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THE BALANCE OF PAYMENTS 
The most controversial piece of accounting ever created?     

The flow of goods and capital across borders and 
between nations has featured in human storytell-
ing and economic relations since the beginning of 
time. The biblical protagonists traveled and traded 
with each other, and often fought over the dominion 
of resources. The protagonists in modern historical 
tales of trade and war since the turn of the millen-
nium continue the habit in similar ways. You would 
be hard-pressed to find a better historical account of 
that than in Ronald Findlay and Kevin H. O’Rourke’s 
Power and Plenty. The book is as much about the 
wars that divided empires and nations as it is about 
the exchange of goods and capital that bound them 
together, though it is reasonable to say that these 
two perspectives are joined at the hip.

Economics plays a specific role in the study of 
global trade and empire-building. The exchange of 
goods, capital, and services across borders gives rise 
to transactions as the ownership of resources shifts. 
Over time, these processes lead to the accumula-
tion of wealth and debt on the part of nations and 
economic actors—assets and liabilities, in the jargon 
of modern finance. It is the economist’s job to 
trace, identify, and record the nature and value 
of these transactions. The economic historian 
faces obvious challenges when it comes to dissect-
ing the scope and value of trade and capital flows 
that occurred centuries ago. That said, Findlay and 
O’Rourke’s (2007) work illustrates how far historians 
have come in giving an accurate account of the flow 
of goods and capital over time. The details, though 
ultimately unverifiable, are impressive and convincing.

For contemporary economists, and those study-
ing recent history in the 20th century, the balance of 
payments (BoP) is the framework through which the 
flow of goods, capital, and services across countries 
is recorded and analyzed. Effectively, the BoP is a 
simple double entry accounting system which ought 
to lend itself to relatively uncontroversial analysis and 
conclusions. As this essay will show, however, track-
ing the flow of international capital in modern econo-
mies is a hugely contested exercise, generating deep 

divides among economists regarding the accuracy, 
importance, and implications of the data recorded in 
the BoP. Therefore, it is probably the most controver-
sial piece of accounting ever created.

IT’S 1945, AND WE HAVE WORK TO DO
It is not clear precisely who invented the BoP—the 

framework goes back a long way—but the version 
that economists know today emerged in the after-
math of the Second World War. In a world looking to 
correct the devastation wrought in the first half of the 
20th century, the International Monetary Fund (IMF) 
was one of many structures created to foster eco-
nomic and political interdependence between nations.

It is beyond this essay to analyze the political 
dynamics of the IMF, but suffice to say that its role 
as the global economic policeman in the post-war era 
called for a standardized way of tracking the flow of 
capital and goods across countries. In January 1948, 
the IMF published the first “Balance of Payments 
Manual” with instructions on how, and what, to report 
in order to provide an overview of economic transac-
tions with the rest of the world.

The introduction to the manual gives clues to the 
origins of the accounting framework. The creation 
of the BoP followed initial work that had taken place 
within the League of Nations and, by 1948, the IMF 
had agreed with the United Nations to take respon-
sibility for the timely compilation and publication of 
annual or, if possible, quarterly data. Against this 
background, it is reasonable to say that the BoP was 
born in the same spirit as the many institutions that 
were created in the rubble of two world wars in the 
first half of the 20th century. A new international 
order had to be built based on coordination, coopera-
tion, and co-dependence and, in the sphere of macro-
economics, the BoP is designed to measure all three.

The 1948 manual stipulates that the BoP has one 
overall scope, which carries through to the present 
day: “The broad aim of the BoP is to show the eco-
nomic interrelationship between a national economy 
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and the outside world.” This analysis is then split be-
tween the flow of goods and services between coun-
tries on one side, and the flow of financial payments 
and obligations on the other. Adding net receipts 
from foreign asset holdings and transfers in kind, you 
end up with the specification economists and inves-
tors know today. The current account comprises the 
balance of trade, services, and income opposite the 
financial account, which records the flow of portfolio 
investments, direct investments, direct lending, and 
“other investments and transactions.”

The difference between the current and finan-
cial accounts in any given period is, theoretically at 
least, a reflection of excess demand or supply for 
the currency. If the currency is free-floating, and if 
the real economic transactions on the BoP are truly 
all-encompassing—a big “if”—fluctuations in the cur-
rency should equalize the imbalance between current 
account and financial account flows. In a managed 
currency regime, the two are linked via shifts in 
foreign exchange (FX) reserves. In practice, though, 
significant “errors and omissions” are included across 
countries and through time to achieve the balance 
between the two accounts that are needed for the 
BoP to “zero out,” i.e., to meet the requirements of a 
double entry bookkeeping framework.

Moreover, the devil is in the detail. The first edition 
of the IMF’s Balance of Payments Manual comprised 
some 60 pages with clarifying analysis and discussion 
on specific issues relating to the adequate and timely 
recording of transactions between countries. The cur-
rent (sixth) edition, published in 2009, has expanded 
to a daunting 371 closely typed pages, reflecting two 
important developments.

 1. The complexity of international transactions has 
increased significantly since the late 1940s.

2. The BoP is now an integral part of the national 
accounts of gross domestic product and income, add-
ing to the statistical considerations needed to provide 
a timely and accurate picture.

LET’S LOOK AT SOME DATA THEN
The practical analysis of BoP flows is best described 

as the “forensics” of economics, and there is no way 
that I can do this particular discipline justice here. 

Instead, I will show seven charts in an effort to sum-
marize the current leading trends in global capital 
flows. Figure 1 lays bare the imperfections of the BoP. 
It shows the errors and omissions entry as a share of 
the theoretical balance in percentage terms. In other 
words, it shows the magnitude by which statisticians 
have to correct the data to reach the much-vaunted 
zero on the BoP. It doesn’t look pretty. In my sample 
of major global economies, the average share since 
1996 is nearly 64%, which is remarkable on its own, 
but in some years the share has even been over 
100%, effectively signaling errors that are bigger 
than the actual recorded flows.

Figures 2 and 3 depict the gross nominal volume of 
the main BoP components between 1996 and 2017. 
The flow of goods, services, and primary income, 
predictably, are rising over time though they exhibit 
significant volatility. The financial crisis was a monu-
mental event. Gross trade and income flows shot up 
between 2002 and 2008 but then fell off dramatically. 
In dollar terms, primary income flows are still not 
back at their pre-cyclical levels, which probably says 
as much about the run-up to the financial crisis as 

0 

20 

40 

60 

80 

100 

120 

140 

160 

96 97 98 99 00 01 02 03 04 05 06 07 08 09 10 11 12 13 14 15 16 17 

 Errors and omission as a share of primary balance, %* 

Average annual value across U.S., Germany, 
France, U.K., Japan and China. Primary balance 
defined as balance of current, capital and 
financial account ex-reserves. IMF data in USD. 

Figure: 1 

800 

1,200 

1,600 

2,000 

2,400 

2,800 

3,200 

3,600 

4,000 

4,400 

2,000 

4,000 

6,000 

8,000 

10,000 

12,000 

14,000 

96 97 98 99 00 01 02 03 04 05 06 07 08 09 10 11 12 13 14 15 16 17 

 Global volume of goods trade, $B* (Left) 
 Global volume of services trade, $B* (Right) 
 Global volume of primary income, $B* (Right) 

* Total gross volumes across U.S., Germany, 
France, U.K., Japan and China. IMF data in USD. 

