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I N T R O D U C T I O N  

In 1961, the Belgian economist Robert Triffin described the dilemma faced by the country at the center of the 
international monetary system.1 To supply the world’s risk-free asset, the center country must run a current 
account deficit and in doing so become ever more indebted to foreigners, until the risk-free asset that it issues 
ceases to be risk free. Precisely because the world is happy to have a dependable asset to hold as a store of val-
ue, it will buy so much of that asset that its issuer will become unsustainably burdened. The endgame to Trif-
fin’s paradox is a global, wholesale dumping of the center country’s securities. No one knows in advance when 
the tipping point will be reached, but the damage brought about by higher interest rates and slower economic 
growth will be readily apparent afterward. 

For a long time now, the United States has seemed vulnerable to the fate that Triffin predicted. Since 1982 
it has run a current account deficit every year but one, steadily piling up obligations to foreigners. Because 
foreigners have been eager to hold dollar assets, they have willingly enabled this pattern, pouring capital into 
the United States and financing the nation’s surplus of spending over savings. The dollar’s status as the 
world’s reserve currency has become a facet of U.S. power, allowing the United States to borrow effortlessly 
and sustain large debt-financed military commitments. Capital has tended to flood into the United States es-
pecially readily during moments of geopolitical stress, ensuring that the nation has had the financial wherewi-
thal to conduct an assertive foreign policy precisely at moments when crises demanded it. But the capital in-
flows associated with the dollar’s reserve-currency status have created a vulnerability, too, opening the door 
to a foreign sell-off of U.S. securities that could drive up U.S. interest rates and render the nation’s formidable 
stock of debt far more expensive to service. 

Late last year, this potential danger came close to becoming reality. Largely thanks to homegrown pres-
sures, unrelated to Triffin’s dilemma, the world’s risk-free asset, the ten-year U.S. Treasury bond, was sagging. 
With sizeable budget deficits, the prospects of an ever-increasing amount of government debt, the end of the 
Federal Reserve’s crisis-driven program of accumulating Treasury bonds, and an uptick in inflation expecta-
tions, the ten-year Treasury yield increased by fifty basis points from 3.25 percent to 3.75 percent. And fur-
ther increases were likely. Such increases would not only substantially raise the cost of future government 
borrowing, but would also threaten any recovery in housing and other interest-rate-sensitive sectors.  

At the same time, moreover, foreigners seemed poised to drive U.S. borrowing costs higher. The dollar 
was falling sharply. Early in 2009 it fetched almost eighty euro cents in Frankfurt or Athens; by autumn it was 
worth sixty-seven euro cents. Foreign investors, who held more than half of the U.S. Treasury market, were 
getting nervous. Luo Ping, a director-general at the China Banking Regulatory Commission, summed up the 
angst: 

Except for U.S. Treasuries, what can you hold? Gold? You don’t hold Japanese government 
bonds or UK bonds. U.S. Treasuries are the safe haven. For everyone, including China, it is 
the only option . . . . We know the dollar is going to depreciate, so we hate you guys, but there 
is nothing much we can do.2 
  

Was Triffin’s endgame—sudden reserve diversification, or the act of foreign governments abruptly shift-
ing their funds from dollars to other currencies—about to become a reality? If so, the likeliest benefactor was 
the eurozone. Prominent economists opined that the euro would become the world’s reserve currency by as 
early as 2015.3 Through the first half of 2009 global investors seemed to agree: net inflows into eurozone 
debt instruments—that is, the rest of the world’s purchases of eurozone bonds less euro-area purchases of 
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foreign bonds—surged to record levels. The related plummeting of the dollar relative to the euro added to the 
fear that global investors were abandoning the center country. 

But then began the eurozone phase of the global financial crisis. This has provided the U.S. government 
with a timely respite from both domestic forces and Triffin’s endgame. U.S. policymakers need to understand 
that this is not a reset, not a new beginning; it is a lucky break. How the United States uses this reprieve will 
affect the nation’s ability to borrow for years to come, with broad implications for the sustainability of an ac-
tive U.S. foreign policy. 

