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What seems like many, many, months ago - in April in fact - | started a blog. In my first post | wrote that Covid-19
would be the main theme that I'd write about over the subsequent few weeks. Back in April, | suspect that many of
us were hoping that the pandemic would be an unprecedented but relatively short-lived phenomenon. Things
haven't quite turned out that way and, as we start to learn to live with the virus, I'd like today to talk about the
pandemic’s impact on the economy and the implications for monetary policy in particular.

The response to the pandemic has had a significant impact on current economic activity and increased uncertainty
about the future. Undoubtedly, the pandemic will also leave a legacy of structural change, some of which will be an
acceleration of trends already in motion and some of which is, as yet, unclear or perhaps even invisible. We are
already experiencing changes which could have profound and long-lasting implications for the way we live, work,
consume and communicate. These times of disruption can pose significant challenges, but they can also be an
impetus for progress. For policy makers, it is important to adapt to the new world by minimising the costs of any
transition and ensuring that strategies remain effective.

By coincidence, my ECB Governing Council colleagues and | have embarked on a review of our monetary policy
strategy, the first in 17 years. The environment in which we started the review is, of course, very different to what
we're facing today and, | suggest, what we're likely to face in the future. But in times of calm and in times of crisis, the
ECB’s mandate remains constant: the maintenance of price stability and, without prejudice to that, to support the
economic policies of the European Union. To fulfil our mandate, we need to ensure that our monetary policy
measures transmit smoothly across the euro area as a whole. This transmission can be impeded by a number of
factors such as risk aversion across national lines, an incomplete banking union and the absence of fully integrated
financial, capital and credit markets. Crises can throw these factors into sharp relief and can even alter the
framework in which we operate. It means that when making policy decisions we need to consider our mandate as
well as the prevailing macroeconomic and institutional framework, and any structural shifts underway in the
economy.

The ECB'’s strategy review is an opportunity to take stock of such structural shifts, and how the operating
environment might have changed, including as a result of the pandemic. | mentioned some of these issues in a speech
back in February.? For instance, the interplay between monetary and fiscal policies, (as outlined in an Economic
Letter just published by the Central Bank?®), always important, has certainly become more prominent with the
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pandemic. Moreover, while many structural forces are beyond the control of monetary policy, they nonetheless have
asignificant role to play in its transmission. The unusual nature of the recent shock certainly raises some interesting

questions:

¢ Will the pandemic have lasting effects on the pace and shape of globalisation?

e Have global value chains been irreparably damaged?

e What does the acceleration in digitalisation imply for labour markets, growth and productivity?
e Will the increase in e-commerce lead to more price flexibility?

¢ And how well do our measures capture price developments felt by consumers?

Today | want to provide some reflections on these issues.

In simple terms, the crisis has shone a bright light on globalisation’s costs and benefits. First, firms are likely to take
greater account of tail risks, resulting in supply chains that are more local and robust. Second, the accelerated pace
of digitalisation will change how we live, work and spend, and is relevant for the conduct of monetary policy. The
pandemic increased remote working and electronic payments but reduced in-person services such as retail, travel,
hospitality, changes that may outlive the virus. Third, as price stability is the central bank’s primary mandate in the
euro area, | want to discuss how this crisis affects inflation and how we measure it. Given the complex web of supply
and demand effects at play, interpreting the outlook for inflation can be a challenge.

Each of these trends will have implications for the natural rate of interest, consumer behaviour, risk preferences and
the structure of the economy and are key concerns for monetary policy and the ECB’s review. My colleagues and |
are particularly interested in listening to the views of people from all across the euro area. The ‘ECB Listens Portal’
enables people to tell us what price stability means to them, what their economic expectations and concerns are,
what issues generally matter to them and how best we can reach them. |1 would encourage everyone to fill out the
survey before it closes at the end of October and have their voice heard.*

Globalisation

Turning first to the issue of globalisation, an important topic at the Institute of International and European Affairs

and one that | have been interested in for some time.>

Across history, globalisation and pandemics have been tightly intertwined. Indeed, the word quarantine derives from
the Latin, quadraginta, and the more recent Italian quaranta, meaning ‘forty’, used during the Black Death when ships,
their passengers and crew were isolated before going ashore. The very nature of a quarantine - to prevent the
spread of a virus - restricts the movement of goods and people and, inevitably, has an impact on the trading of goods
and services in an interconnected world. It happened during the 17th century and is no less resonant today. Perhaps
the difference over the centuries is that the rise of global value chains has increased the contagion of any shock in
terms of both the extent and pace of interconnectedness. It is clear that over the past few months, the global flow of
goods, services, capital and people interacted with the pandemic and indeed contributed to the spread of COVID-19.

