Cambridge University Press

978-0-521-86700-9 - The External Dimension of the Euro Area: Assessing the Linkages
Edited by Filippo di Mauro and Robert Anderton

Frontmatter

More information

The External Dimension of the Euro Area

Although still relatively closed, the euro area economy is nevertheless
subject to a broad range of economic impacts originating from outside
its borders. This book aims to improve our understanding of how, and
to what extent, such external developments affect the euro area. Using a
broad range of methodologies and techniques, chapters analyse the var-
ious channels that connect the euro area to its external environment;
most notably trade, capital flows and other international macroeco-
nomic linkages. The result is that the interaction between the euro area
and its ‘external dimension’ is shown to be complex and wide-ranging.
With contributions from both academics and professionals, this volume
will be an invaluable source of information for researchers and policy
makers concerned with the interaction between regional European
integration and globalisation.

FILIPPO DI MAURO is Head of the External Developments Division at
the European Central Bank in Frankfurt.

ROBERT ANDERTON is Adviser in the External Developments Division
at the European Central Bank in Frankfurt, and Professor of Economics
at the University of Nottingham.

© Cambridge University Press www.cambridge.org



http://www.cambridge.org/0521867002
http://www.cambridge.org
http://www.cambridge.org

Cambridge University Press

978-0-521-86700-9 - The External Dimension of the Euro Area: Assessing the Linkages
Edited by Filippo di Mauro and Robert Anderton

Frontmatter

More information

The External Dimension of
the Euro Area

Assessing the Linkages

Edited by
Filippo di Mauro and Robert Anderton

% CAMBRIDGE

UNIVERSITY PRESS

© Cambridge University Press www.cambridge.org



http://www.cambridge.org/0521867002
http://www.cambridge.org
http://www.cambridge.org

Cambridge University Press

978-0-521-86700-9 - The External Dimension of the Euro Area: Assessing the Linkages
Edited by Filippo di Mauro and Robert Anderton

Frontmatter

More information

CAMBRIDGE UNIVERSITY PRESS
Cambridge, New York, Melbourne, Madrid, Cape Town, Singapore, Sdo Paulo

Cambridge University Press
The Edinburgh Building, Cambridge CB2 8RU, UK

Published in the United States of America by Cambridge University Press, New York

www.cambridge.org
Information on this title: www.cambridge.org/9780521867009

© Cambridge University Press 2007

This publication is in copyright. Subject to statutory exception

and to the provisions of relevant collective licensing agreements,

no reproduction of any part may take place without

the written permission of Cambridge University Press.

First published 2007

Printed in the United Kingdom at the University Press, Cambridge

A catalogue record for this publication is available from the British Library

ISBN 978-0-521-86700-9 hardback

Cambridge University Press has no responsibility for the persistence or accuracy of URLs
for external or third-party internet websites referred to in this publication, and does not
guarantee that any content on such websites is, or will remain, accurate or appropriate.

© Cambridge University Press www.cambridge.org



http://www.cambridge.org/0521867002
http://www.cambridge.org
http://www.cambridge.org

Cambridge University Press

978-0-521-86700-9 - The External Dimension of the Euro Area: Assessing the Linkages
Edited by Filippo di Mauro and Robert Anderton

Frontmatter

More information

Contents

List of illustrations page vii
List of contributors xi
Preface by Fean-Claude Trichet xiil

1. Introduction
ROBERT ANDERTON AND FILIPPO DI MAURO 1

2. The external dimension of the euro area: stylised facts
and initial findings
ROBERT ANDERTON AND FILIPPO DI MAURO 8

3. Product variety and macro trade models: implications
for the new EU Member States
JOSEPH GAGNON 52

4. Exchange-rate pass-through to import prices in the
euro area
JOSE MANUEL CAMPA, LINDA S. GOLDBERG AND
JOSE M. GONZALEZ-MINGUEZ 63

5. The international equity holdings of euro area
investors
PHILIP R. LANE AND GIAN MARIA
MILESI-FERRETTI 95

6. Global linkages through foreign direct investment
W. JOS JANSEN AND AD C. J. STOKMAN 118

7. Shocks and shock absorbers: the international
propagation of equity market shocks and the design
of appropriate policy responses
RAY BARRELL AND E. PHILIP DAVIS 146

© Cambridge University Press www.cambridge.org



http://www.cambridge.org/0521867002
http://www.cambridge.org
http://www.cambridge.org

Cambridge University Press

978-0-521-86700-9 - The External Dimension of the Euro Area: Assessing the Linkages

Edited by Filippo di Mauro and Robert Anderton
Frontmatter
More information

vi Contents

8. The euro area in the global economy: its sensitivity to
the international environment and its influence on
global economic developments
ALESSANDRO CALZA AND STEPHANE DEES