In what follows we will walk through the domestic pressures on U.S. long-term interest rates, the role of 
global investors, the respite provided by the eurozone crisis, and policy implications. The story will be told 
primarily through pictures. For those interested in the methodology used to measure foreign official flows 
and a more detailed perspective on U.S. capital flows, a box and appendix are also provided. 

D O M E S T I C  P R E S S U R E S  O N  L O N G - T E R M  R A T E S  

In the autumn of 2009 at least three factors were weighing heavily on U.S. Treasury bond prices, driving in-
terest rates (or “yields”) upward. Significantly, none of the three factors has diminished. 

The first factor is the hangover from the financial crisis. On top of tax cuts and spending increases over the 
past decade, the stimulus spending and the decline in tax revenues resulting from the recession worsened the 
U.S. fiscal situation. The budget deficit reached 10 percent of potential GDP in 2008, and even the baseline 
Congressional Budget Office forecast, which must include the implausible assumption that Congress will 
allow various “temporary” tax relief measures to expire, has U.S. public debt skyrocketing toward 100 per-
cent of GDP (Figure 1, left panels).4 Various economic theories provide a link from increases in either gov-
ernment debt (a stock figure) or budget deficits (a flow) and increases in interest rates, be it through the 
crowding out of private investment or through Keynesian increases in demand. Whatever theory one prefers, 
Thomas Laubach showed that for each percentage point rise in the projected deficit-to-GDP ratio, longer-
term interest rates increase by about twenty-five basis points (or 0.25 percent); alternatively, each percentage 
point rise in the public debt-to-GDP ratio increases long rates by three to four basis points.5 Combining defi-
cit (or debt) projections with the Laubach analysis, one might expect the fiscal situation to lead to a full per-
centage point (or even much greater) increase in long rates. 

The second domestic factor exerting upward pressure on long rates is that demand from one source—the 
Federal Reserve—is likely to be scaled back. In 2009, the Fed purchased $300 billion in long-dated treasuries 
(Figure 1, right top panel). To the extent this put downward pressure on rates, the cessation of the Fed’s cre-
dit-easing policy might be expected to lead to higher long rates. 

A third factor on the radar screen is inflation expectations. An increase in inflation expectations can have a 
one-for-one impact on long-term nominal interest rates. Longer-term inflation expectations (Figure 1, right 
bottom panel) have been on a post-crisis upward march, putting yet more upward pressure on long rates. 
In the autumn of 2009, the one domestic factor that was pulling rates lower was anything but comforting: 
concerns about a potential double-dip recession. As the U.S. recovery has strengthened, this factor has grown 
less significant. The result is that the balance of domestic forces in the United States now points to higher bor-
rowing costs for the U.S. government. Adding together the pressure from large deficits, the cessation of the 
Fed’s crisis-response policies, and rising inflation expectations, one might expect the ten-year Treasury rate to 
be at least one hundred basis points higher than it was a year ago. Oddly, and perhaps ominously, the actual 
ten-year Treasury rate at the start of June 2010 languishes at 3.4 percent, roughly unchanged from a year ago, 
implying plenty of room for an upward spike. 
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Figure 1 

US Treasury Bonds Held by the Federal Reserve
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T H E  R O L E  O F  G L O B A L  I N V E S T O R S  

Not too long ago many were skeptical that foreign accumulation of U.S. debt securities materially affected 
U.S. rates. The view that such intervention did not matter was summed up concisely by the chief economist of 
an investment bank: “U.S. bond yields . . . have fluctuated over a wide range in response to many factors . . . 
but foreign buying . . . ha(s) simply not had much impact. Foreigners don’t have much influence . . .”6 
 At a July 2005 briefing, Senator Richard Shelby (R-AL) asked Federal Reserve chairman Alan Greenspan 
if foreign flows could affect long-term U.S. interest rates. In Greenspan’s response to the senator, he noted 
that while foreign accumulation probably lowered long-term U.S. interest rates, the effect was likely small, 
and so the unwinding of those positions, were it to occur, would only add a small amount to long rates.  