Both the pandemic and the ECB’s strategy review provide an opportunity to consider the question of what we mean
by globalisation. For me it’s all about interconnectedness. Globalisation can be thought of as an interconnected and
integrated system across the world rather than just the sum of individuals, firms and financial markets. Global
interconnectedness is reflected in the multidimensional ebbs and flows of goods, services, capital, labour, ideas and
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knowledge across national borders. It offers benefits by allocating efficiency and risk sharing across the world. But
as this crisis and other global crises have highlighted it also increases the potential for the cross-border transmission
of shocks. The strategy review provides the ideal opportunity to increase our understanding of globalisation and its
consequences for our monetary policy.

Shifts in globalisation trends are not new phenomena. The first true wave of modern globalisation - distinguishing
from the activities of the Phoenicians in 1500 BC, or even when they apparently traded with Ireland in the 8t
century BC - materialised in the 18th and 19t centuries, emerging from the Industrial Revolution and innovations in
transport such as the steam boat and train networks. This was interrupted by the two world wars during the first half
of the 20t century but the end of World War 11, combined with advances in transport such as the plane and car, and

the fall of the Iron Curtain, gave way to another wave of globalisation.

The accelerated pace of interconnectedness witnessed over the past couple of decades comprises further waves of
globalisation and reflects a number of key developments. Advances in technology, telecommunications, transport -
most notably the internet itself - reduced the transport costs of goods and services. This also facilitated the
increased flow of information across the world. Even less sophisticated inventions that surfaced during the mid-20t
century such as the shipping container reduced significantly the costs and resources of shipping goods
internationally.® These developments, combined with financial liberalisation and innovation, increased international
economic and financial integration that would have been inconceivable in the earlier waves of globalisation. And in
the 215t century, one of the most notable economic developments has been the integration of China and its rising
prominence in the world economy. The world has also seen greater assimilation of global value chains which was the
dominant mode of manufacturing, at least until earlier this year before the pandemic arrived.

Global interconnectedness has been with us for a very long time and is here to stay. But the pandemic unmasked the
fragility of the modern global supply chain, just as the financial crisis revealed the susceptibility of the global
economy to systemic risk.” In 2020, trade across the world declined abruptly. Multinational firms were faced with a
supply shock due to factory closures and social distancing constraints. They faced a demand shock as mandatory
lockdowns curbed customer purchases. The concentration of China in global value chains, combined with the
shutdown of its factories, created obstacles for its trading partners. Increased trade protectionism and the tariffs
that emerged in recent years had already led firms and governments to reconsider global supply chains.8 The
pandemic has accelerated a revisit of global production processes and supply chains.

Global trade and international capital flows matter for monetary policy and any changes brought on by the pandemic
will likewise have an impact on the economic environment in which central banks operate. Greater global
interconnectedness increased the importance of international prices relative to domestic prices, meaning that
inflation became relatively less sensitive to developments in the domestic economy. Moreover, as common shocks
propagated over complex value chains and monetary policy frameworks converged, inflation across the world
displayed a common factor.? These trends altered the relationship between inflation and economic slack, as
described by the Phillips curve. And while the effects of globalisation on inflation can vary across countries and time,
it is important to consider it in an analytical framework that allows such key parameters to change over time.1° The
importance of understanding and forecasting inflation for monetary policy means we also need to understand the
feedback loops by which domestic monetary policy decisions affect the global economy and global financial
conditions, which in turn spill back to domestic macro-financial conditions and inflation.

In short, greater interconnectedness raises important implications for the monetary policy transmission mechanism,
the reaction function of the central bank, our policy toolkit and for the economic and monetary analysis in the
context of the ECB’s two-pillar framework. The international transmission of both our conventional and
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unconventional monetary policy means we as policymakers need to understand these mechanisms and how they

shape the design and impact of our decisions and actions.
Digitalisation

The second issue | want to address is digitalisation. In the modern era, it is hard to talk about the future of monetary
policy without acknowledging the role of technology. Although perhaps self-evident. It is worth saying that
digitalisation has implications for labour markets, productivity, payments, consumption, price measurement and, in
fact, for our entire understanding of economic activity. It is very relevant to the transmission of monetary policy, as
all of us will have noticed since the pandemic started. Technology has mitigated the impact of the crisis by allowing
us to more easily work from home, attend seminars with people across the world from our dining room table, and
settle transactions without the exchange of physical currency, among other things. It seems likely that at least some
of the changes in behaviour brought on by the pandemic will outlive the virus and will have implications for the
conduct of monetary policy.

