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Abstract
The paper presents a case of high financial integrabetween two countries with the aim to
show how monetary policy responses to: (a) higtellef economic integration and (b)
asymmetric shocks. With the use of a simple andgtiire method for capturing monetary
policy stance convergence in monetary policiesathlzountries is recognized. Then, a time
series of a correlation coefficients is composedtloa quarterly data (4-quarter moving
window). This analysis allows for recognizing pesoof convergence and divergence in the
way monetary policy was conducted in both countriese convergence periods were
observed in the absence of regional and global dielsa However, when regions and specific
countries were hit by asymmetric shocks the resparismonetary policy in the affected
territory led to a significant divergence. The reas for high similarity in the monetary
policy stance are associated with the high finahmé&egration. Under such conditions it is
impossible to maintain differences in rates of metin the long run between domestic and
foreign assets. This is because financial integratallows for capital flows leading to
equalize this variable. As a consequence monetarjcigs in financially integrated
economies converge in terms of the current stadoeiever, as long, as there is a free float
or in general — not hard peg — there is a roomdarindependent monetary policy when the
system suffers from an asymmetric shock. The caserged in the paper shows that this kind
of shock is not only a theoretical concept and geerfrom time to time in the global
economy. Ability to conduct independent monetarficypos then of high value. This
observation is in turn an argument against monetarggration, since currency union
member states do not have this option and econpolicy response is available only via
fiscal policy..
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1. Introduction

Economic integration covers many dimensions ofvdies both in private sector and

at institutions shaping economic policies. There @ear relationships of bipolar direction
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impact between strengthening international coomeraand effectiveness of achieving
domestic policy goals. Regional integration initias in the form of customs unions,
common markets and full monetary unions resulteigugntial giving up autonomy in trade
policy, sectoral policies and monetary policy. Thesre however results of conscious
decisions and an international behavior. It is eigx that micro- and macro-level benefits
overweight any potentially associated costs. Theh®mwever another dimension of economic
integration of a global reach, which has a deepachpn domestic monetary policy. It deals

with the most mobile production factor — capital.

With the full liberalization of all BOP accounts exy country creates sufficient
conditions to be included in the global financigdtem. Due to capital nature (that is seeking
the highest risk-weighted rate of return and gatigen large quantities to benefit from the
economies of scale) financial integration faciggtgrowth and development of the world
economy. This goal is achieved via equalizing thergimal productivity of capital and the
optimal allocation of this resource follows acresgtors and countries. One should note that
this free flow of capital induces mechanisms résglin reallocation of other production
factors. This is the channel of financial integratimpact on the real sector in the national
economy. The core issue studied in this paper&ednsequences of financial integration for

autonomous monetary policy.

When residents of the national economy have adceadroad selection of financial
instruments it becomes more difficult to achievalgmf the national central bank. In such a
setting, controlling nominal variables requires iiddal instruments and some of the
standard tools are less effective. In particulaverification and low-cost substitution of
financial assets worldwide results in a drop oficeghcy with most of monetary policy
channels. Loss of effectiveness is not a problem such highly integrated global economy,
as long as growth and general economic activityeligvaccording to similar paths. In such
conditions in the long run the real interest rat#erkntials should decrease for assets
denominated in different currencies. This resultsaivery similar monetary policy stance,
because otherwise the policy itself would be indgcmonetary shocks leading to capital
flows. Therefore, as long as business cycle phasesimilar in highly financially integrated
economies, monetary policy should also be verylamn its stance. Only an asymmetric

shock justifies a divergence in this matter.

The aim of this paper is to show how monetary poktance converge in two

developed countries: Japan and the USA. Both ecmsoare highly financially integrated.
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The period covered by the empirical study is 1900& With a new method to capture

monetary policy restrictiveness it is possible tesent systematic convergence with two
periods associated with asymmetric shocks and aatons response by national central
banks. Despite of high financial integration, thetfof having the free float regime, allows for

avoiding consequences of the impossible trinity.eWwtemporary asymmetric shocks cease to
exist, the system is back in line with highly corged monetary policy stance in both

countries. This should be interpreted as a conseguef financial integration.