Figure: 2 

3

ALPHA SOURCES

COPYRIGHT © CLAUS VISTESEN, ALL RIGHTS RESERVED, 2019



it does about the economy today. Services seem to 
exhibit less volatility than trade flows, but they’re still 
more significant, in gross terms, than income flows. 
The evidence of the crisis is even more striking in 
the investment flow data. The boom preceding the 
crisis appears to have been an outlier for both port-
folio and other investment flows. By contrast, the 
trend in foreign direct investment (FDI) is rising.

Figure 4 shows the relationship between goods 
and non-goods flows. It shows that the share of 
services and income relative to goods has been more 
or less stable over time, which is a bit surprising. 
After all, the global economy has become signifi-
cantly more oriented toward services since 2000. So, 
what’s going on? I reckon two factors can explain 
the relative stability. First, goods aren’t just smoke 
and chimneys, but cover a vast array of high value-
added products, with significant services and tech-
nology inputs. These are all elements that are part 
of the final product traded but, ultimately, the major-
ity of these flows still count as goods, or at least 
I suspect so. Second, the flows across borders of 

many services such as healthcare, legal advice, and 
even financial services are still subject to significant 
legal and regulatory restrictions that prevent trade.

Another interesting observation is that services, as 
a share of goods, appear to exhibit counter-cyclicali-
ty, effectively rising during economic slowdowns and 
falling during upturns. This suggests that trade flows 
in services are “stickier” than goods flows.

Figure 5 shows portfolio and other investments as 
a share of FDI. Note the difference between the two 
y-axes. Portfolio investments are larger than FDI by 
a factor of about 1.5, while other investments are 
less than 0.5. The share of portfolio income flows 
appears to be on a more or less steady downtrend 
since reaching a peak in 2004 and 2005, though it is 
difficult to say for sure given the significant volatility 
of this ratio. It does, however, appear to have fallen 
since the crisis in 2008.

Figures 6 and 7 attempt the impossible task 
of summarizing current account flows across the 
major economies. More specifically, they repre-
sent an attempt to illustrate the all-encompassing 
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story of global imbalances, which has dominated 
the discourse and debate about global capital flows 
for nearly two decades. Figure 6 captures the broad 
trends across the major economies since 1996. The 
chart shows that the differences between the major 
economies’ current account position have increased 
significantly since the end of the 1990s. This is prob-
ably the simplest way of showing the existence and 
evolution of global current account imbalance. The 
standard deviation of the major economies’ current 
account positions has more than tripled since 1996; 
a shift that accelerated at the start of the 2000s. 
These are nominal data, so we have to factor in the 
fact that the global economy has grown over that 
period, but it remains an important observation. The 
standard deviation in this sample peaked ahead of 
the financial crisis, but it has remained elevated since, 
signifying persistent imbalances in the major econo-
mies’ external positions.

The chart also sketches important trends in indi-
vidual economies. The U.S. economy still runs a large 
deficit, although it has declined since the financial 
crisis thanks mainly to a reduction in energy imports 
on the back of the shale oil revolution. The non-oil 
deficit has widened, however, indicating that the idea 
of the U.S. as the global consumer of last resort is 
still alive and well. In the U.K., the deficits in goods 
and primary income have widened more or less 
uninterruptedly since 1996, but a structural increase 
in the services surplus means that the overall current 
account deficit has remained relatively modest.

On the credit side, China still runs a substantial 
external surplus, but it has declined significantly 
since the crisis. Japan’s external accounts have been 
volatile, but the overall story is one of a significant 
surplus, thanks mainly to a rising primary income 
surplus. Finally, in Germany and in the Eurozone, the 
external surplus has grown, especially since 2012.

Recent calculations by Cambridge Global Payments, 
a British consultancy, shows that the biggest sur-
pluses (in dollar terms) are now run by a patchwork 
of advanced economies such as the Eurozone—pri-
marily Germany and northern Europe—Japan, Korea, 
Switzerland and Taiwan. The deficits are still, by and 
large, run by the Anglo-Saxon economies. Figure 7 
aims to illustrate that point. It shows current ac-
counts as a percentage of GDP, confirming that the 
main changes have been on the credit side. The 

standout details are the significant rise in Europe’s 
surpluses, and the reduction in China’s, though the 
sustainably elevated surpluses in Japan and South 
Korea’s are significant too.

Broadly speaking, the decade leading into the 
financial crisis was characterized by a sharply widen-
ing U.S. current account deficit whose main coun-
terparts were found in surpluses in China, Japan, 
and Middle Eastern oil exporters. Europe’s aggregate 
current account was more or less in balance, though 
this masks huge intra-European imbalances that were 
brutally exposed during the sovereign debt crisis. In-
deed, it was (arguably) European chaos in 2011 and 
2012—effectively an emerging market-style balance 
of payment crisis in southern Europe—that set up the 
current regime, in combination with rising surpluses 
in Japan, South Korea, and other Asian economies.

 

SUSPENDING THE LAWS OF GRAVITY
The study of open economy dynamics is a huge 

sub-field of macroeconomics, but the essentials are 
straightforward and critically important. In a closed 
economy, the total value of income (Y) or output is 
defined as:

(1) Y = C + I + G

Where C is private consumption, I is investment, 
and G is government expenditures. Define Y - C - G 
as savings (S) and you have the relationship between 
savings and investment in a closed economy:

(2) S = I
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This is an accounting identity, so it tells us noth-
ing about what determines the level, or growth, in 
savings or investment, but it tells a story about the 
constraints of a closed economy. Investing in future 
growth means foregoing consumption today. This is 
a simple intertemporal rule of resource allocation, 
grounded in common sense. It is a rule that is at the 
core of many economics models. It is also, however, 
a rule that does not hold in an open economy, where 
national income is defined as:

(3) Y = C + I + G + CA

Where CA is simply the sum of net exports in goods 
and services, net income earned on assets abroad, 
and current transfers. Defining savings as before, we 
end up with:

(4) S = I + CA <-> S - I = CA

In an open economy, the difference between do-
mestic savings and investment is equal to the current 
account. Anyone with economic intuition will under-
stand the profound nature of this relationship, espe-
cially as it pertains to the delinking of savings and 
investment. In a closed economy, the two are bound 
together at all times, like two objects tied by the laws 
of gravity. In an open economy, however, this rule 
is suspended, with important consequences for the 
degree of complexity that can arise in a setting where 
multiple open economies play one or more iterated 
games of exchange over time. Before I get to that, 
however, it would be remiss of me not to provide 
an overview of the main workhorse models in open 
economy macroeconomics. In my estimation, readers 
should be concerned with three frameworks:

1. The simple open economy IS-LM model
2. The Mundell-Fleming (MF) framework
3. Ken Rogoff and Maurice Obstfeld’s Intertem-

poral Current Account.

