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@ Hassan, Mertens, Zhang (RES’2023)

— small countries optimally peg to USD

© Hassan, Mertens, Wang, Zhang (BREA’2025)

— US tariffs undermine its exorbitant privilege and its anchor status

Q@ This paper: How to promote the status of the euro?
— remain open to third countries
— integration within EU rather than just euro-adoption
— tariffs and capital controls undermine USD and RMB

= lowers rate by 0.1%, economizes €100bn, increases capital and wages
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1. TARIFFS, CAPITAL CONTROLS
AND GLOBAL SDF
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mnax Ou(Yn, Cr) + (1 — 0)u(Yyn, CT)

%7

st. O0Cr+(1—6)Cr=Yr

e SDF and RER given o = % > 0:

Yy “Tia P <YN>1+“
ur =7 — *—a ’ Q=== *
OY e+ (1—-0)Y; Py \ Y}

i) Ywd = urt, @l = home asset is safe
i) Yol = urt, @1t = home asset is risky
i) Y1 = wurt, @= = home asset is

e Tariffs, capital controls = 6 | = tilts ur towards Y/, shocks
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We—c)=q

27(1—1)

y—y"'=Q-21)(c—c*)+ T3

q

nx=q—(c—c")

@ Solution with w = % 1+ (1—27—)21—:22;—7(1—7') >1/2:

g=72w-1)(y—-y"), c=wy+{l-w)y" =(0-w)ytwy
— vyl = u:fT, gl = home asset is safe
—y*l = ulfT,gT = home asset is risky
= safe asset if 0}2, > 0}2,*
@ Policy effects:
i) trade autarky 7 =0 = cov(c*,q) <0
ii) financial autarky nx =0 = cov(c*,q) ]

iii) can also consider industrial policies! 3/10
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Financial Shocks

e Balassa-Samuelson / output shocks driving exchange rates?

e Consider financial shocks and Foreign=SOE (for asymmetry)

@ Solution:

c=0,

— vt =

0=y =c
% . * 77—(177—)
O=y*=(1-7)c"+7c 1o, 9
nx=q—(c—c")
N T 1-27
C =—F—F e ——
1—2T+77¢’ 9 1—27’+’yT¢
u:t, gl = home asset is safe

— consistent with Backus-Smith puzzle

— similar comparative statics for tariffs and capital controls
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2. CHOICE OF ANCHOR CURRENCY
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Simplified Model
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@ One period, SOE with endowments Yy, Y7 and traded claims on N

Household problem:

Eu(Cpn, C
CNernTa)ﬁ:A* U( N T)

st. Cr+PCy=A-PYN+A"-P'Yy+Yr
AQ+A* Q" =0

Foreign investors:

Q =EuTPYy and Q* = Eus-P*Yy

Market clearing:

Cv=Yn and CT:(A—].)'PYN—}-A*'P*Y;\;ﬁ-YT

Ramsey planner taxes Ct, can manipulate P (s.t. EP=const)
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Why Does SOE Peg?

@ Gov't interventions under commitment are suboptimal
— no externalities, efficient allocation!
@ Unexpected change in policy results in valuation effects
— portfolio choice — policy announcement — VA — implementation
@ But peg lowers risk premium and increases home asset prices
— usually generates VA< 0 (Gourinchas-Rey’'07, ltskhoki-Mukhin'25)
@ Increases welfare only if SOE is long in LC and short in FC assets!

— having home bias in home assets is not enough
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@ Preferences:

cl— 1
u(C)=——, 7>1 and C=CyCt
l—vy
o Marginal utilities:
ur = Tyﬁ(v—l)(l—T) C_’—_l—(v—l)T

e Optimal risk sharing:

our

aYn <0 = if Yyl = Cr?

@ Recall:
Cr=(A-1)-PYN+A"-PYy+ YT,

1 _
where PYy = Ny, =
ur T

TCr+ when Yyl

= Implementation of optimal risk sharing requires A > 1 and A* < 0!
7/10



Peg and Valuation Effects

@ Planner's problem given (A, AY) and P:

max Eu(Yn, C1)

CT1
st. Cr=(A-1)-PYy+> A -PiYy+Yr
i

EP = P
@ Optimality condition (u is state-invariant LM):

(A=LurP=p
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@ Planner's problem given (A, AY) and P:

max Eu(Yn, C1)

CT1
st. Cr=(A-1)-PYy+> A -PiYy+Yr
i

EP =P
@ Optimality condition (u is state-invariant LM):
(A=1urP=1pn
@ Given A > 1 and ut = uy; (before intervention):
— Yul= P 1= 0QJ
FoC

— Yyil= Gnit= CGrl=urt'= Pl= Q|

— stronger effect for larger foreign economies
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Empirical Evidence

Number of countries
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Source: Allen, Gautam, and Juvenal (2023). Approximate reconstruction from the 2020 sample.
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Local-currency net exposure across countries, 2020
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Source: Allen, Gautam, and Juvenal (2023). Approximate reconstruction from the 2020 sample.
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4. IMPLICATIONS FOR EUROPE
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© US retreat from global trade and China capital controls

— safety premium still lowers costs of gov't borrowing
— ambiguous effect on EU welfare

— cf. ToT spillovers in Samuelson (JEP'2004)

@ Euro as anchor currency for RoW

— recall valuation effects towards RoW
— unambiguously lowers EU welfare

— also dampens EU safety premium

= Not obvious whether EU should aim to promote its currency

— integration and openness are beneficial on their own
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