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If I had to summarise Pr. Taylor’s thesis in one sentence, 
it would be this: “The best way for monetary policy to 
cope with globalisation is to ignore the globalisation 
talk”. Although I have a lot of sympathy for this bold 
conclusion, I will do my best to question it. But let me
say fi rst that I am impressed by the method used 
by Pr. Taylor in his essay. It is nothing else than
René Descartes’ “methodical doubt”, which seems 
quite appropriate in this country, even though the 
great mathematician and philosopher spent most of his 
intellectual life in Governor Nout Wellink’s country.
More precisely, Pr. Taylor looks at several features 
commonly associated with globalisation, lower 
exchange rate pass-through, fl atter Phillips curve, 
international wage competition and rejects each 
one of them, so that, in the end, what is left is not 
Descartes’ cogito, but … the Taylor rule.

Before turning to the core of the discussion, I have one 
observation regarding the reaction to exchange rate 
moves. It seems to me that most modern theoretical 
and empirical research supports Pr. Taylor’s thesis, 
namely that changes in the external value of the 
currency should not enter in the monetary policy 
reaction function other than through their impact 
on future infl ation and output. However, this does 
not imply that policy makers should be indifferent 
to the exchange rate per se. A long lasting deviation 
from fair value may have unwelcome re-distributive 
consequences, but this is a policy coordination issue 
rather than a pure monetary policy matter.

There are three areas where I’d like to challenge
Pr. Taylor’s conclusions: the short run Phillips curve, 
the change in relative prices due to globalisation, 
and the deviation from a Taylor rule by the ECB 
in the 2000-2006 period. By globalisation, I do not 
refer only to the opening of borders to fl ows of goods 
and services as well as capital –although still going 
on, this is not new– but also to the scale effect of 
the entry of giant economies such as China and 
India in the global market economy and to what
Richard Freeman dubbed the Great Doubling. I will 
call that “modern globalisation”.

Starting with the Phillips curve, I am not sure that 
the steeper curve that should result from increased 
competition associated with globalisation according

to Rogoff and the empirical evidence of a fl atter curve 
are antinomic. Assume for instance that the impact 
of modern globalisation is incremental and spanned 
over a much longer period of time than commonly 
assumed because, for instance, capital is far from 
being perfectly mobile. Then, the effect of increased 
competition should be an incremental inward shift of 
the Phillips curve combined with a steepening of its 
slope. In other words, a progressively steeper slope but 
also a steadily declining Nairu. If this is the case, then 
the fl attening of the Phillips curve could be nothing 
else than an optical illusion due to the fact that the 
mathematical envelope of a family of steeper and 
shifting Phillips curves would look like a fl atter curve. 
These issues have been discussed at length in the 
previous sessions but my point is that it might not be so 
easy to reject the hypothesis that modern globalisation 
is causing changes in structural parameters. Further 
empirical research, along the lines I have just sketched,
might come to different conclusions.

Similarly, while Taylor is perfectly right to stress that 
“competition is a level rather than a rate of change 
effect”, this does not imply that competition may 
not have an impact on the rate of change of prices 
during a relatively long period of time, as the price 
of traded goods moves from level A to B. To take 
an very mundane example, the dramatic decline of 
shoes’ prices in the US and Europe may have come to 
an end, since I am told that China is now producing 
90% of the world production of this particular item
(even so, my Chinese colleagues tell me that
cut-throat competition in China is keeping a downward 
pressure on prices). But the case of shoes (and items 
such as micro-ovens) is not yet the rule, so traded 
goods prices have probably not yet reached level B.

