Implementing Monetary Policy in the
Eurosystem

— Recent Financial Market Turmoil and
Comparison with the Federal Reserve System
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Central Bank Balance Sheet:

General Sample
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Assets

Liabilities & Capital

1. Foreign assets (incl. gold)

3. Base money
3.1 Currency in sirculation
3.2 Reserves of banks
3.2.1 Required reserves
3.2.2 Excess reserves

2. Domestic assets
2.1 Claims on central government
2.1.1 Securities
2.1.1.1 OMO: outright hotdings
2.1.1.2 Purchased by other procedures
2.1.2 Others: loans, advances
2.2 Claims on banks
2.2.1 OMO: repos, collateralized lending
2.2.2 Others, i.e. credit, bail-out operations
2.3 Claims on private sector
2.4 Other assets

4. Domestic liabilities
4.1 OMQ: Debt securities sold
4.2 Liabilities to banks
4.2 1 OMO: reverse repos, deposit taking auctions
42,2 Others

. 4.3 Government deposits

4.4 Other liabilities

5. Foreign liabilities

6. Capital and reserves




Central Bank Balance Sheet:

ldeal Format
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Autonomous factors

Net foreign reserves

Currency in circulation

Domestic assets

Government deposits

Other liabilities & capital

Monetary policy operations

Standing facilities

Standing facilities

OMO

OMO

Reserves of banks (including required
reserve holdings)
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Based on Bindseil, U. (2004}, Monetary Policy Implementation, Oxford University Press, p. 48
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Liquidity providing Liquidity absorbing

Standing facility

e.g. discount facility,
lombard/ credit/ ,advance” | e.g. deposit facility

operations: OMO H

SF facility

Open '.T'a”‘et Reverse transactions Reverse transactions
operations: OMO |

Open market QOutright purchases Outright sales or redemptions

Sl ion
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Fully remunerated?
Differentiation between reserve
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Monetary Policy Instruments:
Eurosystem

Liquidity providing Liquidity absorbtion

SF " | Marginal lending facility (ML) Deposit facility (DF)

OMO1 - Reverse:-transactions: Repos or

collateralized lending {usually) Term deposits

» Fully remunerated
MR - J + uniform 2 (ader 0) %
. : . * averaging provision
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Eurosystem Monetary Policy
- - BIDEUTSCHE
Operat|0ns  EpuNDESBANK

EUROSYSTEW
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Revenwe mansachions - Three nwonthy MMonthiy . Standard
Tenders
Reverse ransachons Reverse Tamachons Nop-standardisrd  Noo-regular Quuck renders
Forergn exchange ywvaps  Colisction of fixed-term Bilareral
deposiTs procedres
Foreiga exchange swaps
Reveyse ramsacteous Issnamee of febt Stmdarhsed'non-  Regular end Standad
) corficaten standardised won-regular wders
Owtrighy prrchases Oanighrs sales - WNon-regular Biarenl
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Orvernight Access af the &icrelion of
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Deposity Orermnight Access at the discretion of
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Collateral: Eligibility criteria

e Sar kel et . ropeRaths

Tt el ECH debx certificates. Credit claims.

Other mugkrmble debt mstruments, e
L . The asset must meet high credit standards. The delnosrguaranter must

The high credit standards are assessed mmeet high creds standardh. The

wiakg ECAF rules for marketabie assets.” crediworthiness 1 assesitd vuing

ECAF rules for cvedit clamns.
CEEAYT T T T N apglicable. )
Flace of seitfemenn: eun area. Eurosystem procedures.

Instruments nrusl be centrally depasived 1
book-anry form with cenmal banks or an
_ 558 fulfilleg e FCH's minfmmm snorrds. .

Acceptance of non-euro denominated collateral in contengencies
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RMBDs

The asset mnst meet
high cednt siamdards
The high credit
standards are assesied
using ECAF rudes for

.. EMBDs

Notapplicante.
Evfesystem
procedurnts,

Cenrral bamks. Public sectar.

Public sector. Non-financaal corporanas

Private sector, International and supm anatonal

luternaigonal and sopanaional msatotions.  smunens.