Index

173

202

© Cambridge University Press

www.cambridge.org



http://www.cambridge.org/0521867002
http://www.cambridge.org
http://www.cambridge.org

Cambridge University Press
978-0-521-86700-9 - The External Dimension of the Euro Area: Assessing the Linkages
Edited by Filippo di Mauro and Robert Anderton

Frontmatter
More information
Illustrations
BOXES
2.1 The euro area current account page 19
2.2 The effects of globalisation on import prices 23
2.3 The product and geographical composition of euro area
exports (Constant market share analysis) 24
2.4 Oil price shocks 42
FIGURES
2.1 Relative openness of the euro area compared with the
United States and Japan 11
2.2 Evolution of the trade openness of the euro area, the
United States and Japan 12
2.3 Openness of the euro area countries 12
2.4 Extra- and intra-euro area exports and imports of goods
for each of the euro area countries 14
2.5 The evolution of net trade 15
2.6 Euro area import and export values, volumes and unit
values in levels 17
2.7 Three main determinants of euro area external trade 18
2.8 Current account and trade balance (goods and services) 18
2.9 Euro area: relative product specialisation 26
2.10 Euro area: relative market specialisation 27
2.11 Net direct and portfolio investment flows 30
2.12 Euro area M&A activity (1985-2005) 31
2.13 Euro area M&A abroad by region (1985-2005) 32
2.14 Sector of extra-euro area M&As by euro area residents
(1985-2005) 32
2.15 Evolution of stock market indices (1994-2005) 34
2.16 Consumer confidence in the euro area and the US 38
2.17 Industrial confidence in the euro area and the US 39

vii

© Cambridge University Press

www.cambridge.org



http://www.cambridge.org/0521867002
http://www.cambridge.org
http://www.cambridge.org

Cambridge University Press

978-0-521-86700-9 - The External Dimension of the Euro Area: Assessing
Edited by Filippo di Mauro and Robert Anderton

Frontmatter

More information

the Linkages

viii List of illustrations

2.18 Consumer confidence lagged correlation between the
euro area and the US
2.19 Industrial confidence lagged correlation between the
euro area and the US
2.20 Intensity of oil utilisation
2.21 Euro area oil balance in values and oil brent prices
2.22 Oil imports and oil deficit as percentage of GDP
2.23 Euro area: GDP growth common factor correlation
3.1 Export and output growth rates, 1960-2000
average
3.2 Change in terms of trade and output growth rate,
1960-2000 average
3.3 Change in trade balance/GDP and output growth rate,
1960-2000 average
4.1 Euros per dollar, 1998-2004
4.2 Real effective exchange rate, 1985-1998
4.3 EMU. Imports of goods from outside the euro area in
percentage of total imports
4.4 EMU. Imports of goods from outside the euro area in
percentage of GDP
4.5 Composition by product of extra EMU imports
of goods in 1998
4.6 Composition by product of extra EMU imports
of goods in 2003
6.1 Average output co-movement among G7 countries
8.1 Correlation between quarterly changes in euro area and
foreign variables
8.2 Impulse responses of a negative standard error (—10)
shock to global real GDP on various variables across
regions
8.3 Impulse responses of a negative standard error (—10)
shock to US real GDP on various variables across
regions
8.4 Impulse responses of a negative standard error (—10)
shock to global real equity prices on various variables
across regions
8.5 Impulse responses of a negative standard error (—10)
shock to US real equity prices on various variables across
regions
8.6 Impulse responses of a negative standard error (—10)
shock to euro area real GDP on various variables across
regions

40
40
43
43
44
47
58
58
59
70
70
84
84
85

85

119

181

186

188

190

192

193

© Cambridge University Press

www.cambridge.org



http://www.cambridge.org/0521867002
http://www.cambridge.org
http://www.cambridge.org

Cambridge University Press
978-0-521-86700-9 - The External Dimension of the Euro Area: Assessing the Linkages
Edited by Filippo di Mauro and Robert Anderton

Frontmatter

More information

8.7

2.1

2.2

2.3
2.4

25

2.6

2.7

2.8

3.1

4.1

4.2

4.3

4.4

4.5

4.6
4.7

5.1
5.2
5.3
5.4

5.5
5.6

List of illustrations

Impulse responses of a negative standard error (—10)
shock to euro area real equity prices on various variables
across regions

TABLES

Key real economy characteristics of the euro area in
2004

Import content of exports for the euro area and

euro area countries

Euro area current account

Estimates of long-run elasticities for extra-euro area
import volumes and prices

Estimates of long-run elasticities for extra-euro area
export volumes and prices

Country shares in extra-euro area manufacturing imports
Euro area financial flows

Impact of German inward and outward manufacturing
FDI on bilateral trade with transition economies
Average growth rates for selected macroeconomic
variables, 1995-2004