This brings me to my second observation, the change 
in relative prices that is resulting from modern 
globalisation. I assume that at least one feature of 
modern globalisation is Cartesian-doubt-proof: prices 
of internationally traded manufactured products are 
going down, while prices of commodities (including 
soft commodities) are going up. While the former 
trend seems to be loosing steam, maybe because the 
dynamic process from level A to level B follows a 
kind of logistic curve, it appears that the latter is not 
only lasting more than most analysts had predicted,
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but, in addition, is accelerating. In essence, this is a 
change in the relative price of commodities, due to a shift
in the demand curve not matched by a similar move of 
the supply curve, which is relatively rigid, for various 
reasons. In theory, monetary policy should disregard 
changes in relative prices, since its goal is to stabilise 
the aggregate level of prices. However, the dynamics
of the process matters. Assume for the sake of reasoning 
that the dis-infl ationary effect of globalisation (cheaper 
manufactured products) is over and that only remains 
its infl ationary side, ever more expensive commodities. 
Delivering price stability, i.e. keeping infl ation close to 
its target, necessarily implies that prices of other goods 
and services will have to decelerate, if not decline. 
Practically, this has to be a combination of imported 
prices, via the exchange rate, and of domestic prices,
via the output gap or the Phillips curve. My worry is
that while commodity prices are almost perfectly 
fl exible with respect to changes in supply or demand, 
this is far from being true for domestic prices, which are 
much more rigid, a point Pr. Taylor famously embedded 
in his own analysis of monetary policy. This stickiness 
asymmetry raises a diffi culty: during the transition 
period, i.e. until the price of commodities stabilises, 
monetary policy may turn sub-optimal if it keeps the 
same infl ation target than in normal, i.e. steady state 
for the rest of the world, circumstances. In this regard, 
ignoring some of the consequences of globalisation
is in my view disputable.

My last observation is about the ECB. Pr. Taylor 
observes that the euro area overnight rate, directly 
infl uenced by the ECB’s refi  rate, has deviated 
from a Taylor rule and that this deviation is 
nicely correlated with the fed funds rate over the
period 2000-2006. I must confess that I do not fi nd 
this result particularly surprising and that, even if 

there was a stochastic causality from the Fed to the 
ECB, I would be reluctant to conclude that there 
was a “real” causality in the decision process itself. 
The reason of my scepticism is that both central 
banks, although at various degrees, when facing the 
consequences of the crash of the IT bubble, only a 
couple of years after the Asian crisis, considered 
that defl ation was a risk. Because of well known 
non linearities, this might have convinced policy 
makers on both side of the Atlantic to deviate from 
their normal reaction function. I remember vividly 
a discussion with Pr. Otmar Issing in the aftermath 
of 9/11, where he told to some of us that he did not 
see defl ation as a very serious threat, but that the 
cost of insurance was so cheap that buying some 
protection against defl ation had some merits. By the 
way, the reason why the cost of insurance was cheap 
was precisely the alleged effect of globalisation, 
which, at that time was widely considered seen as 
disinfl ationary. Because the ECB was more sceptical 
than the Fed, I am not surprised either that the 
pass-through coeffi cient is 0.2.

In conclusion and despite the reservations I have just 
made, I fi nd Pr. Taylor cartesian scepticism solidly 
founded. Calling another mathematician to the 
bar, Blaise Pascal, I would say that, given the high 
uncertainties surrounding the impact of globalisation 
on the parameters of our economies, central bankers 
are entitled to wage a Pascal’s Gambit: if high infl ation 
is really the hell that modern central bankers think 
it is, then it makes sense to stick to the rules that 
have worked reasonably well in the post 1979 period.
I would only hope that Pr. Taylor’s call for rigorous 
economic research on globalisation and monetary 
policy will be fulfi lled in the years to come. The risk of 
sub-optimal policies should not be under-estimated.



