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1. Introduction

Since the mid-1980s the world economy has gone through profound transformations of which the sources
and effects are probably not yet completely understood. The process of continuous integration in trade,
production and financial markets across countries and economic regions — which is what is generally
defined as “globalisation” — affects directly the conduct of monetary policy in a variety of respects. The
aim of this paper is to present an overview of the structural implications of globalisation for the domestic
economies of developed countries and to deduct from these implications lessons for the conduct of

monetary policy, and in particular the assessment of risks to price stability.

The most prominent stylised fact in the last 25 years is, from the point of view of the economic literature,
that the level of inflation and its variability around this level has declined in both developed and, at some
later stage, developing economies, leading several scholars and professionals to refer to this phenomenon
as the “Great Moderation”.! But other developments have gradually added up and also need to be taken
into account. They include global imbalances that have appeared in the current accounts of some large
countries as well as the recurrence of booms and busts with global consequences over the last decade and
the more recent acceleration and fall of commodity prices, which has ended or, at least, interrupted the

“Great Moderation”.

The debate has thus long focused on three possible interpretations of the Great Moderation: structural
change, higher ability of policymakers and, more simply, good luck. Globalisation and its initial impact
on import prices in particular, may have played a role in the first and the latter explanation either by
changing the structure of the domestic economies involved in international trade or by exerting a
somehow “mechanic” downward pressure on inflation trends. This paper reviews the theoretical
arguments and the empirical evidence supporting one or the other hypothesis, without presuming that they
are mutually exclusive. In doing so, the paper investigates the wider implications of the associated
changes in the adjustment mechanism of the national economies to exogenous shocks and monetary
policy actions. We will argue that the three explanations above are inter-related and that, in the future,
they may play in many other ways than lately experienced. In particular, the recent increase in oil and
other commodity prices constitute important, different, and immediate tests for monetary policy in which,

some of the lessons above may have to be taken into account.

! See among the others, McConnell,and Perez-Quiros (2000) and Blanchard and Simon (2001).



The paper also refers to another less studied stylized fact, the decrease of the home bias over the same
period, and to other associated characteristics of financial flows including the high recurrence of asset
price bubbles. Another feature of globalisation over the last ten years is a simultaneous increase of, on the
one hand, pegs to the dollar and currency boards to the euro and on the other hand, of central banks
targeting inflation. A related feature of globalisation is the change, in terms of relative size and financial
power, of emerging countries and developed countries. While the US economy dwarfed both European
and developing economies after the Second World War and until the 90’s, the end of the last century
witnessed the emergence of countries of large size like India, China, Russia and Brazil. This decrease of
the home bias, the diffusion of monetary policy strategies targeting inflation or pegging to a major
currency and the new distribution of financial power not only change the impact of capital flows, but also
affect the dynamics of exchange rates and more generally of international adjustments, including global
imbalances and financial crises. These elements also have consequences for the conduct of monetary
policy, its ability to anticipate and react to international crises, and the nature of international

surveillance.

The paper is organised as follows: the next section briefly reviews the literature studying the impact on
inflation of the integration of new and low-wage countries into the global market. The main conclusion of
this literature is that at least part of the decline in inflation in the developed economies up to 2007 would
be explained by the downward pressure exerted by lower import prices on domestic inflation which has
recently been balanced by the upward pressure of high commodity prices. In section 3, the paper reviews
the possible structural changes in the real sector that, on top of the relative decline of import prices, could
have been responsible for a more structural decline in national inflation across the world. Section 4
extends the discussion about the structural implications of globalisation to the financial sector. In
particular, the section distinguishes between the eventual change in the “home bias” and in the allocation
of domestic savings and, more generally, the macroeconomic implications of the high level of integration
of worldwide financial markets. Section 5 gathers various implications of globalisation for monetary
policy. Section 6 draws the main messages. First, national monetary policy strategies must include the
structural analysis of economic developments, in order to disentangle the possible shocks hitting the
economy. In particular, the role of financial markets in the transmission of such shocks needs to be taken
into account as their evolution and global integration is likely to play a significant role in the creation and
distribution of liquidity across countries. The increased role of financial markets in the transmission
mechanism provides further support to “leaning against the wind” of possible asset price bubbles. Second,
the interdependence of financial markets across the globe strengthens the case of a new, more refined
multilateral policy co-operation that integrates financial markets and international capital flows with

economic developments and policy stances.



