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Abstract

Global structural factors both monetary and reay@tl a prominent role in the burst of
subprime crisis: 1) the Bretton Woods Il internatibmonetary system; 2) the reduction
of US real investment return compared with compgetaountries. We develop a
theoretical model to analyze the impact of theséofa and macroeconomic policies on
US current account and asset prices. The excessgsaf U.S. nonfinancial
corporations from 2000-2001 has undermined theilgyabf the Bretton Woods Il
system. Accommodative US monetary and fiscal peditiave mitigated the imbalances
but in the long term structural factors have prieehiOnly a recovery of US real capital
profitability can ensure long run coexistence betmvepresent model of global
development and current international monetaryesyst
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Bubbles, External Imbalances and Demand for Intern@onal Liquidity in the

Bretton Woods Il System.

Andrea Ricci

1. Introduction.

In the decade prior to subprime crisis the US eopnbas been characterized by three
stylized facts (see figure 1):

1) the explosion of current account deficit, rose frbiri.2 billion dollars in 1997
(1,4% of GDP and 11,6% of exports of goods andisesy to 720.9 billion
dollars in 2007 (5.2% of GDP and 43.4% of exports);

2) the continuous increase in household total netavdng?, grew by 42.7 billion
dollars in 1997 (0.5% of GDP) to 332.9 billion dob in 2007 (2.4% of GDP),
with a peak in 2005 to 446.1 billion dollars (3.6%GDPY;

3) the emergence of long speculative bubbles in fimdrand real estate markets,
which led to a total revaluation of the US assé&t®88p617.3 billion dollars (24%
of cumulated GDP)

The three stylized facts are closely linked. Fanfrbeing merely internal to the US

economy, they depict the global imbalances thaeHad to the crisis of 2007-2008

! University of Urbino, Italy. | would like to thanRietro Alessandrini, Giorgio Calcagnini and Miahel
Fratianni for very useful discussions and comments.

2 This indicator differs from FFA’s net financial iestment because total net borrowing excludes
financial ownership (equities, shares of mutuald&jrsecurity credit, life and pension fund reseived
miscellaneous assets).

® During this period, households total net borrowsock position has changed sign from + 56,2 lillio
dollars (+ 0,7% of GDP) in 1997 to — 3,298.4 billidollars (- 23,7% of GDP) in 2007.

4 25,380.6 billion dollars arising from capital gsiof households and 860.1 billion dollars arisiranf

the revaluation of financial assets held by noidesgs.



(Portes 2009). Understanding the causes of thés amsjuires an explanation of the
relationship between these three stylized factthiliregard the interpretations differ in

the economic literature.

Figure 1: Three stilized facts
(source: Integrated Macroeconomic Account for th&.12009, NIPA-FRB)
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The conventional view identifies the cause of grayiglobal imbalances in an
increased US demand for imports accompanied byllaifaUS national saving
(Blanchard, Giavazzi and Sa 2005). The main respibitg for this situation lies in
excessively expansionary macroeconomic policieshi@igreen and Park 2006, Bems,
Dedola and Smets 2007). Some authors have foctisgdian on a renewed version of
the “twin deficit hypothesis” due to the sharp eese in budget deficit from the
beginning of the millennium (Chinn 2005, FrankelO&0 Bartolini and Lahiri 2006).
The main theoretical difficulty with this hypothess to explain the revaluation of US
assets beyond generic assumptions on marketscieeify (Kraay and Ventura 2007).

Other authors have stressed the role of an accommmedmonetary policy in



determining the excess of total domestic demandahwtranslates into external current
deficit (Truman 2005, White 2007). In this case é&xeess liquidity would also be the
basis for an inflationary process in asset pri€ageffer and Stracca 2006).

Empirical evidence is not fully consistent with tb@nventional view. On the one hand,
budget and current account deficits show a weakven negative correlation (Cavallo
2005, Erceg, Guerrieri and Gust 2005, Kim and Raoiud008). On the other hand, the
influence of monetary policy on external balancenarginal and restricted to the short
run (Meyer, Neumann and Wegleitner 2006, Burret &urst 2007). Macroeconomic
policy alone can not account for long persistemua growing dimension of US internal
and external imbalances. Gruber and Kamin (20010 tihat global imbalances are not
explained either by adding to policy factors othaditional variables (demographic
variables, per capita income, output growth ancheouc openness). Financial crises,
instead, appear to have significantly contributedtite emergence of substantial
surpluses in East Asia countries.

From the influential speeches of the Governor ef Hed on “saving glut” (Bernanke
2005 and 2007), an alternative framework has erderlyethis hypothesis, the three
stylized facts are explained as a result of an emogs increase in international demand
for dollar-denominated financial assets. Numerowsk® have appeared that aim to
show how the imbalance of the US current accouahigndogenous product of global
economy resulting from differences in financial eepment between countries.
According to this interpretation, China and otheiiah emerging economies reacted to
the crisis of 1997-98 with an exogenous increasgawing, not offset by an increase of
investment (Park and Shin 2009). This “saving gld&rives from precautionary

measures to avoid speculative attacks againstraie® of Asian export-led emerging



economies. Capital flows are directed to the USdarch of liquid and sophisticated
financial assets, not available elsewhere. Globaftage of assets would be the origin
of historic decline in long-term interest rates amdreasing US external deficit
(Caballero 2006).

Until the outbreak of the crisis, the US extermabalance could seem the result of an
equilibrium position in the global economy withauged for rapid adjustments in the
short term (Mendoza, Quadrini and Rios-Rull 2009p@=r 2007, Caballero, Farhi,
Gourinchas 2008a). Subsequently, other studies hagtdighted the link between
excess liquidity in US financial markets, housebottebt and growth of speculative
bubbles (Caballero, Farhi, and Gourinchas 2008b)this context, the new model of
banking based on securitization and “originate disttibute" triggers global instability
trough the transformation of subprime mortgages iderivatives (Mizen 2008,
Brunnermeier 2009).