SESSION 4 IMPLICATIONS FOR THE CONDUCT OF MONETARY POLICY
Donald L. Kohn

266 Banque de France • International Symposium: Globalisation, infl ation and monetary policy • March 2008

Donald L. KOHN
Vice Chairman
Board of Governors of the Federal Reserve System

Let me begin by saying that I agree with the thrust 
of John’s remarks. He is right that globalisation has 
not fundamentally changed the way central banks 
should do business. Although production chains and 
capital markets are more integrated across countries 
than before, and gross trade fl ows now account for 
a larger share of gross domestic product (GDP) 
in most nations, the dynamics of aggregate 
output and infl ation remain at least qualitatively 
the same. Accordingly, central banks should 
continue to conduct monetary policy in the same 
forward-looking manner as they have for the past 
twenty years or so, adjusting policy rates in response 
to current and expected future movements in output 
and infl ation, taking account of the lags in monetary 
policy. When exchange rates are free to adjust, 
this general approach to policymaking has proven 
effective in fostering macroeconomic stability over 
time in many countries.1

In my remarks, I will expand on another of John’s 
points –namely, that monetary policy making has 
been complicated by globalisation, particularly by 
rising trade volumes and increased capital market 
integration. That is true in several ways. For one 
thing, globalisation has likely made the domestic 
economy more sensitive to foreign shocks, so 
central banks must now pay more attention to 
events around the globe. And, the integration of 
China and other countries into the world market 
economy has expanded the scale and complexity 
of the foreign developments that central banks 
must monitor. Finally, globalisation has probably 
made the link between policy actions and economic 
outcomes more uncertain by, among other things, 
strengthening the role of the exchange rate in the 
monetary policy transmission mechanism.

Recent increases in prices for oil and other 
commodities illustrate some of the complications 
that globalisation creates for policymaking. Those 
price increases have raised infl ation worldwide while 
accentuating already weakening growth prospects in 
some countries in recent months. Commodity prices 
depend on a wide range of demand and supply 
factors, and sorting out their various contributions 

can be diffi cult. In recent years, potential constraints 
on the expansion of supply, especially of petroleum, 
have played a role. But in addition, the emergence 
of China, India, and other industrialising Asian 
economies as major consumers of oil and other 
raw materials has complicated the analysis, partly 
because these countries exert such a strong infl uence 
on global markets and partly because the structure 
of their economies is changing so rapidly.

Disentangling the various global forces infl uencing 
commodity prices can be useful in assessing the 
implications of those prices for domestic output and 
infl ation, and hence monetary policy. For example, 
it matters whether a rise in oil prices results from 
demand factors, such as stronger global real activity, 
or supply factors, such as a hurricane that shuts 
down production. For an oil-importing country, 
a demand-driven price increase would have less 
negative implications for domestic real activity than 
a supply-driven increase because an expanding world 
economy would help boost demand for the country’s 
exports. For the United States, however, a rise in 
oil prices driven by stronger real Chinese activity 
would not necessarily lead US export volumes to rise 
substantially, given the low propensity of China to 
import from the United States.

Policymakers focus on the infl ation outlook, and so 
we need to consider what global forces imply for the 
future when assessing the infl ation consequences 
of rising commodity prices. Will prices for crude 
oil and other commodities continue to rise rapidly 
in the face of robust growth in China and other 
newly industrialising economies? Or do current 
prices on the spot and futures markets already fully 
incorporate the likelihood of continued growth in 
those economies, in which case prices would remain 
near their current level? In the fi rst scenario, 
climbing energy prices, for example, would continue 
to boost headline infl ation directly and would 
indirectly boost non-energy prices through higher 
costs of production; moreover, a continuing rise in 
oil prices might potentially threaten the stability of 
long-run infl ation expectations and nominal wage 
demands. In contrast, a fl attening out of oil prices 

1 David Reifschneider and Steven Kamin, of the Board’s staff, contributed to these remarks. The views expressed are those of the author and do not necessarily represent those
of other members of the Board on the Federal Open Market Committee.
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would restrain overall infl ation, directly by stabilising 
a key component of energy prices and indirectly by 
ceasing to put upward pressure on infl ation through 
pass-through and expectational effects.

