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International monetary challenges and 
responses 
By Maurice Obstfeld171 

This short essay attempts to reconcile two perspectives on key international monetary 
challenges: a flow approach based on net saving and investment, and a stock approach 
based on gross asset and liabilities. These approaches provide different, though 
complementary, lenses on macroeconomic developments generally. But they are 
specifically relevant to international adjustment issues, as I have argued elsewhere 
(Obstfeld (2012)). 

1 Complex interactions among shocks, current account 
balances, and exchange rates 

From a historical perspective, as shown in Chart 1, it is clear 
that there was a buildup in global current account 
imbalances leading up to the Global Financial Crisis. The 
Global Financial Crisis triggered a sharp contraction in 
these global imbalances, but now, in more recent years, we 
see again a slight widening. Despite some switches in the 
current account position of oil exporters, which were 
traditionally surplus countries but now are registering 
deficits, global imbalances are expanding. Certainly China, 
Japan, as well as some countries in the euro zone (Germany 
and the Netherlands) are moving into larger surplus, while 
the United States is moving into a larger deficit. In this 
context, one question one could ask – a question that leads 
into a broader discussion of monetary issues in the next 
section – is: what will be the implications for exchange-rate 
adjustment? 

Current account balances and exchange rate movements 

An uncomfortable reality for international macroeconomists is that the raw data on 
current accounts and exchange rates show little that looks like the textbook prediction 
that current account surpluses will lead to an appreciation of the currency. For example, 
Chart 2 shows that the best case you can make for this association is probably for China; 
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Chart 1 
Evolution of global current account imbalances 

(percentage of world GDP) 

 

Sources: IMF, World Economic Outlook; and IMF staff calculations. 
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but, of course, China has not had a floating exchange rate – much of the evolution in 
Chart 2 is driven by US dollar dynamics – and it is not subject to the same asset-market 
shocks as the other large countries that the figure includes. This problem has recently 
been highlighted in the press, where some journalistic accounts have claimed that current 
accounts and exchange rates are no longer linked. But I think that is the wrong conclusion 
to draw from these sorts of pictures. 

Chart 2 
REER and current account of selected economies, 2001-16  

(REER as index1, average 2001-16 = 100; current account as percentage of GDP2, right-hand scale) 

 

Sources: IMF, World Economic Outlook; IMF; Information Notice System; and IMF staff calculations.  
1) Data run up to May 2016.  
2) Data run until 2015. 

In the IMF, we have produced some analysis that shows a link, in the sense that the 
demand curve for a country’s products still slopes downward with respect to real effective 
exchange rates (REER) (see the October 2015 World Economic Outlook, Chapter 3). 
Reproducing evidence from the IMF’s 2016 External Sector Report (IMF (2016)), Chart 3 
shows, for 2015, a bivariate relationship between REER and exports quite consistent with 
the textbook view. But as a general matter, there are many shocks that can shift that 
demand curve, complicating the observed relation between exchange rates and current 
accounts. 
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Chart 3 
REER changes and external adjustment, 2015  

(annual percentage changes) 

 

Source: IMF, 2016 External Sector Report. 

One problem for simple textbook accounts is that we live in a world of very complex asset 
markets, with gross flows in either direction, out of and into countries. And shifts in 
portfolio demands will have exchange rate effects, which may have no obvious near- or 
even medium-term relationships with the current account balance. Even though asset 
flows are increasingly important, this does not mean that there is not a sensible 
adjustment mechanism under way, but of course, asset flows can long impede the 
adjustment of the current account. If we look at the US experience in the 2000s, when the 
United States moved to historically large current account deficits, there was a debate over 
whether those were sustainable or not. What was often missed was that these deficits 
were the result of financial market developments that should have been quite worrisome 
in themselves. The current account deficit may in itself have been sustainable, but 
certainly not the underlying factors. 