Both interpretations, the conventional one and"#aving glut" hypothesis, ultimately
attribute the crisis to wrong or imprudent behaviotipublic actors (government and
Central Bank) and private (financial intermediayrieBhrough a new system of rules,
based on new constraints and incentives to enceypagper behaviour, it would be
possible to restore the lost conditions of glolwalrmic and financial stability (Siebert
2008, Issing at al. 2009)

The purpose of this work is to show how more stritadtfactors, along with incorrect or
fraudulent behaviour, contributed to unsustainasiargement of global imbalances
and rising of speculative bubbles in US asset nmisrkEhese factors include: a) the
international monetary system emerged after therAsirisis of 1997-98, known as

Bretton Woods II, with an enhanced role of the alolis international currency; b) a



decline in the relative rate of return on real stweent within the US after the burst of
the dot-com bubble in 2000-2001. The first factcisan international demand side for
US financial assets, while the second on domespplyg side.

In the model presented in next sections as in fgpglut hypothesis”, US current
balance and asset prices are endogenous resuttiewfational demand for and supply
of dollar-denominated financial assets. Howevetikanthe “saving glut” hypothesis,
long run stability depends mainly on US internattéas, specifically on the sector
composition of net domestic financial debt. Moregpuamlike the “conventional view”,
monetary and fiscal policies in the US (as welinathe EU) appear to have acted in the
right direction of reducing imbalances without lgiable to reverse the tendency
towards crisis.

The conclusion that follows is that Bretton Woobsyistem guarantees financial global
stability only in presence of adequate expecteditplolity of real capital in the US
compared with competing countries. The weakeninghs condition since 2001 has
resulted in the emergence of speculative bubblésSrasset markets and unsustainable
current deficits enlargement. The inevitable rewds the crisis erupted in 2007-2008.
In the next future the status of the dollar asrimaé&onal currency can not be considered
in the abstract. It will depend on structural amditiral developments of the US as well
as the emerging economies.

The paper is structured as follows. Sections 2 poe$ent a model of the US economy
to illustrate the effects on the external deficitlasset prices, arising from changes in
net demand for international liquidity, monetarydafiscal policies and expected

profitability on US real capital. In Section 5 thesults of the model are used to



reconstruct the causes of subprime crisis and tteations with the international

monetary system. Finally, section 6 offers someckahng remarks.

2. International net demand for US financial assets

Empirical evidence does not confirm the thesis #&bdiiferences in financial
development as cause of global imbalances. Inqodati no correlation was found
between global imbalances and differences in firmdrstructures, or between current
deficits and quality of financial products (Gruksrd Kamin 2008). In a pure market
approach the question of why massive capital flavesdirected towards US financial
markets remains open. To find a plausible answires appropriate to refer to specific
historical and institutional features of US finaacassets as vehicles of international
liquidity.

After the breakdown of the Bretton Woods system @adsition to flexible exchange
rates between major currencies, it seemed tha¢ thhes more role for the concept of
international liquidity (Clark and Polak 2002). Rrothe Asian crisis of 1997-98,
instead, the accumulation of assets in foreign erwies (especially dollars) by
emerging and oil-exporting countries has been grgwvithout interruption (Obstfeld,
Shambaugh and Taylor 2008). This fact was explaimgdhe appearance of a new
version of the Bretton Woods systénthe so-called Bretton Woods II, based on a
renewed exchange rates regime pegged to dollarlépobolkerts-Landau and Garber

2004). This new international monetary system seldeon mutual interests between US

® See Eichengreen (2004) for a discussion of théasities and differences between the old and new
Bretton Woods system.



and emerging countries. On the one hand, emergingtdes can keep their currency
undervalued in order to pursue an export-led grawtidel. On the other hand, US can
easily finance current account deficits and fulktypleit “exorbitant privilege” as “world
venture capitalist” borrowing short and lendingddi&ourinchas and Rey 2007).
Empirical studies have confirmed this interpretati§ince the end of the Nineties, the
number of currencies partially or totalge factopegged to dollar is significantly
increased. This is due in particular to mercantgischange rate policies of emerging
countries (Clark, Zenaidi and Trabelsi 2008).

In this context the distinctive feature of US fical assets resides in the fact that they
are denominated in dollars and the dollar perfothes typical functions of a world
currency: medium of exchange, unit of account atafesof value (Kenen 2003,
McKinnon 2004). With the liberalization of capitadlovements and deregulation of
financial markets, the concept of internationaluidity has expanded well beyond
official reserves held by Central Banks. In a fisgtp the concept was expanded to
borrowed reserves, that is to all available reseaiio foreign currency that Central
Banks can mobilize trough borrowing in domestic ioternational private capital
markets (Horne and Nahm 2000). Subsequently, theegi of international liquidity is
still extended to include virtually all assets heldborrowed by domestic residents and
tradable in international organized markets (Ca&baland Krishnamurthy 2000).

The principal component of international liquidity net acquisition of US financial
assets. Indeed, the euro, despite having incratseale as a store of value, is still far
from eroding the role of the dollar as a mediunexthange and unit of account (Galati

and Wooldridge 2009). Even using a new very broadcept of global currencies,



including domestic and international use and oVestdtus of financial markets in
global economy, the dollar retains all its pre-esnice (Thimann 2008).