Because monetary policy has a limited ability to 
counter short-term price surprises, the distinction 
between transitory and persistent infl uences on 
infl ation from oil and other factors is critical. If we 
were to project a continued signifi cant rise in energy 
prices over the medium run, we would need to factor 
that expectation into the outlook for overall infl ation. 
Doing so could have important implications for 
the stance of monetary policy –all the more so if 
we expected rising energy costs to lead to higher 
infl ation expectations and elevated wage gains.

Still, a leveling out in oil prices seems the more 
likely scenario. Surprised as we have been by the 
rapid, extended run-up in energy costs over the 
past few years, one would think that the price of 
a storable commodity such as oil should already 
embody expectations of continued rapid growth in 
the developing economies. However, the large run-up 
in spot and futures prices in recent weeks indicates 
that market participants are still revising their views 
of long-term demand-supply conditions. In these 
circumstances, policymakers must be mindful of the 
uncertainties surrounding the outlook for commodity 
prices and the risk that past or future increases in 
these goods could yet embed themselves in higher 
long-run infl ation expectations and a persistently 
faster rate of overall price increases.

Besides these complications, globalisation has made 
the workings of the monetary policy transmission 
mechanism more unpredictable. For one, the 
determination of asset prices is now more dependent 
on conditions in fi nancial markets worldwide, 
making the link between domestic policy actions 
and movements in the prices of bonds or equities 
more uncertain. For example, the correlation of 
quarterly changes in the federal funds rate with the 
variation in US Treasury yields has fallen from 0.6 
before 1990 to 0.3 since then. To be sure, the falling 
correlation probably refl ects a variety of factors, 
possibly including more systematic and predictable 
monetary policies. But global fi nancial markets also 
seem to have played a role; as Chairman Bernanke 
has pointed out, savings from abroad, especially 
Asia, appear to have held down intermediate and 
longer-term US interest rates from 2004 to 2006 even 

as monetary policy was tightened. As we have seen in 
recent months, the increased integration of fi nancial 
markets has also facilitated the transmission and 
amplifi cation across borders of many shocks, such as 
changes in the perceived riskiness of certain assets 
and the compensation required to hold them.

The role of the exchange rate is another complication 
that has only grown with globalisation. Of course, 
fl exible exchange rates make it possible for central 
banks to achieve their domestic economic objectives. 
But the exchange rate is a notoriously diffi cult asset 
price to predict, and its response to any particular 
policy action is highly uncertain, as we found, for 
example, in 2001, when aggressive rate cutting in the 
United States was accompanied by a strengthening 
in the dollar. Even with an apparent decline in 
the pass-through of exchange rates into import 
prices, the increase in trade volumes arising from 
globalisation has presumably boosted the relative 
importance of the exchange rate in the economy, 
thereby strengthening an unpredictable factor in the 
monetary policy transmission mechanism.

Despite the increased openness of the domestic 
economy to foreign shocks and greater uncertainty 
about the monetary policy transmission mechanism, 
economic volatility in the United States and other 
advanced economies has declined. That stability 
may be attributable, in part, to the increasing ability 
of global product and capital markets to buffer the 
domestic economy against internal shocks. Because 
of globalisation, net exports likely absorb a greater 
proportion of downshifts in domestic spending, 
foreign competition helps discipline domestic 
price increases, and –as a consequence of greater 
cross-border holdings of assets– gains and losses 
on domestic assets are realised in part by foreign 
investors. Together with the implementation of 
better monetary policies in many countries, these 
particular aspects of globalisation likely contributed 
to the “Great Moderation”.

John addresses the question of whether greater 
economic integration has increased the gains to 
be had from policy cooperation and coordination. 
We have seen an example recently in which policy 
cooperation of a particular type seemed to pay 
dividends. In December, simultaneous and in some 
cases coordinated actions by a number of central 
banks to supply liquidity to banks apparently 
helped relieve stresses in interbank funding 
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markets. Coordination and cooperation were called 
for because banks today operate in many markets 
simultaneously, and pressures in one market can 
readily spill over to others, especially when the 
normal channels for arbitrage have been disrupted 
by fi nancial turmoil. The Federal Reserve and other 
central banks are examining the implications of this 
episode for their methods of supplying liquidity and 
for responding to future interruptions in the fl ow of 
liquidity across markets.