One thing we can say for exchange rates, and I do want to make this point rather strongly, 
is that despite the importance of portfolio shifts, in determining them, there are some 
distinct regularities. Chart 4 illustrates one striking finding: exchange rates actually adjust 
in the way theory predicts to output surprises, such that countries having negative output 
surprises also suffer depreciations. The horizontal axis of this chart measures the World 
Economic Outlook output growth forecast revisions between the April and October 
editions for every year since 2011, together with the contemporaneous exchange rate 
change on the vertical axis. Floating rate countries are shown in the left-hand panel, while 
countries with more fixed exchange rate regimes are shown in the right-hand panel. 
Exchange rates really do seem to perform a buffering function. In fact, if we look at the UK 
currency now just after the Brexit vote, certainly part of sterling’s depreciation is the 
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exchange rate’s adjustment to suddenly lower growth expectations. Many other things 
are going on as well – but if we imagine what the United Kingdom would look like the 
week after the Brexit vote were it attempting to defend a fixed exchange rate, we can 
appreciate the buffering role of floating rates. 

Chart 4 
Currency adjustments and growth forecast revisions in emerging markets1 

Floating FX regimes                                Fixed FX regimes 

(x-axis: revision in one-year ahead World Economic Outlook GDP growth forecast (percentage point difference);  
y-axis: change in NEER2 (percentage) 

 

Sources: IMF, World Economic Outlook; IMF; Information Notice System; and IMF staff calculations.  
1) 29 largest emerging market economies.  
2) Positive change in NEER denotes appreciation. 

Vulnerabilities and gross inflows 

Let me come back to the issue of gross flows, because I think it has become a central one, 
not just for thinking about global financial stability, but for thinking about monetary 
policy as well. The net current account disguises massive two-way flows, a theme very 
much highlighted in the paper presented by Pierre-Olivier Gourinchas and Hélène Rey at 
this conference (Gourinchas and Rey (2016)), and it is also reflected in Chart 5 in the 
comparatively high variability in gross financial flows. Another way to proceed is to 
consult the stock data, such as the Lane and Milesi-Ferretti data shown in Chart 6. Here, we 
see the well-known patterns for advanced economies, particularly an explosion in gross 
external assets and liabilities relative to GDP, with a qualitatively similar albeit much less 
dramatic change for the emerging markets. It is here in these gross positions that the 
financial stability risks reside – much less so in the net current account balance. For 
example, when we look at the United Kingdom today and observe that it has a very large 
current account deficit, that is potentially worrisome – but perhaps less so than the 
absolute magnitudes on the liability side of its very large balance sheet, which amounts to 
several times GDP. 
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Chart 5 
Growth of global GDP, trade in goods and services, and gross financial flows  

(indices; 1985 = 100) 

 

Sources: IMF, World Economic Outlook; IMF, Financial Flows Analytics; and IMF staff calculations. 

Chart 6 
Stock of gross liabilities and assets  

(percentage of GDP) 

Advanced economies Emerging market economies Net foreign assets 

 

Source: Updated external wealth of nations database, by Lane and Milesi-Ferretti (2007). 

2 Monetary policy 

What does this have to do with monetary policy? Underlying some current monetary 
policy debates is a similar dichotomy to that between gross and net asset flows, although 
it is not usually posed in this way. Chart 7 shows a sample of real long-term interest rates 
since the Volcker disinflation in the United States, and these rates have been falling 
precipitously across all advanced countries. They are now at historic lows, and analyses 
suggest that the Wicksellian natural (or neutral) real rate – the one consistent with the 
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equality of global saving and investment at full employment – may be at a very low level 
persistently, heavily driving the monetary policy stances that a number of central banks 
have adopted. Potential explanations include the global ex ante excess of saving over 
investment, monetary policies themselves, uncertainty – the world is much more risky 
than before the Global Financial Crisis, along multiple dimensions – safe asset shortage, 
demographics, and low expectations of technological progress. 

Chart 7 
10-year real interest rate in advanced economies  

(quarterly; percentages) 

 

Sources: IMF, Global Data Source; Bloomberg L.P.; and Consensus Forecasts.  
Note: Calculated as nominal 10-year bond yields minus 10-year ahead CPI inflation forecast (Consensus Forecasts). 