But at that time no one had a good sense of the dynamics of foreign demand for U.S. bonds. To calculate 
the effect of this demand on Treasury rates, economists seek to isolate the portion of foreign demand that 
comes from governments: Unlike private foreign purchases, which may fluctuate in response to Treasury 
rates, foreign government purchases are presumed to be insensitive to Treasury rates, so that changes in those 
rates can be presumed to be driven by government buying rather than the other way around. Greenspan’s 
response to Senator Shelby was based on calculations that used data on bonds held at the New York Fed on 
behalf of foreign governments. But, while governments use the New York Fed’s custodial services for some 
purchases, they also hold U.S. bonds elsewhere, so the analysis was based on partial data. And while there 
have been many user-friendly improvements over the past few years, international capital flows data remain 
hard to navigate. (For a discussion of various sources of data on foreign governments’ purchases and sales of 
U.S. securities, see Box 1). 

However, a 2005 Federal Reserve discussion paper pointed to a better answer than the one that was gen-
erally accepted at the time of Shelby’s question.7 The paper began by showing how reported capital flows data 
could be adjusted for use in empirical analysis. Briefly, because of a bias in the Treasury International Capital 
data collected by the U.S. government, flows from foreign official institutions were often reported as being 
from private investors. Infrequent but high-quality snapshots of stocks (as opposed to flows) do not suffer 
from this bias (although they are subject to a less severe bias, described in the box) and so can be used to cor-
rect flows data. Armed with such data, the authors found that foreign official purchases of treasuries had little 
if any impact on shorter-term U.S. rates (which are well anchored by the Fed Funds rate) but a substantial im-
pact on U.S. long-term interest rates. The accumulation of U.S. treasuries (and near substitutes) by foreign 
official institutions, then running at about $400 billion per year, lowered long-term U.S. interest rates by  
anywhere from fifty to one hundred basis points; if foreign governments ceased adding treasuries to their 
portfolios, U.S. long-term rates could spike upward by the same amount. The increase would be much greater 
if foreign governments actively sold existing Treasury positions. Equally, a cessation of purchases or a sell-off 
by foreign private investors could add even more to the upward pressure on U.S. interest rates, since foreign 
private investors remain large buyers. 

The potential impact on the United States resulting from a sell-off has not diminished since the original 
discussion paper calculations, because foreigners have not reduced the size of their positions. Foreigners now 
hold over half of the Treasury bond market and almost a fifth of the corporate debt market. Table 1 summa-
rizes foreigners’ share of various U.S. asset classes.  
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Table 1. Foreign-owned Long-term U.S. Securities ($billions)  

 
Note: Data are from Table 2 of the Treasury’s “Foreign Holdings of U.S. Securities” documents. 2000 is from the June 2008 report; 20022009 are from the June 2009 report.   
* December 2009 data are author’s estimates. Amounts outstanding for December 2009 are calculated as follows. Equities: Federal Reserve Statistical Release Z.1, Flow of Funds Accounts of the Unit-
ed States, Table L213 row 1, minus L213 row 3, plus L214 row 1, plus L206 row 1. Marketable U.S. Treasury: Bureau of Public Debt Table 1 Summary of Public Debt Summary of Treasury Securities 
Outstanding, Total marketable held by the public minus Bills. U.S. government agency: Flow of Funds L210 row 1, minus a guesstimate of the amount that is short-term ($946 billion in June 2009). 
Corporate and other debt: Flow of Funds L212 row 1, less L212 row 3, plus L211 row 1, less L211 row 3. Holdings for December 2009 are based on the following sources. Equities: Flow of Funds 
L213 row 9, plus L214 row 6, plus L206 row 6. Marketable U.S. Treasury: Flow of Funds L209 row 11, minus http://www.treas.gov/tic/bltype.txt lines 5, 10, and 15. U.S. government agency: Flow of 
Funds L210 row 10, minus http://www.treas.gov/tic/bltype.txt line 37. Corporate and other debt: Flow of Funds L212 row 16, plus two-thirds of L211 row 12 (other one-third assumed short-term). 
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T H E  N E A R  M I S S  O F  2 0 0 9  