{asuer® EEA er non-EEA G10 connurics Eura area. Fuzo anca.

Guaraater®: EEA

Regulated masiers. Not applicable. Not applicable.

Non-regulared marksrs accepeed by we ECB T
Fure . Euo. Euro. e
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Liquidity Management in the !
Eurosystem

OMO + (ML-DF) - MR
+ Autonomous factors (net liquidity providing)
= Excess Reserves

Excess Reserves to a minimum natural tevel = GOAL

Open Market Operations, Standing Facilities (Expectation=0), and
Reserve Requirements = INSTRUMENTS

Autonornous Factors = ESTIMATE (out of control of central banks)
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Policy Responses from Central

. . . DEUTSCHE
Banks to Financial Turmoil BUNDESBANK
Active liquidity management More flexible response to shifts in the demand for
reserves
Enhanced liquidity provision Increased supply of longer-term funds, expansion

of coliateral accepted and widening of the range
of counterparties

Support to market trading activity | Establishment of securities lending facilities to

improve the functioning of interbank repo markets

Increased cooperation

Enhanced communication, coliective market
monitoring, swap agreements

Emergency liquidity assistance Liquidity support to institutions under stress

Gonz&lez-Paramao: The financial market crisis, uncertainty and pelicy responses, 13
Speech, 21.11.2008, BIS Review 147/2008
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Robust institutional

(1) Access to wide range of counterparties

Jbefore Lehman®

framework (2) Wide spectrum of collateral in all clases of lending
operations
(3} Large scale OMOs

Phase | - Frontloading"

- Shift to longer-term refinancing operations
- Reciprocal currency arrangement in USD

Phase I
Lafter Lehman"

- Fixed rate tender with full allotment

- Temporary reduction of the interest rate corridor

- Expanded list of collateral

- Unlimited reciprocal currency arrangement in USD

- SNB agreement for providing CHF in eurc area

- Agreement with several other central banks in order to
supply EUR in their banking sectors.

Gonzalez-Paramo: The financial market crisis, uncertainty and policy responses, 14
Speech, 21.11.2008, BIS Review 147/2008




“Frontloading” in the
Eurosystem

(ETTR hitlions mai ntenance period of 11 July-7 Augusl 2007)
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The Eurosystem's OMOs during the recent period of financial market volatility

ECB Monthiy Bulletin, May 2008
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(EUR billivos, niiclensice priod af 8 Augus-1§ Saphember 2007)
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Liquidity Conditions and

Monetary Policy Operations

e o refimancigy opemaons €312 80 belion

awesr JOfger =1 refinancilg fperatians €121 33 billon
crerent account boktgs. €174 85 ballion

+ resErve meguiranent level

{reswve cequareneuts €173 67 Inilan,

sy ceserves €U 81 bathosd
Fatouonces faciars €25

balfion
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e e o
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cuaterd accomt holdings: £220.8 tilkon
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Risk Premia in the
Money Market of the Euro Area BUNDESBANK
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Insotvency of Lehman
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Euro money market study 2008, p. 7,8

Decomposing Euribor Spreads DEUTSCHE

BUNDESBANK

ELROSYSTEM

e sprved 1 vRAL meem  Eugsbor-Earepo spread

axens spread & menrl: oo avenmge CDS spread

s SEEEad 3 Month
120 S &1 ] L e P .

Starr of Markes :
ol
00 160
,ﬂ
. 5
% o z 30
£ N
1
] i 60
HE
%n.: ]

+ e’ 40
i R
n! . - " ‘ —le o bip : | s -

Im Apt ETEY Ca Feb Mar Apr. Juw Avg Oct. Dec Feb  Apr  June

27 2008 N 2008

Seuces EBT ACT Sciuces Bloomberg and wuw curepo org

20
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Implementing Monetary Policy in
the Eurosystem

Comparison with the Federal
Reserve System

pal
Key Operational Features - EE

policy instrument

Eurosystem Federal Reserve System
Decision-making ECB-Council Federal Open Market
body Committee (FOMC)
Operational target | EONIA Federal Funds Rate

