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Globalization and Monetary Policy

Introduction
C e n tra l b an k e rs  s h a re  a  co m m o n  resp o n sib ility  — k eep in g  th e  

p u rch asin g  p o w er o f o u r c u rre n c ie s  s ta b le . O ver th e  p a s t 3 0  y ea rs , 

p o licy m ak ers a ro u n d  th e  w o rld  h av e  c o m e  to  re a liz e  t h a t  a  low  and  

s ta b le  r a te  o f in fla tio n  is in d is p e n sa b le  fo r  ach iev in g  o th e r  o b je c tiv e s , 

like m axim um  su s ta in a b le  ec o n o m ic  g ro w th , h e a lth y  la b o r m a rk e ts , 

an d  f in an c ia l s ta b ility .

As a  p o licy m ak er, I fin d  m yself in a  ch a lle n g in g  e n v iro n m e n t. In th e  

U nited  S ta te s , th e  h e a d lin e  C o nsum er P rice  Index, o r  CPI, is rising a t  

4%, an d  th e  c o re  CPI, w hich  ta k e s  o u t food  an d  en e rg y  p rice s , is 

rising a t  2.4% . Y et d e s p ite  p rice  p re ssu re s , th e  F e d e ra l R eserv e has 

c u t  its  f e d e ra l  fu n d s r a te  ta r g e t  by 3 2 5  basis p o in ts  s in c e  la s t fa ll in 

re sp o n se  to  tu rm o il in f in a n c ia l m a rk e ts  an d  to  h e a d  o ff th e  

a s s o c ia te d  d o w n sid e risks to  ec o n o m ic  g ro w th . T h e s u b s ta n tia l easin g  

o f m o n e ta ry  policy  to  d a te , co m b in ed  w ith  ongoing  m e a su re s  to  

fo s te r  m a rk e t liq u id ity , sh o u ld  h elp  to  p ro m o te  g ro w th  o v e r tim e  and 

to  m itig a te  risks to  ec o n o m ic  ac tiv ity . I know  t h a t  so m e o b se rv e rs  a re  

saying th a t  th is  s tra te g y  in tro d u c e s  o th e r  risks. For e x a m p le , so m e 

individuals q u e s tio n  w h e th e r  by lo w erin g  o u r policy  r a te  in th e  fa c e  

o f p ric e  p re ssu re s , w e  p u t a t  risk o u r goal o f k ee p in g  in fla tio n  low 

an d  s ta b le  o v e r th e  long te rm .

W hile e v e n  th e  c o re  p rice  m e a su re s  in th e  U nited  S ta te s  a re  rising 

so m e w h a t f a s te r  th a n  I w o u ld  p re fe r , an d  in fla tio n  p re s e n ts  a  key 

risk to  m y o u tlo o k , I b e lie v e  t h a t  th e  F e d e ra l R e serv e’s policy  

s tra te g y  rem a in s c o m p a tib le  w ith  a  low  an d  s ta b le  in fla tio n  r a te . To 

b e t te r  u n d e rs ta n d  th is  s tra te g y , I th in k  i t  is im p o r ta n t to  d istinguish  

b e tw e e n  th e  c o n c e p t o f in fla tio n  an d  th e  c o n c e p t o f re la tiv e -p r ic e  

ch a n g e s . This d is tin c tio n  is e s p e c ia lly  c r it ic a l to d a y , w h en  re la tiv e  

p ric e  p re ssu re s  a r e  b o th  g lo b al an d  in te n s e .

T oday, I w ill ex p la in  how  glo b al p rice  p re ssu re s  can  in c re a s e  th e  

co m p lex ity  o f fo rm u la tin g  m o n e ta ry  policy. I w ill begin by d escrib in g  

th e  tra d itio n a l d e fin itio n  o f in fla tio n . T h en , I w ill d iscuss th e  

im p o r ta n t d is tin c tio n  b e tw e e n  in fla tio n  an d  re la tiv e  p rice  p ressu res . 