The large foreign holdings of U.S. assets presented in Table 1 are only a threat to the United States if there is a 
risk that foreigners might abandon past patterns and decide to put their money elsewhere. In 2009, with do-
mestic conditions pointing toward a surge in Treasury yields, major investors were thinking aloud about 
doing just that—witness the concern expressed by China’s Luo Ping that his country’s accumulation of risk-
free dollar assets was anything but risk-free. At the same time, other senior foreign officials were actively de-
bating the future of the dollar as the global reserve currency. On a visit to Beijing in May 2009, Brazil’s presi-
dent, Luiz Inácio Lula da Silva, picked up on his hosts’ frustration with the U.S. currency. Calling for a “new 
economic order,” he suggested that it was time to stop denominating trade in dollars.  

Sure enough, foreign flows into U.S. Treasury bonds declined steeply in the first months of 2009. Yet they 
remained positive, and recovered in the second half of the year (Figure 2). While not as pronounced as in 
20032004, foreign appetite for the reserve asset remained at a high level.  

Figure 2 
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Even though foreign appetite for U.S. treasuries remained healthy, this did not eliminate the risk to the 

United States. The reason was that U.S. debt issuance was increasing sharply, and foreigners were holding a 
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smaller share of outstanding U.S. bonds (Table 1 and Figure 3). This raised the specter of a future in which the 
United States would likely have to issue more and more bonds, but foreign demand might not keep pace. 

Figure 3 

US Long-term Debt Securities, Amount Outstanding
$ billions

US Long-term Debt Securities, Share Owned by Foreigners
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Figure 4 

Debt Instruments:  Net inflows into the euro area
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Last data point: 2009 Q2. 

 
At the same time, the eurozone was experiencing an unprecedented increase in net bond inflows (Figure 4). 
Global fixed income investors had warmed to the euro area. Luo Ping’s lament that foreigners have no choice 
but to accumulate U.S. assets seemed to be less true. If the euro was emerging as a popular reserve asset, was 
an abandonment of U.S. bonds the next step? 

In sum, by the autumn of 2009 the scene was set for a wholesale abandonment of U.S. debt markets. But 
then the eurozone’s crisis accelerated. Spreads between Greek and German long rates skyrocketed, and net 
bond flows into the euro area fell sharply (Figure 5).  
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Figure 5 

10-Yr  Government Bond Yields (%):  Greece and Germany
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The eurozone crisis seemed to remind investors of a point that had been obscured by the credit crisis: For 
all their imperfections, U.S. capital markets have powerful advantages over foreign rivals. To be sure, U.S. 
private institutions had hidden their weaknesses by holding them off their balance sheets, but the Greek gov-
ernment proved that European sovereigns were capable of an even greater lack of transparency. Moreover, 
the crisis reminded investors that there still is not a unified eurozone sovereign debt market that global inves-
tors can comfortably move in and out of. The U.S. Treasury market, in contrast, is large, homogenous, and 
liquid—features attractive to investors needing to place a large amount of funds.8 

The effect of the eurozone crisis on U.S. bond flows is striking. Flows into U.S. bonds have surged (Figure 
6). Just when conditions for U.S. debt seemed most worrisome, the world has again rushed into the U.S. 
Treasury market. The dollar has surged (Figure 7). And, despite all the domestic forces pointing toward 
sharply higher U.S. long-term interest rates, the continued foreign appetite for dollar assets has kept interest 
rates low. 

Figure 6 
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Figure 7 

US$/Euro
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P O L I C Y  I M P L I C A T I O N S :  W H A T  T O  D O  W I T H  T H E  R E S P I T E ?  

