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Alberto G Musalem: International spillovers and policies 

Remarks by Mr Alberto G Musalem, Executive Vice President of the Integrated Policy 
Analysis Group of the Federal Reserve Bank of New York, at the People’s Bank of China-
Federal Reserve Bank of New York Joint Symposium, Hangzhou, Zhejiang, China, 15 Mach 
2016. 

*      *      * 

Good morning. Thank you for the opportunity to speak here in Hangzhou about the important 
theme of international spillovers. By exchanging perspectives and experiences we can forge 
relationships and a shared understanding that can lead to better economic outcomes. I will 
focus mostly on the interaction of international spillovers with policy frameworks within and 
across countries. I will do this from the vantage point of a domestic economy experiencing 
foreign spillovers. I will then briefly turn to considerations from a U.S. perspective. As always, 
my remarks reflect my own views and not necessarily those of the Federal Reserve Bank of 
New York, the Federal Open Market Committee (FOMC), or the Federal Reserve System.1  
International spillovers encompass a broad topic with respect to their sources and channels. 
Before narrowly focusing on monetary sources and associated channels, it seems 
appropriate to first take a broader view of the various sources. Foreign spillovers can 
emanate from monetary, fiscal, regulatory, currency or trade policies. Spillovers can also 
arise from endogenous productivity changes, from financial stability developments, and from 
a global financial cycle.2  
The Mundell-Fleming logic remains relevant for thinking about policy options of open 
economies. It provides lessons on channels of transmission, basic tradeoffs across 
objectives, and the effectiveness of policy responses.3 The channels of macroeconomic and 
financial transmission among open and interdependent economies occur through the current 
account of the balance of payments, the capital account, or both. From the vantage point of 
the domestic economy, there are three main channels of transmission: the exchange rate; 
the external demand; and the interest rate or risk-premia channel. The last can be more 
broadly defined as the financial conditions channel. 
The intensity of transmission of spillovers will depend on the monetary policy, currency policy 
and the real and financial openness of the economy being affected by external 
developments. Other relevant characteristics include the flexibility of labor and product 
markets; the depth, safety and soundness of the financial system; and the economy’s 
position as an international creditor or debtor. 
The Mundell-Fleming framework suggests that a country with a high degree of capital 
mobility and a flexible currency will be in a favorable position to use monetary policy to attain 
its internal growth and inflation objectives. When foreign interest rates increase and financial 
conditions tighten, changes in relative prices brought about by currency fluctuations can help 
to absorb the external shocks. The positive expenditure switching effect from currency 
depreciation improves the trade balance and supports demand. It is sufficiently larger than 
the negative investment demand effect from higher interest rates, such that internal balance 
is attained and monetary policy is able to pursue domestic inflation and growth objectives.4 

                                                
1  Linda Goldberg, Paolo Pesenti, Joseph Tracy and Matthew Higgins contributed to these remarks. 
2  A global financial cycle refers to the global co-movement of credit by banks and capital markets, asset prices, 

term premia, and risk premia. 
3  Fleming (1962) and Mundell (1963). 
4  Krugman (1999). The balance sheet effects imparted from a large international debtor position may work 