Finally, I w ill d ra w  on th is d is tin c tio n  to  ex p la in  w hy g lo b alizatio n  

has n o t c u r ta ile d  th e  a b ility  o f m o n e ta ry  p o licy m ak ers to  ac h ie v e  

p ric e  s ta b ility .

P lea se  n o te  t h a t  th e  v iew s I e x p re ss  to d a y  a re  m in e a lo n e  an d  do n o t 

n e c essarily  r e f le c t  th e  v iew s o f my co lle a g u e s  in th e  F e d e ra l R eserve 

S ystem .

Inflation
L et m e begin  by d efin in g  a  w o rd  in th e  e c o n o m is t’s lexicon  t h a t  is 

o f te n  m isu sed  — in fla tio n . In fla tio n  re fe rs  to  d e te r io ra tio n  in th e  

p u rch asin g  p o w er o f m o ney. It o ccu rs  w h en  a  c e n tr a l  b an k  c r e a te s
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m o re  m o n ey  th a n  th e  p u b lic  w a n ts  to  h old . T he re s u lt is an  e v e n tu a l 

rise  in all p rice s  an d  w ag e s. And as long as th is  d isp a rity  b e tw e e n  th e  

su p p ly  an d  d e m a n d  fo r  m o n ey  p e rs is ts , p rice s  an d  w ag e s  w ill k eep  

rising.

Infla tio n  is alw ays a  h o m e-g ro w n , m o n e ta ry  p h en o m en o n  th a t  is 

u ltim a te ly  u n d e r  th e  c o n tro l o f a  c e n tr a l  b an k . How quickly 

in fla tio n a ry  im p u lses f i l te r  th ro u g h  to  w ag es an d  p rices, h o w ev er, 

d e p e n d s  on m any th in g s—m o st im p o rta n tly , on th e  s ta te  o f in fla tio n  

e x p e c ta tio n s  an d  on th e  d e g re e  o f s la ck  in an  eco n o m y . W hen th e  

pu b lic  g e n e ra lly  a n tic ip a te s  in fla tio n  an d  w h en  an ec o n o m y  is 

o p e ra tin g  a t  fu ll c a p a c ity , m o n e ta ry  e x c e s se s  can  quickly  tra n s la te  

in to  h ig h e r p rice s  an d  w ag e s.

G lo b aliza tio n  can  e x a c e rb a te  th e  in fla tio n  p ro cess  only  if i t  so m eh o w  

im p airs c e n tr a l  b an k  o p e ra tio n s , b u t th is  se e m s unlikely. In fa c t, 

so m e sc h o lars  b e lie v e  t h a t  g lo b a liz a tio n  has a c tu a lly im p ro v e d th e  

b eh a v io r o f c e n tr a l  banks by p en aliz in g  th o s e  w h o se  c u rre n c ie s  lack  a 

s ta b le  p u rch asin g  p o w er. T h ese  sch o lars  c o n te n d  t h a t  global 

c o m p e titio n  an d  th e  f re e  flo w  o f f in a n c ia l fu n d s h av e  e n c o u ra g e d  

g o v ern m e n ts  to  e s ta b lish  in d e p e n d e n t, t r a n s p a r e n t  c e n tr a l  banks an d  

to  a c c e p t  m o re  e x c h a n g e -ra te  f lex ib ility .

In d ee d , w o rld  in fla tio n  m o d e ra te d  du rin g  th e  1 9 9 0 s  as th e  global 

in te g ra tio n  o f fin a n c ia l m a rk e ts  a c c e le ra te d . From  th e  e a rly  1 9 7 0 s  to  

th e  e a rly  1 9 9 0 s , fo r  e x a m p le , w o rld  in fla tio n  a v e ra g e d  a ro u n d  16 

p e r c e n t  p e r  y e a r , ac co rd in g  to  th e  In te rn a tio n a l M o n etary  Fund.