{implicit) {explicit)
Counterparties Wide range Primary dealer — wide range
Main monetary OMO | OMO &I
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Monetary Policy Instruments: ¥ Rt
Federal Reserve System

Liquidity provision Liguidity absorption

+ (Term) Discount Window

« Primary Dealer Credit Facility

+ Transitional Credit Extensions

SF + ABCP Money Market Fund Liquidity Facility
+ Commercial Paper Funding Facility (CPFF)
+ Money Market investing Funding Faciity

+ Term Asset-Backed Securities Loan Facility*

bl b

wlwl“L:L\ ‘vimlp',- J T Iy J.L‘J‘I |‘|‘| il “..'JJ JALLLL \h‘ e 1ﬁ‘ oy L&&:’;'J;.' ‘M-;-iw'y“'
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" Bold: Instruments that have exisled before mid-2007 * Part of Financial Stability Plan of the

. : US Governmaent {,Consumer and
http:/Awww.newyorkfed.org/markets/Forms_of_Fed_Lending.pdf Business Lending Initiative"}

o
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ESBANK

¥iTem

Monetary Policy Instruments:
Federal Reserve System cont‘d

~m
—m
o ZC
w2

* Regular OMO: Repos
OMGO ! + Bingle Tranche CMO Program Reverse Repos
+ Term Auction Facility (TAF)

Outright sales or

oMo I Qutright purchases of se€urities redemption

* Remunerated”
MR - Several categories™
+ Averaging provision
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* Since 6 October 2008 {incl. excess reserves), since 5 November 2008 market-oriented
** Purpose: Lower burden for smaller banks

| I1liVHI'V')]I}‘UVJVI'HI

FRY OO e TR P

A TR T

12



DEUTSCHE
BUNDESBANK

EUROSYETPM

Fed: Operational Target and I
Monetary Policy Rates

|

&
R

R
p A o
o "
1 b Hﬁ
0 T T T T T T T T L] T L A— T T T T ~F T T %l
mmDOFrNNmmﬁgmmmmrthmm
gD DO O 0O Q0 O 0 9O 9Q 9O o O 0O O O 9 OO o QO
o O O O 0 O 0 0 0 0 O 00 0 0 O 0 Q0 o O 9
TN AN AN N NN NN NN N NNN NN NS A
™ I~ T e = PN e e e e P e B e e e e o e e
@98 99 o000 Qoeoaeeqoaaeaeqa .
O &5 6500 O0DD0DBbDOODDOOBO &GOS &G &
r— Fed Funds Rate — Fed Funds Target Rate — Primary Credit Rate}
Balance Sheet of the
DEUTSCHE
Eurosystem (eur bn) BUNDSBANK
Assets 22.6.07 |9.1.09 |Liabilities 22.6.07 9.1.09
Foreign Reserves 323,3 377.9 Banknotes 627.9 7511
Other foreign 26,0 2180 Reserves of banks | 1895 1575
assets
Other assets 3992 621,2 Gov. deposits 49,9 80,8
OMO I: MRO 2880 216.8 Other liabilities & 3192 7286
capital
OMO |: LTRO 150,0 610,2 OMO I~ 0,0 23
SF: Marg.lend.fac. | 0.1 1.5 SF; Deposit facility | 0,1 3153
Total assets 1.186,6 | 2.045,6 | Total liabilities & 1.186,6 |2.0456
capital
!VF‘III_!__!_ I jklU}l'Hl \ ‘H“IHI\I H\IH \IIHX IH‘!I I‘;IIIVHlIIHlIrIHlllIH‘ Hz‘l‘j””X\V”” IHI[HLI‘I\! ‘IIH‘ H\‘IIi‘IIH‘HI'!\ IIiHIIilHI
uL]l":‘l‘:‘ j 'IlfingTll\frT'H“I“lHll ”|"”|"”l m‘ 1 IJHH un'uu'nr [n\||"’|"ﬁ|;m[’lmlnnluulu\ ]mr| o |‘uu uulmllni |ns|
MRO: Main Refinancing Operations, LTRO: Longer Term Refinancing Operations 26