2. Globalisation as a negative then positive shock on inflation

The first possible explanation of the link between globalisation and inflation is that the former has, at
least in the beginning, generated a persistently negative shock on the inflation process in the developed
economies, without altering the structure of the process itself. The argument would start from one
significant aspect of globalisation: the size of the increase in the global supply of labour, which with the
integration of China, India and Eastern Europe (EE) in the global economy has increased to 3.0 billions
from 1.5 billions. ? Furthermore, due to the relatively low level of developments of those countries, the
increase in global labour supply has increased the ratio of unskilled labour to skilled labour. Hence,
wages of unskilled workers in the industrialised countries have declined relative to the wage of skilled
workers and the rate of profit of capital has increased. Moreover, due to the secular decline in
transportation costs and communication, firms have also relocated the production of goods (and services)
that have low skilled labour content towards the newly emerging countries, while the production of goods
(and services) with high skilled labour content would have shifted towards industrialised countries. In
fact, technological developments have run so fast that for many goods and services it is now possible to
allocate different stages of the production chain in different parts of the globe, depending on their relative
content of skilled or unskilled labour. As a result, in all major OECD economies import prices have
declined relative to domestic producer prices in the last 20 years. Pain et al. (2006) (PKS) calculates that
over the period 1996-2005, the increasing integration into world trade of non-OECD economies, China
and other Asian economies in particular, has reduced annual domestic inflation by 0.2 percentage points,
on average, in both the US and the euro area, respectively.® The dampening of inflation dynamics in the
US and the euro area is due to both high import penetration from those low-cost producing countries and
the relatively lower growth of Asian export prices compared to US and euro area producer prices. *
Isolating the effect of higher import penetration, which more closely measures the impact of
globalisation, PKS (2006) estimates that the increasing share of imports from China and other Asian
economies accounts for most of the total disinflationary effect in the euro area (0.2% per annum, on
average) over the period 1996-2005 but only the half of the total effect in the US (0.1% per annum, on

average).

2 Bean (2006).

8 PKS (2006) shows that while in the US the impact is evenly distributed over the decade under scrutiny, in the euro area the
disinflationary effect is mainly concentrated over the period 2001-2005.

*In theory, a change in the share of external trade can affect domestic inflation through a “share” effect or a “price” effect. The
share effect is defined as the change in euro area import prices due to the change in the import share of low-cost countries,
while the price effect designates the contribution to total import prices due to import price inflation differentials between low-
cost countries compared to that of high cost countries.



Recent analysis undertaken at the ECB® focuses on euro area external trade sector data in order to assess
the impact of the increase in the share of external trade with China and the new EU member states on
euro area prices. The input-output analysis reveals that over the period 1996-2004, the increasing share of
external trade with China and the new EU member states can account for a roughly 1.5% per annum
average reduction in import price inflation® and in a 0.1% reduction in manufacturing producer prices in
the euro area. The average effect on consumer prices inflation is estimated to be around 0.05% per
annum. Using the results of a VAR model for the euro area production chain,” which incorporates the
“static” import price shock due to the “share” effect, the impact on consumer inflation is of around 0.3%
per annum, on average, which is closer to the estimates reported in PKS (2006).

Furthermore, globalisation seems to have reduced the impact of exchange rate changes on euro area
prices.® The gradual and persistent decline of the US share in euro area imports may lead to a mechanical
decline in import price exchange rate pass-through (ERPT) simply because US exports to euro area have
high ERPT of around 90%. However, the decline in the overall ERPT observed over the last 15-20 years
may prove to be temporary and reverse once the price level of euro area imports from China and other

developing economies catch up with the price level in other euro area import suppliers.

Overall, it is fair to say that since the mid-1990s globalisation has had a sizeable direct effect on domestic
price inflation in the developed economies, which in the euro area has become more evident in the last
five years. This direct effect could be expected to persist as long as cost differentials persist between the
developed economies and the newly emerging economies, which could lead to further import penetration

from these latter countries into the formers.

