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Exchange Rate Policy

1 Gains to exchange rate flexibility are worse than you
think

• Casas, Federico, Gopinath, Gourinchas (2016); Boz, Gopinath,
Plagborg-Moller (2017)

• Terms-of-Trade disconnect with exchange rates

• 1% depreciation of the bilateral exchange rate is associated with
only a 0.1% depreciation of the bilateral terms of trade

• “Dominant Currency Paradigm”
• Export expansions following depreciations weak
• Inflation targeting still optimal, but less control of the output gap

• Strengthens the case for managed floats
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Exchange Rate Policy

2 The ‘Trilemma’ lives on
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Figure 5. Correlation of Financial and Macroeconomic Variables in EMEs 

 
(a) With Global Investor Risk Aversion 

 

 
 

 
(b) With Capital Flows 

 
 
Source: Authors’ calculations. 
Note: Panel [a] shows the unconditional correlation across countries between the (log) VXO index and three-quarter moving average of real 
domestic private sector credit growth, real house price growth, real stock price growth, change in loan-to-deposit ratio, net capital flows to GDP, 
and real GDP growth. Panel [b] shows the unconditional correlation between three-quarter moving average of net and liability flows, and real 
domestic private sector credit growth, real house price growth, real stock price growth, change in loan-to-deposit ratio, net capital flows to GDP, 
and real GDP growth. *,**, *** indicate statistical significance at the 10, 5, and 1 percent levels, respectively. 
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Figure: Trilemma; Source: Obstfeld, Ostry, �reshi (2017)

Note: This figure plots the correlation of financial and macroeconomic

variables in emerging market economies with global investor risk aversion.
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Exchange Rate Policy

3 The U.S. dollar exchange rate drives global trade prices
and volumes.

• Bilateral trade not driven by the bilateral exchange rate but by
the dollar exchange rate

• 1% U.S. dollar appreciation predicts a 0.6–0.8% decline within a
year in the volume of total trade between countries in the ROW
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Capital Flows Management
4 Gross capital flows ma�er as much as net flows, and
global banks have internationalized U.S. monetary policy.

4 

Figure 2 
 

 
 
The explosion of international lending in the mid-2000s goes far beyond what any global 
saving glut story would imply and, to my mind, points to a driver of last decade’s global 
imbalances that receives only brief mention in Menzie’s paper: an international liquidity 
explosion that increased global collateral values and loosened borrowing constraints in a 
financially deregulated environment. Along with increased saving from East Asia and 
commodity exporters, the financial factor for advanced economies helps explain the pattern 
of external deficits of advanced economies, as argued by several writers (e.g., Obstfeld and 
Rogoff 2009 and Chinn and Frieden 2011).3 Adam, Kuang, and Marcet (2012), for example, 
quantify the role of house-price booms specifically in driving current account deficits. The 
recycling of foreign borrowing from the euro area core to its periphery drove current 
accounts but even more broadly set the stage for the euro crisis (Hale and Obstfeld 2016). 
These episodes illustrate a main reason large external deficits are worrisome: as a possible 
signal of building financial fragility.  
 
This is not to deny a role for “saving glut” or “safe asset” factors in pushing down global 
interest rates. At this conference in 2006, Prasad, Rajan, and Subramanian (2006) pointed to 
the tendency for important fast-growing East Asian economies such as China to supply 

                                                 
3 For other accounts of the role financial factors in laying the basis for the financial crisis, see Hume and 
Sentance (2009), Borio and Disyatat (2011), Bernanke, Bertaut, Demarco, and Kamin (2011), and Bayoumi 
(2017). 
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Figure: Cross border gross flows ma�er; Source: Obstfeld (2017)

• Brauning and Ivashina (2017): Over a U.S. monetary easing
cycle there is a 32 percent loan volume increase for emerging
market economies
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Capital Flows Management
5 Emerging markets tilt away from foreign currency to
local currency debt reduces their exposure to global risk
factors

• Share of local currency debt: 10% in 2000 to 60% in 2013.