* Fine Tuning Operations




Balance Sheet of the Federal
Reserve System (usbbn)

Assets 28.6.07 | 7.1.09 | Liabilities 28.6.07 | 7.1.09
Gold, SDRs, Coins 14,1 14,9 Banknotes 7751 8480
Other assets (incl. 44 1 571,9 Reserves of banks | 16,2 846,1
foreign assets)
OMO 1I: Securities 790,5* | 475,7* | Government 4.0 2871
deposits
OMO I: Repos & TAF | 20,0 483.9 Other liabilities & 43,5 70,4
capital
SF: Disount window... | 0,2 481,3° | OMO I: Rev.Repos | 30,1 83,9
~Bail outs" 0 112,8
Total assets 8689 | 2.140,5 | Total liabilities & 868,9 2.1405
capital
\IJI\HIlllH‘llll‘HlllHHLIl‘\Hl I\‘;H‘IlllHFlIII\‘IIIIIHUIHIIIWAW\LL W\W\lllll\llllll\\lﬂll%
HV']Hlyllll‘Hll'ﬂﬁIHH' ’ ]‘HH!HHLHH'IIHH TTrI[!’T THVTWIT‘%H’IH!UHI'I
only S treasunes
* of which: 334,4 CPFF ** of which: 19,3 Federal agency; 27
L 161,1 Term securities lending
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Globalization, Financial
Innovation and the Monetary
Policy Transmission Mechanism

Dr. Franziska Schobert
Technical Central Bank Cooperation
Deutsche Bundesbank
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Stylised Transmission Mechanism

| Official interest rates

l Shocks outside
Expectations i« o] Bank and market : the control of the
_( e interest rates central bank
Money, [ | Asset | ,| Exchange | _ <« Changes in the
credit prices rate i global economy

T gl T i
|| Wage and Supply and demand in Changes in
price-setting goods and labour markets fiscal policy

t [ ;

— ‘ |
Domestic Import i Changes in
prices prices o commodity prices

! ' '

| Price developments | 4
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General Considerations I
on Empirical Evidence

Reduced form evidence

- no restriction on the way monetary policy affects economic
activity

- possibility of reverse causation

Structural model evidence
- provides an understanding of how the economy works
- uncorrectly specified structure can be seriously misleading

Some VAR Results for Germany
Impulse responses to restrictive mp shock — feinotssan

{a) money market rate (b) real effective exchange rate

045

% 140
als 100
000
060
013
230 020
e
445 4 0120
L] 3 10 15 W it 5 10 13 n
quaricrs quariers
(c) real GDP om0 (d) consumer prices
(]
£10
020
4%
35 RUE
0 3 m 15 20 0 3 0 15 20

quartcrs quaners

Mojon, B./Peersman, G. (2001). A VAR description of the effects of monetary policy
in the individual countries of the eurp area, ECB Working Paper No.92.
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Empirical Evidence for the Euro a
Area

Two approaches
- Structural econometric models

- Disaggregated data from balance sheets of non-
financial firms and banks

ECB Monthly Bulletin October 2002, Publications of the ECB Monetary Transmission Network: ECB Working
Paper No. 91-114, NBER Working Paper No. 9984, Angeloni, ] ., Kashyap, A. and B. Mojon (2003}, "Monetary
Policy Transmission n the Euro Area. A Study by the Eurosystem Monetary Transmission Network”, Cambridge
University Press 7

Macroeconometric Evidence for the D
Euro Area

Main findings of decomposing the interest rate channels:

Large role of investment that responds to changes in the user
cost of capital




Differences in Monetary Policy Iggwscggm(
Effects

During the business cycle of the euro area:
Larger effects during a downturn
Across sectors in the euro area:

Depending on the nature of the products, on capital intensity
and on the financial structure

Across EMU countries:
No evidence on systematic differences

Contents !ES&“%H

I General Considerations

I Transmission Channels
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Transmission Channels !EEHE}%’;,ENK

1 Interest rate channels
I Exchange rate channel
I Other asset price channels

I Credit channels

Bank of International Settlements {1998) Policy Paper No. 3, The transmission
mechanism of monetary policy in emerging market economies

Mishkin, Frederic {1995) Symposium on the monetary transmission mechanism,
Journal of Economic Perspectives, 9 11

Interest Rate Channels !Egﬂrscg

uuuuuuuuu

Cost-of-capital channel: Changes in real interest rates also
change the cost of acquiring new capital and thereby affect
the demand for investment or durable consumer goods.

