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01 MOTIVATION

Environment of rising inflationary pressures and resulting monetary policy tightening raises new challenges for
European macroprudential authorities:
» Trade-offs may emerge between:

- Increasing resilience of the financial system - through tighter macroprudential stance
- Supporting the flow of credit to the economy - by easing some macroprudential instruments.
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02 MACROPRUDENTIAL POLICY IN THE MONETARY UNION
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5 - Heterogeneous financial cycles at the euro area level and common monetary policy.

pu}

e - Macroprudential policy at national level may be able to mitigate potential side-effects of a common monetary
< policy.

&

E - Brzoza-Brzezina et al,, 2013. Countercyclical macroprud policy contributes to a more homogeneous monetary
E policy stance

i

- Quint e Rabanal, 2014. Macroprud policy is able to reduce macroeconomic volatility and partially replace the
absence of a national monetary policy, but its effects on borrowers depend on the shock that hits the economy.

- Rubio e Carrasco-Gallego, 2016. Macroprud policy promotes financial stability and counteracts negative shocks of
monetary policy; benefits are higher with coordination.

- Darracq Pariés, Kok and Rancoita, 2019. Countercyclical macroprudential actions are supportive of monetary
policy conduct through the cycle (mainly when there are asymmetric financial cycles across the monetary union,
which provides a case for targeted country-specific macroprudential policies to help alleviate the burden on
monetary policy).
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03 RESEARCH QUESTION

(1) Ina scenario of inflation and rising interest rates in a monetary union:

» How does it spill over to a small open economy within that monetary union?

» What role can national macroprudential authorities play under such scenario?
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04 MAIN CONCLUSIONS

A more resilient banking sector has stabilising effects to the home economy, since it is better able to
absorb the inflationary shock.

The net benefits of a procyclical macroprudential response (via an increase in capital buffers) depend
crucially on the state of the banking sector at the moment the shock hits the home economy.

A countercyclical macroprudential response (via a release in capital requirements) helps reducing the
costs for the home economy of an inflationary environment and rising interest rates.
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05 THE MODEL IN A NUTSHELL (I)

Imports/Exports sector - net foreign
asset position

Monetary policy is conducted for the EA
The domestic interest rate is linked to the policy rate by a UIP condition
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06 WHAT ROLE CAN NATIONAL MACROPRUDENTIAL AUTHORITIES PLAY IN A CONTEXT OF
INFLATIONARY PRESSURES IN A MONETARY UNION?



METHODOLOGICAL APPROACH

HOW DO WE APPROACH A SCENARIO OF INFLATIONARY PRESSURES AT THE EURO AREA LEVEL?
MODELLING APPROACH
» Structural models can be used to enquire about the implications of inflationary pressures and rising interest
rates for the overall economy and for the stance of macroprudential policy.
» Our model is a small open economy within a common monetary policy area, allowing for the assessment of
spillovers between the rest of the euro area and the small open economy.
» It allows to assess how inflation starting in the REA and monetary policy tightening transmit to a small
open economy and affect financial stability.
SCENARIO FORMULATION
» Simulation of a period of inflation in the rest of the euro area, with a common monetary policy response
» We introduce a temporary shock to inflation (demand side) affecting inflation in the REA (without directly
affecting inflation in the home country)

» The pass-through of the policy rate to the domestic interest rates is assumed to occur almost fully and
contemporaneously.
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SCENARIOS

(|) INFLATIONARY SHOCK AFFECTING THE REST OF THE EURO AREA
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(|) INFLATIONARY SHOCK AFFECTING THE REST OF THE EURO AREA - IMPULSE RESPONSE FUNCTIONS

» Inflation in the REA leads to the increase in the policy rate by the
central bank

» The shock spills over to the small open economy via an increase
i) in home interest rates and ii) in the terms of trade:

- Interest rate channel: the rise in home interest rates affects
lending, leading to deleveraging in the banking sector; as a
result, investment and asset prices fall, worsening the impact
on investment.

- Terms of trade channel: due to the relatively higher prices in
the REA compared to the home economy, exports increase and
imports decrease, improving the trade balance of the home
economy and its net foreign asset position. Through this
channel, the price level in the home economy increases.

» The improvement in the terms of trade counteracts to some extent
the negative impact from lending rates.

» Due to the fall in investment and consumption, output also
contracts.

» As the external inflationary shock fades away, home interest rates,
lending, output, and inflation return to their equilibrium.
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SCENARIOS

(1) INFLATIONARY SHOCK AFFECTING THE REST OF THE EURO AREA
(1) How SHOULD MACROPRUDENTIAL POLICY ACT UNDER SUCH ENVIRONMENT?

1: Act on building up resilience ex-ante (before the shock hits)
2: Act on increasing resilience (when the shock hits)- tighter stance

3: Support the flow of credit to the economy (when the shock hits) - looser stance
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(”) HOW SHOULD MACROPRUDENTIAL AUTHORITIES ACT?
1: ACT ON BUILDING UP RESILIENCE EX-ANTE
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SCENARIOS

(1) Inflationary shock affecting the rest of the euro area
(1) How should national macroprudential authorities act under such environment?
1: Act on building up resilience ex-ante (before the shock hits)
2: Act on increasing resilience (when the shock hits)- tighter stance

3: Support the flow of credit to the economy (when the shock hits) - looser stance
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(”) HOW SHOULD MACROPRUDENTIAL AUTHORITIES ACT?
2: ACT ON INCREASING RESILIENCE
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SCENARIOS

(1) Inflationary shock affecting the rest of the euro area
(11) How should national macroprudential authorities act under such environment?

1: Act on building up resilience ex-ante (before the shock hits)

2: Act on increasing resilience (when the shock hits) - tighter stance

3: Support the flow of credit to the economy (when the shock hits) - looser stance
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(”) HOW SHOULD MACROPRUDENTIAL AUTHORITIES ACT?
3: SUPPORT THE FLOW OF CREDIT

(A) INFLATION (B) INTEREST i
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07 CONCLUDING REMARKS

POLICY IMPLICATIONS:

» Support for preemptive action: a more resilient banking sector helps reducing the spillover effects of an
inflation shock stemming from the rest of the euro area to the home economy.

» A countercyclical macroprudential response helps reducing the costs for the home economy of an
inflationary environment and rising interest rates, without compromising the price stability goal.

» Inturn, a procyclical macroprudential response should be carefully assessed since there is the risk of
amplifying the negative effects of the shock: the design of the measure and the application of phase-in

regimes may help reducing the short-term impacts and the trade-offs between resilience and economic
growth.
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