For the first two I will use Laurence Copeland’s 
(2008) “Exchange Rates and International Finance” 
as my reference, and for the third, I will go straight 
to the source via Obstfeld and Rogoff’s seminal 1994 
National Bureau of Economic Research paper: “The 
Intertemporal Approach to the Current Account”

THE MODELS THAT NO ONE CARES ABOUT
The simple open economy IS-LM is an almost crimi-

nally simple model. In effect, it assumes the same 
world as the closed economy version: fixed prices in 
the short run and an inverse relationship between 
interest rates and output. On the demand side, it 
assumes a somewhat naive relationship between cur-
rency and national output, equating currency depre-
ciation with a fiscal expansion. In other words, in this 
model the IS curve can be shifted to the right—an 
increase in output along the slope of the LM curve—
via higher government spending and a real devalua-
tion which increases the current account surplus, or 
reduces the deficit. Without a discussion about how 
the depreciation comes about, however, or factoring 
in the idea of a positive link between imports and 
domestic demand, it is fair to say that this framework 
is too simple for its own good.

With respect to the demand and supply for money 
(the LM curve) the framework is almost equal to that 
in the closed economy. The demand for real money 
balances is a positive function of national income 
and a negative function of the interest rate, as in the 
closed economy model. The money supply, however, 
now includes FX reserves, so that it reads;

(5) M(s) = FX + DC

where DC is total credit in the domestic economy. 
The inclusion of FX reserves brings to the forefront 
one of the most critical aspects of open economy 
macroeconomics, at least from a modeling perspec-
tive: whether the economy is operating in a fixed or 
floating currency regime. Often, the textbooks only 
analyze the two extremes—fully floating or fixed—
which is usually the point at which anyone with 
practical experience of BoP analysis loses interest. 
This is probably because of the confusion that arises 
between the theoretical relationship between reserves 
and the flows on the current and financial accounts, 
and the practical reality of these transactions.

In a theoretical and completely floating currency 
setting, the supply and demand for currency is driven 
exclusively by flows on the current account and 
financial accounts such that the BoP is always zero. 
By definition, the balancing item between the two, 
if they happen to be unequal, is the change in the 
value of the currency on international capital markets. 
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This is true because, in a floating currency regime, 
the central bank holds no reserves. The problem for 
practitioners is that even in economies with floating 
currencies, the balance between the financial and 
current accounts is rarely zero. More often than not, 
reserves is an important balancing item beyond the 
nebulous “errors and omissions.” This then gives rise 
to two interpretations, which economists will debate 
until hell freezes over.

1. All central banks, in practice, hold some reserves 
and currencies are never fully floating.

2. FX reserves are a balancing item, which fluctu-
ates automatically to reflect the difference between 
the financial and current accounts. 

By the second definition, FX reserves replace, par-
tially or completely, shifts in the value of the currency 
in the model with no reserves. Copeland’s analysis 
allows the reader to choose between the two. For 
example, he states that “whatever factors determine 
the balance of payments also determine the change 
in the reserves.” Seasoned observers of BoP dynamics 
will object to this interpretation of FX reserves—man-
aged by the central bank—as an automatic adjust-
ment mechanism to the disequilibrium between the 
current and financial accounts at a given point. This 
is because any real-life analysis of BoP dynamics will 
deal with central banks that make active, and often 
market-moving, decisions with their reserves.

Copeland acknowledges this practical point by 
introducing the idea of a managed float—the reality 
for most economies—in which surpluses or deficits 
are “covered by the domestic monetary authority’s 
use of foreign currency reserves to intervene in the 
currency markets.” In the most extreme case of a 
completely fixed exchange rate, the central bank is 
obliged to cover any mismatch between the current 
and financial accounts. And when it can’t—for exam-
ple if pressure on the domestic currency exceeds the 
central bank’s holding of foreign currency—the fixed 
exchange regime breaks down.

The discussion up until now should have hammered 
home a critical point: The idea that the BoP is equal 
to zero is as much a function of accounting necessity 
as it is a function of a predetermined economic equi-
librium between the current and financial accounts.

The management of reserves, or fluctuation in their 
value, is a critical piece of the puzzle, but as I show 
above, statisticians often draw a blank when trying 
to make the numbers add up. Errors and omissions 
almost always play a key role in arriving at the much-
vaunted “zero” at the end of the BoP. In other words, 
there is little economic justification to expect the cur-
rent and financial accounts to add up. 

THE MUNDELL-FLEMING MODEL
Many economists will not remember the simple 

open economy IS-LM model from their studies, mainly 
because it plays second fiddle to the MF model, which 
is arguably the most famous model in the study of 
open economies. The model, at least in part, resolves 
the contradiction found in the theoretical equality 
between the current and financial account, and the 
practical fact that this equality, more often than not, 
doesn’t exist. Copeland puts it succinctly: “The cur-
rent account is determined independently of the capi-
tal account, so that the achievement of the overall 
balance requires adjustment in the domestic econo-
my.” This creates four equilibrium conditions, depend-
ing on the structure of the economy, the degree of 
capital mobility and the exchange rate regime, all of 
which are assumed to be exogenously determined. 
The MF model’s main conclusions are simple: For a 
given degree of capital mobility, monetary policy is 
effective relative to fiscal policy for floating exchange 
rates, and vice versa for fixed exchange rates. 

The state of play with floating exchange rates is 
as follows. A monetary expansion reduces the inter-
est rate, creating a temporary disequilibrium on the 
external accounts, which has to be restored by a 
depreciation of the currency. Because the argument 
is made in an IS-LM context, the weaker currency 
stimulates exports—pushing the IS curve to the 
right—driving interest rates up from the original dis-
equilibrium. In the end, output increases.

Fiscal policy with a floating exchange rate is less 
effective because the increase in borrowing—assum-
ing the government can’t print money—lifts interest 
rates, driving up the value of the currency. In an IS-
LM world, this crowds out part of the fiscal stimulus. 
In the extreme case of perfect capital mobility, the 
entire shift in the IS curve due to stronger govern-
ment spending is cancelled out.
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With fixed exchange rates, the situation above is 
reversed, which is easy enough to see in the case of 
monetary policy. In an economy where the central 
bank is committed to maintaining a given value of the 
currency, it follows that it must use this tool to ensure 
that this target is met. In other words, it is not possi-
ble to lower interest rates to stimulate demand if that 
policy conflicts with the objective of the exchange 
rate regime. In most descriptions of the MF model, 
it is possible to stimulate the economy somewhat 
with lower rates, assuming imperfect capital mobility, 
though this example does a disservice to the main 
point. With a political commitment to fixed exchange 
rates, the central bank surrenders its policy flexibility 
to maintain a stable currency.

This imperative of monetary policymakers to 
defend the fixed exchange rate regime carries over 
into the analysis of fiscal policy. The government’s 
decision to increase fiscal stimulus boosts output, 
and raises the interest rate. But that can’t be an 
equilibrium because the higher interest rate will lead 
to an appreciation of the currency. In other words, 
the central bank will have to create enough domestic 
currency to reduce the interest rate so that the peg 
is restored. In short, under a fixed exchange regime, 
fiscal stimulus forces the central bank to boost the 
money supply to keep the currency stable. If this 
policy mix is sustained, however, it doesn’t take an 
economic expert to predict that the current account 
deficit would soar, rendering more fiscal policy impos-
sible, in turn forcing a sharp slowdown.