against achievement of an improved external balance and attainment of internal balance. 
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Different policy options are available to a country with a high degree of capital mobility and a 
preference for currency stability. A country may prefer currency stability as an effective 
nominal anchor, or because of concerns about the broader uncertainties associated with 
currency volatility. Regardless of the reason and because the exchange rate is not available 
to absorb external shocks, this country will be in an unfavorable position to achieve domestic 
macroeconomic objectives by using monetary policy. Instead, monetary policy is aimed at 
external adjustment. Tighter foreign monetary policy and financial conditions need to be 
validated by tighter domestic monetary policy to maintain currency stability. With domestic 
monetary conditions effectively imported from abroad, they may sometimes conflict with 
domestic growth and inflation objectives. Simply put, currency stability is prioritized. 
These policy considerations are summarized in the well-known international policy trilemma. 
It says that a country cannot simultaneously maintain independent monetary policy focused 
on domestic objectives, a high degree of capital mobility, and currency stability. Any two of 
these regime characteristics can be chosen, but not all three. While the trilemma suggests 
sharp tradeoffs, additional policy tools can soften the tradeoffs. 
Fiscal policy is one tool that serves this purpose. When foreign credit conditions tighten, 
expansionary fiscal policy can allow a country with a high degree of capital mobility, and a 
policy preference for currency stability, to effectively manage towards domestic 
macroeconomic objectives and internal balance. In fact, fiscal policy can also be used to 
rebalance the composition of demand towards the desired mix of investment and 
consumption. 
Softer tradeoffs than implied by the trilemma are suggested by some of the empirical 
evidence on interest rate co-movements. For example, there is ample evidence that 
domestic short-term interest rates become progressively less correlated with short-term 
interest rates in large foreign countries, and that monetary policy is more autonomous, as 
countries move from high capital mobility to low capital mobility, and from rigid currencies to 
flexible currencies.5  
Using foreign exchange reserves to support currency stability is unlikely to be as effective in 
enabling the country to attain domestic growth and inflation objectives. If losses of foreign 
reserves are not sterilized, the effect will be similar to that of domestic monetary tightening, 
and as already discussed, might work against domestic growth and inflation objectives. If 
reserve losses are sterilized and the underlying cause of capital outflows is not addressed, 
reserves losses can be persistent. 
Macroprudential policy provides an additional tool that can add degrees of freedom and help 
soften the tradeoffs of the trilemma. Macroprudential policy can potentially temper spillovers 
by modulating the type of buildup of financial imbalances that contributed to the Asian crisis 
of 1997, countless other emerging market crisis, the global financial crisis of 2008 and the 
subsequent euro area crisis of 2011. Progress continues to be made in designing 
macroprudential policy frameworks, in definition of objectives, and in developing appropriate 
instruments, calibration and communication. 
Capital flow management can be viewed as the part of the macroprudential toolkit that 
operates across borders. Over the last five years, capital flow management has received 
increased attention, first in managing inflows and, more recently, in managing outflows.6 A 
consensus has emerged that capital flow management can be useful as part of a broader set 
of policy tools. In fact, the effectiveness of capital flow management may be limited if not 
appropriately supported by monetary, fiscal, exchange rate and prudential policies, or the 

                                                
5  Obstfeld, Shambaugh and Taylor (2005), Goldberg (2013), Klein and Shambaugh (2015) and Obstfeld (2015). 
6  G20 (2010), IMF (2012), Farhi and Werning (2014) and IMF (2015). 
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warranted macroeconomic adjustment. Also, capital flow management practices that are 
transparent, temporary, and targeted seem to work best. 
Spillovers from foreign countries are not confined only to conventional monetary policies, nor 
is the U.S. the sole source of transmission. There also is evidence that the unconventional 
monetary policies of the ECB and the BOJ have spilled over onto the U.S. yield curve and 
broader financial conditions.7 This is interesting because all three monetary areas share the 
characteristics of flexible currencies and capital mobility. 
I will now conclude with a few related comments from the U.S. perspective. 
The Fed’s statutory mandate, like that of other central banks, is domestic. The Federal 
Reserve Act states that the Fed should “promote effectively the goals of maximum 
employment, stable prices, and moderate long-term interest rates”. Within this mandate, 
there are good reasons to consider the international effects of monetary and regulatory 
policies. The U.S. economy and the economies of the rest of the world have important 
feedback effects on each other, and adverse international spillovers can harm U.S. 
prosperity. 
Like other central banks, the Federal Reserve can help promote global prosperity and 
stability, by promoting growth and stability at home. The FOMC has taken a number of steps 
in recent years to increase transparency and improve communications, to effectively convey 
policy intentions to market participants and policymakers. The Fed has also made 
considerable progress in strengthening the safety and soundness of the U.S. financial 
system, through improved regulation and supervision of banks and a broader group of 
systemically important institutions. A stronger U.S. banking system better protects against 
future shocks, provides a more solid foundation for domestic growth, and therefore also 
enhances prospects for growth and financial stability abroad. 
I look forward to a discussion with fellow panelists and also to engaging with conference 
participants over the next two days. 
Thank you for your attention. 

References 
Ehrmann, M. & M. Fratzscher (2005). Equal Size, Equal Role? Interest Rate 
Interdependence Between the Euro Area and the United States, Royal Economic Society, 
vol. 115 (506), pages 928–948, October. 
Farhi, E. and I. Werning (2014). Dilemma not Trilemma? Capital Controls and Exchange 
Rates with Volatile Capital Flows, IMF Economic Review, pp. 62: 569–605. 
Federal Open Market Committee (2016), Statement on Longer-Run Goals and Monetary 
Policy Strategy, Adopted effective January 24, 2012; as amended effective January 26, 
2016. 
Federal Open Market Committee (2016), Policy Statement, January 27, 2016. 
Fleming, M. (1962). Domestic Financial Policies under Fixed and under Floating Exchange 
Rates, IMF staff papers, 9 (3), pp. 369–380. 
G20 (2010), Summit Leaders’ Declaration, Seoul, Korea, November 11 – 12, 2010. 
Goldberg, L. (2013). Banking Globalization, Transmission, and Monetary Policy Autonomy, 
Sveriges Riksbank Economic Review (Special Issue), pp. 161–193. 

