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TTrriiffffiinn’’ss DDiilleemmmmaa:: tthhee 22001144 eeddiittiioonn

What does it mean to be the world’s reserve currency?

Everbank’s Chuck Butler sums it up nicely in the fol lowing quote:

“Remember, the country with the reserve currency gets to receive loans at discounted

borrowing costs. Also, commodities are priced in the reserve currency, meaning central

banks around the world must hold the currency in their reserves to facilitate trade.”

Furthermore,

“Trading nations need dollars to lubricate trading and as foreign exchange reserves that

bolster the value of their own currency and provide the asset base for the expansion of

credit within their own nation”

source

Charles Hugh Smith

www.triggers.ca
http://www.caseyresearch.com/articles/currency-watch-triffins-dilemma
http://charleshughsmith.blogspot.ca/2013/08/why-shrinking-trade-deficit-will-choke.html
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Many different currencies have

held reserve status throughout

history.

This is important to note

because it goes to show that,

just like everything else, reserve

currency status doesn’t last

forever.

click for source

At present, the US dollar is the world’s main

reserve currency.

11-06-12 Macro Analytics - Triffin's Paradox - Rule of Law
- Charles Hugh Smith : youtube

www.triggers.ca
http://www.caseyresearch.com/articles/currency-watch-triffins-dilemma
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Triffin's Dilemma (cont)

That status has been a gift for the US: it has allowed it to run a deficit in perpetuity.

11-06-12 Macro Analytics - Triffin's Paradox - Rule of Law - Charles Hugh Smith : youtube

But it has also been a curse:

“The demand for safe assets feeds that exorbitant privilege enjoyed by the United States.

This contributes to a weakening of US policy discipline as the country tends to

excessively rely on easy credit in normal times and very expansionary macroeconomic

policies in times of crisis. The outcome is excessive US indebtedness. The corporate

sector was in debt prior to the burst of the dot-com bubble in 2001; so were the

household and financial sectors before the eruption of the sub-prime crisis in 2007-08;

and the official sector is in debt today.”

www.triggers.ca
http://www.ny.frb.org/research/epr/03v09n3/0309hult.pdf 
http://marketupdate.nl/en/european-central-bank-on-the-triffin-dilemma/
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Triffin's Dilemma (cont)

Moving on.

Let’s assume for a moment that the US recovers, the dollar appreciates in value relative to other

currencies, the trade deficit shrinks, and QE comes to end.

That al l sounds good, right? Yes, but maybe not for other countries – specifical ly those with

current account deficits.

The end of easy money and artificial ly low interest rates wil l not bode well for the emerging

markets.

The “faulty five” – aka the “BI ITS” – Brazil , India, Indonesia, Turkey and South Africa are

particularly vulnerable because they rely on external financing to operate.

A stronger USD has multiple negative implications for their economies.

www.triggers.ca
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Triffin's Dilemma (cont)

Before we continue let’s introduce the idea of Triffin’s Dilemma.

(cont pg.26)

www.triggers.ca
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Triffin's Dilemma (cont)

And now for a bit of history:

“Prior to the 1 944 Bretton Woods agreement, central banks used gold as the asset to back their

currencies. By the end of World War I I , the United States had established itself as the world’s

creditor and largest holders of gold. Under the 1 944 Bretton Woods agreement, the US Dollar

was ful ly backed by gold at a fixed value of 1 /35th an ounce per dollar, and foreign Central

Banks could use US Dollar assets as reserves backing their currency, in l ieu of gold. This

agreement avoided the inevitable deflationary pressure a return to pre-war gold/currency ratios

would have forced just as Europe was beginning to rebuild, and allowed US debt held abroad to

be used as an asset by central banks against their local currencies. (- Zero Hedge)

After WW II , America was the only industrial ized country sti l l intact. Through the Marshall Plan

and rebuilding Japan and later South Korea, America was lending huge amounts of dol lars to

other countries, which in turn were used to collateral ize their own currencies. America was able

to run huge trade surpluses and our economy was booming. But, then Triffin’s Dilemma came

into play. The demand for dollars around the world exceeded America’s abil ity to back it with

gold. Those sneaky folks at the Federal Reserve printed more dollars anyway. And, when other

countries figured out what was happening there was a run on America’s gold reserves and so

President Richard Nixon had no choice but to stop backing the dollar with gold. However, the

dollar remained the world’s reserve currency because of the size and strength of the US

economy.”

Despite the fact the US dollar is sti l l the world’s reserve currency, “The IMS [international

monetary system] is not in a better situation today. The quandary under the BW system – the

lack of a credible anchor for international monetary and financial stabil ity – continues to exist.

Key issuers and holders of reserve currencies pursue domestic objectives independently of what

would best serve the global system and even their longer-run interest. To the extent that these

policies pay insufficient attention to negative externalities for other countries and longer-term

macroeconomic and financial stabil ity concerns, they tend to produce unsustainable imbalances

and fuel vulnerabil ity in the global financial system. In particular, a large body of l iterature

supports the view that a worldwide glut of both l iquidity and planned savings over investment –

stemming from, respectively, reserve-issuing and reserve- accumulating economies – was a key

driver of the hazardous environment at the root of the global financial and economic crisis which

broke out in summer 2007”

source

source

www.triggers.ca
http://conservativesonfire.wordpress.com/2013/04/01/triffins-dilemma-__-americas-cross-to-bear/
http://marketupdate.nl/en/european-central-bank-on-the-triffin-dilemma/
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Will Triffin’s di lemma be relevant again in 201 4 and going forward? Many people believe that it
wil l .

The US is now producing a lot more energy and importing a lot less - on a net basis.