Global markets have given the United States a respite. Policymakers could use this respite to avoid making 
tough decisions and increase borrowing, taking advantage of historically low interest rates and heightened 
global demand for U.S. bonds. But if the United States adds further to its debt, the privilege of borrowing in-
ternationally in its own currency might not last much longer. Therefore the Obama administration’s deficit 
review commission, which is due to report by December 1, 2010, presents an important national opportuni-
ty. Though it has been written off as a political sideshow by many commentators, a failure to act on its pro-
posals will jeopardize U.S. economic and national security. In order to continue to attract foreign capital, the 
United States needs to control its appetite for it. Moreover, it should do so while foreign capital is still readily 
available rather than waiting for a crisis, at which point adjustment will be far more painful. 

Fiscal adjustment is all the more urgent, as some sources of the dollar’s reserve currency status may not 
last. In particular, the eurozone, if it holds together, now recognizes the need for a unified sovereign bond 
market; the newly created bailout facility will be financed partially by eurozone bonds, and proposals exist to 
go much further.9 In the future, there will be rivals to the U.S. Treasury market in terms of market depth and 
liquidity. To remain the world’s reserve currency, with all the associated perks and duties, the United States 
must provide the world with both a stable currency not eroded by inflation and conditions, including deep 
and transparent markets, in which outsiders (be they domestic or foreign) are comfortable committing 
funds.10 

The United States also needs to consider how it uses borrowed funds. While borrowing to finance con-
sumption (whether public or private) is not sustainable, borrowing to finance the expansion of the capital 
stock—improving the economy’s productive capacity—is more benign. If debts are used to expand output, 
the debt-to-GDP ratio can remain stable or even fall, even as borrowing remains large. But persistent borrow-
ing from abroad cannot be accompanied by persistent increases in government and household consumption. 

Box 1: Have Foreign Official Flows Into the United States Surged or Plummeted This Year? 

Readers will often see references to whether (and how much) foreign governments are purchasing U.S. se-
curities (Treasury bonds as well as other securities). These data are much discussed, but can be perplexing. 
The table below shows foreign official flows based on the Bureau of Economic Analysis’s Balance of Pay-
ments presentation, Treasury’s TIC data, and the New York Fed’s H.4.1 release. Depending on the source, 
in 2009 foreign official inflows either decreased or increased, and the amount of inflows was as high as 
$448 billion or as little as $36 billion. Nor is this extraordinary discrepancy confined to 2009. For 2010, 
such data as are currently available suggest that foreign official flows have either surged or plummeted. 
Which is it?  

Foreign Official Flows ($billions, annual averages) 
 

20042007 2008 2009 2010 
BEA’s Quarterly Balance of Payment (BOP) Data  

Foreign official flows into the United States 406 487 448  
U.S. Treasury securities 173 478 490  

Short-term bills and certificates -7 272 63  
Medium-to-long-term bonds and notes 181 205 427  

U.S. agency securities 133 66 -39  
Other foreign official inflows 100 -56 -4  
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Treasury’s Monthly TIC Data 
through 

March 
Foreign official flows into the United States 213 158 36 -38 

U.S. Treasury securities 82 336 238 2 
Short-term bills and certificates -3 259 76 -28 
Medium-to-long-term bonds and notes 86 77 161 30 

U.S. agency securities 66 -32 -43 -4 
Other foreign official inflows 64 -147 -159 -36 

memo items: Selected Federal Reserve adjustments  
Treasury bonds, foreign official flows 113 198  
Treasury bonds, private flows -75 -104  

 

New York Fed’s Weekly H.4.1 Custodial Data 
through 

May 
Foreign official flows into the United States 253 383 418 319 

Change in holdings of Treasury securities 116 203 543 304 
Change in holdings of agency securities 137 180 -125 14 

 

Annual averages, except for partial 2010 data. 

 

The three data sources conflict because of different methodologies. The monthly TIC data “identifies” for-
eign official flows as those that originate from a recognized foreign official institution. Any transaction run 
through a shell company or even a non-U.S. intermediary shows up in the TIC data, but not as a foreign 
official flow. That is, the TIC data on foreign official flows should be viewed as a lower bound. Hence, in 
Figures 2 and 6 both “identified” foreign official flows and total foreign flows are shown; true foreign offi-
cial flows are likely somewhere between the two lines. 