Section | presents briefly methods for capturinghetary policy stance. Section Il is a
presentation of a new method based on an alteenatierpretation of short-term shocks
observed in money velocity. Empirical part in sectill covers Japan and the USA over 17
year period (1990-2006). Initial high similarity ieversed first by the Asian crises and then
by 11/9 event. The whole system returns to the-tengp stance after 8-10 quarters. The last

part (IV) concludes.

2. Methodsfor Capturing Monetary Policy Restrictiveness

Both, economists and policymakers, demand credifteup to date information about
restrictiveness of monetary policy. To meet thisnded many researchers focused on a
variety of factors that can be used as proxies ohetary policy stance. Most of methods
offered so far were very case-specific and adjuited particular country. This is because
the way of defining monetary policy, operationatmments used as well as characteristics of
financial markets were the main inputs and facwraping the final results. Some of the
methods were based on macroeconomic models usesktionations of some unobservable

variables and therefore highly assumptions-sermsitiv

According to Bernanke and Mihov (1998), the firseéthods of capturing monetary
policy stance were based on rates of change of yn@ugregates. This is however
methodologically incorrect approach since the datestrictiveness developments depend on
interaction between money demand and money supplyen restricting, in measuring
restrictiveness, to only one of these two categooige gets an improper image of monetary
policy.

Another approach to measuring monetary policy wasduced by Friedman and
Schwartz (1964) and developed by Romer and Ron@&9(land Boschen and Mills (1991).
This method is based on qualitative indicatorswaerifrom official documents of a decision-
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making body (a central bank or a committee). Theinm@disadvantage here is high
subjectivity, when researchers read and interptentions of the monetary authority. Another
problem is with its qualitative nature that alloassly for timing of recognized changes, but
strength of them is impossible to capture. Sha(ifi94) offers another disadvantage in the
form of inability to divide all considered factargo categories of dependent and independent
from monetary policy. Boschen and Mills (1991) wheying to address the problem of the
lack of quantitative information, added 5-tier scébr classification of monetary authority
decisions. A derivative approach was developedoiari®i by the ING Bank. Public opinions
of all Monetary Policy Council members at the NatibBank of Poland are gathered and
recognized in two categories : “doves” and “hawkfNG 2006). On this basis, analysts
predict future developments in monetary policy starin comparison to methods presented
so far, this one is solely prospective, while asslyf money aggregates rates of change and

documents of monetary authorities are retrospeativature.

There are other methods used in assessing restriess, which offer quantitative
information about monetary policy developments.sTgioup of methods utilizes synthetic
indexes based on qualitative and quantitative médion. Great popularity of these methods
has been observed since the last decade of the X&iiury. One can mention here
methodologies created by Bernanke (1990) and tlexeldped in Bernanke and Blinder
(1992) and Bernanke and Mihov (1995). There wenersg attempts to implement the
methodology presented by Bernanke and Mihov (18@Spite the index seemed to be highly
associated with the USA monetary policy settingyBd 999, De Arcangelis and di Giorgio
1998, Kokoszczynski and Wrébel 2005, Cuche 2000 other similar approaches are
offered by Christiano and Eichenbaum (1992) andrfgin (1992).

One can notice that VAR models earned wide recmgnand acceptance in studying
real sector responses to monetary policy. Sims§L&&ims that they were offering credible
results. However these were still based on timeesaf indicators that were controversial.
Rudebush (1998) questioned some proofs of reabisextponses to monetary policy in VAR
models. He pointed out some formal and theoreficas. This undermined the methods
developed so far and triggered new research on tagngolicy restrictiveness indicator. But
this invigoration took place in the time when mamytral banks moved to inflation targeting
which called for some new instruments. In ordercemduct an effective monetary policy
under the new system, central banks demanded aodhétht would allow them to capture

impact on price level of the instruments used. Thiewas the central bank of Canada that
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offered Monetary Condition Index (MCI) which presgimformation about restrictiveness in
a form of a single number (Freedman 1994). Thanisther index approach, composed of the
weighted sum of the short-term changes of intaasts and exchange rate. There were many
empirical studies based on MCI method. Korhone®@2@nd Kot (2003a, 2003b) used this
indicator for measuring monetary policy of trarwitieconomies in Central Europe. However,
it was already in 1996 when Eika, Ericsson and Ngmi@cognized significant weaknesses of
the MCI methodology.