This however raises the question of how lasting the impact of such cost differentials will be. Will the
decline in inflation prevail? Will its recent reversal last? Indeed, the increase in the supply of labour is
accompanied by an increase in the global consumption of food, oil, and other commaodities: the price of
the latter have recently increased strongly and tangible counterbalancing effects on domestic inflation are
already visible. This seems to be clearly the case already for oil and metal prices and is increasingly
relevant for staples. Globalisation has not only led to a decline in the relative price of imports of
manufactured goods and services but also — especially in the last 5 years - to an increase in oil and
commodity prices largely due to higher global demand originating, inter alia from China and other Asian

countries. Hence, in oil importing countries, like the US and the euro area, the decline in the relative price

% ECB (2006).
® The price effect (see footnote 5) would reduce import price inflation by another 0.5% per annum, on average.

" Pula and Skudelny (2007).

& Anderton (2007).



of imported goods and services is, at least partially, compensated by the increase in commodities prices
that is likely to dampen for a long period of time the beneficial effect of the decline in imported
manufacturing goods and services on the workers’ real wage. OECD-FAO (2008) argues that beyond
temporary climatic factors the significant increase in commodities prices over the last two years is related
to more permanent causes that are directly related to globalisation. First, there is the rapid income growth
and dietary changes in developing, especially Asian, markets where demand of protein-rich products is
raising thus putting upward pressure on prices of meat and of foodstuff needed to raise farm animals.
Second, the direct effect of higher oil prices — that, in turn, are due to higher demand for energy arising in
new developing, especially Asian, countries - that increase transportation and production costs. Third, the
indirect effect of high oil prices that stems from the diversion of land and feedstocks away from food and
into biofuels. Fourth, a counterbalancing effect on price competitiveness of developed countries which are
more energy efficient than emerging countries and a lower impact on potential output which may end up
decreasing the potential output growth differentials across these two categories of countries.

These developments would have at least two impacts of relevance to central bankers. First, they
undermine the use and indicator value of core inflation. Indeed, if the evolution of items included in such
concept becomes directly correlated with the evolution of items excluded, the notion of core inflation
loses its meaning.. Second, the increase in oil and commodity prices — including food - may lower the real
income of lower wage workers and increase their inflation perceptions, making the benefits of
globalisation uneven, even when abstracting from production and competitiveness considerations.
Moreover, by concentrating price increases on products frequently purchased, it may encourage a bias in
perceptions that leads consumers to at least temporarily biased perceptions of their real income. To the
extent that such perceptions may have an impact on the tendency to consume or save, on the support of
the public for monetary policy and for the credibility of the central bank, this may also affect seriously the
conduct of monetary policy. Furthermore, the acceleration in oil price increases in the beginning of 2008
— and its impact on headline price indexes in many economies -, confirms some recent empirical
evidence® on the crucial role played by both monetary policies focussing on the maintenance of price
stability and by the flexibility of real wages in facilitating the absorption of the oil price shock. Central
banks may therefore have to recall the lessons of the 1970’s oil price increases: the need to prevent
second round effects, the need for wages to quickly absorb the corresponding real income loss, and the
need for special communication in order to minimize gaps between perceptions of inflation and actual

inflation.

® Blanchard and Gali, (2007).



Globalisation changes the structure of the real economy

The decline in global inflation may have been related not only to the direct cyclical effect of globalisation
on the relative price of imports — described in the previous section — but also to a permanent effect that
globalisation may have had on the structure of the real economy, in particular on the price and wage

formation mechanisms, in the developed economies.

3.1 Is there a permanent effect on the level of output?

At first, globalisation may have permanently increased the level of output that an economy can produce,
without generating inflationary pressures. The argument runs from the decline in the relative price of
imported goods that increases the workers’ real wages without increasing the nominal costs for firms.
Hence, for any nominal wage, the labour supply in the economy would increase because workers would
be willing to work more for the same nominal wage and because new workers would be willing to work
for lower nominal wages. This process entails a rightward shift of the “long-run” Phillips curve, which
delivers both higher output growth and lower inflation.