Successful coordination in the provision of liquidity 
raises the question of whether appreciable gains 
might be had from coordination of monetary 
policies more generally. John is sceptical, and so 
am I. Gains from formal policy coordination never 

seemed large, and it is not clear that globalisation 
has increased them appreciably. Policies agreed to 
under one set of circumstances may no longer be 
appropriate when circumstances change, as they 
inevitably will. Monetary policy should be able to 
adjust quickly to such changes; agreements that 
must be renegotiated can tie policymakers’ hands. 
That does not mean that no circumstances exist in 
which coordinated monetary policy actions would 
be benefi cial, but such circumstances are probably 
quite rare. Ultimately, global stability depends on 
good performance in individual countries, and the 
record of recent decades suggests that, in general, 
good performance is most readily achieved when 
central banks focus on their own mandates for 
domestic price stability and growth.
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In my remarks, I will focus on the implications of 
globalisation specifi cally for monetary policy-making 
in the euro area.1

Globalisation may change the environment 
for monetary policy-making

We all agree that globalisation offers great 
opportunities. It increases the scope for effi ciency 
gains through specialisation since it allows economies 
to make better use of their comparative advantage in 
international production. This reduces production 
costs and expands the production frontier, generating 
gains which are passed on to consumers through 
lower prices for many goods. 

Globalisation thus fosters economic prosperity and 
raises living standards. At the same time, the gains 
from globalisation may not be distributed evenly, 
as globalisation can affect differently the returns to 
different factors of production.2 

To monetary policy-makers, globalisation is important 
mainly for two reasons.

• First, the process of globalisation itself can 
occasionally lead to economic disruptions, especially 
if markets lack transparency. Increasingly-globalised 
and internationally-integrated fi nancial markets, for 
example, if not suffi ciently transparent, can at times 
be conducive to excessive risk-taking and contagion 
effects –a theme that rings particularly true in light 
of the current fi nancial turmoil. 

• Second, and more importantly, increasing global 
integration induces structural changes in goods markets 
and fi nancial markets alike. As a result, foreign shocks 
may have a greater impact on domestic infl ation, and 
the transmission of other impulses to the euro area 

economy can change. This also applies to the impact 
of monetary policy on infl ation.

Let me briefl y elaborate on how structural changes, 
which are driven by globalisation, can affect the 
process of infl ation. 

• There is good reason, for instance, to believe that 
globalisation increases competitive pressures, both 
worldwide and in domestic markets. An increase in 
competition may –relative to previous periods– put 
downward pressure on wages and prices and thus 
contain infl ation for a period of time.3 A structural 
intensifi cation of competition would also induce 
fi rms to work harder to increase productivity, and 
this would translate into an increase in the growth 
rate of the natural level of output.4 

• Beyond this effect, the increasing use of international 
production opportunities based on comparative 
advantage may lead to a change in the production 
structure of our economy, which would in turn alter 
the relative scarcity of production factors, and thus the 
response of their prices and the prices of fi nal goods to 
economic shocks.

Thus, globalisation 

• is of importance to monetary policy 

• and it is likely to have a lasting effect on our economy 
and on the environment for monetary policy-making. 

An initial conclusion therefore is that central banks 
need to continue to commit resources to analyse 
and closely monitor the structural changes and the 
shocks caused by globalisation, and need to build 
an increasing awareness of economic and fi nancial 
developments outside their home countries.  

1 For stylised facts about trade globalisation and its likely effects on euro area infl ation, see also the ECB Monthly Bulletin article entitled “Globalisation, trade and the euro area 
macroeconomy”, January 2008. 