Net demand for US financial assets from Rest of [Wonay then be regarded as
exogenous net demand for international liquiditynigarly to domestic money demand,
demand for international liquidity consists of trecomponents: transactions,
precautionary and speculative. We assume the follpvstandard hypotheses: a)
transactions and precautionary demands dependvebsiby income and exports of
Rest of World; b) speculative demand depends pesitiby total return on dollar-
denominated assets and negatively by total retarassets denominated in currencies
other than dollar.

To simplify the notation of the model we consideset total return as given by the
interest rate plus a risk premium in terms of amtains differentiated according to the
riskiness of assets:

(1) trh=in + A Pun

with:

tr = asset total return;

| = interest rate;

A Ry = asset price change for n = US, Rest of World.

To complete the assumptions is convenient to spdhié type of expectations. We
suppose that the information is not perfectly distied among all players. This is a
realistic hypothesis for the global economy in vihéach agent has a particular view of
the world, conditioned by its economic and geogi@dHocation. In this case, as shown
by Morris and Shin (2006), a small amount of uninfed agents produces wide

phenomenon of persistence in aggregate expectatiesgite the presence of many



forward-looking agents. Consequently, our hypothdsi that of backward-looking
expectations. This implies that the demand for sumgply of assets are influenced by
the current level of asset prices that embody e&pieas about future capital gains.
Finally we assume that exchange rates are peggaallto by the monetary authorities
of Rest of World in accordance with the Bretton Wedl view of actual international
monetary system. Therefore, net demand for intemmait liquidity is unaffected by
exchange rates movements.

We can then represent the international net derfandsS financial assets (Aps) as
follows:

(2)  AF%s=di Yrw+ b Xrw+ 0s ius + ds Pug— s irw — G5 Puns

with:

Y rw = income of Rest of World;

Xrw = exports of Rest of World;

ius = US interest rate;

irw= interest rate in Rest of World;

Pvs = dollar-denominated asset prices;

Pung = prices of assets denominated in currencies dtiaer dollar.

3. International net supply of US financial assets.

Net demand for dollar-denominated financial askatsits counterpart in corresponding

net financial liabilities issued by US residentsattis in net supply of US financial

assets to Rest of World.
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In national accounts the current account of balamfc@ayments is identical to the
excess saving (S) on investment (I) of total ecopamd represents the change in net
asset position of the country. Thus the net sugblyJS financial assets to Rest of
World (AF%s) is the sum from past to present of current actdeficits:

3) > (M-X)us =Y (I - Sys = AFys

with:

M = US imports of goods and services;

X = US exports of goods and services.

The players who, through financial intermediatipmvide financial assets for Rest of
World are households (H), firms (F) and governn{@)t Therefore:

@) AFUs=Y (M-X)us =X [(I- Sk + (I-Sk+(I- Sk

We now look separately the three sources of firdnasset net supply for Rest of
World.

a) Households

We define household investment as the acquisitfore@ estate and equitfeand we
suppose that US residents do not have assetsrencigs other than dollar. We assume
that households borrowing depends on: a) a paotfaictor given by the difference
between the total return on asset investment amadbt of debt and b) a dimensional
factor related to the US income(y:

G) (—-Sh=0(trs—ivs) + M A Yys

Considering equation (1) we can then write:

® Household investment does not include consumerbtigoods, in accordance with the definition used
in the Integrated Macroeconomic Accounts for the Unitedte&tthat exclude this item from the net
capital formation (Teplin et alt. 2006). In this wahousehold investment consists of the purchase of
residential property and equity shares from theinmss sector. This definition implies that firms
investment is equal to net capital formation minesv share issues. The criterion used is to allottete
investment to who bears the risk.

11



6) S(-SH=0Pw+h Yys=(AFus)H

with:

(AF°ys)n = household net supply of financial assets to BE¥torld.

Since households do not issue directly financigkets household supply to Rest of
World takes place indirectly trough banking intedia¢ion and household debt consists
of bank loans. Expression (6) indicates that hoolsishobtain net credit in the form of
bank loans secured by the revaluation of assetheim portfolio as well as by their
income. This was a common practice in the US bethee outbreak of the crisis,
especially in the form of home equity extractiomé@span and Kennedy 2007).

b) Firms

Firms rely on credit when the desired variationcapital stock exceeds the internal
funds available. The capital stock desired by firdepends positively on expected
return of real investment and negatively on cosbofrowed funds. Based on these
simple assumptions we can state that US firms Bbt & positively related to US
expected real investment returfy§) and negatively to US interest rate:

(7) S (1-Sk=f1 rfus—f ius= (AFus)F

with:

(AF°ys)r = firms net supply of US financial asset to Ré3horld.

c) Government

The excess of US government investment on savingivisn by the public budget
deficit, determined by fiscal policy. Therefore thevernment net supply of financial
asset to Rest of World, (Als)c , is equal to the public debt:

8 X (-Sk=X(G-Tus=(AFus)c

with:

12



G = public expenditure;
T = tax.
From previous assumptions the net supply of UShfired assets for Rest of World can

be written as follows:

(9) AFUs=0ORs +h Yus+ fi fus—F ius+X (G- Ths

4. Asset prices boom and current account imbalancés Bretton Woods Il system.

Exogenous variables of the model are: a) US budefgtit determined by fiscal policy;
b) US interest rate determined by monetary policy; US firms expected real
investment return; d) US income; e) income and gspof Rest of World; f) foreign
interest rate determined by monetary policies istRé¢ World; g) revaluation of assets
denominated in currencies other than dollars. Bezanierest rates and exchange rates
are set by policy authorities, balance between denaad supply is achieved through
changes in US external position and US asset prides endogenous variables are thus
US external debt and prices of dollar-denominatesae.