Elasticities of exchange rate pass-through into import
prices in the short run and long run

Differences in rates of exchange rate pass-through into
import prices by country

Differences in rates of exchange rate pass-through into
import prices by industry

Test of the equality of short- and long-run pass-through
estimates (p-values)

Share of the euro as the currency of denomination of
EMU trade with the rest of the world (as a % of the total)
Structural break tests

Vector error correction model results for exchange rate
pass-through elasticities in the import price equation
The largest portfolio equity investors (US billion)

The euro area’s international equity holdings at end-2001
Summary statistics on stock market size and foreign
ownership (2001)

Foreign portfolio equity investment: actual and
predicted shares

Regional allocation of extra-euro area holdings
Extra-euro area holdings: country details

ix

195

10

16
19

22

22

23

29

36

60

76

77

78

80

87
89

92
99
100

101
102

103
104

© Cambridge University Press

www.cambridge.org



http://www.cambridge.org/0521867002
http://www.cambridge.org
http://www.cambridge.org

Cambridge University Press
978-0-521-86700-9 - The External Dimension of the Euro Area: Assessing the Linkages
Edited by Filippo di Mauro and Robert Anderton

Frontmatter
More information
X List of illustrations
5.7 Determinants of the euro area’s international equity
holdings 106
5.8 International equity holdings by euro area member
countries 110
5.9 Investment by euro area countries outside the euro area.
Summary statistics. 111
5.10 Bilateral portfolio equity holdings 113
5.11 Portfolio equity investment of OECD countries.
Summary statistics. 114
6.1 Bilateral FDI positions, 1985-2000 121
6.2 The role of foreign affiliates in host economies 123
6.3 Pooled cross-section regression of output co-movement
on FDI positions 131
6.4 Parameter estimates of country wage equations with fp
lagged two years (1982—-2000) 138
6.5 Parameter estimates of country employment equations
with fp lagged one year (1982-2000) 139
7.1 Household wealth-income ratios 148
7.2 Estimation results — co-integrating vector 1971:1-2003:4 151
7.3 Selected variance decompositions of LREQP and LY
after twenty quarters 152
7.4 Selected variance decompositions of LREQP and LY
after twenty quarters including US share prices (per cent) 153
7.5 Correlation of structural shocks between US and others 160
7.6 Average volatility of share price in the G7 (per cent) 161
7.7 Correlation of share price with world indices 162
7.8 Estimated risk premia 163
7.9 GDP effects of equity premia and equity price shocks 164
7.10 US effective exchange rate and long rates 165
7.11 Impacts on output of a larger monetary reaction in the
UsS 167
7.12 Impacts on output of a larger monetary reaction outside
the US 168
7.13 Impact on output of turning solvency off in the US 169
8.1 Contemporaneous effects of foreign variables on their
euro area counterparts 183
8.2 Countries and regions in the GVAR model 198
8.3 Trade weights based on direction of trade statistics 198

© Cambridge University Press

www.cambridge.org



http://www.cambridge.org/0521867002
http://www.cambridge.org
http://www.cambridge.org

Cambridge University Press

978-0-521-86700-9 - The External Dimension of the Euro Area: Assessing the Linkages
Edited by Filippo di Mauro and Robert Anderton

Frontmatter

More information

Contributors

FILIPPO DI MAURO is Head of External Developments Division,
European Central Bank.

ROBERT ANDERTON is Adviser in the External Developments
Division, European Central Bank, and Professor, School of
Economics, University of Nottingham, UK.

JOSEPH GAGNON is Assistant Director, Division of International
Finance, Board of Governors of the Federal Reserve System.

JOSE MANUEL CAMPA is Professor of Finance and Director of
Research at IESE Business School and Research Fellow of the CEPR.

LINDA S. GOLDBERG is Vice President of the Federal Reserve Bank of
New York and Head of the International Research Function.

JOSE M. GONZALEZ-MINGUEZ is Economist at the Monetary and
Financial Studies Department of Banco de Espaiia.

PHILIP R. LANE is Director, Institute for International Integration
Studies (IIIS), Professor of International Macroeconomics (Trinity
College Dublin) and a Research Fellow of the CEPR.

GIAN MARIA MILESI-FERRETTI is Chief of the Economic Modelling
Division, Research Dept, International Monetary Fund, and
Research Fellow of the CEPR.

W. JOS JANSEN was, at the time of writing a senior economist in the
Monetary and Economic Policy Department, De Nederlandsche
Bank. He is now a senior policy advisor in the Economic Policy
Department of the Dutch Ministry of Social Affairs and Employment.