This is causing their trade deficit – which has been negative for the better part of 50 years – to

shrink.

Triffin's Dilemma (cont)

www.triggers.ca
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Triffin's Dilemma (cont)

I f we think of the trade balance as part of the supply of US dollars then – as a result of the

dollar’s world reserve currency status – a reduction in the trade deficit means fewer US dollars

leaving the country.

This has implications for other countries because they use USDs to buy US assets and for

reserves.

Triffin’s Dilemma is that the country that issues the world’s reserve currency wil l have to choose

between:

1 ) running a trade deficit in perpetuity - risking of a loss of confidence in its currency and

solvency while the rest of the world enjoys an adequate supply of USDs.

or

2) running a trade surplus and enjoying an appreciation in the value of the dollar while the rest

of the world suffers from a lack of l iquidity and collateral.

Either way, there are negative implications for world growth. In the first example – in which the

US runs a trade deficit in perpetuity – the US continues to add to its debt and risks undermining

its abil ity to pay off that debt. In the second example – in which the US runs a trade surplus –

emerging market currencies are put under pressure by the USD potential ly leading to capital

outflows, a higher cost of debt, and global financial instabil ity.

When Bernanke first mentioned the possibi l ity of a reduction in asset purchases in May of 201 3,

emerging market currencies – in particular the BI ITS – sold off in a big way.

www.triggers.ca
http://www.scribd.com/doc/135607854/Major-Themes-TGSF-Advisors
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Triffin's Dilemma (cont)

At the same time, GDP forecasts for the emerging markets (started to get) (were) revised

downwards.

That was the tel l .

What I mean is that that’s when we first got a gl impse of what would happen if and when this

giant monetary experiment came to an end.

In other words, the end of easy money isn’t going to be easy.

I f emerging market currencies continue to depreciate then the relative value of the cash flows of

companies that operate within those countries wil l fal l .

www.triggers.ca
http://www.bls.gov/cpi/cpifacnewrent.pdf
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Triffin's Dilemma (cont)

In that case, it’s l ikely that net capital outflows from those markets would continue.

This fl ight of capital could force emerging market countries to increase their interest rates in an

attempt to remain competitive for acquiring external financing.

With more money going towards interest payments, growth wil l be l imited even further.

What’s more is that an increase in the relative value of the USD wil l cause the price of imports,

financial assets, and external debt to rise in local currency terms.

Lastly, and arguably most importantly, a smaller trade deficit or trade surplus wil l result in a

reduction in foreign exchange reserves held at emerging market central banks.

(cont pg.31)

www.triggers.ca
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Triffin's Dilemma (cont)

source

As those banks use their dol lar reserves to buy back their domestic currencies in an effort to

curb inflation they wil l 1 ) reduce their abil ity to “protect” their currency in the future and 2) reduce

the asset base against which bank reserves are backed. .

In conclusion, the fal l ing trade deficit in the US is l ikely to increase the relative value of the

dollar.

I f, in addition to an improving balance of trade, the fed continues to taper its asset purchases,

then it’s l ikely that emerging market currencies and ETFs wil l face increasingly negative

pressures.

(cont pg.32)
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www.triggers.ca
http://www.ft.com/cms/s/8bbe76ea-0b50-11e3-bffc-00144feabdc0,Authorised=false.html?_i_location=http%3A%2F%2Fwww.ft.com%2Fcms%2Fs%2F0%2F8bbe76ea-0b50-11e3-bffc-00144feabdc0.html%3Fsiteedition%3Duk&siteedition=uk&_i_referer=#axzz2rSI0BfQw
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Triffin's Dilemma (cont)

Basical ly, there is no easy way out of this giant moral hazard driven debt bubble that the world’s

central banks, and in particular the fed, have created.

I am hoping for the best but I ’m not sure how this wil l play out. The entire world is in way over its

head in debtV

(cont pg.33)

and somehow, whether it’s

del iberate or forced, we need

to get rid of it al l .

source

source
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http://www.zerohedge.com/news/2012-11-05/chinese-credit-bubble-full-frontal
http://www.zerohedge.com/news/2013-04-11/true-chinese-credit-bubble-240-gdp-and-soaring


3333

Economic & Technical Analysis for the Active Trader

www.triggers.cawww.triggers.ca

SShhaannee OObbaattaa--MMaarruussiicc
A graduate from the University of Western Ontario, I am actively pursuing a
career in the markets with a focus on macroeconomics. Having completed
the Canadian Securities Course and the CFA level 1 , I am seeking any
opportunities. Previously I have researched and written reports as an
Equity Research Intern for Euro Pacific Canada (Toronto).
shane@triggers.ca

Triffin's Dilemma (cont)

Feature Article Feature Article

What used to be known as the business cycle – i.e. a cycle wherein a period of expansion is

fol lowed by a recession which cleanses the system of malinvestment – doesn’t exist anymore.

Currently, the entire economic system is central ly planned. Instead of letting the nature run its

course, the world’s “best and brightest” minds in economics – the central bankers – have

decided to try and outsmart it. I f the US continues to operate without regard to the effects on the

rest of the world, then world growth wil l be negatively affected.

Triffin’s di lemma: the 201 4 edition might turn out to be a prime example of the negative

consequences of keeping money too easy for too long – i.e. suppressing interest rates and

monetizing deficits. Unfortunately, pol icies that were intended to “smooth out” the economic

cycle have only resulted in bigger booms and busts.

Someone’s going to be left holding the bag. Try not to let it be you.

source
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http://therealasset.co.uk/china-rush-gold/
mailto:shane@triggers.ca
http://www.zerohedge.com/news/2013-11-29/citi-skeptical-sustainability-uptrend