However, this approach does not take into account the effect of oil prices and commodities mentioned
above Also, the effect of oil and commodity prices on potential output may be significant in countries
with low productivity growth. In the end, the net impact of globalisation is an empirical issue and for
what concerns the euro area. , the latest developments of nominal wages and labour costs suggest that
wage negotiations are only starting to generate second round effects from past oil price increases...
Moreover, the approach in the paragraph above may not give sufficient weight to competitiveness
considerations. In fact, it is most valid for countries which benefit of a sufficient level of product and
services specialisation in order to employ mostly skilled workers. And even in that case, this does not take
into account the adjustment dynamics necessary to make use of such skills in new fields when technology

and telecommunications make it possible to use low-skilled workers for traditional products or services.

Indeed, in those countries that are endowed with potentially skilled workers the adjustment needed to
compete with new emerging countries entails an increase in the import content of domestic production,
including in those sectors which sell their products in the global marketplace. Hence, in developed
countries the export sector has to go through a phase of significant transitional unemployment and
durably lower consumption of workers. Thus, the economy may take quite some time to come back to
medium term potential output. The increase in firms’ investment needed to maintain competitiveness is,
in a first period, associated with diminishing production and only at a later stage do employment and
consumption catch up. The example of Germany and more generally the euro area is in this context

particularly notable.



Finally, the increase of oil and other commodity prices may, if it is substantial and permanent, have an
impact on the production function of many economies. It may thus counterbalance the positive effect of
cheaper prices for other imports, at least for countries which are not well enough specialised or not
sufficiently energy-efficient to take sufficient advantage of the latter. This may even lengthen the
transitional process described above. In any case, the negative impact on the production function should

reduce the output gap, thereby influencing inflation dynamics.

These adjustment dynamics have also consequences for monetary policy. First, indicators such as the
“output gap” and the “NAIRU” may be biased to the extent that the usual statistical methods for their
measurement are based on former and normally shorter cycles, which may result in a spurious
amplification of both the decline and subsequent acceleration in trend dynamics. Second, the conduct of
monetary policy may need to take into account the possibly prolonged adjustment in the export sector and
tend to maintain lower interest rates during the downturn but increase them in the recovery period at
levels and speed that could be higher than normal. This may explain, along with more traditional
arguments the observation, since the start of this century, of a substantial deviation of observed policy
rates in the major developed economies from the normative rate prescribed by standard Taylor rules
estimated on historical data.

3.2 A permanent effect on the shape of the Phillips curve?

A different structural explanation of the observed trend decline in inflation in the last 20 years focuses on
the impact of globalisation on the adjustment mechanism to demand shocks. In particular, it is argued that
globalisation has increased the incentives for firms to absorb changes in demand by adjusting
employment rather than the price for the final products. In other words, the short-run Phillips curve,
which maps excess demand over supply™ into inflation, has flattened due to the increase in trade and

production specialisation across countries.™

To be true, the empirical evidence concerning the eventual flattening of the Phillips curve remains rather

controversial. Research conducted at the IMF and the BIS™ finds support to the hypothesis that the

10 And, in standard macroeconomic forward-looking models, inflation expectations.

! Gali and Monacelli (2005) model a small open economy trading with an infinite number of other foreign economies. In the
Phillips curve of the model they show that the more open the economy is and the less substitutable domestic goods are with
respect to foreign goods, the lower is the coefficient on the domestic output gap.

12 IMF (2006) and Borio and Filardo (2007), respectively. Ciccareli, M. and B. Mojon (2005) also argue that in a sample of
OECD economies domestic inflation is driven by a global inflation process, which at short horizons is a function of global
real developments.



increase in international trade and production specialisation has increased the importance of global
indicators of economic slack and inflation relative to domestic indicators. However, Calza (2007) cannot
find significant evidence of the impact of foreign variables on domestic inflation while lIhrig et al. (2007)
show that the empirical estimates depend on the specification of the estimated Phillips curve.

