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The Chairman gave a quite remarkable speech on Friday in Frankfurt.  It was remarkable because he worried aloud about the growth in U.S. net indebtedness to foreigners (the counterpart of a seemingly intractable current account deficit) and the ultimate impact on the dollar in FX markets.  Many economists have voiced that concern before.  The difference is that this economist is the Chairman of the world’s most important Central Bank and typically Fed chairmen leave discussions of the dollar to their Treasury Secretaries.  But, as we all know, this Chairman has remade the rules of monetary policy and monetary policy discussions.

The more one mulls over the speech, the more one begins to ask for which audience was this speech intended?  He was certainly addressing the Europeans who have become (overly?) concerned with the macro policy difficulties posed by a strong euro to members of the European Union.  He was also addressing international monetary economists concerning his views on the current value of the dollar and the possible adjustment difficulties posed by a continuing current account deficit.  Finally, in our view, he was addressing how future monetary historians will assess this Chairman’s record considering the burgeoning U.S. budget deficit and whether in an effort to keep the American economy running at a very high level of performance, Greenspan has indulged in what some call, “serial bubble blowing.”  Considering that his reign as Chairman will end in January 2006, no one should be surprised if he indulges in some polishing of his historical patina.  The time has come to set the record straight!  But, for whom?

The gist of the Greenspan view on the current account can be summed up in three propositions:

(1) the chronic nature of the current account deficit reflects a long term insufficiency of total saving in the U.S.  (total saving is the sum of private sector saving—the excess of private domestic saving over domestic investment plus the excess of Government tax revenues over Government expenditure). The issue is what to do about that deficiency? 

(2) the world as a whole is moving more and more away from “home bias,” and that means that there is an increasing lack of correspondence between domestic saving and investment.  Put another way, current accounts are less and less automatically moving back to balance and ultimately, that has to test the flexibility of the exchange rate as an adjustment mechanism for external balance.  

(3) The consequence of deficient U.S. savings is that more and more claims on America are held by foreign countries.  At some point, and no one can say when, increased concentration of dollar assets held by foreigners must produce either rising interest rates in the U.S. or a sharply declining dollar in terms of other major currencies (euro and yen).  

The twin perils of rising U.S. interest rates choking off aggregate demand expansion and a possible exchange rate crisis sometime in the future have become a much mooted discussion in markets and policy circles around the world.  Greenspan would not like to be seen on the wrong side of these issues when the die is finally cast.

This process has been going on for a very long time.  It was masked for a few years when a large budget surplus was beginning to develop in the Clinton years.  That budget surplus was largely the result of a booming equity market producing unforeseen and very large tax revenues that were not repeatable.  With the end of the Boom, those tax revenues faded, but the expenditure commitments of the Government did not.  Au contraire, they have grown, stimulated by the war, by tax cuts and by the Congress promising to be all things to all voters.   Yet the memory of Greenspan’s 2000 fear that the U.S. surplus would mean paying off the Federal debt and possibly pose problems for the monetary authority is remembered by many.  And, it was clearly remembered by many democrats during the recent election campaign.  Some hoped that a Kerry victory would mean they would choose the next Fed Chairman, but at the least, Greenspan’s failure to become a vigorous spokesman against the Bush tax cuts has continually wrankled them.  For Greenspan to point to the longer term problems for currency adjustment posed by continuing U.S. government deficits may indeed have been a way to begin redefining his record before he retires.  

There is a risk in this course.  Markets are now fully aware that the Fed has begun to “worry” about how the eventual adjustment of the large and continuing current account deficit will be made.  Greenspan points to the need for Government saving to offset Private savings insufficiency and that means shrinking the deficit.  Was he being disingenuous in this pose?  

Speaking at a monetary conference with other Central Bank heads seems an odd context to offer advice to the Congress and administration on budget policy.  Yet, he is in good company among his central bankingpeers, since both the European and Japanese central bankers have been actively engaged in trying to motivate their own domestic tribunes who decide on tax and budget policy.  

The Chairman may also be pointing markets in the direction that they need to go to make the adjustment on their own.  This speech clearly has the implication of ‘dollar weakening, ‘ no matter that the Secretary of the Treasury gave his usual “strong dollar” dance at the G-20 meetings over the weekend.  But, it may also be suggesting to markets that interest rates in the U.S. are going to have to rise and rise perhaps further than markets now believe?

If that is the correct interpretation, the Fed will be going down a path not frequently traveled.  It would amount to a rearrangement of priorities by the Fed as between “internal” and “external” balance.  Were interest rates to rise, the Fed’s tightening path would only be seen as “ratifying” the market’s choice, but rarely has the U.S. tried to run its monetary policy with an external balance criterion.  Under the current dollar exchange standard, the U.S. does not set it’s exchange rate.  It runs its monetary policy and the rest of the world has to pay attention to exchange rates.  Setting interest rates on an external balance consideration would be a very large shift of focus.  Perhaps, Greenspan was merely warning the Congress, in much more explicit terms, of the consequences of budgetary laxity.  

In any case, the ‘genie’ is now out of the jug.  The connection between budget deficits, current account deficits and the implication for interest rates and currencies is now on the agenda, or more properly, on the agendas of many constituencies.  Who was the Chairman speaking to in Frankfurt?  All of them, in our view, including future monetary historians.










Greenspan: Polishing his Patina?
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