AD C. J. STOKMAN is a senior researcher in the Economics and
Research Division, De Nederlandsche Bank.

xi

© Cambridge University Press www.cambridge.org



http://www.cambridge.org/0521867002
http://www.cambridge.org
http://www.cambridge.org

Cambridge University Press

978-0-521-86700-9 - The External Dimension of the Euro Area: Assessing the Linkages
Edited by Filippo di Mauro and Robert Anderton

Frontmatter

More information

xii List of contributors

RAY BARRELL is Senior Research Fellow, National Institute of
Economic and Social Research (NIESR), London, UK

E. PHILIP DAVIS is Professor of Economics and Finance, Brunel
University and Visiting Fellow, National Institute of Economic and
Social Research (NIESR), London, UK.

ALESSANDRO CALZA is Senior Economist, External Developments
Division, European Central Bank.

STEPHANE DEES is Principal Economist, External Developments
Division, European Central Bank.

© Cambridge University Press www.cambridge.org



http://www.cambridge.org/0521867002
http://www.cambridge.org
http://www.cambridge.org

Cambridge University Press

978-0-521-86700-9 - The External Dimension of the Euro Area: Assessing the Linkages
Edited by Filippo di Mauro and Robert Anderton

Frontmatter

More information

Preface

Although relatively closed in comparison with the individual constituent
countries, the euro area economy is subject to a broad range of economic
impacts originating from outside its borders, by an extent which remains
significant. At the ECB we are well aware of the international linkages of
the euro area and in 2004, we hosted a workshop on “The Importance
of the External Dimension for the Euro Area: Trade, Capital Flows and
International Macroeconomic Linkages’. Drawing partly from that work-
shop and using the most recent research, the book edited by di Mauro
and Anderton aims at providing an overall understanding of how and to
what extent external developments affect the euro area. Using a broad
range of methodologies and techniques, the chapters bring together the
latest information and results regarding the various channels connecting
the euro area to its external environment, most notably the trade, capital
flows and other international macroeconomic linkages.

The work is ambitious as it attempts to tackle a number of complex,
overarching issues: how good are standard openness measures to ascertain
the impact of trade developments on the euro area economy; what are
the most relevant economic linkages between the euro area and the rest
of the world; what are the channels and mechanisms by which the euro
area is influenced by external developments and how are they changing
through time; and what can we say regarding claims that there has been
an increase in the international synchronisation of economic cycles?

While most of the replies remain work in progress, still a number of
results are in my opinion worth mentioning. First, there are significant
indicators of an increase in the synchronisation of economic cycles across
the major countries of the world since the mid-1990s which seems to
be associated with the growth in international economic linkages result-
ing from globalisation. However, these linkages and mechanisms are not
straightforward and the impact on the euro area of external shocks can
differ quite considerably depending on the specific nature of the shock.
For example, the apparent recent rise in the international synchronisa-
tion of cycles may be partly due to the global nature of the ICT shock

xiii
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which led to the downturn in early 2000, but the nature of future external
disturbances may be more idiosyncratic or country-specific and, there-
fore, may not have such a significant impact on the euro area. Second,
the explosive growth of FDI since the mid-1990s represents a key mecha-
nism by which globalisation seems to have increased economic spillovers
across borders and continents by creating additional channels for the
international transmission of shocks. Third, given the greater openness
of the euro area compared to the USA and Japan, international trade
still remains one of the most important sources of external shocks for the
euro area. Finally, financial shocks such as equity price movements play
an important role as a channel for external shocks, while the speed with
which financial shocks are transmitted across the globe is much faster
than shocks to output.

Allin all, the comprehensive information contained in this book regard-
ing the euro area’s response to external shocks is important to the ECB
for the conduct of monetary policy. In particular, external shocks affect
the broad set of economic and financial indicators which are analysed
under the economic analysis pillar of the ECB’s monetary policy strategy.
As shown in the various chapters, policy makers should be aware that real
and financial market linkages between the euro area and the rest of the
world may be changing over time both in number and magnitude, with
globalisation being likely to be one important driving force behind such
changes. Overall, the conclusion is that the ‘external dimension’ of the
euro area has a complex impact on its economic developments. More-
over, increasingly important factors that are common to other economies,
such as globalisation, are compounded by the fact that the euro area is a
new and still rapidly transforming entity — by virtue of its own economic
and financial integration in progress — and therefore many European and
global structural changes are at play contemporaneously.

Against the background of larger and deeper global interconnections,
the call for increasing the flexibility of the euro area economy becomes
even more urgent. In rapidly changing markets and with new world play-
ers entering the scene, only timely and flexible responses can ensure a
smooth absorption of external shocks. In this context, the continuation
of structural reforms in the labour and product markets in the euro area
countries is essential. This in turn will also encourage a better and more
sustainable utilisation of human and capital resources, while enhancing
the euro area’s growth potential in an increasingly integrated world econ-
omy where the process of globalisation shows no signs of abating.

Fean-Claude Trichet
President of the European Central Bank
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