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Thanks to the organizers for such an impressively wide range of
topics and papers. One dimension that deserves emphasis in the dis-
cussion is the impact of economic openness on market structures.
Low barriers to trade and investment let prices reflect availability and
steer resources toward more productive industries and firms. This
generates widespread economic benefits. International competition
is a powerful force in disciplining prices and keeping firms nimble. If
we worry about oligopolies and the margins of dominant firms, then
we should think twice about undermining the discipline of openness.
In my remarks, I will look more closely at trade and protectionism.
On the way, we will see how real globalisation and the financial vari-
ety are joined at the hip.

Recent measures to reverse globalization and to retreat into pro-
tectionism alarm me, as they no doubt alarm many of you. After de-
cades of setting rules to liberalize trade, we are seeing moves to rip up
that rulebook. After decades of striving to open markets, we are see-
ing attempts to close them. After decades of increasing international
cooperation, we are seeing increasing international confrontation.
This is reflected in the United Kingdom’s vote for Brexit, nationalist
movements in Europe, the shift in U.S. trade policy and the current
tariff tit for tat. But even before this change in the political winds, in
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part as a fallout from the post-crisis recessions, nontariff trade barri-

ers had been on the rise, as the black line shows on the bottom panel
of Chart 1.

Reversing globalization puts at risk the real economic gains that
have come about through closer trade and investment links. This
could increase prices, raise unemployment and crimp growth. Re-
treating into protectionism also risks unravelling the financial inter-
dependencies that enable and encourage trade and investment links.
This threatens to unsettle financial markets and put a drag on firms’
capital spending, as investors take fright and financial conditions
tighten. Finally, these real and financial risks could amplify each oth-
er, creating a perfect storm and exacting an even higher price.

Economic Gains at Risk

Let’s take inflation first—a subject dear to central bankers’ hearts.
The globalization of firms and markets has no doubt contributed to
the persistently low level of inflation in recent years. Low inflation
has been driven by two long-term forces: trade and technology. Fos-
tered by liberalization, increased trade openness and, in particular,
competition from imports produced in countries with lower wages,
drove down prices in advanced economies, but also reduced work-
ers bargaining power.! And technological advances, especially au-
tomation in manufacturing, have brought down global production
costs. These two forces go hand in hand. Innovation and more open
markets have radically reshaped global production, replacing locally
segmented manufacturing with global value chains (GVCs). These
depend on financial openness.

Global trade in intermediate goods and services is now almost twice
as large as trade in final goods and services, as shown in the top panel of
Chart 2. GVCs are particularly important in advanced manufacturing,
such as cars, as illustrated in the bottom panel. They have put down-
ward pressure on firms’ production costs and market power, keeping in
check both prices and, ultimately, aggregate inflation.?

Seeking to turn back the clock and to retreat to a simpler world of
local production may undermine the market discipline that helped
curb inflation. As shown in the top panel of Chart 3, U.S. steel price
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Chart 1
Tariffs have Stopped Falling while Nontariff Barriers Are Rising
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Chart 2
Global Value Chains Evident in Global Trade

and Car Manufacturing
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Chart 3
Tariffs on Inputs Raise Production Costs

U.S. Steel Price Futures Jump on Tariff Announcement
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futures jumped after the announcement of tariffs on imported steel
and aluminium.’ Since steel remains a key input for construction
and manufacturing, these increases will feed into prices. Industries
built around GVCs cannot switch from imported to local inputs
overnight. Indeed, as shown in the top panel for the examples of
China and Mexico, U.S. production costs, especially in cars, would
rise with tariffs on imported inputs. Tariffs could inflate prices, hurt-
ing both U.S. consumers and U.S. exports

Tariffs could therefore push up U.S. prices, possibly requiring
monetary policy to react through more rapid increases in interest
rates. Such a response would widen the interest rate premium to the
rest of the world and could drive the dollar higher. This would hit
U.S. exporters with a double whammy, and emerging market econo-
mies with a triple whammy. For emerging markets, a stronger dol-
lar tightens financial conditions, triggers capital outflows and slows
growth. As you can see in Chart 4, the dollar is already much stron-
ger against emerging market currencies, other than the renminbi,
than it is against those of other advanced economies. An additional
twist is that U.S. dollar strength could tempt authorities to impose
even higher tariffs or even additional protectionist policies. Can the
first salvoes in a currency war be long in coming?