The model is in equilibrium when net internatiohiglidity demand matches net U.S
financial asset supply:

(10) AF%s=AFus=Y (M = X)us

Solving the model for the endogenous variables biaio the following solutions:

(11) Pus =B [(EX%w) =Y (G = Ts + (cb + f2) ius— by Yus-f1 ]

" The theoretical underpinning of the model fitsiat post-Keynesian framework because Central Bank
controls interest rates and not quantity of monesalth effects arising from assets revaluatioruigrfice
macroeconomic behaviour and finally investment dednia autonomous and independent. For a review
of Post-Keynesian features see Lavoie (2006) ardlég@nd Lavoie (2007).
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(12) Y(M-X)us=0B EX’rw— (OB —1) [5(G — Tus+ 1 A rfus + hy Yug +

+[f2 (OB — 1) +O B dg] Aius
with:
EX%w = th Yrw + & Xrw — & irw— b Pung
p=1/[6— dj
To analyze the equilibrium solutions of the modekrucial to know the value of the
coefficientp.
In particular we assume that> 0 and consequent® 3 > 1.
This assumption is verified if:
(13) O>d,.
The economic meaning of (13) is that wealth effeetsing from changes in prices of
dollar-denominated assets are greater for US holdethan for Rest of the World. In
other words, the portfolio composition in dollamdeninated assets of foreign investors
is more liquid and less risky than that of residert positive value of coefficierft is
therefore a realistic assumption, considering that households share on US capital
gains is significantly higher than the correspogdshare perceived by Rest of World,
as it is shows in note 3. Moreover, empirical stgsdghow that since the Asian crisis of
1997-98 the demand for international liquidity heeen little sensitive to the financial
return because it was by far predominant the ptewsary motive (Ainzeman and Lee,
2007, Lane and Milesi-Ferretti 2007). Another wéyonsidering a positive value pf
is to assume a greater liquidity preference ofifprasset-holders than domestic ones,
as postulated by the classical hypothesis of iatenal financial intermediation as

cause of external deficit (Kindleberger 1965, Sal&v2).
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To the condition thap > 0, we can summarize in Table 1 the qualitatiffecés of

changes in exogenous variables on U.S externatidefid dollar-denominated asset

prices.

Table 1. Effects of changesin exogenous variables

on US external deficit and asset prices

US current account deficit

Prices of US asset

U7

Y rw + +
Xrw + +
iRw - -
Puns - -
G-T i i
Yus - -
ius + +

The model can be represented graphically with USreal debt in the vertical axis and

prices of US assets in the horizontal axis. Equat{®) represents the curve of

international net demand for dollar denominatedessEquation (9) represents the

curve of net supply of U.S assets to Rest of Wdlath curves are positively inclined.

Since thap > 0, the supply curve has a slope greater thadeheand curve.

The following graphs assume that when the US eatgrosition is in equilibrium there

is excess demand for US financial assets. Thisngs$on is consistent with the

existence of an exogenous net demand for US finhassets arising from the role of

the dollar as international currency in the conteh@retton Woods Il system.
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We shall now proceed to illustrate graphically #féects of changes in exogenous
variables.
a) Increase in income and exports of Rest of WorldiuB&on in total return on
assets denominated in currencies other than dollar.
In this case the increase in net demand for UShfilah assets causes a current

deficit and a revaluation of dollar-denominatedets$¢see Graph 1).

Z(“ﬂ - X)us
AFUs
E, ~_----
DM = X)g o o~ AF%s2
/AFdUSl
E1
>(M - X)1
> P
Pvs1 Pvs2 ve

Graph 1. Increase in foreign income and exports. Rkiction in total return on foreign assets.

This result is similar to Caballero and Krishnarhyr{2009), who argue that foreign
demand for riskless US assets is a major causecodasing speculative bubbles in US
financial markets. Indeed, in the present moded, hilgher the liquidity preference of
foreign investors the smaller the slope of demamgiecand consequently the greater the

effects of exogenous changes on US asset prices.
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b) Decrease in budget deficit, US firms expected neatstment return and US
income.
In this case, the decrease in net supply of U@ assets produces a current deficit

and a revaluation of dollar-denominated assets@aph 2).

>(M - X)us

AF%s

>(M - X)2
>(M-X)1

»

> Pys

Pvs1 Pys2

Graph 2. Decrease in budget deficit, expected realvestment return and US income.

It is interesting to note that appropriate increase budget deficit, real investment
return and income improve the current balanceabthe price of US asset devaluation.
These results are not standard. They show thatdml dhe simultaneous triggering of
speculative bubbles and current account deficitiireg that the credit received from
abroad is used productively by government and legsies, or that the household debt is

guaranteed by an adequate increase in income.
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c) Increase in US interest rate.
In this case the increase in international net deifar US financial assets and the
simultaneous reduction in net supply produce aecurdeficit and a revaluation of U.S
assets (see Graph 3). This result depends cruaallyhe assumption of a greater

liquidity preference of foreign investors compatedesidents.

>(M-X)us
A
AFUs
S(M - X): T A us
E>
/AF Us1
>(M - X)1
> P
Pvs1 Pvs2 ve

Graph 3. Increase in US interest rate.

5. 1997-2007: the road to global crisis.

The model presented in previous sections allowda@gxpg the evolution of the US

economy during the years preceding subprime crl$is. three stylized facts presented
in section 1 are the result of a pattern of glalmalelopment, began with the Asian crisis
of 1997-98 and the switch to mercantilist polidssemerging economies, structurally

inadequate to produce situations of dynamic equulib. The crisis has its epicentre in

18



the US because of the unique status of dollar @snational currency. The widening
US external deficit has been the necessary cowartegh an increasing international
demand for dollar-denominated financial assets ¢saph 1). However, this fact alone
is not sufficient to explain the outbreak of thésist: The results may be different in
terms of dynamic stability, depending on which play (firms, households, and
government) absorb the excess demand for intemadtiiguidity.