In a recent paper Benati (2007) provides another possible explanation to the flattening of the Phillips
curve, which is rooted into the main thrust of the New Keynesian framework. In the standard firms’
pricing rule assumed in those models, higher (lower) trend inflation increases (decreases) the frequency of
firms’ price adjustments - which is a “deep” parameter entering the reduced form coefficient of the output
gap in the Phillips curve — thus increasing (reducing) the sensitivity of domestic inflation to cyclical
fluctuations of output. Benati (2007) shows that historically and across a large set of countries including
the euro area, the time-varying slope of the Phillips curve is positively correlated to the trend rate of
inflation. Hence, according to his interpretation, the decline in the coefficients of estimated reduced form
Phillips curve for many OECD countries, including the euro area over the last two-three decades is due to
the progressive affirmation of a low-inflation environment. Theoretically, the standard New Keynesian
Phillips curve models inflation as a function of past and expected inflation plus some driving variable,
which normally is the output gap or firms’ marginal costs. Hence, assuming rational expectations and
forward-looking behaviour the trend in inflation is affected by the trend in the driving variable. This
would imply that globalisation may have contributed to flatten the short-term Phillips curve by
influencing the trend of the driving variable — for example by affecting the trend of the domestic wage
dynamics — rather than through the integration of the production process and increasing international

trade.™

An alternative explanation of the apparent flattening of the short-run Phillips curve is the reduced ability
of firms to increase their mark-up in presence of aggregate demand shocks.* In the New Keynesian
framework the link between the fluctuations in aggregate demand and prices is provided by profit
margins, or “mark-ups”. The theory says that whenever the firms experience an unexpected increase in
the demand for their product, their cost of production goes up and thus they increase prices to leave their

margins unaltered. The competition from labour-abundant economies reduces the ability of firms to pass

1% Benati (2007) estimates show that output gap coefficients, while being much lower than during the 1970s, are far from being
zero, thus confirming that there still exist a short-run trade off between inflation and output in the sample of countries
considered.

14 Batini et al. (2005).



the increase in costs to final product prices because otherwise they would lose market share. It is fair to
argue that this explanation stands against the developments up to 2007 in the profit share in all major
developed economies — and rising employment -, which have reached historical heights. This suggests
that rather then compressing profit margins, global competitive forces have exerted downward pressures
on the wage dynamics in developed economies thus reducing the effect of demand fluctuations on the
cost of production directly. Furthermore, the fact that inflationary pressures arising from the sharp
increase in oil prices over the past 2-3 years have had a relatively limited effect also suggests that shocks
to the cost of production are up to now absorbed with a compression of the salary dynamics, rather than
with an increase in final prices.

Overall, it seems to be true that the Phillips Curve has flattened. Although this may give a sense of
comfort to central bankers, they also need to be aware that such Phillips curve may quickly see its slope
change when the public learns about it. In such a context, the consequences in terms of output of
accepting an inflation creep and thereafter having to combat it — the so-called “sacrifice ratio” - are also

growing.*®

However, the role of globalisation does not imply that global slack should be a major consideration, at
least for large economies. Also, the impact of globalisation on import prices, which is a very relevant
concern for small and medium-size economies, is less relevant for large economies. Moreover, the
flattening of the Phillips Curve is also due to a combination of credibility and good luck. Indeed,
globalisation may also have influenced the price setting behaviour of firms as mentioned by Benati.
Finally, even if the flattening of the yield curve is purely connected to the increased credibility of central
banks, some stroke of “bad Iuck” in the future cannot be excluded. Higher commodity prices, particularly

if they affect the inflation perceptions of agents, could lead to a steepening of the Phillips curve.

3. The globalisation of financial markets

The progressive liberalisation of capital accounts that started in the 1980s in the developed economies and
thereafter gradually involved also some of the more advanced emerging markets has, over the years,
spurred the integration of world financial markets. The higher interdependence of financial markets and

the accompanying financial innovation have changed the monetary transmission mechanism. It thereby

15 Rogoff. (2003) argues that in fact globalisation may have had the opposite effect on firms’ pricing behaviour. The argument is
that the increase in competitive pressures arising from globalisation makes the cost for firms of setting the price at the wrong
level much higher than in a situation of relatively lower competition. Hence, globalisation would lead firms to revise their
prices more frequently and, eventually, increase the sensitivity of inflation — steepening the Phillips curve — to demand
fluctuations.

