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My most recent rescarch explores
early effects of the 2014 Medicaid
expansion. Using the quasi-natural
experiment created by a 2012 Supreme
Court decision, following which about
half the states opted out of the Medicaid
expansion that would cover adults carn-
ing less than 138 percent of the federal
poverty level, my co-authors and I find
no statistically detectable effects on
labor market outcomes.? While this is
important early evidence, sharper study
designs are needed to focus exclusively
on those who are treated.

Future Directions in
ACA Impact Studies

When the ACA passed in 2010,
there was a great deal of ambiguity
regarding how U.S. health policy would
be redefined by the law. The years since
have witnessed much uncertainty about
the law’s implementation. However,
aside from the 2012 Supreme Court
decision weakening the Medicaid
expansion, the main ACA provisions
took effect largely as planned. Taken
as a package, the ACA has made vast
changes to the regulation and financ-
ing of the health care sector, providing
researchers with openings to explore
many questions in health economics.
In light of the prominent position of
health reform in current public affairs,
these opportunities for research will
also produce evidence that informs
the ongoing and deeply salient debates
about the appropriate design of U.S.
health care policy.
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The Structure of the International Monetary System

Pierre-Olivier Gourinchas

Anyone looking at recent financial
headlines could be forgiven for think-
ing that the international monetary sys-
tem is under heavy strains. The People’s
Bank of China faces severe private capi-
tal outflows, a result of the yuan’s appre-
ciation in tandem with the U.S. dollar
and the slowing of the Chinese economy.
The Bank of Japan is battling persistent
deflation by trying to depreciate the yen.
The European Central Bank has clearly
telegraphed that it would welcome fur-
ther depreciation of the ecuro. In the
United States, notwithstanding a modest
“lift-oft” in December 2015, the Federal
Reserve is confronted with a global slow-
down and a rising dollar. Policy discus-
sions explicitly mention the possibility
of negative rates in the future. Talk of
“currency wars” abounds.

To understand the current environ-
ment, it is helpful to step back and con-
sider the international monetary system
circa 1960, during the Bretton Woods era.

The International Monetary
System then...

Back in those days, the international
monetary system was relatively simple.
Market economies pegged their curren-
cies to the US. dollar. In turn, the United
States maintained the value of its dol-
lar at $35 per ounce of gold. With the
assistance of the International Monetary
Fund, countries could obtain liquidity to
deal with “temporary” imbalances, but
it was incumbent upon them to imple-
ment a fiscal and monetary policy mix
that would be consistent with a stable dol-
lar parity or, infrequently, to request an
adjustment in their exchange rate.

The United States faced no such con-
straint. The requirement to maintain the
$35 an ounce parity had only minimal
bite on U.S. monetary authorities, as long
as foreign central banks were willing, or

could be convinced, to support the dollar.
By design then, the system was asymmet-
ric and dependent on the US., a situation
that reflected the country’s economic and
political strengths in the immediate after-
math of World War II.1

Not everyone was happy about this
state of affairs. Some objected to the spe-
cial role of the dollar. In 1965, France
famously requested the conversion of its
dollar reserves into gold, while its min-
ister of finance complained loudly about
the United States’ “exorbitant privilege.””
The Bretton Woods regime allowed the
US. to acquire valuable foreign assets,
so the argument went, because the dol-
lar reserves required to maintain the dol-
lar parity of foreign countries amounted
to automatic low-interest, dollar-denom-
inated loans to the U.S.3

Others worried about the long-term
sustainability of the system. As the world
economy grew rapidly in the 1950s and
1960s, so did the global demand for
liquidity and the stock of dollar assets
held abroad. With unchanged global
gold supplies, something had to give.
This is the celebrated “Triffin dilemma.”*
In 1968, Triffin’s predictions came to
pass: faced with a run on gold reserves,
the U.S. authorities suspended dollar-
gold convertibility. Shortly thereafter,
the Bretton Woods system of fixed but
adjustable parities was consigned to the
dustbin of history.