The pattern of global development has moved towenstability after the burst of dot-
com bubble in 2000-2001, when US non financial ocapons have reduced their debt
to reach a positive net stock position on creditkais. As shown in a study of the
OECD, increase in non financial corporate net legds a common feature for most
industrial countries in recent years and generalty,standard macroeconomic theory
suggests, it was positively correlated with a ggramprovement in external balance
(André et al. 2007). What distinguishes US fromeotlindustrial countries is the
existence of an inverse relationship between npantiial corporate net lending and
current account balance.

This apparent paradox can be explained in the gbrdk the model presented in
previous sections. Other things being equal, ininlsgtutional arrangement of Bretton
Woods Il, a reduction of net financial liabilitie§ US nonfinancial corporations must
be offset by an increase in US household net bangwn order to satisfy the
international net demand for dollar-denominateariicial assets. This is made possible
by a simultaneous increase in current deficit asdef prices which may lead to
prolonging boom in real estate and financial marks¢e graph 2).

What can explain the behaviour of US firms? Thenmaispect is a decline in the

relative expected rate of return on investmentiwithe US. In this regard, what matters

19



is not the absolute level of profits over the péribat has historically been high in the
global economy, but the opportunity cost of reakestment compared to other forms of
use of disposable funds.

A well-known measure of relative expected futurefgpability of current investment is
the “Tobin's Q”, i.e. the ratio of financial-markealuation of corporate assets to the
current-cost value of the assets (Brainard andim©B68, Tobin 1969). A Q ratio above
1 indicates an increase in present discounted \afitexpected future profits on real
investment and conversely a ratio below 1 indicatdscrease.

As shown in Figure 2, in the period 1997-2007 thevements of Tobin’'s Q and
nonfinancial corporate net lending are clearly mhiegly related. Starting from the
bursting of the dot-com bubble, the Tobin’s Q beesmignificantly less than one and
simultaneously the position of nonfinancial corgimmas on credit market improves
rapidly from a net borrowing of 2.1% of GDP in 20@la net lending of 1,1% of GDP
in 2005. Tobin’s Q could be a misleading measurexpected profitability when firms
face financing constraints (Bond and Van Reenen7R0The inverse correlation
between firms net lending and Tobin’s Q indicates this is not the case in the period
considered. Therefore Tobin’s Q is a good proxyedative expected profitability on
real investment of US nonfinancial corporations.

The reduction in the relative rate of return of &l investment is also evident from
other indicators. The unprecedented lending capatityS non financial corporations
was mainly directed abroad in the form of FDIs &mid fact is a clear indicator of a
lower profitability of investments in the US thamraad (Moéc and Frey 2006).
Empirical evidence on profit share confirms thitempretation. In the period 2000-2007

the profit share on gross value added of US naanfiral corporations was respectively
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10 and 11 percent points below EU 27 and EU 15tlisdlifference was reflected in an
US non financial corporations gross investment (a58% of gross value added) lower

than EU 27 (22%) and EU 15 (21,9%)

Figure 2. U.S.Nonfinancial Corporations: Tobin's Q and net leding
in % of GDP (source BEA 2009 and NIPA-FRB 2009 )
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In summary, over the period considered despitenarease in the global rate of return
on physical capital due to a larger global supdiylabbor (Ferguson and Schularick

2007), the distribution of returns was not unifommong different countries. In

particular, in the US the return on real investmeas lower than other developed areas
such EU and even more less than in emerging cegnbecause of segmentation in the
global market for produced capital (Daly and Broaatl2009). This explains the excess
saving of US nonfinancial corporations that hambesed in ways alternative (FDIs and

financial assets) to investment in physical capitak profitability of US companies has

8 Eurostat (2009).
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been significantly supported by gains from foredjrect investment. However, the
profits generated by FDI reduce the net supply Sfflhancial assets available for the
Rest of World as they improve the current accotiatthis end, what matters is the real
return on investment within the US that pushes caomgs to resort to debt financing.
The sharp drop in relative expected real investnpenfitability within the US has
resulted in a reduction of nonfinancial corporasioret supply of financial assets to Rest
of World. The increase in public deficit, which oced since 2001, was not sufficient
to offset this reduction and, in any case, budegéti can not be the main source of net
supply of international liquidity as it is itselfugject to constraints of financial
sustainability. The excess demand for internatidigalidity was thus absorbed in
increasing proportions from households, throughrfmal intermediation.

The growth of US income was not sufficient to avaidsignificant increase in the
household debt/income ratio. Because of significamtlth effects, the increasing
indebtedness of households has been the basiscmntanuing revaluation of US real
and financial assets, which was soon transformed speculative bubbles. The
accommodative economic policy adopted by US auikerivas the most appropriate at
this juncture, as fiscal or monetary restrictioasdresulted in a further accentuation of
imbalances (see graphs 2 and 3). The model presanf@evious sections provides a
rational justification to the “benign neglect” appch of the Fetl European Central
Bank also acted in the sense of reducing globablarizes through higher interest rates

in EU than USA (see graph 1).