INTERTEMPORAL CHOICE AND THE BOP
The MF model is an intuitive model, but because 

the political decision about whether, or how much, to 
manage the exchange rate is often taken alongside 
decisions on monetary and fiscal policy, it is difficult 
to take it to real-world data. Also, the MF effectively 
delivers its findings in an IS-LM setting, and as any 
graduate or Ph.D.-level economist will know, that 
is a no-no in a field that has become increasingly 
dominated by micro foundations. The Intertemporal 
Current Account (ICA), formulated by Maurice Obst-
feld and Kenneth Rogoff in 1994, seeks to correct this 
gap, and its inventors leave little doubt as to where 
they believe their model should be positioned. The 
final sentence of their 1994 paper’s abstract reads:

“As such, the intertemporal approach should sup-
plant the expanded versions of the Mundell-Fleming 
IS-LM model that currently furnish the dominant 
paradigm used by central banks, finance ministries, 
and international economic agencies.”

I won’t tire readers with a step-by-step derivation 
of the ICA model here1,  but it’s crucial to keep the 
end product in mind. After many steps, the ICA is 
expressed as follows:

(6) CAt = At(Rtᵨ) + (Yt - Ytₐ) - (Gt - Gtₐ) - (It - Itₐ) 
+ Ɣt

where “t” denotes that the data are time series, 
“At” is the economy’s net foreign asset position, “Rtᵨ” 
is the global interest rate or, more specifically, the 
spread between the current rate and the long-run 
neutral rate. “Yt” and “Ytₐ” are expressions for total 
output with the subscript “a” denoting the permanent 
long-run level, which is similar for the government 
spending, “Gt,” and private investment, “It,” respec-
tively. Finally, “Ɣt” is an expression for the relative 
patience, or impatience, of the economy in question. 
Don’t let the arcane neoclassical economics math 
scare you; the ICA is a powerful framework to think 
about capital flows and open economy dynamics.

The first term states that the current account 
position of an economy with a favorable net foreign 
asset position—where the value of domestic investors’ 
foreign assets exceed the value of foreign investors’ 
assets in the local economy—will be positively corre-
lated with the global rate of return. This effectively is 
a story about the importance of initial conditions.

You can’t analyze global capital flows without 
taking into account the fact that the period of more 
or less open global capital markets since the Sec-
ond World War have imbued some economies, for 
instance Japan and Germany, with large positive 
net foreign asset positions, and others, e.g., Spain 
and Ireland, with negative positions. The real swing 
factor here isn’t the global rate of return, but the 
spread between returns in the domestic economy 
and returns earned on assets abroad. The structur-
ally wide spread between the global interest rate and 
domestic interest rates in Japan and Germany means 
that these economies’ current account positions will 
tend to be pro-cyclical from the point of view of the 
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global economy. When global growth is strong, the 
value and earnings power of their foreign assets will 
increase, and vice versa when the global cycle turns.

In economies with negative net foreign asset posi-
tions, the issue of counter-cyclicality mainly arises in 
the context of fluctuations in the domestic economy. 
Holding all other components of the current account 
equal, it means that strong growth in the domestic 
economy tends to come with significant leakages via 
a deteriorating primary income balance.

The three next terms in the ICA are a bit counter-
intuitive, mainly because it seems as if the model is 
double counting. After all, C and I are both part of Y, 
which has its own term in the equation. The intuition, 
however, of all three is simple enough. The first, (Yt - 
Ytₐ), states that if output is higher than its permanent 
level, the current account will tend toward a surplus. 
In other words, if you’re producing more than can 
be absorbed by the long-run demand curve in the 
domestic economy, you need an outlet for the excess 
production, which is exactly what an external surplus 
gives you. The following two terms apply the same 
logic, but in reverse. They state that an economy in 
which the government or private sector is spending or 
investing more than its respective long-run level must 
be funded by borrowing from abroad, producing a 
lower external surplus or, more likely, a deficit.

The key concept in this analysis is the idea of a 
long-run or permanent level of output, government 
spending, and investment, and here we should be ab-
solutely clear about one thing: These entities can 
neither be measured nor observed. That said, 
it is just about possible that we can say something 
about what influences them. It is reasonable, for ex-
ample, to say that a rapidly ageing population drives 
a decline in the long-run growth, or perhaps even 
level, of output over time. The ICA shows, however, 
that such an economy can maintain output above its 
long-run level by running a current account surplus. 
In other words, to absorb excess savings over invest-
ment demand in the domestic economy, an economy 
can run a surplus for as long as it can find able-bod-
ied trading partners willing to run external deficits.

The flip side to this situation is an economy that ex-
periences a boost to its long-run growth level from a 
jump in productivity or a positive shock to the size of 
its working-age population. Such an economy can, if 
it so chooses and has access to global markets, bor-

row against the future value of this boost to growth. 
Such an economy might even, in the real world, over-
borrow, at least over shorter periods, as global capital 
markets overestimate the future growth prospects, 
leading to the classic boom–bust cycles observed in 
emerging and frontier markets with positive long-run 
growth prospects. Strictly speaking, the ICA does not 
allow for such an interpretation, but the intuition is 
one way to explain the boom–bust patterns exhibited 
by so-called emerging economies.

The degrees of freedom are even stricter in the 
context of government spending. After all, the 
permanent long-run level of government spending 
is determined by the rather naive idea of a budget 
constraint iterated over time. In other words, from 
now until infinity, the government can’t spend more 
than the discounted value of its tax revenues and net 
interest rate income2. This, in turn, means that unless 
the economy can run a permanent external deficit—
which it can’t—the government books have to bal-
ance. The key question from a practical point of view, 
then, is when does borrowing become so egregious 
that international markets perceive the government 
to have unequivocally exceeded its long-run budget 
constraint, at which point default occurs? The alterna-
tive is a voluntary default, which is the same thing.

The final term in the ICA, “Ɣt,” is effectively a term 
that encapsulates preferences or, in the parlance of 
economics, “patience.” A relatively impatient country 
will tend to value consumption today higher than con-
sumption tomorrow, resulting in a propensity to run 
an external deficit, and vice versa with a relatively 
patient country. As I explained in the discussion on 
asset returns, initial conditions are critically important 
for the path taken by individual economies.

If you start with an economy that is structurally 
more impatient than its trading partners, it stands 
to reason that this effect accumulates over time, 
though for an impatient country to run a rising ex-
ternal deficit it must find a patient country to fund its 
borrowing. To make matters more complicated the 
relative patience of countries shifts over time, seen 
most clearly in the form of shifts in demographics, 
which can be either symmetric or asymmetric across 
countries. Over time, such variations can, in my view, 
be crucial drivers of international capital flows. Finally, 
we shouldn’t dismiss the idea that cultural values 
drive relative patience in the context of this analysis.
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The best way to summarize the ICA is that it 
provides structure around the complexity and imper-
fections that arise in a world where economies trade 
in capital, goods, and services over time. In a closed 
economy, the private sector or government can’t 
spend or invest more than they take in, in a given 
period, and they have no outlet for the export of 
excess savings. But in an open economy, the degrees 
of freedom increase exponentially, and the ICA offers 
a powerful way to think about the choices and out-
comes that may arise as a result.