Since th e  m id -1 9 9 0 s , w o rld  in fla tio n  has a v e ra g e d  slig h tly  less th a n  5 

p e rc e n t. M ost o f th e  r e c e n t  im p ro v e m e n t has c o m e  fro m  d ev elo p in g  

an d  em erg in g  m a rk e t e c o n o m ie s—g roups t h a t  p reviously  lack ed  

m o n e ta ry -p o lic y  d isc ip lin e . By th e  m id -1 9 8 0 s , c e n tr a l  banks in key 

d e v e lo p e d  c o u n tr ie s —n o ta b ly  th e  U nited  S ta te s , E ngland, J a p a n , and  

m any E u ro p ean  c o u n tr ie s —re g a in e d  m uch o f th e  c re d ib ility  t h a t  th e y  

h ad  lo st in th e  1 9 7 0 s . In th e s e  c o u n trie s , re s id e n ts  b e n e f it  b o th  from  

th e  d ir e c t  e f fe c ts  o f low  an d  s ta b le  in fla tio n , an d  th e  in d ire c t e f fe c ts  

o f having a  c u rre n c y  w ith  in te rn a tio n a l- re s e rv e  s ta tu s . From this 

p e rs p e c tiv e , I do n o t b e lie v e  th a t  g lo b a liz a tio n  p re v e n ts  a  c e n tr a l  

b an k  from  ach iev in g  its  in fla tio n  o b je c tiv e .

Relative-Price Changes
Of c o u rse , p rices can  c h a n g e  fo r  rea so n s  o th e r  th a n  in fla tio n . 

Individual p rice s  co n tin u a lly  a d ju s t  to  ch an g in g  su p p ly  an d  d em an d  

p re ssu re s . E conom ists r e f e r  to  th e s e  as relative-price  a d ju s tm e n ts , 

an d  th e y  a re  fu n d a m e n ta lly  d if fe re n t fro m  in fla tio n .

R e la tiv e -p ric e  ch a n g es  co n v ey  im p o r ta n t in fo rm atio n  a b o u t th e  

sc a rc ity  o f p a r tic u la r  goods an d  se rv ic es . A rising re la tiv e  p rice  

in d ic a te s  t h a t  d e m a n d  is o u ts trip p in g  su p p ly  (o r  th a t  su p p ly  is falling  

b eh in d  d e m a n d ), w h ile  a  fa llin g  re la tiv e  p rice  in d ic a te s  j u s t  th e  

o p p o s ite . A lthough r e la tiv e -p r ic e  ch a n g es  c a n  b e  q u ite  u n c o m fo rta b le  

fo r  co n su m ers, th e y  tra n s m it v ita l in fo rm atio n  n e e d e d  fo r  th e  

e f f ic ie n t a llo c a tio n  o f re so u rc e s  th ro u g h o u t an y  m a rk e t eco n o m y . 

W hen th e  re la tiv e  p rice  o f a  p a r tic u la r  good rises, co n su m ers te n d  to  

co n s e rv e  on t h a t  good an d  look fo r  s u b s titu te s . P ro d u c e rs  r e a c t  to  a  

rising re la tiv e  p rice  by bringing m o re  o f th e  good to  m a rk e t in h o p es 

o f b o o stin g  p ro fits .

In fla tio n , by c o n tra s t,  c o n tr ib u te s  no in fo rm atio n  u sefu l to  o u r 

co n su m p tio n , p ro d u c tio n , an d  la b o r ch o ice s . If an y th in g , in fla tio n  can 

ad d  no ise  to  th e  p rice  signals t h a t  inform  o u r d ec isio n s an d  m ay le ad  

p e o p le  to  m ak e u n sound ec o n o m ic  ch o ice s . Even w o rs e , in fla tio n  can 

c a u s e  p e o p le  to  s h if t tim e  an d  re so u rc e s  aw ay from  a c tiv itie s  th a t  

fo s te r  p ro d u ctio n  an d  lo n g -te rm  ec o n o m ic  g ro w th  an d  to w ard  