Substitution channel: A temporary increase in real interest
rates makes it more rewarding for households to delay
consumption and increase saving. As households are willing
to postpone consumption, current domestic demand for
consumer goods and services is reduced.

Wealth channel: Price adjustments in domestic asset markets —
for bonds, equities and real estate — affect the value of
households' wealth and therefore, spending.

Income channel: Interest rate changes can also have an impact
on disposable income directly by affecting the proceeds from
holding or borrowing via short-term and variable-coupon
securities. 12
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Real Interest Rates cont'd !ESHTDSCE.
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I In presence of price rigidities, increases of nominal
interest rates lead to increases of real interest rates

1 Without making an assessment of future inflation, the
stance of monetary policy cannot be judged by the level of
nominal interest rates.




Other Asset Price Channels, ie imrm

Equity pricest

Market value of firmst
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The Exchange Rate as a
Shock Absorber *!35”1

Challenges to the “traditional” exchange rate channel:
1 Liability dollarization and negative balance sheet effects

I Exchange rate pass-through effects, e.g. the impact of
indexation and currency invoicing behaviour of exporters
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Liability Dollarization BUNDESBANK

Negative balance sheet effects reduce positive expenditure-
switching effects of a depreciation on output

Hedging may merely change currency risk into credit risk.

Evidence on “Fear of Floating”
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Exchange Rate Pass-Through | !Dmm

Pass-through to import prices (and possibly wholesale/
producer prices). important for expenditure switching effects
and thus, for correcting the trade balance.

Pass-through to consumer prices {(and domestic wages):
limits changes in international competitiveness.

Full indexation: Extreme case of full pass-through to
consumer prices, e.g. after nominal depreciation: any export
competitiveness gained would be cancelled out, as the real
exchange rate would not change at al\.
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Ito, T and S. Klyotaka (2008} Exchange rate changes and inflation in post-crisis Asian
economies: Vector autoregression analysis of the exchange rate pass-through,

19

Journal of money, credit and banking, 40, 7, pp. 1407-1438
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Exchange Rate Pass-Through Il !DEUTSCHE

Main findings: Decline of import-price- and consumer-price-
pass-through for almost all G7 countries

Open issue: Can the fall in consumer-price-pass-through
(the “second stage’-pass-through) be explained by the
decline in the import-price- or “first-stage™-pass-through.
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i
Ihrig, J., M. Marazzi and A.D. Rothenberg (2006}, "Exchange-Rate Pass-Through in
the G-7 countries”, Board of Governors of the Federal Reserve System, international
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Finance Discussion Papers, No. 851, January.
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Currency Invoicing I
Behaviour of Exporters

When prices are determined in the exporter’s currency
(producer currency pricing or PCP) exchange rate pass-
through to import prices tends to be much larger than when
prices are set in the importer’'s currency (local currency
pricing or LCP).

In the extreme case of a purely exogenous exchange rate
shock, exchange rate pass-through would be one under
PCP and zero under LCP.

World currency pricing: Intraregional trade is invoiced in a
third currency.
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i Stylized fact: Median pass-through of currency depreciation to
manufacturing import prices around 50% over a one-year
horizon.

I PTM: Exporters abroad tailor prices they charge to individual
market destinations.

1 The tougher the competition in the respective sales market, the
less the firm's own revenues and costs piay a key role in short-
term price-setting and the more its competitors’ prices play a
role.
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Krugman (1986): Pricing to market when the exchange rate changes, NBER WP No. 1926 55
Bundesbank {1997) Exchange rates and trade, Monthly Report January
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PTM and Local Currency !
Pricing (LCP)

I Local Currency Pricing (LCP):
Exporters preset prices in the buyer’s currency and meet
demand at posted local currency prices in the short run.