Within the folklore of macroeconomics, it is not its 
intuitive value nor its predictive ability that put the 
ICA at the top of the pile as a model of the BoP. It 
gets there primarily because it is a micro-founded 
macro model, derived from the separate optimization 
problems faced by consumers, firms, and the govern-
ment. Rogoff and Obstfeld are clear about their claim 
to superiority on this point. That’s problematic in my 
view. More often than not, micro foundations are 
as much a liability as an asset, but I won’t hold that 
against the ICA at the outset. This issue can be cor-
rected by empirical observation and a sound theoreti-
cal grounding, as I argue below. 

IN THEORY AND IN PRACTICE
Despite the clarity of the MF model on the theo-

retical implications of economic policies in an open 
economy and the powerful intuition of the ICA, these 
models are rarely used by practitioners or policymak-
ers in the analysis and interpretation of the flows that 
make up the BoP. This is not an unusual phenomenon 
in the context of economic textbook models, but it 
appears to constitute a particularly big divide in the 
study of open economy dynamics and the BoP. Three 
issues, at least, create a wedge between the theory 
of open economy dynamics and reality.

The first issue relates to the inability of the main 
theories to account for short-term fluctuations in 
trade and income flows, the mismatch between the 
BoP-implied supply–demand for the currency, and 
the reality of volatility in the spot exchange rate. The 
notion of intertemporal substitution between con-
sumption and saving as a source of capital flows is an 
incredibly powerful idea, but it is not easily related to 
short-term economic transactions. It has little bear-
ing, for example, on why a company in Country A 

might choose to acquire a company in Country B, why 
consumers in one country suddenly develop a taste 
for the foods produced in another, or why the trade in 
large-scale capital goods—aircraft and the like—can 
lead to huge swings in the trade balance.

Additionally, the notion embedded in economic 
models that BoP flows represent the true supply and 
demand flows for the currency flies in the face of 
real-life evidence. Speculative demand is often the 
key driver of the value of currencies, especially over 
shorter time frames; hence, the focus in the literature 
since 2000 on the idea of currency crisis models.

The second issue is the unit of analysis. The BoP 
is a ledger of macroeconomic flows, but many re-
searchers argue that interlinkages between large pri-
vate financial and non-financial corporations and the 
tacit cooperation between central banks—all of which 
of are difficult to capture via BoP accounting—are 
the key variables in a modern economy. It is impos-
sible to provide a comprehensive review of this school 
of thought here, but it is fair to say that research 
created and sponsored by the Bank for International 
Settlements (BIS) is one of the main proponents of 
this position, emphasizing cross-border links in the 
banking and non-financial sector. In terms of more 
specific works, Adam Tooze’s Crashed (2017)—a re-
cap of the financial crisis and something of a tour de 
force—is the best example.

Tooze argues that economists misinterpreted the 
build-up to the crisis because they were erroneously 
focused on macroeconomic current account imbalanc-
es and, more specifically, the U.S. twin deficit. Such 
a focus led many to fear a dollar crisis when, in fact, 
the great crash precipitated the opposite: a scramble 
for dollars and a soaring value in the greenback. 
Tooze makes three points that are difficult to refute.

1. Net flows on the BoP can be misleading; the size 
and velocity of gross flows are equally important.

2. A current account surplus or deficit isn’t neces-
sarily an accurate measure of the true risk of financial 
and economic disruption in a global risk event.

3. A purely macroeconomic perspective omits  
critical “non-macro” sources of capital flows.

One of the most important contributions of Tooze’s 
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analysis is the dissection of the dollar swap lines 
between the Federal Reserve and the rest of the 
world’s central banks, which acted as a critical source 
of liquidity through the most harrowing stages of the 
crisis in 2008 and 2009. As interbank markets froze, 
the largest global financial institutions needed one 
thing—dollars—and only the Federal Reserve could 
supply that. It did so via an unprecedented increase 
in direct bilateral liquidity support to other major cen-
tral banks, which then allowed them to supply their 
constituent banks with dollars.

As far as I can see, these flows of liquidity were not 
captured in the BoP, even with subsequent revisions, 
for the simple reason that they weren’t disclosed in 
real time. As Tooze details, it was only in 2010 that 
the information on the Federal Reserve’s swap lines 
was made publicly available, and even to this day 
we don’t know how much individual counterparties 
to the Federal Reserve borrowed or lent out to their 
constituent banks. The IMF (2018) recommends 
that countries record central bank currency swaps 
as exchanges of deposits, potentially with a forward 
contract to hedge currency risks. That sounds reason-
able, but the question is whether national statisticians 
will have access to the information in real time in the 
event of one or more swap lines being deployed.

The problem with currency swaps goes beyond the 
question of central banks’ crisis-fighting tools. In a 
2017 paper, Claudio Borio, Head of the Monetary and 
Economic Department at BIS, and co-authors argue 
that off-balance sheet debt in dollars held via swaps 
and forwards could be equivalent to the $10.7T debt 
recorded on-balance sheet. This means that policy-
makers and investors could be underestimating not 
just the actual value of dollar debt in the economy, 
but also the risk of a liquidity squeeze.

The eurodollar system is another potential un-
accounted-for source of dollar liquidity, described 
as follows by Head of Research at Alhambra Invest-
ments, Jeffrey P. Snider: “The eurodollar is a credit-
based currency regime, but credit that can be offered 
by either banks or non-banks.” In other words, the 
eurodollar system represents an exogenous source of 
dollar liquidity, from the point of view of the Federal 
Reserve and other major central banks. As a result, 
it potentially becomes a source of capital flows and 
cross-border transactions that is not captured by the 
BoP. How big is the eurodollar market? That’s prob-

ably anyone’s guess, but it is big enough for the ebbs 
and flows of dollar liquidity in this market to impact 
the real global economy well beyond the effects that 
are tracked and analyzed by looking at the BoP. 

I don’t want to downplay the importance of these 
issues, but at the risk of taking down a straw man, 
my intuition is that they are less controversial than 
their proponents argue. For starters, you don’t get 
anywhere without understanding the macro flows. 
Criticizing open economy macroanalysis by re-
ferring to the need for a focus on cross-border 
linkages between large firms and banks is a 
bit like going back in time to kill your parents. 
Without the delinking between savings and invest-
ment on a macro level, the entities and phenomena 
that Tooze and the BIS argue should be the key units 
of analysis wouldn’t exist in the first place.

It is not news that the BoP, and other macroeco-
nomic accounting, are imperfect. Indeed, they tend 
to provide lagging information because of the time it 
takes to compile them and their subsequent revisions. 
From that point of view, the BoP is merely in need of 
more work, which isn’t hugely controversial.