% vifials, J. (2000).



poses new challenges to central banks that must interpret the developments in the domestic economy and,

thus, assess their monetary policy stance.

Such challenges can be viewed as the results of an interaction among four main factors that characterise
the latest developments in the globalisation process of financial markets. First, the home bias of investors
has decreased, although in unequal manners across main countries. Second, the weight of global financial
transactions relative to trade and services transactions has increased, thus giving at least in the short to
medium term relatively more importance to financial determinants in driving the dynamics of exchange
and interest rates. Third, such dynamics have been influenced by the diffusion across central banks of
inflation targeting and currency board or pegging strategies. Fourth, the development of financial markets
has spurred financial innovation and its diffusion, multiplying the techniques for the transfer of risks and
thereby strengthening the channels of diffusion and transmission of financial shocks across sectors and
countries.

In the following, we first analyse these stylised facts. Then we explain how their interaction may be at the
source of a number of recent developments. We then describe how the assessments of global and national
liquidity helps understand in due time such mechanisms, both at global level and at national level. Finally,
we describe how high volatility in global financial markets, eventually exacerbated by the busting of asset
price bubbles, affects the transmission process of economic shocks and pose peculiar challenges to the
conduct of monetary policy.

4.1 Four stylized facts of relevance to the functioning of global financial markets

a) The unequal reduction of the “home bias”

Figure 1 below shows that over the period 1985-2004 the sum of foreign assets and liabilities over GDP
in industrialised countries and in the emerging and developing countries increased by a factor higher than

3 and 1.5, respectively.
Insert Figure I here
The rapid increase in the cross-border investment flows fostered by the liberalisation of national financial
markets, in combination with the decline in communication costs and vibrant financial innovation has

certainly contributed to reduce the so-called “home bias” of domestic investors over the last two decades.

To be true however, the process has not been homogeneous across countries, leading to an increased

heterogeneity of participants in international financial markets. For instance in the US the diversification

-10-



of residents’ investments into foreign assets peaked around the mid-1990s. In the rest of the
industrialised countries and in those more advanced emerging economies that opened up to global capital
markets the process started in the early 1990s and peaked around the beginning of the new decade when
the correction in the US stock market led to the reversal of the financial flows from the rest of world into
the US.™® Therefore, it is fair to say that since the mid-1990s the decline in the “home bias” at a global
level has decelerated significantly."

However, important structural factors remain that justify the persistence of financial flows from emerging
and newly industrialised countries towards countries with more developed and deep financial markets.
First, private investors from emerging countries who do not benefit in their home country from
sufficiently liquid and safe financial markets would find it convenient to invest their funds into lower
return foreign assets, either because they are less risky or because these assets would simply not be
available in their home country. Second, official investors, like those Asian central banks of countries
pegging their currency to the dollar would also invest into developed countries’ financial assets-and not
necessarily in dollar denominated assets- as a result of having sufficient reserves to guarantee the stability
of such pegs. In particular, countries with excess savings and still embryonic financial markets have
accumulated large amounts of official reserves, which are not necessarily managed in the same way as
assets held by private investors. Hence, the relative size of players in global financial markets and their
degree of risk aversion has become strongly heterogeneous, as shown by the emphasis given in media as
well as by OECD and IMF to Sovereign Wealth Funds.

b) Financial versus trade and services transactions

Another stylised and related fact concerning global markets is that in developed economies, the size of

financial transactions has grown a lot in comparison with the size of trade and services transactions.

Insert Figure Il here.

This is the result of the continued deepening of developed financial markets and of the relentless financial
innovation process as manifested by the significant growth in the size of their derivative markets. As a
consequence, the role of global financial markets and their linkages in the transmission of economic

shocks, both domestically and internationally, has increased substantially in the last decade and even

7 Greenspan ,(2003).

18 For what concerns the euro area, a further impulse to diversification for domestic investors was the introduction of the euro. In
fact, the elimination of the intra-area exchange rate risk spurred foreign investment in debt instruments across euro area
countries. Foreign investment in equities has been less pronounced as national stock markets remain rather segmented.