° For a discussion on the validity of “benign negleme Bordo and Jeanne (2002) and Berger, Kissmer
and Wagner (2007)
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The inevitable transformation of US asset markeisni in speculative bubbles led to
the crisis. Faced with “credit crunch” for houset®hnd firms resulting from subprime
crisis, the explosion of public expenditure hasueed the flow of international net
supply of dollar-denominated financial assetshis tvay, the Bretton Woods Il system
has been able to resist the global financial st@Bordo and James 2008, Dooley,
Folkerts-Landau and Garber 2009). However, theorasbn of financial stability
trough “twin deficits” can not represent an assaeam the long run. As Eichengreen
(2005) suggests, a “banker of the world” with gnogvibudget and current deficits is
equivalent to “a bank with negative net capital”.

The problem is not in the abstract whether theadadan continue to be the global
currency. The problem is whether the present iatéwnal monetary system may stand
in the long term. Today, international financialtstity requires that the profitability of
real capital in US is to appropriate levels comgangth competing countries. In the
next future, this situation can be reached throagsubstantial decrease in financial-
market valuation of capital assets. In the longntenowever, only an increase in the
relative return on US real capital, which brings fils to the role of provider of net
financial assets for Rest of World, can ensuredimival of the actual international
monetary system. Indeed, the US current externdlaiamce is under control and
sustainable in the long run only if it correspomal® productive use of capital inflows.
The country that issues the international reserueency is not excused from
complying with this standard condition.

If this does not happen Bretton Woods Il systemobexs unstable. On this
circumstance there are two possible ways: eithelirtternational monetary system fits

the present model of global development, or is el of global development to
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adapt to the present international monetary syshkerthe first case the theme of a new
international monetary order no longer based ofadok other national currencies but
on a form of supranational money, like the Keynesppsal at the Bretton Woods
conference, is the subject of a renewed attentiprArista 2008, Davidson 2008,
Alessandrini and Fratianni 2009). In the seconekctige theme concerns the transition
of emerging economies from an export-led growth ehobased on mercantilist
exchange rate policies to an economic developnrargrdby domestic demand to meet

the social needs of their populations (Roubini 3007

6. Concluding remarks.

The crisis of 2007-2008 is not only the result ofiaproper and imprudent behaviour
of financial operators and political authoritiedruStural causes played a prominent
role. They are related to the model of global depeient emerged after the Asian crisis
of 1997-98. The Bretton Woods Il monetary systeaselll on mercantilist exchange
rate policies by emerging economies and an enfostatlis of the dollar as world
currency, is subject to precise stability condisionf these conditions are not met,
serious internal and external imbalances are bgioduced in the centre of the system,
the US economy.

The model presented in the previous sections helpaderstand the basic requirements
for Bretton Woods Il stability. Given the institatial and structural characteristics of
the system, US current account and dollar-denomdhasset prices are endogenous
variables of global economy. Exogenous demand ticgrmational liquidity greatly

interferes with internal development of US econoidgt supply of dollar-denominated
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asset to Rest of World should have a particulatosaiccomposition so that not occur
simultaneously US asset bubbles and unsustainabient deficits.

The excess savings of US nonfinancial corporatifsae the bursting of dot-com
bubble has undermined the stability of the Bretfdoods Il system. Accommodative
US macroeconomic policies have mitigated the imida but in the long term
structural factors have prevailed. Increasing nwfcial corporate net lending was
caused by a reduction in expected return of US neatstment compared with
competing countries. Only a recovery of real cagiafitability within the US can
provide long term survival of Bretton Woods Il imiational monetary system. If this
does not happen, the present model of global dpretat is incompatible with the
current international monetary system. Which onetnawljust to another is a question

more political than scientific.

25



References

Aizenman J. and J. Lee, 2007, “International ReserPrecautionary vs. Mercantilist Views, Theord an
Evidence”,Open Economies Revie@pringer Netherlands, 18(2): 191-214.

Alessandrini P. and Fratianni M. (2009), “Resuriregtkeynes to Stabilize the International Monetary
System”,Open Economic Revie®pringer Netherlands, DOI 10.1007/s11079-008-94.06

André C, Guichard S., Kennedy M. and Turner D.,0@0“Corporate net lending: a review of recent
trends”, OECD Economics Department Working Papéos,583

Bartolini L., Lahiri A. (2006), “Twin Deficits, Twety Years Later”, Current Issues in Economics and
Finance, vol.12, n.6, October, Federal Reserve BaMNew York.

Bems, R., L. Dedola and F. Smets (2007), “US imizda — The role of technology and policydurnal
of International Money and Finangc¥ol. 26(4), pp. 523-545.

Berger W., Kissmer F. and Wagner H. (2007), “Monefolicy and Asset Prices: More Bad News for
‘Benign Neglect™,International Financel0(2), pp. 1-20

Bernanke B. (2005), “The global saving glut and th® current account deficit”, Sandridge Lecture,
Virginia Association of Economics, Richmond, Virgin10 March 2005.

Bernanke B. (2007), ‘The Global Saving Glut and /& Current Account Deficit’, Bundesbank Lecture,
Berlin, September 2007.

Blanchard O., Giavazzi F. Sa F. (2005). "Intern@dlolnvestors, the U.S. Current Account, and the
Dollar," Brookings Papers on Economic Activificonomic Studies Program, The Brookings Insttuti
vol. 36(1), pp. 1-66.

Bond S., Van Reenen J. (2007), “Microeconomic Msdel Investment and Employment”, in J.J.
Heckman & E.E. Leamer (eddJandbook of Econometricschapter 65, North-Holland.

Bordo M. and Jeanne O. (2002), “Monetary Policy asbet Prices: Does ‘Benign Neglect’” Make
Sense?”|nternational Finance5(2), pp. 139-164

Bordo M. and James H. (2008), “The U.S. Dollar d@sdRole in the International Monetary Order”,
mimeo, December, http://michael.bordo.googlepage¥dollarhegemonydecl.pdf

Brainard, William and James Tobin (1968), “PitfalisFinancial Model Building,” American Economic
Review, 58(2), pp. 99-122.