2 Trade theory (Stolper-Samuelson theorem) would e.g. suggest that trade integration should place downward pressures on the relative return to lower-skilled labour. However, real 
wage developments have been similar across all skill groups in the euro area. See ECB (2008), op. cit.  

3 While globalisation and the disciplining impact that it exerted on pricing and cost control is likely to have facilitated disinfl ation around the globe in the past ten years or so, globalisation 
per se cannot permanently reduce infl ation. The main reason for the observed spread of low infl ation around the globe in recent years is a change in monetary policymaking in many 
countries, and, more in particular, the change towards a credible commitment to price stability.

4 That is, it would lead to an increase in the rate at which the economy can grow without jeopardising price stability. 
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Globalisation does not change rules
of monetary policy-making

Although globalisation is challenging monetary 
policy, I fully agree with John Taylor’s assessment 
that globalisation does not fundamentally alter the 
rules for monetary policy-making. Nowadays as 
ever, over the medium to longer term, infl ation is a 
monetary phenomenon. This means price stability is 
for us to achieve.

Let me stress the obvious here, namely that central 
banks cannot permanently determine the relative 
prices of specifi c goods. In referring to price stability, 
we mean stability of the purchasing power (of the 
domestic legal tender) as measured by the cost of a 
representative basket of goods.

While international liquidity conditions may infl uence 
market interest rates and thus the transmission of 
monetary policy to real activity and infl ation, central 
banks retain the ability to control short-term interest rates 
by appropriately infl uencing the supply of the domestic 
legal tender. Short-term rates in turn work their way 
into the domestic cost of credit and into long-term 
interest rates. 

Therefore, central banks can ensure price 
stability in the medium to long-term, even in a 
fi nancially-integrated world in which production 
factors and goods move freely, and even if the size of 
the world economy increases relative to that of the 
domestic economy.5 

But, as I said earlier, as a precondition for successful 
monetary policy central banks need to properly 
adapt their analyses to the changing environment. 
In such an environment, it is clearly important 
for stability-orientated monetary policy to analyse 
developments in external prices, in international 
trade fl ows and in international fi nancial fl ows. 

This said, I agree with John Taylor that developments 
in exchange rates per se should not be given any special 
status but should be taken into account by monetary 
policy only to the extent that they have a medium-term 
infl uence on price stability. This is because another 
fundamental law of monetary economics is alive and 
well in the globalised economy: fl exible exchange rates 
are a sine qua non for price stability. 

Does a globalised world call for more 
international monetary coordination?

With a growing set of prices and asset valuations 
being determined internationally, information on 
international developments is crucial for monetary 
policy-making. In this light, the fi nancial turmoil 
in particular has shown the value that growing 
fi nancial globalisation places on a timely and open 
international exchange of information among central 
banks and regulators. 

Central banks should therefore cooperate by exchanging 
information and by designing a solid international 
fi nancial architecture. 

Beyond that, however, the scope for monetary 
policy-makers to coordinate is limited. This is the case 
as each central bank has just one policy instrument, 
and this instrument can only achieve a single 
domestic objective, price stability. As a consequence, 
each central bank is well advised to react to foreign 
developments only if these become relevant for 
domestic price stability. I therefore fully agree with 
John Taylor’s conclusion that central banks should 
not mechanically follow other central banks’ policy 
decisions. 

Not least as a result of this consensus, I question the 
strong conclusions that John Taylor draws from some 
of his empirical analysis. 

In brief, he fi nds that a simple monetary policy 
rule, also widely referred to as the “Taylor rule”, 
when applied to the euro area, has residuals that 
correlate positively with the US federal funds 
rate. He interprets this fi nding as implying a 
leader-follower structure in the sense that 
US monetary policy induces the ECB to deviate 
from its objective of price stability out of concern 
for the exchange rate. 