The uncertainties of turning back the clock imperil investment in
advanced economies too, as companies put on hold plans for new or
expanded production. Orders for capital goods, although volatile,
are showing signs of a distinct deceleration this year from last year’s
brisk growth in the United States, Germany and Japan, as you can
see in Chart 5.

To be sure, the distribution of gains from globalization should be
more even. It has left some members of our communities behind. But
domestic policies can and should encourage and assist those workers
and employers to adjust to the shifting economy. Future trade ne-
gotiations could even include commitments to such an effect. This
would require advanced economies to counter some of the economic
inequality stemming from lower trade barriers with increased spend-
ing on education, training and infrastructure.
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Chart 4
U.S. Nominal Effective Exchange Rates
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Chart 5
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One thing is certain. Retreating into protectionism, by raising
tariffs and ripping up trade agreements, will not fix inequality. For
example, as a just-released BIS working paper finds, revoking the
North American Free Trade Agreement (NAFTA) would create only
losers, certainly at the national level in Canada, Mexico and the
United States, but also generally across North American regions.’
While higher trade barriers would shield some domestic industries
from import competition, the resulting wage gains would be more
than offset by the damaging effects of reduced export opportunities
and the increased cost of imported inputs for manufacturing firms.
This is evident in Map 1, which displays the percentage change in
the average real wage in regions across North America once all three
effects are taken into account. Regions that would lose from revok-
ing NAFTA are in gray, with darker shading signaling larger wage
losses. In fact, there are only three U.S. House districts, out of 435,
in which these effects nearly offset each other, shaded white on the
map, and we happen to be meeting in one of them: Wyoming.

Compounding Financial Risks

Another source of vulnerability lies in the financial links that have
increased with new trading relationships and production chains.
Trade in commodities and finished goods requires only simple finan-
cial services, such as cross-border payments and foreign exchange.
But complex trading relationships like GVCs need complex financial
services to glue production processes together.® The far-flung opera-
tions of multinational firms, which account for an increasing share
of trade, require lots of working capital and entail lots of exposure
to foreign currency risk.” More complexity is added by the financial
transactions needed to manage these positions, including derivatives
and hedging strategies to offset currency risk.

All these links rely on the dollar, which remains dominant in trade
transactions or bank loans for working capital, and in international
banking or securities markets more generally.® Indeed, in currency
markets, the dollar prevails even more in the swap and forward mar-
kets than in the spot market.
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Map 1
Regional Real Wage Impact of Revoking NAFTA

Note: The map displays the short-run impact of revoking NAFTA-i.e., reverting to WTO most-favored-nation tariff
rates as well as pre-NAFTA levels of nontariff trade barriers—on the real wage (percentage changes) for the average
worker across U.S. congressional districts, Mexican states, or Canadian provinces. Calculations assume that, in the short
run, factors of productions cannot move across sectors.

Source: R. Auer, B. Bonadio and A. Levchenko, “The Economics of Revoking NAFTA,” BIS Working Papers, no 739,
August 2018.

Recent events highlight the close connections between the real and
the financial, and the way financial market participants think about
tomorrow in trading today. Chart 6 shows how the Mexican peso/
dollar rate responds to news about its major trading relationship. The
peso weakened—shown as an upward move—Ilate last year as expec-
tations for a NAFTA deal soured. It strengthened in March amid
optimism about a deal, and fell sharply after steel and aluminium
tariffs were imposed June 1.