I Lower pass-through to import prices reduces expenditure-
switching effects.
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Cbstfeld, M. (2002) Exchange Rates and Adjustment: Perspectives from the New Open-
Economy Macroeconomics, Monetary and Economic Studies (Special Edition), 23
December
Price Setting Behaviour and
: BEVTSCHE
Trade in Germany |

i Stylized fact: German importers adjust their euro-denominated
prices far more strongly to exchange rate movements than do
exporters.

I Commodities and semi-finished goods are more important
for imports, e.g., commodities are often priced in US dollars in
global markets and the demand is largely price inelastic;,
therefore, a virtually complete pass-through for imported
petroleum products can be demonstrated.
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Macrogeconomic effects of changes in real exchange rates, Bundesbank, Monthly Report 54
March 2008, pp. 33-46
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I PTM is more relevant for exports (if exchange rate change is
regarded as transient): PTM is more important, the tougher the
competition in the respective sales market. This can apply to
various product types, but significant factors include the degree
of concentration, market segmentation or homogeneity of the
traded product, e.g. foods, motor vehicles or computers.

I If exchange rate change is regarded is permanent: exporters
rethink their strategic behaviour, e.g. restructuring of production
chains ore increase in foreign direct investment (“naturai
hedging”)

110
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Macreeconomic effects of changes in real exchange rates, Bundesbank, 25
Monthly Report March 2008, pp. 33-46
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Exchange rates and the German economy’s price competitiveness

1999 Q1 = 100, quarterly, log stale

130 Euro-US dollar exchange rate®

Rorninai effective exchange rate
of the eurp against 24 countries
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75
Exchange rate component
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' Price competitiveness 2.3
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ueh 1 Before 19991 D-Mark-US doilar exchange rate. — 2 Against 19 industrial countriss, inverted scale: rise in the
nap curve {decling in values}indicates increase in competitiveness. — 3 Based on the deflators of total sales,

Deutsche Bundesbank
Bundeshank, Monthly Report March 2008, p. 35
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Regional and product structure of German foreign trade *
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Bundesbank, Monthly Report March 2008, p. 39

Data for 2006
European
countries (Other Other
intrami- iEuropesn [North Asian Afl seven
Product category Eurs area [ton countries (Americe  Clapan countries {OPEC regions
Percentage share in total exports of each product categery
food 6G.2 131 174 32 4.5 ¢.9 1.5
Textiles 4B8.9 235 15.5 13 o7 2.4 0.6
Paper products 48.2 162 18.2 50 05 314 16
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Mathinery 304 7. 130 160.7 15 R 36
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™ Electrical equipment EER 1686 4.3 .3 20 0.6 .7
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1" Al products 438 146 15,7 95 1.6 BG 2.2
Bundesbank, Monthly Report March 2008, p. 36
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Credit Channel !
EB:JJ\:DESBANK

I Precondition: Financial market imperfections
t Balance Sheet Channel:

Restrictive monetary policy reduces value of collateral and
thereby the supply of finance.

I Bank Lending Channel:

Restrictive monetary policy reduces deposits and the
supply of bank loans.

Deutsche Bundesbank (2001}, Monthly Builetin, Bank balance sheets, bank

competition and monetary policy transmission, September 30
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ldentification Problem !ESHB%%EE\NK

1 What causes a reduction of loans: Credit demand or credit
supply?

1 Possible solution: Evidence on the credit channel more likely
for small firms/ banks

I Practical approach: Can we find heterogeneity in microdata?

31

Microeconometric Evidence
and the Credit Channel

No central role of loan supply effects in the Euro Area

Contrary to the US, small or less capitalised ban'ks do not
seem to react differently to other banks in most countries.