Finally, I don’t entirely agree with Tooze that all 
eyes were focused on the prospect of a dollar rout 
coming into the financial crisis; the story was more 
complicated than that. One perspective was the fear 
that a slowdown in the U.S., and a fall in the external 
deficit, would expose the lopsided growth models of 
the large surplus economies—China and the petro-
leum exporters—and that neither Europe nor Japan 
could step up to the plate as consumers of last resort.

The third split between theory and reality re-
lates to the importance of active policy choices. The 
academic world, in which exchange regimes and their 
management are assumed ex ante as exogenous 
variables, often doesn’t carry over into the practical 
analysis of open economies. More specifically, econo-
mists disagree vehemently over the relative impor-
tance of policy choices and market forces in deter-
mining global capital flows. This debate takes place 
along two axes:

1. Normative vs positive economics or, more specifi-
cally, the idea that policymakers should take certain 
actions in contrast to allowing markets to act freely.

11

ALPHA SOURCES

COPYRIGHT © CLAUS VISTESEN, ALL RIGHTS RESERVED, 2019



2. The second, and natural, corollary is the relative 
effectiveness and importance of policymaking and 
market forces as drivers of global capital flows.

The main discord arises in the context of why 
external deficits or surpluses appear in the first place. 
Current account fluctuations, or even imbalances, can 
be seen as a natural counterpart of an open and in-
tegrated global economy in which countries with dif-
ferent preferences, characteristics, and starting points 
are engaged in the free exchange of capital, goods, 
and services. Alternatively, they are the result of one-
sided economic policy choices or a lack of coordina-
tion in economic policy among the major economies. 
Both perspectives hold that the presence and build-
up of persistent imbalances can be a warning sign in 
so far as the unwinding of such large imbalances can 
be destabilizing economic events, but they differ in 
their opinion of what can or should be done to correct 
them in the first place. In other words, the spectrum 
between these two positions also is delineated by 
the non-normative and normative views of the idea 
of global current account flows. After all, if current 
account imbalances are a natural result of free global 
capital mobility over time, they are neither good 
nor bad; they simply “are.” But if they’re a result of 
deliberate and persistent policy choices they become 
the result of potentially harmful or suboptimal policy, 
which can, or even should, be corrected.

The easy way to settle this debate is to acknowl-
edge that the truth lies somewhere between these 
two extremes, but that would neglect the existence 
of, at least, three leading schools of thought on the 
drivers of current account imbalances.

The politicists believe that the build-up of exter-
nal balances over time are the result of economic pol-
icies, mainly managed currency regimes, though fiscal 
policies also play a role, especially in the most recent 
incarnation of their argument. This school emphasizes 
the effect of relative price swings on competitiveness 
as the key determinants of capital flow. I think it is 
fair to say that proponents of this position tend to 
assume that policy choices in economies with large 
surpluses are primarily to blame for the presence of 
current account imbalances. I am even tempted to 
go so far as to argue that they view external deficits 
as inherently bad, and surpluses as good, though I 
suspect that they would object to this generalization.

The institutionalists emphasize structural differ-
ences in culture, capital and labor market structures, 
and legal structures as drivers of current account 
imbalances. This is a catch-all framework, which is 
often reduced to the naive distinction between the 
Anglo-Saxon free-market economies and the social–
liberal and state–capitalist economies in Europe and 
Asia, respectively. It is difficult to deny, however, that 
structural differences in economic, cultural, and legal 
structures potentially could drive capital flows over 
time, though it is difficult to quantify such effects. A 
specific version of this policy-proponent and institu-
tionalist view is a country endowed with a natural re-
source, which also could drive a certain set of policies 
or institutional structures, for better or worse.

The populationists emphasize structural trends in 
population growth and ageing as the primary driver 
of global capital flows. According to this school of 
thought, current account imbalances and fluctuations 
arise as a result of open economies moving through 
their demographic transitions at different speeds 
and intensities. The idea of a demographic transition 
should not be seen as a determinist framework; this 
process differs markedly across countries. It is the 
idea of movement that is key. Very few populations 
are static, and it is their difference in starting point 
and dynamics that drives capital flows.

These three perspectives on global imbalances 
share one important characteristic, which sits at the 
center of the analysis of global capital flows: path 
dependency—or initial conditions matter—a lot. The 
importance of path dependency is linked to the idea 
that the impacts of policies, institutional setup, or 
population dynamics accumulate over time, narrowing 
the potential paths that any given country can, or is 
likely to, take. The focus on initial conditions is a logi-
cal corollary. The starting point of any specific analy-
sis must carefully take into account its starting point.

This observation is far from trivial. The analysis of 
global capital flows takes place in the context of an 
experiment of more or less free capital movement 
and a wave of accelerating globalization over 70+ 
years. Structural breaks in inter-country and inter-
regional relationships have occurred persistently since 
1945, casting a significant shadow over subsequent 
experiences and analyses. The Asian currency crisis in 
1997/1998 and the sovereign debt crisis in the Euro-
zone in 2011/2012 are prime examples.
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Both events forced the affected economies to 
correct external, and in some case internal, imbal-
ances quickly, with significant costs in the form of lost 
output and rising unemployment. Not unreasonably, 
the path since taken by those hit hardest was predi-
cated on never allowing a repeat of the crisis. In Asia, 
this path involved the deliberate anchoring of curren-
cies to the U.S. dollar and the subsequent build-up 
of a large pool of FX reserves. In the Eurozone, the 
periphery’s transition from external debtors to credi-
tors was partly a result of a chastening internal de-
valuation, but monetary policy has played a role too. 
The near depression in southern Europe and Ireland 
forced the European Central Bank to pursue policies 
facilitating that very same transition.

Politicists have been quick to criticize Asian and Eu-
ropean economic policies in the wake of the currency 
crisis at the end of the 1990s and the sovereign debt 
chaos in 2012. In their view, these decisions contrib-
uted to the build-up of current account imbalances, 
which could have been avoided with a more finely 
balanced choice of economic policies. 

No counterfactual experiment exists to prove this 
hypothesis wrong, but it is a weak argument in my 
view nonetheless. Seen through the lens of path 
dependency, the transitions observed in Asia and Eu-
rope were rational responses to external shocks and 
structural breaks in these economies’ growth paths.

Former Federal Reserve Chairman Ben S. Bernanke 
draws attention to this point in his famous 2005 
speech on the existence and origins of the global sav-
ings glut, in which he said:

“In response to these crises, emerging-market na-
tions either chose or were forced into new strategies 
for managing international capital flows. In general, 
these strategies involved shifting from being net im-
porters of financial capital to being net exporters, in 
some cases very large net exporters.”

When the politicists claim that policymakers 
in Asia and Europe should have made better 
choices, it is just as easy to claim that markets 
wouldn’t have allowed them to make those 
choices to begin with. 

DEMOGRAPHICS AND CAPITAL FLOWS
The institutional and populationist points of view 

both emphasize different drivers of capital flows, but 
they share one central perspective. To the extent 
that policy choices do drive capital flows, they are 
subordinate and, ultimately, a consequence of either 
institutional or demographic structures. My main area 
of expertise is on the link between demographics and 
capital flows, so I’ll focus my efforts here.