The Taylor rule (Taylor 1993) can also be used rfagasuring monetary policy
restrictiveness. Despite one gets results closgtional monetary policy (Woodford 2003), it
is much better suited for forecasting monetary qylor closing neo-keynesian models
(Reynard 2007). Credibility of any application bktTaylor rule is undermined by the main
assumption that is not met in the real life, thatiability of inflation is constant. In addition
one can easily prove autoregression in CPI timeéesewhich additionally undermines

assumption about constant steady-state inflation.

There is another way to approach monetary poligessmnent that is free of the
abovementioned disadvantages of the variety of odsthlt is based on an alternative
interpretation of short-term shocks of money valocTheory behind this methodology is
derived form the Fisher’'s equation or from micrasmmic foundations of money demand.
Bringing together information about money demand aupply developments was a
suggested direction of research for many years.yMarhors stressed the need to include
information about money in measuring and definingd aconducting monetary policy
(Christiano, Motto and Rostagno 2007, Leeper andsRAR003, Mulligan and Sala — | —
Martin 1997, IMF 2008).

3. Money Velocity Shocks asa Monetary Policy Stance I ndicator

The groundbreaking paper by Reynard (2007) clalmas $hort-term money velocity
shocks are an immanent element of the monetargrtriasion process. It is therefore possible
to offer an alternative interpretation for thosesetved short-term shocks. When money
velocity increases, this means that the money gugpinks in relation to demand for money.
One should interpret it as a move toward a moreicase policy stance. If money velocity is
stable in the short run, this is a neutral politanse. In contrast, a drop in money velocity
indicates expansionary monetary policy stance. Triisrpretation is applicable only in the
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short run and is based on a stylized fact abouaieh of the real sector. Changes in the
number of transactions in the national economyralagively small and are equal to the real
GDP changes. With the sharp change in the numbteamgactions (temporary supply shock),
adjustments of prices allow in some extent to ceh@alditional transactions with the same
nominal money supply. Real money supply increasesporarily to service additional
transactions. This way supply shock is bufferedaime extent and the nominal GDP does not
reflect the whole change in the number of traneastisince their value is temporarily
decreased. The alternative interpretation of mamycity shocks that is the core idea behind
the new method is based on an assumption thateitotig run money velocity is constant.
Demand for nominal cash balances is constant. 1drerethe observed short-term shocks to
velocity should be attributed to intentional (ort)hanonetary policy since prices are not

flexible enough to fully adjust and remove entineck impact on nominal GDP.

In order to receive qualitative and quantitativéoimation about monetary policy
stance developments it is convenient to calculast @ifferences of money velocity and
present them as rates of percentage change. Thidaaetary Policy Stance Index (MPSI)
is created. The advantages of this approach aresmows and cover simplicity, intuitive
interpretation, lack of modeling or dependence oantry-specific characteristics. Neutral
monetary policy is recognized when MPSI realizagiare equal zero. Positive MPSI numbers
indicate higher restrictiveness and negative irtdiexpansionary monetary policy. Among
many potential applications of the MPSI one shawdognize testing monetary authority
effectiveness, international comparative studiegly@ing economic agents response to
monetary policy. In this paper the MPSI will be dider analyzing monetary developments in
two highly financially integrated economies.

4. Monetary Policy Stance Convergencein Japan and the US.

Since the Il World War economies of Japan and tB& @re interrelated. For many
years however financial markets in Japan were dldse foreign investors, which was
especially long-lasting for treasury securitiesisTolicy can be interpreted with information
about high level of public debt. Some restrictidhat applied for foreign investors resulted
from the aim to avoid any potential problems assed with sudden stops and withdrawing
capital invested in government securities. Sucteaario was present in many cases of recent

financial crises. Its detrimental impact on naticg@nomy is though the pressures on interest
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rates and this way on domestic absorption. In eshtio Japan, all financial markets in the
USA are for many decades an inherent element of global financial system. Full
liberalization of all BOP accounts resulted in aoclation of foreign liabilities of the USA
residents. This allowed in turn for the strong dolpolicy and the weak yen policy when
financial surpluses of Japanese agents were inv@steecurities denominated in USD. The
benefit achieved this way was maintaining compediiess of Japanese products in the USA.
Strong trade links and financial activity resulteda high level of economic integration of
both countries. According to the theory of econ@nimonvergence of business cycles that
followed, led to similar monetary policy stance.spie significant differences in production
structures, the way monetary policy was condugbeidate sector agents behavior and quite
different business culture, Japan and the USA conbasically the same monetary policy
since 1995. The listed differences are respondinethe divergent money velocity paths
(Figure 1).