                                                
7  http://www.federalreserve.gov/aboutthefed/section2a.htm. 

http://www.federalreserve.gov/aboutthefed/section2a.htm


  

 

4 BIS central bankers’ speeches 
 

IMF (2105), The IMF’s Approach to Capital Account Liberalization Revisiting the 2005 IEO 
Evaluation, Independent Evaluation Office, Washington, D.C. 
IMF (2015), 2015 Spillover Report, Washington, D.C. 
IMF (2012), The Liberalization and Management of Capital Flows: an Institutional View, 
Washington, D.C. 
Klein, M. and Shambaugh, J. (2015). “Rounding the Corners of the Policy Trilemma: Sources 
of Monetary Policy Autonomy”, American Economic Journal: Macroeconomics 2015, 7 (4): 
33–66, http://dx.doi.org/10.1257/mac.20130237. 
Krugman, P. (1999). Balance Sheets, the Transfer Problem, and Financial Crises, in 
International Finance and Financial Crises: Essays in Honor of Robert Flood, edited by Peter 
Isard, Assaf Razin and Andrew Rose (Springer Netherlands) pp. 31–55. 
Mundell, R. (1963). Capital Mobility and Stabilization Policy under Fixed and Flexible 
Exchange Rates, Canadian Journal of Economic and Political Science, 29 (4), pp.475–485. 
Obstfeld, M. (2015). Trilemmas and tradeoffs: living with financial globalization, BIS Working 
Papers No 480. 
Obstfeld, M., Shambaugh, J., and Taylor, A. (2005). The Trilemma in History: Tradeoffs 
among Exchange Rates, Monetary Policies, and Capital Mobility, Review of Economics and 
Statistics, vol. 87 (3). 
Rey, H. (2014). International Channels of Transmission of Monetary Policy and the 
Mundellian Trilemma, London Business School, Paper presented at the 15th Jacques Polak 
Annual Research Conference Hosted by the International Monetary Fund, Washington, D.C., 
November 13–14. 
United States Congress (1913), Federal Reserve Act, Amended 1977, Section 2A. 

http://dx.doi.org/10.1257/mac.20130237


<<

  /ASCII85EncodePages false

  /AllowTransparency false

  /AutoPositionEPSFiles true

  /AutoRotatePages /PageByPage

  /Binding /Left

  /CalGrayProfile (Gray Gamma 2.2)

  /CalRGBProfile (sRGB IEC61966-2.1)

  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)

  /sRGBProfile (sRGB IEC61966-2.1)

  /CannotEmbedFontPolicy /Warning

  /CompatibilityLevel 1.6

  /CompressObjects /Tags

  /CompressPages true

  /ConvertImagesToIndexed true

  /PassThroughJPEGImages false

  /CreateJobTicket false

  /DefaultRenderingIntent /Default

  /DetectBlends true

  /DetectCurves 0.1000

  /ColorConversionStrategy /LeaveColorUnchanged

  /DoThumbnails false

  /EmbedAllFonts true

  /EmbedOpenType false

  /ParseICCProfilesInComments true

  /EmbedJobOptions true

  /DSCReportingLevel 0

  /EmitDSCWarnings false

  /EndPage -1

  /ImageMemory 1048576

  /LockDistillerParams true

  /MaxSubsetPct 100

  /Optimize true

  /OPM 1

  /ParseDSCComments true

  /ParseDSCCommentsForDocInfo false

  /PreserveCopyPage false

  /PreserveDICMYKValues true

  /PreserveEPSInfo false

  /PreserveFlatness true

  /PreserveHalftoneInfo false

  /PreserveOPIComments false

  /PreserveOverprintSettings true

  /StartPage 1

  /SubsetFonts true

  /TransferFunctionInfo /Apply

  /UCRandBGInfo /Remove

  /UsePrologue false

  /ColorSettingsFile ()

  /AlwaysEmbed [ true

    /SymbolMT

    /Wingdings-Regular

  ]

  /NeverEmbed [ true

  ]