32
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Possible Reasons

1 Existence of relationship banking
I Foreign ownership
I Membership of bank networks

I Explicit or implicit deposit insurance schemes or other forms
of guarantee

33
Example: Network Structure EDEUTSCHE
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among German Banks
»| foreign |
banks |
A
R B .
external | bank A | ¢————
domestic | an
interli’;‘ank: T
market
; > head €
[t il institutons |- ----
1
]
. / 1 \
,Intecnal | . savings|| savings!|
'"I;grrli?e';k: bank’l‘! bnnl‘&ﬁ.ﬁ
| savings banks’ sector
1

Based on: Upper, C. /Worms, A. (2004)}:Estimating Bilateral Exposuses in the German Interbank
Market: Is there A Danger of Contagion? in: Luropean EEvonomic Review 48(4), pp. 827-849. 34
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Monetary Policy and
Interbank Flows
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» Impulse responses to restrictive mp shock

Loans to non-banks by small banks

Loans to non-banks by large banks

0.0036 00016
00018 0.0000
0.0000 0.0016
|
YT L P P 00082 L o
O 5 10 15 20 25 30 0 5 10 15 20 25 30
For details see Ehrmann, M./Waorms, A. (2004): Bank networks and monetary policy transmission, a5

in: Journal of the Enrapean Economic Association. 2 (6}, December 2004 | 1-24,

Monetary Policy and
Interbank Flows

* Impulse responses to restrictive mp shock: net lending...

. 10 all (domestic and foreign) banks ..
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For details see Ehrmann, M /Worms, 4. (2004): Bank networks and monetary policy transmission;
in: Journal of the European Economic Association 2 (6), Decewber 2004 |, 1-24
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Background: Inverse relationship between financial asset prices and
interest rates (including risk premia).

Several dimensions, i.e. monetary policy may

- affect the risk perception and risk tolerance of banks (and non-
banks) by affecting collateral values, e.g. banks tend to lend to
riskier borrowers when the monetary policy stance is
accommpodative.

- drive a wedge between actual returns and some institutional
investors’ nominal return targets, e.g. “search for yield”, excessive
risk-taking if market participants expect “insurance” from the central
bank against downside risks.

ECB Monthly Bulletin 08/2008 ,The Role of Banks in the Monetary Policy a7
Transmission Mechanism, 85-98
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Globalisation and Structural I
Changes to the Financial Sector

Globalisation — e.g. in international trade and financial markets —
may have changed the relationships between key domestic
macroeconomic variables worldwide.

Structural changes to the financial sector in recent years, e.g.

1 multitude of credit market innovations including credit risk transfer
instruments,

I more risk-sensitive accounting and regulatory frameworks,
1 emergence of non-bank credit market investors.
— Banking has become more flexible but also more risk-sensitive.

ECB Monthly Bulletin 08/2008 ,The Role of Banks in the Monetary Policy
Transmission Mechanism®, 85-98

Weber/ Gerke/ Worms (2008): Has the monetary transmission process in the euro
area changed? Evidence based on VAR estimates, paper presented at the 7th BIS
Annual Conference
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Tentative Implications for !
Transmission Channels:
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! Interest rate channel

+ Strengthening effects: faster pass-through from short-term
interest rates to bank rates due to increased competition
and consolidation in the banking system and deepening of
financial markets.

« Weakening effects: Financial openness of many countries
has increased very strongly, even more than their trade
openness. Increased financial integration could have
eroded monetary policy's influence on national long-term
interest rates (Example: “conundrum” of US long term
interest rates 2004-08)

39

Tentative Implications for
Transmission Channels:

1 Exchange rate channel:

Globalisation in international trade and financial markets
supports stronger effects, however, empirical evidence is
inconclusive {e.g. fiability dollarization, pricing to market,
natural hedging etc.)

40
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Tentative implications for I
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Bank lending channel:

Advances in credit risk transfer instruments are likely to have
reduced the effectiveness of the bank lending channel in
normal circumstances, while potentially making it more
pronounced if the securitisation markets grind to a halt.

Balance sheet channel:

Ambiguous effects: Consolidation in the banking system can
have increased or decreased the importance of collateral
(e.g. superior knowledge to assess borrower risk versus
lower institutional knowledge on local borrowers).

21
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