There is another story out there, which is that monetary policy drives global liquidity 
surges, particularly dollar liquidity, and the theory is buttressed by the notion that a lot of 
lending in the world is denominated in US dollars, even outside of the United States, 
where euro area banks play a key role intermediating dollar credit (see Chart 8).  
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Chart 8 
Dollar financing conditions 

Substantial cross-border bank 
claims on emerging markets 

…with euro area banks 
having a key role 

…but with the US dollar being 
the dominant currency 

(BIS reporting banks’ cross border claims on 

emerging markets1) 
(percentage share of cross-border bank 
lending to emerging markets by banking 
systems)  

(percentage share of cross-border bank 
lending to emerging markets by currency 
denomination) 

 

Sources: BIS Banking Statistics; and Cerutti, Claessens, and Ratnovski (2016).  
1) The sample of emerging markets includes 49 large emerging markets.  

Reconciling these two views of the global equilibrium 

Some work out of the Bank for International Settlements (BIS) puts it in the following stark 
way: do not worry about the Wicksellian natural rate, worry about financing conditions 
(Borio (2014)). But what do we mean by financing conditions if not the gross flows of 
assets that support economic activity? The policy conclusions that follow from this second 
view, the financing view of economic activity, are not clear. From the BIS point of view, for 
example, it seems to mean “do less on the monetary side: you may be feeding bubbles, 
you may be feeding resource misallocation”. When I put this view alongside the 
Wicksellian view, I feel that they are not really contradictory, but complementary. In my 
opinion, the work that Tobin did years ago in building portfolio balance onto macro-
models was key to understanding how these pieces fit together. 

I do not think that, as macroeconomists, we have yet fully achieved a modern 
reconciliation of macro and finance à la Tobin (1981), but it is a task well worth taking on. 
Just thinking about some very simple experiments reveals the possibilities here. What 
Tobin set out to do was to reconcile stock and flow equilibria, in a framework where asset 
stocks always equal portfolio asset demands. In the kind of model that Tobin considered, 
the stock equilibrium would influence the flow equilibrium, and the flow determined how 
wealth, including capital, evolved over time. But also, factors that affected the flow 
equilibrium would impact the stock equilibrium, in a two-way feedback.  

One way to illustrate the possibilities is to look at a very simple example. Suppose that, 
globally, we have an increase in the demand for safe assets. This could be due to higher 
uncertainty, higher risk aversion, and so on, but in a Tobin type of model, what would 
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happen? Well – Tobin’s q would fall, the risk-free rate of interest would fall, investment 
would fall, capital would fall over time (pulling down economic growth), the marginal 
product of capital would rise, and the risk-free rate would eventually partially recover as 
Tobin’s q recovered, but not completely. This is a world that, in broad outline if not in 
every detail, does not look too much different from where we are. If you look at measures 
of the excess return to capital, for example – what Hall (2016) calls the capital wedge, that 
is, capital earnings less the risk-free rate – these have risen. People ask why it is that with 
that wedge so high, investment is not higher. It could be because of a portfolio shift away 
from capital and a greater demand for risk-free assets in a riskier world. 

3 Policies: more growth, more stability 

This sort of world does indicate a policy agenda, one that addresses the lack of growth 
(namely, through a three-pronged approach that continues monetary support, while also 
deploying fiscal tools for supporting aggregate demand and well-sequenced structural 
reforms). But the policy agenda must also address financial stability concerns, as the BIS 
and others have warned. At the IMF, it is especially natural to worry about the global 
financial safety net as an integral part of the infrastructure of global financial stability. (See 
also Barry Eichengreen’s paper presented at this conference, Eichengreen (2016).) To make 
the latter more comprehensive, greater fiscal risk sharing is essential, not only within 
currency areas such as the euro zone, but even at the global level. Policymakers have not 
adequately faced up to that reality yet. 
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