Brunnermeier M.K. (2009), “Deciphering the Liquidiand Credit Crunch 2007-2008Jpurnal of
Economic Perspectiveg3(1), pp. 77-100

Bureau of Economic Account (2009), “Returns for @stic Nonfinancial Business”, Survey of Current
Business, May, Authors Hodge A.W. and Corea Rpl.13-21.

Bureau of Economic Account and Federal Reserve B¢2009), “Integrated Macroeconomic Accounts
for the United States”, http://www.bea.gov/natidngdaweb/Ni_FedBeaSna/Index.asp.

Burrell R. and Hurst I. (2007), “Monetary Policycaslobal ImbalancesNational Institute Economic
Review 199, pp. 34-39.

Caballero R. J. 2006, “On the Macroeconomics oeAShortages”, NBER Working Paper No. 12753.

26



Caballero R. J., Farhi E., Gourinchas P.-O. (2008&) Equilibrium Model of “Global Imbalances” and
Low Interest Rates’American Economic Revie®3(1), pp. 358-393.

Caballero R. J., Farhi E., Gourinchas P.-O. (2008Bhancial Crash, Commodity Prices and Global
Imbalances”, NBER Working Papers, n. 14521.

Caballero R. J., Krishnamurthy A. (2000), “Inteinatl Liquidity Management: Sterilization Policy in
Illiquid Financial Markets," NBER Working Papers,#740.

Caballero R. J., Krishnamurthy A. (2009), “Globahbalances and Financial FragilityAmerican
Economic Reviewvol. 99(2), pp. 584-88.

Cavallo, M. (2005), “Government Consumption Expémdis and the Current Account.” FRBSF
Working Paper 2005-03, Federal Reserve Board ofFsamncisco.

Chinn M. D., (2005),“Getting Serious about the Tuideficits.” Council on Foreign Relations, Council
Special Report no. 10, September.

Clark E., Zenaidi A. and Trabelsi M.G. (2008), “@ap Market Integration, Currency Crises, and
Exchange Rates Regimes 1990-200&ternational Journal of Finance and Economids, pp.280-306.

Clark P.B. and Polak J.J. (2002),"Internationaluidity and the Role of SDR in International Mongtar
System”, IMF working papers, 02/217, December.

Cooper R. N. (2007), “Understanding Global ImbaksicBrookings Papers on Economic Activig),
pp. 237-280.

D’Arista J. (2008), “U.S. Debt and Global Imbalastelnternational Journal of Political Economy
36(4), pp. 12-35.

Daly K., Broadbent B (2009), “The Savings Glut, fReturn on Capital and the Rise in Risk Aversion”,
Global Economic Papers n. 185, May 27, Goldman $&aBlobal Economics, Commodities and
Strategies Research.

Davidson P. (2008), “Reforming The World’'s Inteipaal Money”, paper presented at conference on
"Financial Crisis, the US Economy, and Internatld®acurity in The New Administration”, New York
School, November.

Dooley M., Folkerts-Landau D. and Garber P. (200&he Revived Bretton Woods System.”
International Journal of Finance & Economié¢4), 307-313.

Dooley M., Folkerts-Landau D. and Garber P. (200Bjetton Woods Il Still Defines the International
Monetary System”, NBER Working Paper No. 14731.

Einchengreen B. (2004), “Global Imbalances and thssons of Bretton Woods"Economie
internationale 100, p. 39-50

Eichengreen B. (2005), “Sterling’s Past, Dollar'stiife: Historical Perspectives on Reserve Currency
Competition”, NBER Working Papers, n. 11336.

Eichengreen B. and Park Y. C. (2006), “Global Imlnaes and Emerging Markets”, i@lobal
Imbalances and the US Debt Problem: Should Devetpfiountries Support the US DollarFondad,
The Ague, pp. 14-44.

Erceg C. J., Guerrieri L. and Gust C. 2005. “Expamary Fiscal Shocks and the US Trade Deficit.”
International Finance8(3),pp. 363-397.

27



Eurostat (2009), “Business profit share and invesitate higher in the EU than in the USA: Prddinsl
investment of non-financial corporations, 1995-20(&tatistics in Focus, 28/2009, Authors: Leythienn
D., Smokova T.

Ferguson N. ans Schularick M. (2007),” ‘Chimeriead the Global Asset Market Boonihternational
Finance 10(3),pp. 215-239.

Frankel J. (2006), “Global Imbalances and Low lestr Rates: An Equilibrium Model vs. a
Disequilibrium Reality”, Faculty Research Workingagers Series, John F. Kennedy School of
Government, Harvard University.

Galati G. and Wooldridge P., (2009), “The Euro &s&tve Currency: a Challenge to the Pre-Eminence
of th US Dollar?” International Journal of Finance and Economitd, pp. 1-23.

Godley W. and Lavoie M. (2007)Monetary Economics: an Integrated Approach to Crelfioney,
Income, Production and WeajtRalgrave McMillan, New York.

Gourinchas P.-O., Rey H. (2007), “From World BankerWorld Venture Capitalist: U.S. External
Adjustment and the Exorbitant Privilege” in Claride H. (ed.), G7Current Account Imbalances.
Sustainability and Adjustmenthe University of Chicago Press, Chicago and loongp. 11-66.

Greenspan A. and Kennedy J. (2007), “Sources areb W$§ Equity Extracted from Homes”, Staff
working papers in the Finance and Economics DisonsSeries (FEDS), 2007-20, Federal Reserve
Board, Washington, D.C.

Gruber J., Kamin S. B. (2007), “Explaining the GibPattern of Current Account Imbalanced$urnal
of International Money and Financ26(4), pp. 500-522.