The 2007 speech by the former head of the St. 
Louis Federal Reserve William Poole, “Changing World 
Demographics and Trade Imbalances,” is a good start-
ing point. Poole makes his argument in the context of 
the pre-2008 current account imbalances and settles 
on the demographics angle as one of the predomi-
nant explanations of this phenomenon. He provides 
two primary justifications for this perspective.

1. By definition, demographics calls for a long-term 
perspective, which is particularly relevant in explain-
ing the persistence of current account imbalances.

2. To the extent that demographics say something 
important about the drivers of savings and invest-
ment in individual economies, it stands to reason that 
they can be important determinants of global capital 
flows in an open economy context.

Poole bases his argument on a simple idea of the 
demographic transition. A relatively young popula-
tion tends to save little, and perhaps even borrow for 
the future, before transitioning to middle age, char-
acterized by a rising, and eventual lifetime peak, in 
the savings rate. Finally, as the population ages, the 
savings rate will decline, and even turn negative, as 
households dissave into retirement.

I could have chosen a myriad of sources for this 
stylized description of demographics and capital 
flows, but I chose Poole’s because it recognizes the 
crucial importance of investment demand: “Unless 
the country’s investment rate moves identically [with 
the savings rate] foreign capital flows and current ac-
count balances will be affected. Exactly how depends 
on the change in investment.” This perspective deftly 
avoids the fallacy of composition that, just because 
it might be optimal for individuals to dissave into old 
age, it probably isn’t for economies as a whole. In 
practice, rapidly ageing economies tend to be 
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characterized by an excess of domestic savings 
relative to investment, i.e. current account sur-
pluses, rather than deficits as predicted by the 
simple theory. This can be explained if invest-
ment demand declines faster than the domes-
tic saving rate as the population ages.

It is relatively straightforward to see why invest-
ment demand will decline with slower growth in the 
working-age population, which is a proxy for domestic 
demand, but what about savings? In an essay about 
the life cycle hypothesis published last year, I explain 
why dissaving into old age is a tenuous proposition 
on an individual level, and a fallacy from the point of 
view of an economy as a whole.

It is possible that outright dissaving is a theoretical 
end state for economies like those found in Germany, 
Italy, Japan, and South Korea but, in practice, the in-
ner workings of their economic structures are moving 
to fight the onset of this fate for as long as possible.

It is easy to see why rapidly ageing economies 
would seek to maintain a relatively high savings rate 
compared to a demographically driven fall in invest-
ment demand. Assuming free movement of capital, 
these economies can export their excess goods and 
services, and invest excess savings, in foreign mar-
kets for a relatively high return. Also, because they 
have arrived at old age with relatively high debt levels 
and expensive public sectors—that path dependency 
again—running external surpluses means that they 
avoid asking foreign investors to fund domestic in-
vestment and consumption. They probably wouldn’t 
be able to afford the interest if they did.

THE GLOBAL PARADOX OF THRIFT3

Recognizing that an increasing majority of the 
developed world is ageing rapidly allows us to home 
in on an important pattern: The global economy ap-
pears to be producing too many savers and too few 
consumers. This argument is best explained if split 
into two parts.

1. Rapid population ageing is driving a rising share 
of developed economies into a collective liquidity trap. 
Crucially, once the working-age population begins to 
shrink outright, it is possible that the trend of eco-
nomic growth and the neutral rate of interest both 
become negative.

2. This implies that desired savings will tend to 
exceed investment, even with interest rates stuck at 
the zero bound.

This has significant implications for global capital 
flows, as the simple accounting framework described 
above shows. If desired savings exceed investment 
in a growing number of economies, it means, by 
definition, that they’re running external surpluses, but 
it isn’t possible for everyone to run surpluses at the 
same time. In short, a surplus of desired savings over 
investment demand puts pressure on the process re-
quired to reach an equilibrium in global capital flows. 
It creates, in effect, a global paradox of thrift. 

In the spirit of this essay, the existence of such a 
phenomenon is neither good nor bad, though it is 
possible that excess savings represent a negative 
externality to the global economy, at least in theory. 
Here, the fallacy of composition rears its head. Sav-
ings and investment balances, which are rational from 
the point of view of individually ageing economies, 
can lead to a suboptimal outcome on a global level. 
In the language of microeconomics, the accumulation 
of savings in a rising number of economies could, in 
a world of free capital mobility, impose costs on the 
rest of the world that are not covered by the benefit 
accruing to the savers. I believe that global im-
balances are a direct function of a demographi-
cally induced structural mismatch between 
savings and investment in the global economy.

If there is a theoretical cost of excess savings, it 
isn’t easy to quantify because it is almost impossible 
to identify what constitutes an optimal degree of 
savings and investment in individual economies, from 
the vantage point of the global economy. In a world 
where one or more major economies are character-
ized by an excess of savings over investment, and a 
zero-interest rate policy, a structural pool of excess 
liquidity is created. One potential cost, or negative 
externality, from such a situation is financial instabili-
ty. Volatility will remain very low for extended periods, 
only to rise rapidly as capital flows back to the savers 
in times of crisis. The idea of global carry-trade flows 
and the associated booms and busts provide ample 
evidence of this. The obvious question is, then, what 
do policymakers do about this? We don’t have a 
global social planner to mitigate the costs of excess 
savings or direct the flow of global capital in general. 
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And if we did, could it be ensured such a planner 
would be impartial, or even optimal, from an econom-
ic point of view? I doubt it. 

Discussions about whether China, South Korea, 
or Vietnam are “currency manipulators” are based 
on guidelines and restrictions set in Washington by 
the U.S. Treasury. This is controversial at the best 
of times, but it is borderline hypocritical in a world 
where Mr. Trump is president, moaning about large 
U.S. external deficits in an environment where fiscal 
policy is loosened amid near record-low unemploy-
ment. Meanwhile, it is probably just to say that while 
the global intergovernmental structure can identify 
the issue of an excessive build-up of global imbal-
ances, the political will and capital needed to create 
anything resembling an impartial arbitration mecha-
nism is impossible. Repeating the argument made 
above, maybe global imbalances just “are,” as a func-
tion of the free flow of global capital, and attempts to 
correct them by pulling one or more policy levels will 
only lead to suboptimal outcomes.

PERSPECTIVES AND CONCLUSION
This essay has probably tried to cover too many 

bases, but its central arguments are clear. On the 
surface, the BoP is a rigid and simple accounting 
framework, but look closer and a complicated and 
sometimes controversial picture emerges.

The BoP always balances at zero, but this is only a 
function of accounting necessity. There is no eco-
nomic justification for why flows on the current and 
financial accounts should cancel each other out in any 
given period. Indeed, there is plenty of justification 
why this doesn’t happen. Over time, persistent diver-
gences between the two will be reflected in currency 
fluctuations, but during the periods in which the BoP 
is recorded—quarters and months—the value of the 
currency on international capital markets often bears 
no resemblance whatsoever to the BoP. Reserves are 
a critical balancing item in this regard, but the signifi-
cant size of errors and omissions shows that statisti-
cians often have to fill the gaps.