This is not the case. Indeed, a more reasonable 
explanation for John Taylor’s fi ndings is the 
following: 

Central banks which are concerned with domestic 
price stability seek to offset potentially destabilising 
shocks. In a globalised world, though, different central 
banks naturally respond in part to similar global 

5 See, e.g., Woodford (M.) (2007): “Globalisation and monetary control,” NBER Working Paper No. 13329, to appear in Galí, J. and M. Gertler eds., The international dimensions
of monetary policy, University of Chicago Press.
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factors. And, as we know, a number of these factors are 
not well captured by a mechanical policy rule of the 
type which John Taylor takes as a benchmark for good 
monetary policy-making. Adequate policy reactions 
to global factors, and to the risks that they pose for 
domestic price stability, will thus show up –within the 
context of a simple rule– in the residual term. 

Some observers interpret this residual as a measure 
of the monetary stance. It may indeed, in some 
cases, be possible to interpret the residual in this 
way. However, often the residual is a measure of the 
lack of explanatory power of the simple policy rule 
itself.

Now, to the extent that economies are structurally 
different and are hit by shocks with different timings, 

• global factors affect these economies with different 
lags.

• As a result, the measures of infl ation and the output 
gap used in the Taylor rule are also affected with 
different lags. 

• In such a context, monetary policy has to react in 
a pre-emptive manner to current and future likely 
developments to ensure domestic price stability over 
the medium to longer term. 

• However, such a behaviour might generate a 
spurious correlation between the residuals of a simple 
Taylor type policy rule for the euro area and interest 
rates in other economies. 

I suspect that this is what lies behind John Taylor’s 
result concerning the deviations from a euro area 
“policy rule” and the US federal funds rate. 

Having inside knowledge, I can in fact rule out any 
sign of a leader-follower structure or any sign of 
a focus on the side of the ECB on the dollar-euro 
exchange rate, or in fact on any exchange rate, as 
a target of policy. Neither is the case. I agree with 
John Taylor, however, that any development in that 
direction would be deeply worrying.

Only a clear assignment of responsibilities ensures 
clarity about the central bank’s objective, which 

is at the heart of successful monetary policy. Yet 
international complementarities exist in monetary 
policymaking, to the extent that an international 
architecture which has each central bank keeping 
its own house in order is also conducive to an 
environment of global monetary stability. 

Such architecture provides the best basis for a friendly 
and open exchange of views and information at an 
international level. Today there is frequent interaction 
as, for example, the BIS provides a much-appreciated 
forum for discussion among central bankers. In 
addition, there are further occasions for fruitful 
exchanges –this very symposium being one of them.

The role of the monetary policy strategy 
in an increasingly globalised world

I have argued that the best international monetary 
architecture is one in which each central bank focuses 
on achieving domestic price stability. In practice, 
even more is needed to guarantee a successful 
monetary policy. A clear mandate for price stability 
and a well-defi ned monetary policy strategy based on 
this mandate are essential for coping successfully 
with the analytical and practical challenges which 
lie ahead. Fortunately, both conditions are in place 
in the euro area. 

A clear mandate for price stability :

• ensures that a central bank is fully accountable for 
achieving price stability. The commitment to price 
stability which such a mandate generates is, in turn, 
conducive to anchoring private sector expectations in 
a lasting way. This anchoring is particularly important 
if globalisation causes sequences of one-sided shocks 
to infl ation. 

• prevents central bank policy from going astray. 
While concerns are expressed that central banks 
may be increasingly tempted to stabilise exchange 
rates at the expense of price stability, a clear 
mandate for price stability guarantees that a central 
bank will not fall into this trap. Instead price 
stability-orientated central banks do not assign any 
special role to exchange rates, important as they are 
as information variables in the economic analysis. 
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Building on a clear mandate, a successful strategy :

• supports accountability, 

• ensures a transparent and systematic response to 
risks to price stability, 

• guides an effective communication policy, 

• and enhances the predictability of monetary policy 
over the medium to longer term.