Gruber J., Kamin S. B. (2008), “Do Differences imdncial Development Explain the Global Pattern of
Current Account Imbalances?”, International FinaBéscussion Papers, n. 923, Board of Governors of
the Federal Reserve System.

Horne J., Nahm D. (2000), “International reserved Bquidity : a reassessment”, Macquarie economics
research papers, no. 5/2000, Macquarie UniverSitgney.

Issing O., Asmussen J., Krahnen J.P., Regling keidwiann J., White W. (2009), “New Financial Order
Recommendations by the Issing Committee”, Prepa@i+f) — London, April 2, 2009.

Kenen, P. (2003), "The Euro and the Dollar: Compegior Complements?" ihhe European Union and
the United StateDumoulin M. and Duchenne G. (eds.), pp. 251-274.

Kim, S. and Roubini, N.: 2008, Twin deficit or twiivergence? Fiscal policy, current account, armd re
exchange rate in the U.Squrnal of International Economic&4(2), 362—-383.

Kindleberger C. (1965), “Balance-of-Payments Dé&fi@nd the International Market for Liquidity,” in
Essays in international Finance, No. 46. Princeltaiernational Finance Section, May.

Kraay A. and Ventura J. (2007), “The Dot-Com Bubhiee Bush Deficits, and the U.S. Current
Account”, in G7 Current Account Imbalances: Sustainability andjustment Clarida R.H. (ed.), The
University of Chicago Press, Chicago and London 457-495.

Lane P. R., Milesi-Ferretti G. M. (2007), “A GlobBkrspective on External Positions”, in ClaridaHR.
(ed.), G7Current Account Imbalances. Sustainability and Atiuent The University of Chicago Press,
pp. 67-102.

Lavoie M. (2006) An Introduction to Post-Keynesian Economiealgrave McMillan, New York.

28



McKinnon R. (2004), The World Dollar Standard anbbléalization: New Rules for the Game?, in Leo
Michelis and Mark Lovewell edsStudies in Economic Transformation and Public BoliaPF Press,
Canada 2004. pp. 3-28.

McKinnon R. (2007), “U.S. Current Account Deficiemd the Dollar Standard’s Sustainability: A
Monetary Approach”, CESifo Forum Winter 2007 repethin Helleiner and Kirshner ed3he Future of
the Dollar, Cornall University Press, 2009.

Mendoza E. G., Quadrini V. and Rios-Rull J.-.V (ZP0OFinancial integration, financial deepness and
global imbalances”, CEPR Discussion paper, No. 6M#rch.

Meyer J., Neumann H. and Wegleitner J. (200@)he U.S. current account problem: transitory &
structural analysis'indian Journal of Economics and BusineSpecial Issue March, 2006 , pp. 61-75.

Mizen P. (2008), “The Credit Crunch of 2007-2008Discussion of the Background, Market Reactions,
and Policy ResponsesFederal Reserve Bank of St. Louis Reyi€eptember/October 2008, 90(5), pp.
531-67.

Moéc G., Frey L., 2006, “Global imbalances, savijhgt and investment strike”, Occasional paper n. 1,
Banque de France, February.

Morris S. and Shin H.S. (2006), “Inertia of Forwdrdoking Expectations’American Economic Review
96 (2), pp. 152-157.

Obstfeld M., Shambaugh J.C. and Taylor A.M. (200&inancial Stability, the Trilemma, and
International Reserves”, NBER working papers, r2114

Park D., Shin K. (2009), “Saving, Investment, angr€nt Account Surplus in Developing Asiasian
Development Bank, Economics Working Paper Serie$58, April.

Portes R. (2009), “Global Imbalances” Ntacroeconomic Stability and Financial RegulatioreyKlssues
for the G20 Dewatripont M., Freixas X. and Portes R. (edsgntér of Economic Policy Research
(CEPR), London.

Roubini N. (2007), “Why China Should Abandon ItsllaoPeg”,International Financel0(1), pp. 71-89

Rueffer R., and Stracca L. (2006), ‘What Is Globatess Liquidity, and Does It Matter?’, ECB Working
Paper No. 696, November 2006.

Salant W.S. (1972), “Financial Intermediation asEaplanation of ‘Enduring Deficits’ in the Balanoé
Payments”, in Machlup F., Salant W.S. and Tarsh{gds.),International Mobility and Movement of
Capital, National Bureau of Economic Research, p. 607-660.

Siebert H. (2008), “An International Rule SystemAoid Financial Instability”, Kiel Working Paper
No. 1461, November, Kiel Institute for the Worlddbomy.

Teplin A. et al. (2006), “Integrated MacroeconorAiccounts for the United States Draft SNA-USA”, in
A New Architecture for the U.S. National Accoudrgenson D.W., Landefeld J.S. and Nordhaus W.D.
(eds.), NBER — University of Chicago Press, Chicad@mndon, pp. 471-540.

Thimann (2008), “Global roles of currencieliternational Financell1(3), pp. 211-245

Tobin, James (1969) "A General Equilibrium ApproastMonetary Theory.Journal of Money, Credit,
and Bankingl:15-29.

29



Truman E.M. (2005), “Postponing Global Adjustmehitt Analysis of the Pending Adjustment of Global
Imbalances”, Working Paper Series, n. 05-6, In&ifar International Economics, Washington, DC.

White W. R. (2007), “The Need for a Longer Policgrizon: A Less Orthodox Approach”, in Teunissen
J. J. and Akkerman A. (eds@lobal Imbalances and Developing Countries: Rensedie a Failing
International Financial Systentrondad, The Ague, chap. 6, pp. 57-92.

30