• Local currency credit spreads much less correlated with global
risk factors

6 Low interest rate environments can lead to misallocation
of resources and lower productivity.
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Figure: Misallocation of Capital: Source: Gopinath, Kalemli-Ozcan,
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Protectionism

7 The empirical relationship between global imbalances,
reserve accumulation, and currency manipulation is not
well identified.

8 Uniform border taxes are not neutral.

9 Trade is not the main driver of earnings inequality, but at
the same time policy has failed to address its
redistributive consequences.
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Protectionism
• High income countries: 10 percentage point increase in tari�
rates → 1.6 percentage point decline in per capita growth rates

Alternative GMM-based approaches can be derived by
taking first differences of equation (2), which yields

yit � yi�t�1� � ���wi�t�1� � wi�t�2�� � ���ci�t�1� � ci�t�2��

� ��t � �t�1� � �εit � εi�t�1��. (3)

Least squares procedures cannot be used to estimate
equation (3), because, by construction, yi(t�1) � yi(t�2) is
correlated with εit � εi(t�1). Moreover, one would like to
deal with the likely endogeneity of all the explanatory
variables. Arellano and Bond (1991) propose a GMM dif-
ference estimator that uses lagged levels of the explanatory
variables as instruments in the estimation of equation (3).
The estimator is based on the following identifying assump-
tions:

E�εitεi�t�j�� � 0 for all j � 0, (4)

E��tεi�t
s�� � 0 for all t and for s � 0, (5)

E�wi�t�1�εi�t
s�� � 0 for all t and for s � 0, (6)

E�ci�t�2�εi�t
s�� � 0 for all t and for s � 0, (7)

where equation (4) implies that the error term εit is not
serially correlated, equation (5) says that the period-specific
constant �t is strictly exogenous, and, as indicated by equa-
tions (6) and (7), both the predetermined explanatory vari-
ables wi(t�1) and ci (t�2) are weakly exogenous, that is, past
stock and flow variables are uncorrelated with current and
future shocks. Under these assumptions, lagged levels of the

explanatory variables can be used as instruments as speci-
fied by the following moment conditions:8

E��t�s�εit � εi�t�1��� � 0 for s � 0, t � 3, . . . , T, (8)

E�wi�t�s��εit � εi�t�1��� � 0 for s � 2,

t � 3, . . . , T,
(9)

E�ci�t�s��εit � εi�t�1��� � 0 for s � 3,

t � 3, . . . , T.
(10)

As discussed in Easterly and Levine (2001), this differ-
ence estimator has the statistical shortcoming that if the
regressors in equation (3) are persistent, then lagged levels
of w and c are weak instruments, that is, they are not highly
correlated with the regressors, and so the estimated coeffi-
cients may be biased. Further, by taking differences of the
original level equation (2), one loses information that speaks
to the relationship between the explanatory variables and
GDP growth. To overcome these problems, Arellano and
Bover (1995) and Blundell and Bond (1998) developed a
systems estimator that combines the differenced model (3)

8 Notice that the control variables ci(t�2) correspond to half-decade
averages computed between time periods t � 2 and t � 1, and the error
term εi(t�1) is a function of shocks realized between periods t � 2 and t �
1, so that the levels of ci(t�2) are not valid instruments for the difference
equation at period t. Thus, for control variables the most recent levels that
are valid instruments at period t are ci(t�3). In contrast, the state variables
si(t�2) are predetermined at period t � 2, and so are valid instruments for
the difference equation at period t.

FIGURE 2.—PARTIAL REGRESSION PLOTS FOR OLS—INCOME SAMPLE SPLITS

Note: The set of regressors X includes initial income, life expectancy, schooling, I/Y, and G/Y. E(growth�X) is the fitted growth, and E(tariff�X) is the fitted tariff.

THE REVIEW OF ECONOMICS AND STATISTICS628

Figure: Protectionism and Growth: Source DeJong and Ripoll (2006)
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Global Cooperation

10 Global coordination of financial regulation is required
alongside individual countries macroprudential polices.

Reserve accumulation and currency swap lines do not
substitute for the lender of last resort role of the
International Monetary Fund.
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