Even prior to COVID-19, we had seen a significant switch towards ‘non-cash’ payments. Between 2014 and 2018,
the number of card payments in Ireland almost doubled from 0.6 billion to 1.1 billion transactions. The crisis has

accelerated this trend. Card transactions used for groceries and perishables increased by 34% on an annual basis
between May 2019 and May 2020.11 New methods of contactless payment are growing in Ireland and around the

world and central banks have to respond to these trends and be “ready for change”.12

A switch to digital payments has a number of implications for monetary policy, in particular where they may lead to a
dilution of a central bank’s control of the money supply and its ability to deliver on its price stability mandate. A
recent BIS report indicated that over 80% of surveyed central banks were involved in research on some form of
central bank digital currency, including the ECB and the Eurosystem.13 Such a currency raises a number of
significant issues that go beyond digital payments and could change our understanding of monetary policy, bringing
new opportunities to the already rich toolkit available to central banks to pursue their mandates.1* | should add,
before you worry about all that cash you have under your mattress, that there is no immediate impending switch to
such adigital currency. As President Lagarde indicated recently, our working assumption is that a digital euro - if it
happens - will be a complement and not a substitute for cash.1®

Digitalisation also has profound implications for labour markets. Technological advancements and increased
automation can alter and disrupt labour markets with heterogeneous effects across sectors; sometimes changes
lead to labour substitution and sometimes they can complement labour.1¢ The effects of digitalisation on
productivity are similarly opaque. One of the conundrums facing policy makers is why productivity has remained so
lacklustre in the face of rapid digitalisation. New technologies can pose adoption challenges for traditional
businesses and can be disruptive (at least in the short run), but it remains to be seen whether they will boost
productivity in the future. We need to monitor these developments carefully, in particular from a monetary policy

perspective, not least to understand their impact on the Phillips curve.l”

Overall, the pandemic has clearly increased the relevance of digitalisation in our lives and some of the changes in
labour markets and payments that occurred as a result may outlive the virus. Monetary policy needs to take account

of these changes and we need to ensure that our strategy is fit for purpose in this new environment.

Inflation trends and measurement

https://www.centralbank.ie/news/article/speech-covid-19-mon-policy-governor-makhlouf-14-sep-2020 4/9



9/15/2020 COVID-19 and the future of monetary policy - Governor Gabriel Makhlouf

The primary objective of euro area monetary policymakers is to maintain price stability defined as annual growth in
the Harmonised Index of Consumer Prices (HICP) of below, but close to, 2%, over the medium term. When there is a
shock that moves inflation away from its target, it is important to establish the source of the shock so that we can
address it appropriately. For instance, a negative supply shock (a decrease in production capacity) will push prices
up, while a negative demand shock (a fall in the willingness or capacity to consume) will push prices down but, if the
shock is short-lived, the impact on price stability may be limited. Monetary and fiscal policies are effective in
addressing demand shocks, but much less so in the case of a supply shock.8 So, overall, it is important to understand
whether we are faced with a demand or supply shock and whether it is persistent or transitory. If the economy is
impacted by both types of shock, the balance of the shocks will determine eventual inflation outcomes and, in turn,
the monetary policy response.

The Covid-19 pandemic triggered an exceptionally adverse economic shock, but it is difficult to categorise it as
strictly of one type or another. Bagaee and Farhi argue that it is a combination of disaggregate (sectoral) demand and
supply shocks that create different conditions in different sectors.1? Some sectors, such as manufacturing, seem to
have mostly suffered from supply constraints whereas transport services were largely affected by reduced demand
due to very low mobility. Both large demand and supply shocks have affected sectors like tourism and restaurants.
Thus, demand-supply imbalances are sector specific resulting in heterogeneity in the inflation rates for different
goods.20

Data shows that the immediate effect of the pandemic on inflation has been negative, reflecting that demand side
factors played a more important role on aggregate. As last week’s Governing Council statement noted, headline
inflation is likely to remain negative over the coming months before turning positive again in early 2021.21 Over the
medium to long term, it is not straightforward to disentangle and predict how demand and supply shocks will
interact. Even when a supply shock affects some workers more than others, complementarities across sectors can
lead to a contraction in demand that is even larger than the original shock.22 As both demand and supply side factors
will continue to impact on inflation, | believe that demand factors will dominate and lead to a fall in prices. Financial
markets data corroborate this view.23 Fear of infection, weak labour markets, heightened uncertainty and higher
precautionary savings will lead to lower demand for goods and services2* which implies that the real natural rate of
interest is likely to remain at low levels.2> Bearing in mind the effect on natural rates and the possibly long-lasting
scarring effects from a recession via labour market, credit and expectations channels,2¢ the policies introduced by
both fiscal and monetary authorities in response to this shock were important and necessary.