  /AntiAliasColorImages false

  /CropColorImages true

  /ColorImageMinResolution 150

  /ColorImageMinResolutionPolicy /OK

  /DownsampleColorImages true

  /ColorImageDownsampleType /Bicubic

  /ColorImageResolution 150

  /ColorImageDepth -1

  /ColorImageMinDownsampleDepth 1

  /ColorImageDownsampleThreshold 1.00000

  /EncodeColorImages true

  /ColorImageFilter /DCTEncode

  /AutoFilterColorImages true

  /ColorImageAutoFilterStrategy /JPEG

  /ColorACSImageDict <<

    /QFactor 0.76

    /HSamples [2 1 1 2] /VSamples [2 1 1 2]

  >>

  /ColorImageDict <<

    /QFactor 0.76

    /HSamples [2 1 1 2] /VSamples [2 1 1 2]

  >>

  /JPEG2000ColorACSImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 15

  >>

  /JPEG2000ColorImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 15

  >>

  /AntiAliasGrayImages false

  /CropGrayImages true

  /GrayImageMinResolution 150

  /GrayImageMinResolutionPolicy /OK

  /DownsampleGrayImages true

  /GrayImageDownsampleType /Bicubic

  /GrayImageResolution 150

  /GrayImageDepth -1

  /GrayImageMinDownsampleDepth 2

  /GrayImageDownsampleThreshold 1.00000

  /EncodeGrayImages true

  /GrayImageFilter /DCTEncode

  /AutoFilterGrayImages true

  /GrayImageAutoFilterStrategy /JPEG

  /GrayACSImageDict <<

    /QFactor 0.76

    /HSamples [2 1 1 2] /VSamples [2 1 1 2]

  >>

  /GrayImageDict <<

    /QFactor 0.76

    /HSamples [2 1 1 2] /VSamples [2 1 1 2]

  >>

  /JPEG2000GrayACSImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 15

  >>

  /JPEG2000GrayImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 15

  >>

  /AntiAliasMonoImages false

  /CropMonoImages true

  /MonoImageMinResolution 1200

  /MonoImageMinResolutionPolicy /OK

  /DownsampleMonoImages true

  /MonoImageDownsampleType /Bicubic

  /MonoImageResolution 600

  /MonoImageDepth -1

  /MonoImageDownsampleThreshold 1.00000

  /EncodeMonoImages true

  /MonoImageFilter /CCITTFaxEncode

  /MonoImageDict <<

    /K -1

  >>

  /AllowPSXObjects false

  /CheckCompliance [

    /None

  ]

  /PDFX1aCheck false

  /PDFX3Check false

  /PDFXCompliantPDFOnly false

  /PDFXNoTrimBoxError true

  /PDFXTrimBoxToMediaBoxOffset [

    0.00000

    0.00000

    0.00000

    0.00000

  ]

  /PDFXSetBleedBoxToMediaBox true

  /PDFXBleedBoxToTrimBoxOffset [

    0.00000

    0.00000

    0.00000

    0.00000

  ]

  /PDFXOutputIntentProfile (None)

  /PDFXOutputConditionIdentifier ()

  /PDFXOutputCondition ()

  /PDFXRegistryName ()

  /PDFXTrapped /False



  /CreateJDFFile false

  /Description <<





    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e55464e1a65876863768467e5770b548c62535370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200036002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>

    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc666e901a554652d965874ef6768467e5770b548c52175370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200036002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>

    /CZE <>

    /DAN <>

    /DEU <>

    /ESP <>

    /ETI <>

    /FRA <>







    /HUN <>

    /ITA (Utilizzare queste impostazioni per creare documenti Adobe PDF adatti per visualizzare e stampare documenti aziendali in modo affidabile. I documenti PDF creati possono essere aperti con Acrobat e Adobe Reader 6.0 e versioni successive.)

    /JPN <>

    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020be44c988b2c8c2a40020bb38c11cb97c0020c548c815c801c73cb85c0020bcf4ace00020c778c1c4d558b2940020b3700020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200036002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>

    /LTH <>

    /LVI <>

    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken waarmee zakelijke documenten betrouwbaar kunnen worden weergegeven en afgedrukt. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 6.0 en hoger.)

    /NOR <>

    /POL <>

    /PTB <>





    /SKY <>



    /SUO <>

    /SVE <>

    /TUR <>



    /ENU (Use these settings to create Adobe PDF documents suitable for reliable viewing and printing of business documents.  Created PDF documents can be opened with Acrobat and Adobe Reader 6.0 and later.)

  >>

>> setdistillerparams

<<

  /HWResolution [600 600]

  /PageSize [595.276 841.890]

>> setpagedevice