And the nexus between the financial markets and the threat of pro-
tectionism extends to advanced economies. For example, Chart 7
shows U.S.-based carmakers’ share prices on July 25. Early on, they
fell sharply as General Motors (in black) cut its profit guidance, cit-
ing higher commodity prices.” Later that day, after a meeting between
U.S. President Donald Trump and European Commission President
Jean-Claude Juncker ended in a surprise de-escalation of trade ten-
sions, the shares rose again.'” European carmakers’ stocks also rose,
while the euro appreciated against the dollar.
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How the Mexican Peso/Dollar Rate Reacts to News
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Chart 8
Growth of U.S.D-Denominated Cross-Border Bank Lending
and the Broad U.S.D Index
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These examples show how trade tensions can weaken currencies,
with knock-on effects for the real economy. This occurs not only
through the standard channel of making imports more expensive, but
through financial channels too. In emerging markets, if dollar debts
do not match dollar cash flows, a stronger greenback makes borrow-
ers more risky in the eyes of lenders. This leads them to restrict the
supply of credit. Chart 8 shows how the dollar’s broad exchange rate
is negatively correlated with the growth of dollar bank lending to
borrowers outside the United States. Dollar appreciation can reduce
credit supply and demand and tighten financial conditions for many
emerging market firms, hurting employment and investment." Re-
ducing dollar credit may also undermine GVCs. Among those with a
particular vulnerability to dollar appreciation are exporters who rely
on banks that in turn depend on wholesale dollar funding.

A Perfect Storm?

Today, we must recognise the potential for real and financial risks to
interact, to intensify and to amplify each other. Protectionism could
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set off a succession of negative consequences. If all the elements were
to combine, we could face a perfect storm.

Consider that non-U.S. banks provide the bulk of dollar-de-
nominated letters of credit, which in turn account for more than
80 percent of this source of trade finance.'” The great financial
crisis highlighted the fragility of this setup, since non-U.S. banks
depend on wholesale markets to obtain dollars.!” Ten years on, we
should not forget how the dramatic fall in trade finance in late
2008 played a key part in globalizing the crisis. Any dollar short-
age among non-U.S. banks could cripple international trade.'

On top of that, trade skirmishes can easily escalate into currency
wars, although I hope that they will not. As we saw earlier with Mex-
ico, imposing tariffs on imports tends to weaken the target country’s
currency. The depreciation could then be construed as a currency
“manipulation” that seemingly justifies further protectionist mea-
sures. If currency wars break out, countries may put financial mar-
kets off limits to foreign investors or, on the other side, deliberately
cut back foreign investment, politicizing capital flows.

In addition, we must be mindful of long-observed knock-on ef-
fects from tighter U.S. monetary conditions, given the large stock of
dollar borrowing by nonbanks outside the United States, which has
now reached $11.5 trillion."” Policymakers in advanced economies
should not shrug off the growing evidence that abrupt exchange rate
depreciations reduce investment and economic growth in emerg-
ing market economies. This has implications for everybody, in that
weaker economic activity reduces demand for exports from advanced
economies. That would close the circle of trade tensions affecting the
real economy via the financial channel of exchange rates.

Pain Not Gain

To wrap up, in analyzing market structures, we need to take the
international dimension seriously. We also need to pay closer atten-
tion to the intersection of real and financial factors. Reversing global-
ization and retreating into protectionism will endanger the gains of
several decades, by weakening the discipline that international com-
petition exerts on powerful domestic players. When assessing these
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risks, we should not underestimate the potential for real and financial
risks to amplify each other in unexpected ways. The vulnerabilities
introduced by interconnected market structures make the topic of
protectionism a core concern for central banks. To reverse and to
retreat is to barricade the bridges between us.

It’s paradoxical that the United States is starting to put obstacles in
the road at a time when its economy is firing on all cylinders. Even
looking through the short-term boost to gross domestic product
in the latest quarter—ironically enough, partly owing to compa-
nies bringing forward cross-border shipments to skirt tariffs—its
short-term prospects are promising.'® But in the long term, pro-
tectionism will bring not gain, but only pain. Not just for the
United States, but for us all.
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