A separate but equally important issue is how the pandemic impacts our ability to measure inflation. While inflation
data point to disinflationary effects of the pandemic, we must consider several caveats when interpreting recent
inflation figures. As the virus spread across the globe, a number of studies used high-frequency financial transactions
data to show how consumers changed their spending patterns. Many goods and services were simply not available
for purchase due to containment measures. Meanwhile, consumers stocked up on some food items, hand gels and
detergents and, as a result, the share of these items in households’ total expenditure increased. In general,
consumers were spending relatively more on essential goods - such as groceries - and spending less on goods and
services from sectors that were most affected (directly or indirectly) by the containment measures, including
entertainment, restaurants, travel and transport.2’ Similar trends were also observed in Ireland.?8

What does this imply for the measurement of inflation? When calculating the overall inflation rate, higher weights
are given to those items in the HICP consumer basket that make up a larger share of total consumer expenditure.?? If
consumption patterns change significantly within a calendar year, as happened during the pandemic, they are not
captured by the HICP inflation rate as the weights are not updated within the calendar year. This issue is not unique
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to the pandemic, however. Consumption patterns tend to change, albeit temporarily, during economic downturns as
consumers switch from more expensive to less expensive products implying that the HICP with fixed weights may
overstate actual inflation.3°

It seems, however, that the pandemic induced a much stronger shift in consumption patterns than a typical economic
recession and therefore our fixed-weight consumer price indices have most likely underestimated inflation actually
experienced by consumers. In the euro area during the period of strict lockdown (March to May), inflation rates
increased the most for food and non-alcoholic beverages (driven by unprocessed food). Meanwhile, the inflation rate
declined most sharply for transport, driven by lower oil prices. As euro area consumers on aggregate switched
towards consuming more food at home and using less transport services while working from home, the actual
inflation rate that households experience was probably higher than suggested by the HICP. Similar results were
found for the US,31 Canada,32 Switzerland33 and the UK.

Consumption patterns may reverse as restrictions are gradually eased. But some changes may be more persistent,
implying a bias in official inflation figures for a longer period of time. For example, travel and tourism may continue to
be affected adversely as it may take time for people to start travelling again at the same scale as before. And more

people may opt for more frequent home working, reducing demand for transport services.34

Overall, the measurement issues are a result of our choice of price index, which is a cost of goods and services index
that tracks price changes of a fixed consumption basket over time. It differs from the cost of living price index that
captures changes in the cost of a consumption basket that provides the same level of utility. The cost of living index
takes into account changes in consumption patterns and alleviates the problem of the substitution bias I just
mentioned. In practice, however, it is not straightforward to construct and it requires a lot of subjective judgement.
The Personal Consumption Expenditure index in the US is an example of such an index. But while a frequent update
of weights helps reduce a bias, it can also lead to significant revisions to inflation figures over time.3° In normal times
a fixed consumption basket approach is generally preferable as it is timely, comparable across countries and
objective but the pandemic provides a salient example of the shortcomings of the series.

In 2003 - at the time of our last review - the ECB re-assessed its choice of the price index as a measure of price
stability by considering a number of practical and conceptual criteria.3¢ The HICP was confirmed as credible (as
perceived by the general public), reliable, comparable across countries and timely. The last review also considered
the scope of the price index and its formulation, i.e. the inclusion of owner occupiers’ housing costs and discussed a
fixed basket approach as against a cost of living approach, among other things. The current review will again reflect
on inflation measurement.

Conclusion

To conclude, the pandemic is having a substantial impact on all of our lives which means it is also having an impact on
monetary policy. The post COVID-19 world could be different in a number of aspects with economies likely facing
new structural changes while changes already underway may accelerate or reverse, all of which have implications for
future monetary policy. In order to fulfil our price stability mandate, we must not only closely monitor but also
understand the factors driving inflation dynamics, although of course some structural changes in digitalisation and
globalisation are outside our control. We also need to understand the effect on monetary policy of the euro area’s
incomplete banking union, and the fragmented nature of its financial, capital and credit markets and of its fiscal
policy. On the latter, and as my ECB colleague Isabel Schnabel said on Friday, secular trends have changed the
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interaction between fiscal and monetary policy.3” Understanding the implications of this interaction for the conduct
of monetary policy is one of the many important aspects of the strategy review that | am looking forward to. Itis also
a topic for another day.
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