1% Greenspan (2003).
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exchange rate movements across currencies with deep financial markets may now be driven more than in
the past by global private and official portfolios reshuffling rather than current account positions.”
¢) The diffusion of inflation targeting and currency pegs in the context of central banking

Since the mid 1990’s, the diffusion of currency boards and of inflation targeting techniques across central

banks has been fast.

Insert Table I here.

In the early 1990s, currency boards were viewed as miracle solutions to create monetary stability at low
cost in emerging economies. Therefore currency boards pegging to the dollar and to the euro have
proliferated. However, it has soon also appeared that they were sometimes attracting capital inflows
invested in real estate or in low productivity projects financed in foreign currencies and thereby creating

financial risks in case of appreciation of such currencies.

Then inflation targeting was successfully adopted by a number of central banks in developed and
emerging countries. This monetary policy strategy, which is a practice recommended by the IMF, is
hence now used by a majority of central banks. However, up to now, such inflation targeting has
concentrated on the pursuit of price stability at horizons of two to three years, generally giving low

weight to the need to monitor and possibly react to asset price developments.

It is all the more true that the diffusion of inflation targeting techniques has coincided with a debate on the
need to “lean against the wind” concerning asset price bubbles which until mid 2007 mostly tilted in the
direction of “inaction” under the influence of the Federal Reserve’s and particularly of A. Greenspan'’s
views. Indeed, it was believed that asset price disequilibria were impossible to identify at an early stage,
that any action by the central bank would either be unsuccessful or harmful, and in the end would

generate moral hazard.

However, as shown by Christiano et al. (2008) in a closed economy context, the very application of

inflation targeting in a context of a rising bubble might lead to a policy stance actually encouraging the

1

growth of asset price bubbles. > This may explain that, as remarked by a number of observers, the

20 Brender. and Pisani (2007).

2! The logic of the argument relies on the stickiness of nominal wages, which do not increase sufficiently in response to an
expected productivity shock, as it would in case wages were flexible. Hence, the required increase in the real wage can only
occur through a decline in the inflation rate. But this would call the inflation targeter central bank to lower interest rates and
then reinforce the stimulus effect arising on impact, from the expected increase in productivity. Such decline in the interest
rate would also trigger a credit boom.

-12-



occurrence of asset price bubbles may have increased in a context of low inflation where inflation

targeting central banks are usually not sufficiently monitoring money and credit.

d) financial innovation and the transfer of risks

Lastly, over the last 20 years the integration of global financial markets has been accompanied by
increasing financial development and liberalisation. In theory financial innovation, by deepening and
completing financial markets is supportive of economic growth and improves the allocation of savings.
New computing and information processing technologies have favoured the rise of new — often esoteric —
financial instruments explicitly designed to un-bundle and re-package the payoffs and the risks associated
with primitive, more conventional, financial products and securities. Figure 3 below shows the rampant
growth in the US first and in the Euro area after, of Asset Backed Securities (ABS) and Mortgage Backed

Securities (MBS) issuances over the past 10 years.?

Insert Figure 11 here

This trend — originally aimed at a better sharing of risks across savers — was later extended to lending
institutions in search of higher returns. That led to the exponential growth of credit derivatives, such as
credit default swaps (CDS) and collateralised debt obligations (CDO). Figure IV documents the sudden
and sharp increase in CDS and CDO global issuance over the last three years,. Their notional value in the
first half of 2008 is estimated to have reached 54 trillion USD.?

Insert Figure IV here.

Together with many benefits like a better way for intermediaries to diversify risk, thereby reducing the
transaction costs of investing and expanding access to capital, these developments went hand-in-hand
with two side effects: a great increase in leverage and an unprecedented expansion of marketing for

financial instruments.

