined Global Central Bank Balance Sheets


In turn, that has permitted America to borrow massively from the rest of the world owing to the defensive, currency-pegging responses to the Fed's tsunami of freshly minted dollar liabilities that were mounted by most other central banks and the mercantilist policies of their governments. This kind of artificial FX suppression, or dirty float, was especially prevalent and heavy-handed among the East Asian manufacturing economies and the petro-states.

By buying up dollars and sequestering them on their own balance sheets in order to peg FX rates (i.e. hold them down) and protect export industries, foreign central banks financed the US trade/current account deficits directly by absorbing more than $20 trillion of government debt and other securities since the late 1990s, and also indirectly.

In the latter case, their FX pegging policies simply made private foreign holdings of dollar securities more attractive by effectively propping up the US dollar and removing much of the FX risk to non-dollar investors.

By contrast, in the absence of foreign central bank FX intervention, the dollar's exchange rate would have plummeted, thereby making currency hedging by foreign dollar investors far more expensive, if not prohibitive.
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In short, there is nothing normal, sustainable or constructive about America's massive unbroken string of trade and current account deficits. The world is not dying to lend money to America; it is being shunted here temporarily by the destructive policies of the Fed and the convoy of global central banks which counter its bad money with more bad money of their own.

For instance, the Red Ponzi's massive FX reserves are essentially monetary RINOs ("reserves" in name only). Under a hard money system of current account settlements in gold or even a clean FX float on the free market, the massive current account surpluses and capital account inflows which occurred over the last three decades would have been choked-off long ago.

What appears in the chart below, therefore, is just the smoking gun evidence that when the Fed ran its printing press hard, the red capitalists of Beijing ran theirs even harder.

China FX Reserves, 1990-2018


In any event, the proof is in the pudding.

During the heyday of American prosperity in the 1950 and 1960s, the US ran modest trade surpluses. It was only after Nixon deep-sixed the Bretton Woods gold exchange standard in August 1971 that there incepted America's four decades-long spree of living high on the hog by borrowing massively and chronically from the rest of the world to support a bloated import account.
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Needless to say, living within our means did not mean austerity or stagnation. In fact, in the 20 years between 1954 and 1974 economic growth boomed and the middle class standard of living in the US rose at a robust clip.

For example, real GDP expanded at a 3.9% compounded annual rate even after averaging in the recessions; and real family income rose by 2.8% per annum----at rate of gain that is now only a distant memory.
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Indeed, since the year 2000 the real GDP growth rate has averaged only 1.8% per year or just 46% of the growth rate that was recorded during 1954-1974.

More importantly, real family income has been essentially dead in the water. To be exact, it has crept higher at a 0.17% annual rate---and you only get that rounding error of gain if you believe the BLS' sawed-off inflation ruler accurately measures the cost of living faced by families in Flyover America.

The truth of the matter is that the actual living standard of the median American family---when actual cost of living inflation is properly accounted for---- has been shrinking for the entirety of this century to date.
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So the question recurs. During the last several decades, the trade account has been in massive deficit, culminating in the record $891 billion racked-up in 2018 (not shown).

That is to say, the idea that deep, chronic trade deficits are a sign of a "strong economy" is truly preposterous. It's the ultimate expression of the keynesian delusion that you can borrow and spend your way to prosperity.
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