Outside the Zero Lower Bound:
Exorbitant Privilege, Safe
Assets, and Exorbitant Duty

Under the new regime, countries
were free to adjust monetary policy
independently. Mundell’s “Trilemma”
required either that market forces deter-
mine the value of the currency or that
capital controls be imposed.> In prin-
ciple, this environment should be more
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symmetrical: no more “exorbitant privi-
lege” for the US. since other countries
would not be forced to hold low-interest
dollar reserves to maintain their dollar
exchange rate; no asymmetry in external
adjustment between the U.S. and the rest
of the world since exchange rates would

returns have first-order implications
for the sustainability of U.S. trade defi-
cits and the interpretation of current
account deficits. As an illustration of
the orders of magnitude involved, sup-
pose that the US. has a balanced net

international investment position with

picture of the change in a country’s
external position.®

Consider next the question of exter-
nal adjustment. The U.S. still faces a very
different process than most other coun-
tries. For instance, Rey and I found that
a deterioration of the U.S. trade balance
or of its net international invest-

now adjust freely; and no Triffin
dilemma since dollar liquidity
would be decoupled from gold
SUPPIY 40%

Yet, recent research illus-
trates that the era of floating
rates shares many of the same
structural features as the Bretton
Woods regime. Consider the

question of the “exorbitant privi-

lege,” defined as the excess return -20
on US. gross external assets rela- 20
tive to U.S. gross external liabili- 0

ties. Hélene Rey and I set out to
measure this excess return using

EXTERNAL LEVERAGE OF THE U.S.
External leverage of the U.S. increased sharply in run up to the financial crisis

Percent of U.S. GDP

Net portfolio equity and directinvestment

Net portfolio debt and loans
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Source: P-0. Gourinchas and H. Rey, NBER Working Paper No. 19240

ment position is often followed
by a predictable depreciation of
the U.S. dollar against other cur-
rencies. This depreciation may
subsequently improve the U.S.
trade balance along the usual
channels, but it also improves
the return on US. financial
assets held abroad, thereby mak-
ing the U.S. relatively richer.”
Most other countries don’t seem
to enjoy a similar advantage.!?
These findings help us under-
stand why markets have taken a

disaggregated data on the U.S.
Net International Investment
Position and its balance of payments.
These calculations are often imprecise,
given the coarseness of the historical data,
but they all point in the same direction:
The US. earns a signiﬁcant excess return
which has increased since the end of the
Bretton Woods regime from 0.8 percent
per annum between 1952 and 1972, to

Figure 1

gross assets and liabilities of 100 per-
cent of GDP. An excess return of 2 per-
cent per annum implies that, on average,
the US. can run an annual trade defi-
cit of 2 percent of GDP while leaving
its net international investment posi-
tion unchanged. More generally, since
a large part of realized returns take the

somewhat benign view of persis-
tent U.S current account deficits
since the 1980s. [See Figure 2.]

What accounts for this risk pre-
mium? In my work with Ricardo
Caballero and Emmanuel Farhi,
we argue that it reflects a superior
capacity of the US. to supply “safe”
assets — assets that will deliver stable
returns even in global downturns. To

between 2.0 percent and 3.8 per-
cent per annum since 1973.6

A large share of these
excess returns arises because of
the changing composition of
the US. external balance sheet
over time. As financial global-
ization proceeded, US. inves-
tors concentrated their foreign
holdings in risky and/or illig-
uid securities such as portfo-
lio equity or direct investment,
while foreign investors concen- | 2
trated their U.S. asset purchases s
in portfolio debt, especially

2.50%

2.00
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1.00

Current Account balances as a percentage of world GDP M US.

GLOBAL IMBALANCES
Imbalances have receded but not disappeared post-crisis
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Rest of world

—
Eurozone crisis

illustrate the argument, con-
sider a world consisting of
only two regions, the U.S. (U)
and the rest of the world (R).
The regions may vary in their
capacity to produce safe assets
because of differences in the
soundness of their fiscal policy
or in their levels of financial
development. They may also
differ in their demand for these
assets because of demographic
differences, financial frictions,
and/or differences in prefer-
ences for saving.!!