a c tiv itie s  t h a t  se rv e  only  to  p r o te c t  th e ir  w e a lth , r a th e r  th a n  to  

ex p a n d  it.
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G lo b aliza tio n  d o es  n o t im p a ir  a  c e n tr a l  b a n k ’s a b ility  to  co n tro l 

in fla tio n , b u t — as r e c e n t  e v e n ts  d e m o n s tra te  — i t  can  so m e tim es 

m agnify  r e la tiv e -p r ic e  ch a n g es  by ex p o sin g  in d iv id u al c o u n trie s  m o re 

in te n s e ly  to  g lo b al d e m a n d  an d  su p p ly  p re ssu re s . Som e o f th e s e  

a f f e c t  c o n s u m e rs ’ p o ck e tb o o k s d ire c tly , as th ro u g h  th e  p rice s  o f 

im p o rte d  an d  e x p o r te d  goods. O th ers , o f co u rse , a re  less d ire c t. A lo t 

o f d o m e stic  p ro d u ctio n  uses fo re ig n  in p u ts , so d o m e stic  co s ts  can  rise 

an d  fa ll w ith  g lo b al p ric e  sh ocks. S im ilarly, fo re ig n  c o m p e titio n  will 

a f f e c t  th e  p ricing  s tr a te g y  o f d o m e stic  firm s an d  th e  w ag e  d em an d s 

o f d o m e stic  la b o r o rg a n iz a tio n s. Som e o f th e  o th e r  b e n e fic ia l e f fe c ts  

o f g lo b a liz a tio n  a re  ev e n  h a rd e r  to  s e e . By fo s te rin g  sp e c ia liz a tio n  

an d  te ch n o lo g y  tra n s fe rs , g lo b al m a rk e t in te g ra tio n  slow ly im proves 

p ro d u ctiv ity  an d  lo w ers u n it c o s ts , th e re b y  su p p o rtin g  lo w er in fla tio n .

At tim e s , h o w ev er, d e v e lo p m e n ts  in w o rld  m a rk e ts  can  c r e a te  

o b s ta c le s  fo r  c e n tr a l  banks. P e tro le u m , a g ric u ltu ra l goods, an d  m any 

o th e r  c o m m o d ities  a re  now  e x p e rie n c in g  s tro n g  u p w ard  re la tiv e -p r ic e  

p re ssu re s . Tw o fa c to rs  se e m  to  a c c o u n t fo r  m o st o f th is . F irs t, th e  

w o rld  has e x p e r ie n c e d  n ea rly  u n p re c e d e n te d  e c o n o m ic  p e rfo rm a n c e  

in r e c e n t  y e a rs . B etw een  2 0 0 4  an d  2 0 0 7 , w o rld  o u tp u t  e x p a n d e d  a t  a

4 .8  p e r c e n t  a v e ra g e  a n n u a l r a te .  W hile em erg in g  m a rk e ts  in Asia, 

n o ta b ly  C hina an d  In d ia, a p p e a r  to  h av e  led  th e  w ay , n ea rly  ev e ry  

n a tio n  on e a r th  s h a re d  in th e  ex p a n sio n . This g ro w th  and  

d e v e lo p m e n t, h o w ev e r, has p la c e d  g r e a te r  d e m a n d s on w orld  

re so u rc e s , le ad in g  to  sh a rp  in c re a se s  in re la tiv e  p rice s . S ince 2 0 0 2 , 

th e  p ric e  o f fo o d  im p o rte d  in to  th e  U nites S ta te s  has in c re a se d  a t  an 

a v e ra g e  a n n u a l r a te  n ea rly  4  p e r c e n t  f a s te r  th a n  th e  CPI, an d  th e  

p ric e  o f im p o rte d  in d u stria l c o m m o d ities  has in c re a se d  a t  an  a v e ra g e  

a n n u a l r a te  15  p e r c e n t  f a s te r  th a n  th e  CPI.

