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« US trade in deficit for more than 40 years.

o 2024 net international liabilities reported at 90% of US GDP.

« After adjusting for measurement issues, the true net liability
position may be 67% of GDP.

« This is still very large, reflecting unprecedented net borrowing as
a share of World GDP.

e Does it threaten the dollar’s global role?
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 |n fact, the dollar’s global role is a big driver of persistent deficits.

o US financial assets are uniquely attractive to international
Investors.

e Large size, perceived safety, and creativity of US financial
markets (securitization).

e Dollar remains the pre-eminent reserve currency.
e Massive currency manipulation in 2003-13.
e Modest decline in dollar share in recent years.
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 Trade deficit needs to shrink to stabilize net liabilities/GDP.

o If US retains “exorbitant privilege” (lower return on liabilities than
assets), deficit must shrink by 2% of GDP.
* Requires real depreciation of 15-20%.

 |If US loses exorbitant privilege, deficit must shrink by 3.5% of
GDP.
* Requires real depreciation of 25-30%.
* Even this depreciation is not unprecedented and might occur
smoothly.
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e US tariffs and the dollar.

 Theory says a 10% tariff should push up the dollar 5%.
e October 2024 - January 2025: dollar appreciated 5%.

e Since late January, dollar gave up those gains.
« Harmful and erratic policies and anti-foreigner rhetoric may be
scaring off foreign investors.
» Risk of eroding exorbitant privilege.
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« How will new tariffs affect the trade deficit?

The size of the tariff hike i1s not clear. More tariffs are threatened.

PlIE’s Chad Bown says 21 percentage points (September 25).

Congressional Budget Office says 18 pp (August 19).

Yale Budget Lab says 15 pp (September 26).

Customs duties in August 2025 (as share of July imports) were 8
pp higher than last year.
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 What is the effect of a 15 pp tariff increase on the trade deficit?

e Assume dollar stays near its current level, roughly unchanged in
broad real terms from its 3-year average.

 Assume US grows near potential and ROW a bit less than
potential (PIIE October 2025 Outlook).

* Imports shrink about $500 billion.
o Exports shrink $100-200 billion.
» Trade deficit shrinks $300-400 billion, just over 1% of GDP.

4 PIIE
!=i US trade deficit | 9




e But the effect on the current account deficit may be smaller.

* Investment income deficit likely to widen.

e US Interest rates have not declined as much as in other
economies.

 Dollar-based spreads on US Treasury yields are very low.
 These are a key source of US exorbitant privilege.

e So far, the net effect on investment income is small.
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Bullet list
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The main source of
exorbitant privilege is in
long-term govt bonds, a
large category on the
liability side.
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EP also large in reported
equity returns.

Adjustments tend to
reduce equity EP.

DI adjustment is
conservative.

Not clear why US P/E
ratios should continue to
exceed those elsewhere.

EP likely to persistin
long-term govt bonds,
especially as US
investors hold few
German or Japanese
bonds.
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To stabilize NIIP at -67%
of GDP, CA balance must
equal -2.7% of GDP.

With continued EP
(column 2) trade deficit
must shrink 2% of GDP.

With no EP and
moderately high rates of
return (column 6) trade
deficit must shrink 3%2%
of GDP.

A return to zero interest
rates would make
sustainability easier.
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Dollar depreciation helps
in 2 ways:

 Raises trade balance.

« Raises NIIP/GDP.

US equity correction also
raises NIIP/GDP.
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