2013

Treasuries and bonds issued by
government-affiliated agencies
in areas such as housing finance, and
cross-border loans.” [See Figure 1.] The
“exorbitant privilege” should be prop-
erly understood as a risk premium.

These large and growing U.S. excess

Figure 2

form of valuation gains due to changes
in asset prices and exchange rates, the
current account, which excludes non-
produced income such as capital gains,
will provide an increasingly distorted

Suppose U is a natural net
supplier of these assets. If the
two regions were forced to live in finan-
cial autarky, unable to borrow from, or
lend to, one another, the price of safe
assets would be higher in R, and their
return lower. If the two regions inte-
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grate financially, capital will flow from
R to U, as R investors are eager to pur-
chase U’s safe assets. From the perspec-
tive of U, two things happen: It runs a
current account deficit (foreign capital
flows in), and interest rates decrease. By
the same logic, suppose R’s risky assets

must bear more exposure to global
risks. These findings carry important
lessons for regional safe-asset provid-
ers such as Germany or Switzerland, or
for future safe-asset providers, be they
the curozone or China. Lower fund-
ing costs come with a commensurate

persistent global-liquidity traps, a situ-
ation that actually exists in most of the
advanced economies today.

Our theoretical model features nomi-
nal rigidities, so that the ZLB matters, and
a non-Ricardian setting, so that heteroge-
neity in asset supply and demand affects
interest rates. We use this frame-

offer a higher autarky return.
Then U would also want to
invest in these risky assets. The
pattern of cross-border gross | **
financial flows and positions e
would resemble the one we "
observe in the data with the »
U.S. investing in foreign risky
assets, issuing safe assets, and
earning a risk premium.!?

This line of research suc-

10

cessfully accounts for the 4
simultaneous deterioration in 2
U.S. current account balances 0

[Figure 2], the secular decline

GLOBAL INTEREST RATES
Long term yields have declined to historically low levels

—_—
Financial crisis

Germany

Japan

1983 1986 1989 1992 1995 1998 2001 2004 2007 2010

—
Eurozone crisis

2013
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work to address two questions.

First, we ask: What is the role
of capital flows at the ZLB? We
find that, everything else equal,
capital flows propagate recessions
from one country to another.
Countries with more-severe safe-
asset scarcities under financial
autarky will experience milder
recessions when integrated, and
will run current account sur-
pluses. In effect, current account
surpluses help spread liquidity
traps globally.

Next we ask: What is the

in real interest rates [Figure
3], and the increased leverage
of the U.S. external portfolio since the
1980s [Figure 1]. These trends reflect
a combination of shocks such as the
collapse of the Japanese equity and
housing bubbles of the early 1990s
and the Asian financial crisis of 1997,
and trends such as the integration of
China into the world economy with
low initial levels of financial develop-
ment and rapidly aging populations in
Japan, Germany, and China.!3

The flip side of the “exorbitant priv-
ilege” is an increased vulnerability of
the United States’ external portfolio to
global shocks, which Rey and I dubbed
the “exorbitant duty.”% Indeed, we esti-
mate that, at the peak of the global
financial crisis, U.S. valuation losses,
corresponding to the valuation gains
of the rest of the world, amounted to
roughly 14 percent of US. GDP.15 We
then build a model in which the US.
has more risk-absorbing capacity than
the rest of the world. The model repli-
cates the external portfolio structure of
the U.S., long on risky assets and short
on safe ones — exorbitant privilege as
well as exorbitant duty. The model has
one key implication: Willingly or not,
global suppliers of safe-haven assets

Figure 3

increase in the global exposure of their
external balance sheet.