T he se c o n d  fa c to r  p u ttin g  u p w ard  p re s s u re  on re la tiv e  co m m o d ity  

p rices  is th e  d o lla r ’s d e p re c ia tio n . Since e a rly  2 0 0 2 , th e  d o lla r  has 

fa lle n  a t  a  5  p e r c e n t  a v e ra g e  a n n u a l r a te  on a  b ro ad , t ra d e -w e ig h te d  

basis. A d o lla r  d e p re c ia tio n  ra ises  th e  d o lla r  p rice  o f goods th a t  U.S. 

re s id e n ts  im p o rt. It also lo w ers th e  fo re ig n -c u rre n c y  p rice  o f all 

d o lla r-d e n o m in a te d  goods, w h e th e r  th e y  a r e  p ro d u c e d  in th e  U nited 

S ta te s  o r  a b ro a d . In th is  w ay , a  d o lla r  d e p re c ia tio n  sh ifts  w orld  

d e m a n d  to w a rd  all goods d e n o m in a te d  in d o lla rs, w hich  th e n  raises 

th e  re la tiv e  d o lla r  p ric e  o f a ll such  tr a d e d  goods.

R e la tiv e -p ric e  p re ssu re s  can  b e  fa irly  b ro a d -b a s e d . Oil and 

a g ric u ltu ra l p ro d u c ts  e n t e r  th e  p ro d u ctio n  p ro ce sses  o f a  w id e  ran g e  

o f o th e r  goods, from  p la stic s  to  p ro c e sse d  fo o d s. R e la tiv e -p ric e  

p re ssu re s  c a n  also  b e p e rs is te n t . Oil p rices h av e r a tc h e te d  up o v er 

th e  p a s t n in e y e a rs  an d  th e  d o lla r  has d e p re c ia te d  fo r  m o re  th a n  six 

y e a rs . N ev e rth e le ss , as long as a  c e n tr a l  b an k  is n o t c re a tin g  an 

ex c essiv e  a m o u n t o f m o ney, th e s e  re la tiv e  p rice  p re ssu re s  o u g h t to  

b e  tra n s ito ry . As co n su m ers sp e n d  m o re  m o n ey  fo r  h ig h e r-p riced  

p e tro le u m  an d  a g ric u ltu ra l goods, th e y  e v e n tu a lly  h av e  less m oney to  

sp e n d  on o th e r  goods an d  se rv ic e s . O th e r  re la tiv e  p rice s  m u st th e n  

fa ll. E v en tu ally , th e  a v e ra g e  r a te  a t  w hich  p rices ch a n g e  w ill b e  th e  

in fla tio n  r a te  as d e te rm in e d  by th e  c e n tr a l  bank.

Now, c le a rly , if p e o p le  sp e n d  m o re  on n e c e s s itie s  such  as h igher- 

p rice d  e n e rg y  an d  a g ric u ltu ra l goods, th e ir  o v e ra ll c o s t o f living w ill 

rise . If th e y  do n o t also  p ro d u c e  an d  se ll th e s e  sa m e  c o m m o d ities  — 

as is ty p ically  th e  c a s e  — th e ir  s ta n d a rd s  o f living w ill fa ll, th a t  is, 

th e ir  in co m es w ill buy less. In d ee d , w e  h av e  re c e n tly  w itn e s s e d  food 

rio ts  in so m e d ev e lo p in g  c o u n trie s . W hile so m e tim e s  d e v a s ta tin g , 

th e s e  g lo b al r e la tiv e -p r ic e  p re ssu re s  a re  n o t th e  sa m e  th in g  as 

in fla tio n .