One read on the extent of private flows that should be “shuffled” into foreign official flows is provided by 
Federal Reserve adjustments.11 Those adjustments, shown in the “memo items” listed under the TIC data in 
the above table, shift roughly $100 billion a year from private to foreign official inflows. These adjustments 
are, however, also partial, as they are based on a reconciliation of the monthly flows with annual snapshots 
of custodial holdings. That is, they replace a severe transaction center bias with a much less severe custodial 
center bias.12 While this is an improvement, even this adjustment cannot be viewed as complete as any for-
eign official institution that wants to mask its holdings can do so by using a foreign custodian.13  

The different reported amounts of foreign official inflows can be reconciled. The New York Fed’s H.4.1 
data, the most timely, is custodial based and for only one custodian, the New York Fed. If foreign central 
banks choose not to utilize the New York Fed, or move bonds from their accounts at the New York Fed to 
other custodians, the H.4.1 data will not provide an accurate read of foreign official inflows. The TIC data 
by itself has a transaction center bias that in some cases will cause foreign official flows to be reported as 
private flows. Federal Reserve adjustments, by making monthly flows consistent with annual data on posi-
tions, transform this transaction center bias into a more benign custodial center bias (and also correct for 
some other problems with the flows data). The Bureau of Economic Analysis moves last and thus can in-
corporate all of these sources into what should be the most comprehensive view of foreign official flows 
into the United States. That view shows that foreign official inflows maintained a high level of over $400 
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billion per year during the financial crisis, although the composition changed dramatically. In particular, 
foreign official institutions no longer accumulate agency and corporate bonds, instead focusing their pur-
chases on Treasury securities. 

To date in 2010, by focusing solely on TIC’s reported foreign official flows, one would conclude that for-
eign governments have greatly reduced their demand for U.S. Treasury securities. But, recognizing that 
many foreign official flows are not identified as such in the TIC data, and that (1) total foreign flows into 
treasuries remain strong (as evident in Figure 6) and (2) governments’ holdings of Treasury securities at the 
New York Fed have increased sharply, the opposite conclusion would be reached. Foreign governments’ 
demand for U.S. Treasury securities remains as strong as ever. 

A P P E N D I X :  F I N A N C I A L  F L O W S  I N  T H E  U N I T E D  S T A T E S  

This paper has zeroed in on a particular type of capital flow: foreigners’ purchases (and sales) of U.S. Treasury 
securities. But it is also useful to keep the broader picture in mind. Thus, the appendix provides a broader (but 
cursory) view of U.S. international capital flows, primarily through an annotated table of U.S. capital flows 
(Appendix Table 1), which will be updated each quarter.  

Net financial flows into the United States (line 7) slowed only slightly during the financial crisis, even as fo-
reigners sharply curtailed their purchases of U.S. securities (included in line 15). Reason: At the same time, 
U.S. investors ceased their purchases of foreign securities (line 10). But in 2009, foreigners’ demand for U.S. 
securities remained tepid and U.S. investors’ purchases of foreign securities resumed to some extent, and thus 
net financial inflows into the U.S. slowed substantially. Things to consider over the rest of 2010: Will foreign 
official institutions (line 16) maintain their large flows into the United States? Will FDI (line 24) and equity 
flows (line 25) into the United States maintain their recent levels and perhaps even increase? Will U.S. corpo-
rate bonds (line 30) become a desirable asset class once again? And will U.S. investors step up their diversifi-
cation into foreign markets? 

An oddity in recent BOP data is U.S. government assets abroad (line 14). Most years these flows are ap-
proximately zero, but in 2008 they were very large. Reason: Included in this category are the currency swaps 
initiated by the Fed. When they were put on (in 2008), they were recorded as large outflows; as they were un-
done in 2009, a large inflow was recorded. Over time these currency swaps are designed to sum to zero in 
BOP terms. 
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Appendix Table 1. Annotated U.S. BOP Presentation ($billions)  

 
Source: BEA. Note all data are in BOP accounting terms (that is, outflows [-], inflows [+]). 
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pubs/ifdp/2007/910/default.htm.  
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