The shift in banks’ balance sheets away from holdings of relatively illiquid forms of assets (i.e. mortgage
loans) to a business model whereby the banks originate an underlying loan which is then made tradable

and negotiated in the open market (so-called “originate-and-distribute model”) has made it harder to draw

22 The Figure is based on a new dataset developed at the European Central Bank (see Poloni and Reynaud (2008)). The European
Securitazion Forum (ESF (2008), Tables 2.1 and 2.2, page 5) calculates in 6.3 trillion € the amounts outstanding at the end of
the first quarter of 2008 of total ABS plus MBS in the US. Up to the same quarter, the total amount outstanding in Europe
was of 1.2 trillion €. Data for the euro area are not available.

28 International Swap and Derivatives Association (2008). Notice that in Figure IV the data for 2008 are estimates calculated in
2006.
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clear distinctions between previously distinct categories of financial players. New investors — notably
hedge funds — have been born out of the need for market makers in previously unknown types of
securities. But, more important perhaps, by allowing credit risk to be transferred across agents from
different countries, it has also authorised the uncontrolled transfer of liquidity risks across countries and

continents.

4.2 How these four factors have interacted over the recent past

The four stylised facts discussed above —and their interaction — provide one possible key for the
interpretation of both the overall increase of inter-linkages across financial markets and the recent history

of economic and financial tensions across large countries.

4.2.1 The empirical evidence about the inter-linkages in global financial markets

The liberalisation of cross-border capital flows and the vibrant developments in innovative financial
markets in the last two decades combined to the increased readability of monetary policies aimed at price
stability have facilitated and thereby increased the linkages between financial markets across the globe
thus making the adjustment mechanism of domestic economies — and the monetary policy transmission
mechanism — more prone to be affected by developments in foreign economies. The sheer size of global
capital cross-border flows certainly influences the price of assets in any economy by contributing to
determining both the supply and demand and the premiums that investors require for holding certain
assets.”” There is a flourishing literature that supports the view that the transmission of financial markets
developments across the world has increased in recent years. Domestic markets increasingly react to
economic news expected to change the path of policy rates in some “centre” country, which is normally

the United States.

Ehrmann et al. (2005)* underline the importance of international spill-overs, both within asset classes
and across financial markets. Although the strongest international transmission of shocks takes place
within asset classes, they find evidence that international cross-market spill-overs are significant, both
statistically and economically. For instance, shocks to U.S. short-term interest rates exert a substantial

influence on euro area bond yields and equity markets, and in fact, over the period 1989-2004, they

24 Bernanke (2007).

% The authors argue that an important share of the behaviour of financial markets is explained by foreign asset prices. On
average, about 26 percent of movements in European financial assets are attributable to developments in U.S. financial
markets, while about 8 percent of U.S. financial market shifts are caused by European developments. The larger importance
of U.S. markets is found particularly for equity markets; for instance, movements in U.S. stock prices trigger corresponding
change in the euro area, with more than 50 percent of the U.S. market developments being reflected in euro area stock prices.
By contrast, European equities have an insignificant impact on their American counterparts.
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explain as much as 10 percent of overall euro area bond market movements. But the transmission of
shocks also runs in the opposite direction as, in particular, short-term interest rates of the euro area have a
significant impact on U.S. bond and equity markets. Furthermore, they show that in almost all cases the
direct transmission of financial shocks within asset classes is magnified substantially, mostly by more
than 50 percent, via indirect spill-overs through other asset prices. In a more recent contribution, Ehrman
and Fratscher (2006) focus on the link between the US monetary policy and the stock market in foreign
countries and they show that US monetary policy shocks have significant and in some cases sizable
effects on foreign stock prices. Moreover, they provide supportive evidence to the fact that the US
monetary policy shocks affect the foreign stock markets through foreign short-term interest rates and the
exchange rate changes. Finally, they show that the sensitivity to US monetary policy shocks is higher in
those countries that are more integrated globally — rather than only with the US - in real and financial
terms. This latter result suggest that domestic financial conditions in any country do not necessarily
depend on the financial conditions in the US market, which is the most developed and liquid in the world,
but also on some sort of second round effects that are due to the complex web constituting the global

financial and real linkages.?

4.2.2 The stylised facts also help explaining recent financial tensions at global level

The above mentioned four stylised facts can help explain some of the recent economic developments that
have occurred both in single countries and at global level. First, as explained above, the decrease in the
home bias in principle implies that domestic invest