Central Banks in a Global Economy
I h av e d raw n  a  s u b tle , b u t im p o r ta n t d is tin c tio n  b e tw e e n  re la tiv e -
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p ric e  p re ssu re s  an d  in fla tio n . C e n tra l banks c a n n o t do a n y th in g  a b o u t 

re la tiv e  p rice s . W e do n o t p ro d u c e  o il, w h e a t, r ice , o r  an y  o th e r  

c o m m o d ities . B ut th ro u g h  o u r m o n e ta ry  policy  a c tio n s , w e  can  c r e a te  

o r  p re v e n t in fla tio n . G lo b aliza tio n  has n o t fu n d a m e n ta lly  im p a ired  

o u r a b ility  to  p ro v id e lo n g -te rm  p rice  s ta b ili ty , b u t i t  co m p lic a te s  

m o n e ta ry  policy  in a t  le a s t  tw o  key w ays.

F irst, g lo b al re la tiv e  p ric e  shocks can  o b sc u re  a  p o lic y m a k er’s ab ility  

to  in te r p r e t  p rice  s ta tis t ic s ,  m aking it  h a rd e r  to  d istin g u ish  b e tw e e n  

te m p o ra ry  re la tiv e -p r ic e  ch a n g es  an d  in fla tio n  tre n d s . W e find 

o u rse lv e s n ee d in g  to  an a ly z e  such th in g s as th e  u n d erly in g  n a tu re  of 

fo re ig n  d is tu rb a n c e s , o r  th e  p e rs is te n c e  o f e x c h a n g e -ra te  c h a n g e s , or 

th e  d e g re e  o f p a s s-th ro u g h  to  im p o rt p rice s , o r  th e  resp o n se  of 

d o m e stic  c o m p e tito rs . Sim ply p u t, g lo b a liz a tio n  re q u ire s  us to  e x p a n d  

th e  a m o u n t o f in fo rm atio n  w e  co n s id e r in o u r p o licy -m ak in g  p ro cess. 

S econd, o u r a b ility  to  a c c u ra te ly  in te r p r e t  p rice  s ta tis t ic s  a ffe c ts  o u r 

a b ility  to  c o m m u n ic a te  e f fe c tiv e ly  w ith  th e  p u b lic . E ffectiv e  

c o m m u n ic a tio n  h elps us a n c h o r  in fla tio n  e x p e c ta tio n s . Lapses in o u r 

a b ility  to  co n v ey  a c c u r a te  an d  tim e ly  in fo rm atio n  a b o u t th e  

u n d erly in g  n a tu re  o f p r ic e  ch a n g es  can  c r e a te  u n c e r ta in tie s  a b o u t 

c e n tr a l  b an k  o b je c tiv e s , d a m a g e  o u r c re d ib ility , an d  im p o se c o s ts  on 

th e  eco n o m y .

But, as I h av e sa id  th ro u g h o u t my ta lk  to d a y , g lo b alizatio n  

c o m p lic a te s  o u r task; i t  d o es n o t p re v e n t us fro m  ach iev in g  o u r goals.

Conclusion
I h o p e  t h a t  my rem a rk s  h av e f u r th e r  c la r if ie d  th e  s u b tle , b u t v ery  

im p o rta n t, d if fe re n c e  b e tw e e n  r e la tiv e -p r ic e  p re ssu re s  an d  in fla tio n .

I b e lie v e  t h a t  th e  d if fe re n c e  h inges on a  d is tin c tio n  b e tw e e n  re la tiv e -  

p ric e  c h a n g e s , w hich  c e n tr a l  banks c a n  do n o th in g  a b o u t, an d  

in fla tio n , w hich  c e n tr a l  banks c o n tro l.

As I o u tlin e d , g lo b a liz a tio n  has in c re a s e d  th e  c o m p le x ity  of 

d istin g u ish in g  b e tw e e n  r e la tiv e -p r ic e  ch a n g es  an d  in fla tio n , b u t I do 

n o t b e lie v e  th a t  g lo b a liz a tio n  has fu n d a m e n ta lly  c u r ta ile d  th e  a b ility  

o f c e n tr a l  banks to  a c h ie v e  th e ir  in fla tio n  o b je c tiv e s .
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