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  This mini-course reviews recent developments in the analysis of external 

adjustment. It begins with a review of the implications of the neoclassical 
paradigm for long-term capital flows, emphasizing two important 
shortcomings: (a) the poor predictive power of the models for the direction of 
long-term capital flows; and (b) the increasing importance of potentially 
systematic valuation effects. The first part of the course proposes models that 
can account for the observed patterns of net and gross capital flows. The 
models are organized in terms of their predictions for the autarky risk-free 
rate, that is, the risk-free return to capital that would be observed in the 
absence of cross-border financial transactions. The second part of the course 
reviews and summarizes recent empirical evidence on the importance of 
valuation effects for the dynamics of external adjustment and the 
sustainability of gross and net external positions. The third part of the course 
explores issues related to the demand and supply of safe assets and their role 
for global financial stability. It focuses in particular on the role of capital 
flows and exchange rates in propagating recessions across border in a global 
liquidity trap, the source of global liquidity traps and the constraints that 
regional safe asset issuers may face. 
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