At the Zero Lower Bound:
Capital Flows and Currency Wars

With the global financial crisis and
its aftermath, we have entered a new
phase in the relationship between safe-
asset imbalances and capital flows. The
crisis triggered a sharp contraction in
safe-asset supply and a surge in global
demand as houscholds and the non-
financial corporate sector attempted
to de-leverage. These shocks further
depressed equilibrium real interest
rates, pushing policy rates throughout
the developed world to the Zero Lower
Bound (ZLB).16

Inrecent theoretical work, Caballero,
Farhi, and I show that the safe-asset
scarcity mutates at the ZLB, from a
benign phenomenon that depresses risk-
free rates to a malign one where inter-
est rates cannot equilibrate asset markets
any longer, leading to a global reces-
sion. The reason is that the decline in
output reduces net-asset demand more
than asset supply.!” Hence our analysis
predicts the emergence of potentially

role of exchange rates? Here, our
theoretical analysis delivers an impor-
tant result: Within a range, the nomi-
nal exchange rate becomes indeterminate.
The fundamental reason is that exchange
rates are indeterminate when countries
follow pure interest-rate targets, as is the
case at the ZLB.!8 In our environment,
this indeterminacy has real consequences.
Different values of the nominal exchange
rate translate into different values of the
real exchange rate, and therefore affect
the relative demand for domestic versus
foreign goods. Our theoretical framework
provides a powerful way to think about
the current lively debate on currency wars.
By pursuing policies that lead to a more-
depreciated exchange rate, a country can
shift the burden of the global recession
onto its trading partners, a beggar-thy-
neighbor policy.!?

Our analysis also uncovers a new and
important dimension of the “exorbitant
duty” faced by safe-asset net suppliers. In
a ZLB environment, such nations either
must have more-appreciated currencies,
as a result of investors’ flight to safety, or
lower funding costs, because their cur-
rencies are expected to appreciate in case
of global shocks. The first effect tends to

worsen the size of the ZLB recession for
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these countries. The second indicates that
these safe-asset suppliers are more likely
to hit the ZLB in the first place and expe-
rience a recession. Either way, safe-asset
suppliers shoulder a larger share of the
burden. Yet, because issuance of safe assets
anywhere, public or private, is beneficial
everywhere, the global provision of safe
assets may remain inadequate.

This recent research illustrates that
the fundamental structure of the interna-
tional monetary system may largely tran-
scend formal exchange-rate arrangements,
with U.S. dollar assets at the center. Going
forward, this raises a number of impor-
tant questions which current research is
exploring. First, a recent and influential
line of work is questioning whether float-
ing exchange rates provide much insula-
tion against foreign shocks, a central tenet
of Mundell’s Trilemma.?? If they don’,
monetary authorities may find that they
are even more dependent on the mon-
etary policy “at the center” than was the
case during Bretton Woods.

Second, our results point to a mod-
ern — and more sinister — version of the
Triffin dilemma. As the world economy
grows faster than that of the US., so does
the global demand for safe assets relative
to their supply.?! This depresses global
interest rates and could push the global
economy into a persistent ZLB environ-
ment, a form of secular stagnation.??

One likely response would be the
endogenous emergence of alternatives to
dollar-denominated safe assets produced
either by the private sector or by other
countries. This raises the difficult question
of how different safe assets can coexist and
compete in equilibrium, and suggests that
the safety of an asset is an equilibrium
outcome, one that depends both on the
underlying fundamental characteristics of
the asset itself and also of the coordina-
tion decisions of investors.?3

Finally, a body of empirical evidence
suggests that environments with low
interest rates may fuel leverage boom and
bust cycles. The vulnerability of emerging
and advanced economies alike to these
crises has been amply demonstrated in the
past. At the country level, the empirical
evidence suggests that self-insurance via

16 NBER Reporter ¢ 2016 Number 1

official reserve (safe asset) accumulation
is an effective line of defense against lever-
aged booms.?* But what is optimal at the
level of an individual country may be inef-
ficient at a global level if it fuels further
safe-asset scarcity and depresses global
interest rates. This question is central to
current discussions on global safety nets.
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