In this context, any measure of price stability used by 
central banks must adequately refl ect the evolution 
of the purchasing power of money. Price stability 
is therefore best defi ned in terms of the cost of a 
representative, i.e. broad, basket of goods. An example 
which provides a clear and assessable yardstick of 
price stability is the basket underlying the euro area 
harmonised index of consumer prices. 

This encompassing defi nition of the underlying 
basket contrasts with partial, or so-called “core” 
measures of infl ation. While these measures can 
be useful for assessing risks to price stability, they 
–if put front and centre– risk providing a distorted 
view of underlying price developments which would 
jeopardise the anchoring of infl ation expectations. 
This would be particularly detrimental in situations 
in which globalisation might induce sustained 
movements of prices of certain categories of goods. 
 
A broad, transparent and widely accepted yardstick 
instead creates the necessary clarity to ensure a fi rm 
anchoring of infl ation expectations. It is this clarity 
which allows a central bank to adopt a medium-term 
orientation within which policy-makers can 
appropriately discount short-term price volatility and 
transitory movements in infl ation.

As mentioned, globalisation is likely to change the 
structure of the euro area economy both with regard 
to goods markets and fi nancial markets. A strategy 
which monitors structural changes both from a goods 
market angle and from a fi nancial or monetary 
point of view is therefore well-suited to cope with 
the challenges brought about by globalisation. The 
complementary perspectives of the economic analysis 
and the monetary analysis, which underlie the ECB’s 
“two-pillar strategy”, are conducive to appropriately 
adapting our policies to the changing environment. 
At the same time, the two-pillar strategy keeps 

minds focused on the fundamental laws of monetary 
economics.

In particular, having an explicit monetary pillar 
guarantees that the ECB always has considerable 
expertise in the analysis of monetary and credit 
developments and in the analysis of their impact 
on price stability. The close link between monetary 
developments and evolving imbalances in asset and 
credit markets implies that monetary analysis enables 
central banks to detect such imbalances at an early stage 
and to respond to the implied risks to price and fi nancial 
stability in a timely and forward-looking manner. This 
has, in the past, proved an invaluable asset for the ECB, 
notably in times of global fi nancial turbulence.   

Just as the two-pillar strategy structures the discussion 
within the ECB, it also provides the basis for 
communicating our understanding of the economy 
to the outside world. By adhering to transparency, 
the ECB has achieved a high level of predictability for 
its monetary policy decisions. Our strategy therefore 
improves our policy effectiveness.

Let me conclude.

• Especially in an environment of ongoing 
globalisation, monetary policy must aim to robustly 
anchor infl ation expectations. This requires a 
permanent alertness to risks to price stability on 
the side of the central bank, as shocks to infl ation 
must not translate into second-round effects
in price-setting and wage-setting. 

• That being said, an effi cient adjustment of the 
economy to macroeconomic shocks can be best 
facilitated by monetary policy-makers if they keep a 
fi rm focus on their domestic price stability objective. 
In particular, there will be no external stability 
without domestic price stability.

• Domestic price stability is a precondition for global 
monetary stability. Globalisation therefore does 
not expand the need for international monetary
co-operation beyond an open exchange of views and 
information. The best international architecture is 
one in which each central bank has a clear mandate 
to focus on domestic price stability.

• Greater microeconomic fl exibility would not only 
allow our economy to take better advantage of the 
opportunities provided by globalisation, but would 
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also facilitate macroeconomic adjustment in the wake 
of shocks and improve the resilience of the economy. 
Globalisation therefore intensifi es the need for more 
fl exibility in product and labour markets. 

• I have argued that a monetary policy strategy which 
carefully monitors developments in domestic, as 

well as international, fi nancial and goods markets is 
well-equipped to cope with challenges that globalisation 
brings for monetary policy. Such a strategy is in place 
in the euro area.  At the same time, price stability is the 
best contribution monetary policy can make to enable 
the euro area economy to take the full advantage of 
the opportunities offered by globalisation.