Figure-1: Money Velocity in Japan and the USA Quarterly 1990-2006.
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Source: Author on the basis of the Internationaldficial Statistics, IMF, Washington 2008.

Money velocity is steadily increasing since 1994isTcan be interpreted as a change
in the available financial services which allow gwciety to hold lower cash balances. The
opposite trend in Japan can be associated withe¢b@omic problems at the turn of the
millennia and inefficient policy of low interesttes. The observed trend indicates moving to

more expansionary monetary policy in comparisonhwite beginning of 90-s. Initial
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convergence in money velocity reversed in 1993.pidesthe different level of money
velocity and behavior in cash management, the firgincial integration resulted in a very
similar monetary policy, when restrictiveness atgl changes are considered. Graphical
presentation of the MPSI for Japan and the USAoisimformative. Therefore to recognize
the relationship and test for the hypothesis alvoutvergence in monetary policy stance of
the central bank of Japan and FED, correlationfimeft for MPSI was calculated. It was
calculated for a 4-quarter moving window and thasa new time series was obtained f3r 1
quarter 1994 —quarter 2006 (Figure 2).

Figure 2. Correlation Coefficient for the MPSI in Japan and the USA (4-quarter moving
window).

0.8 ../'/\ o

- \'\/ (

0.4

0.2

0 rr rrrrrrrrrrrrrrrrrrrrrrrrr1rrrrrrr 11 1 qgrrrorrrrT T 1 1 1 1 11 11T
N b ) AN b= N PN b & VAN T= 3 e N 4"
o of & oo o oo e oo oo O ov ol .o o .o
S K FE F N FFF D Q‘JE\QQ“-’ F & FF

Fod T F T F P F PSS & A S

-0.4 \

-0.6
Source : Author.

For the first time correlation reached +1 at theé eh1994. After this convergence one
can observe a significant divergence initiated bgxMan crises in 1995 and Asian crises in
1997. Strong and advanced integration of Japarttentd SA resulted in achieving again high
positive correlation in monetary policy stance. tPosg asymmetric shock that affected the
USA on 11/09 called for an independent response raadlted in moving close to quite
opposite monetary policy stance developments feers¢ quarters. Then again in 2003 the
whole system returned to the high convergence vedas correlation coefficient close to +1

for the rest of the period covered.
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5. Conclusion

Economic integration processes lead to regiongbe@dion of independent countries,
which give up some of their autonomy in exchanges@one expected benefits from removing
intra-regional barriers for trade in goods, sersjdow of labor and capital. The last stage of
such an economic integration is creation of afletiged monetary union. Then the member
states give up autonomy in conducting domestic t@opeolicy. The theory of economics
point out that there are some potential costsesiational authorities loose an instrument of
dealing with asymmetric shocks. According to theassible trinity, when two out of three
features are met, then the third is achieved auioaily. In the studied case of Japan and the
USA, the free flow of capital meaning full integoat of financial markets, led to the
significant convergence of the monetary policy searHowever, due to free float of yen and
USD, each of these two countries can conduct agpe@adent monetary policy, when needed.
As the observed behavior in the middle of 90s. aftdr 9/11 terrorist attacks shows that
asymmetric shocks are not only a theoretical candeproves also that potential costs of

inability to react to them can be significant.

In the highly financially integrated world, converge in monetary policy stance
seems a natural consequence. Even a strong asymsteick is able to move the system
away form the balance only in the short run. Inltmg run, the system rebalances and returns
to the previous stance. As can be concluded, maintgindependence by Japan and the USA
in monetary policy is of high value. This is in &@dzh consistent with the classical OCA
theory claiming a negative relationship between nmemonomic losses and ability to
counteract asymmetric shocks. Member states of metapy union do not have such an
option. The only way to deal with them is with B$@olicy instruments. However, in this
policy member states are most often restricted dyvergence criteria and multilateral

surveillance system.
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