The BoP is a ledger of macroeconomic flows in a 
world where non-state multinational actors increas-
ingly make the decisions that drive global capital 
flows. In principle, it also attempts to track the same 
flows as it did when it was conceived by the IMF at 

the end of the 1940s, making it unable to accom-
modate much of the complexity in today’s fast-paced 
and globalized economy. Some economists argue 
that it isn’t up to scratch anymore. I disagree, and 
my main response is a polemic one. Without capital 
mobility on the macro level, the processes the critics 
of the BoP highlight as superior wouldn’t exist in the 
first place. That said, the critics are not without merit.

Traditional BoP analysis tends to focus on net flows, 
but gross flows matter just as much. Evidence from 
the financial crisis indicates that they matter more, 
especially at turning points, though this is extremely 
difficult to verify in real time. The problem for econo-
mists is simple. The distribution of external deficits 
and surpluses ought to provide a good indicator of 
how capital behaves in a crisis, but it doesn’t always. 
This seems particularly relevant in the context of the 
role of the U.S. economy and the dollar’s status as 
the only, real, official reserve currency.

This lay-up takes us into the murky world of hid-
den, and perhaps even unrecorded, dollar flows which 
act as a deus ex machina to global capital markets. 
I have briefly sketched two aspects of this story: the 
Federal Reserve swap lines with other major central 
banks, and the eurodollar system of synthetic dollar 
creation by other entities than the Federal Reserve. 
I doubt that the BoP will fully reflect either anytime 
soon, though I am sure that IMF number crunchers 
are aware of the mismatch. The big picture, however, 
remains the same. Economic statisticians are always 
waging war with reality, and they’re almost always 
losing. The BoP is an imperfect and lagging economic 
indicator, but that doesn’t mean the information it 
contains should be discarded in favor of other data, 
which, by their nature, are extremely difficult to track.

Path dependency is another important concept for 
BoP analysis. I have used methodology from game 
theory to develop this idea, and I will conclude in 
similar fashion. The existence of global capital mobil-
ity over time—delinking savings and investment—per-
mits economies to play an iterated game with each 
other via the exchange of goods, services, and capi-
tal. Like rock sediments accumulated on ocean floors 
and river beds as a result of geological evolution, the 
game played between countries via the exchange of 
goods and capital also leave marks and residue. At 
present, we can roughly say that a particular game, 
under a particular set of rules, has been played since 

15

ALPHA SOURCES

COPYRIGHT © CLAUS VISTESEN, ALL RIGHTS RESERVED, 2019



the end of the Bretton Woods Agreement4. In my es-
timation it is impossible to analyze the structure of a 
given economy’s external accounts without taking into 
account its specific role in this game. 

In economic terms, this perspective marks the 
delineation between the flows on the current ac-
count, and the assets and liabilities that are accumu-
lated over time as a result. The latter are stored and 
recorded on the Net International Investment Position 
(NIIP), and it is no coincidence that the most recent 
(sixth) edition of the IMF’s Balance of Payments 
Manual is devoted, in part, to the update and revision 
of this data set. 

The distance between reality and theory is often 
wide in economics, but it seems like a chasm in 
the context of BoP analysis. This essay has tried to 
present readers with a standard taxonomy of the 
main theories, but it makes no pretense to suggest 
that any of them will aid hands-on analysis of global 
capital flows. That said, the Intertemporal Current 
Account deserves special mention. It is a powerful 
theoretical framework which puts the idea of inter-
temporal substitution of consumption and saving at 
the heart of international capital flows. In doing so, it 
provides a suitably flexible and rich theory around the 
complicated nature of global capital flows, especially 
as they evolve through time. It is also a theory that 
provides an insight into why demographics are one of 
the key drivers of capital flows.

The final part of this essay developed two ideas:

1. Rapidly ageing populations in the developed 
world are a crucial driver of global capital flows.

2. As a result, the existence of current account 
imbalances, and the macro volatility that occurs when 
they shift, is a natural counterpart to a world of rela-
tively free capital mobility and differing demographic 
processes across major economies.

This, in turn, suggests that attempts to analyze 
global imbalances through the prism of policy fail-
ure, mainly on the side of the surplus economies, is 
wrong. Specifically, the idea that policy levers can, 
and should be, pulled to reduce or eliminate current 
account imbalances, is questionable. 

These points will court controversy, and I probably 
haven’t done much more than to stake my claim on 

one side of the fence. That said, my argument has 
one central advantage. It is accompanied by hypoth-
eses that can be falsified. One such hypothesis, for 
example, is that rapidly ageing economies like those 
found in Germany, Italy, Japan, and South Korea are 
now structurally predisposed toward external surplus-
es pretty much no matter what policies they follow. 
This is easily proven wrong. If any of these econo-
mies are ever able to finance external deficits without 
a crippling increase in interest rate, I will have been 
proven wrong. I am not holding my breath.

This perspective, however, also exposes a poten-
tially critical omission of this essay. A discussion of 
China’s role in the global economy. In theory, China’s 
economic model and rapidly ageing population hint 
that it will eventually succumb to “Japanification.” But 
the country’s size and increasing geopolitical clout 
mean that it will not be easily fitted into any standard 
economic framework. A China with a structural inabil-
ity to escape an equilibrium of excess savings would 
have a huge impact on the global economy. Yet a 
Chinese economy that imports foreign capital to fund 
domestic investment and consumption via an external 
deficit, as recent data seem to suggest, would also 
leave a big mark on the global economy. Whatever 
equilibrium China settles on will be a significant deter-
minant of global capital flows in the next decade.

As I type, trade negotiations between the U.S. and 
China are ongoing. At best, they will end with a more 
balanced relationship between the world’s largest 
economies. At worst, they’re the beginning of the 
end for capital mobility as we know it. My intuition is 
that Washington’s attempt to force China, and other 
surplus “offenders”, to bend to its will is counterpro-
ductive, at least from an economic point of view. 

I wish that economists who agree, in principle, 
with the idea that the U.S. is right in trying to coerce 
China, or anyone else, to adopt different economic 
policies would be honest about what this means. In a 
world of free capital mobility, money will flow towards 
the U.S. if it uses its might to force change elsewhere. 
This is counterproductive from the point of view of 
the original objective, which begs the question; do 
the proponents of this strategy want capital controls? 

But this is also then an apt time to end this essay, 
because it is increasingly clear that the U.S.–China 
trade conflict has as much to do with geopolitics as it 
has to do with global capital flows.
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NOTES

1For a detailed derivation of the ICA, see appendix 6 of my thesis, here.

2This neoclassical view of the government’s role, and maneuvrability, in the economy is currently under seige 
from the rise of Modern Monetary theory, MMT, which theorizes that a government can’t, and won’t, default 
as long as it controls and creates its own fiat currency. This perspective creates all kinds of problems in the 
context of open economy dynamics, but these are probably best saved for a separate essay.

3This paragraphs draws liberally on my three blog posts on the idea of a global paradox of thrift, see list of 
references below, and even uses direct quotes. 

4In the 1944 Bretton Woods Agreement, all of the Second World War Allied nations promised that their cen-
tral banks would maintain fixed exchange rates between their currencies and the dollar in an effort to rebuild 
the shattered post-war economy and promote international economic cooperation.
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