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EXECUTIVE SUMMARY

The rapid growth in international capital flows has outpaced theoretical efforts to model the markets that intermediate these flows. The objective of this Network is to improve understanding of the operation of international capital markets and the implications for macroeconomic behaviour and the formation of financial regulation and taxation policies.

Each partner in the project used their expertise to provide training programmes for the Young Researchers. This has taken the form of active participation in seminars and workshops, and participation in summer schools. In addition, partner institutions have been able to attract top-class visiting scholars, who have been teaching specialised courses on selected topics. Young Researchers based at the partner institutions have made strong contributions to the overall research effort.

In its fourth year, the Network’s research agenda has advanced according to plan. The research results achieved in the Network’s fourth year are discussed in detail below, but are summarised briefly here. 

The Network made very good progress in all four areas of its programme. The single biggest area of activity has been in developing “new” open-economy macroeconomic models that take better account of the impact of international capital flows and international financial integration on macroeconomic fluctuations and the properties of alternative macroeconomic models. The papers produced by this network in this area are having a major global impact in this field, as evidenced by success in publications and representation in major invited conferences.

The analysis of international capital flows has also been a highly productive area. A good signal of the Network’s success in this area was that Philip Lane (scientific coordinator of the Network) was invited to be a primary contributor on this topic for the European Commission’s Annual Economic Report (November 2003). Network members were also invited to speak on this topic as the International Monetary Fund’s Annual Research Conference.

Work on international tax problems (a central policy issue in an era of greater international capital mobility) has also continued at a high level, with the EPRU, CentER and Tel Aviv teams all working on major projects in this area. Finally, the network has also made contributions on international systemic issues.

These results have also been documented on the network's website (http://www.cepr.org/research/Networks/IMLAN/), hosted by CEPR. The website contains information on the people involved in the Network; research underway and papers produced; job vacancies within the Network; and dissemination of the Network’s output. It also contains links to the teams’ own sites.

During this reporting period, 2 young researchers, Jens Søndergaard (Universitá Roma III) and Gregory Gadzinski (University of Cologne) have joined the Network, whereas 8 Young Researchers continued from the last reporting period. A number of them successfully moved onto new positions, like Natalie Chen from LBS to University of Warwick, Wolfgang Eggert from EPRU, Copenhagen to University of Konstanz, Giovanni Ganelli from Trinity College Dublin to the IMF and Kim Kaivanto from Eitan Berglas School of Economics to Lancaster University Management School. The activities of the Young Researchers in the network over the past year are detailed later in this report.
The network has maintained its excellent record in organising large-scale conferences. It held two conferences during the reporting period. In cooperation with Finrisk and the Studienzentrum Gerzensee, the fifth conference in the network was held in Gerzenzee on 16 and 17 May 2003. The sixth conference took place in Rome on 12-13 December 2003. The programmes are included as an appendix to this report. The conferences included, among others, sessions on the following topics:

· Wages and Exchange Rate Regimes
· Globalisation and Inflation

· International Equity Trading in a SDGE Model
· Growth Expectations, Capital Flows and International Risk Sharing
· FDI Exports: Origins and Quantities
· The situation of Present-Value Model of Current Accounts
· Information and FDI Flows
· New Open Economy Macroeconomics, Exchange Rates and Current Accounts
· International Financial Integration
· The Danger of Hard Pegs: Monetary and Fiscal Policy Coordination in an Open Economy
· Diversification and International Bond Portfolio
· Private Returns to Emerging Market Lending, 1970-2000
· Monetary Policy and Exchange Rates
Members of every network team attended the conferences, including a total of 8 Young Researchers, as well as a number of outside experts, including participants from the IMF, the European Central Bank, the European Commission, the Federal Reserve Bank of New York and several academics from leading North American universities.

Since its inception, young and senior researchers in this network have produced a total of about 84 papers accepted for publication in journals, 12 book chapters, and 46 CEPR Discussion Papers related to the work programme as set up in the contract, as well as numerous papers in other working paper series. In addition, Philip Lane, scientist-in-charge of the project, co-authored the CEPR Publication Monitoring the European Central Bank 4: 'Surviving the Slowdown'; and Richard Portes, researcher at London Business School, co-authored CEPR Policy Paper 8: 'Making Sense of Globalization: A Guide to the Economic Issues'.

Part A – ReseaRch Results

1. Scientific Highlights  

1.1 Open-Economy Macroeconomics

Giovanni Ganelli (Young Researcher, TCD) developed his analysis of fiscal policy in new open economy macroeconomic models in his paper "Public Spending Management and Macroeconomic Interdependence. Lane (TCD) and Ganelli published a new survey of this class of models in "Dynamic General Equilibrium Analysis: The Open Economy Dimension".
With Honohan (World Bank, TCD and CEPR), Lane also worked on the analysis of macroeconomic adjustment in individual member countries inside EMU in the paper “Divergent Inflation Rates in EMU”: an important focus was the asymmetric exposure of individual countries to the external exchange rate value of the euro. EMU also provides a laboratory for real exchange rate behaviour inside a currency union.

Jean Imbs (LBS) investigated the determinants of business cycle synchronisation in “Trade, Finance, Specialization and Synchronization”. His analysis took into account the important linkages between trade in goods, openness to financial flows, specialization in production and the synchronization of the business cycle. Imbs examined these issues empirically for a cross-section of 24 countries and for a cross section of US states. He found that specialization is important for business cycle synchronization – countries with more similar production pattern are more closely synchronized. Capital market integration was also important – integrated capital markets were found to promote synchronization. 

In “Globalization and Inflation”, Natalie Chen (Young Researcher), Imbs and Scott (all LBS) examined the contribution that increased trade has made to the decline in European inflation in recent years. By using disaggregated data they controlled for the well-documented impact of aggregate monetary and fiscal policy on inflation. They utilised two datasets including a new one that allowed them to estimate the impact of openness on mark ups. They found that increased openness exerts a negative and significant impact on sectoral inflation rates, by both reducing mark ups and raising productivity. The productivity effect dominates in the long run.

Natalie Chen (LBS) used multivariate unit root test methods, to investigate the Purchasing Power Parity (PPP) hypothesis at the sectoral level across six European countries over the last seventeen years. Evidence of mean reversion toward PPP was found for the relative prices of some sectors and countries. Mean reversion in relative prices was explained by cross-country and cross-sectoral characteristics such as the distance between countries, nominal exchange rate volatility, differences in GDP per capita, non-tariff barriers, research and development, advertising, industrial concentration and tradability of the products.
Chen and Ravn investigated the roots of decreasing costs of international trade. In their paper “Degravity?” they documented that costs of international transportation have diminished significantly over time.  Earlier papers have argued that such reductions in transactions costs may be important for understanding the increases in international trade that have been observed over the last two decades. This paper instead examined whether reductions in costs of transportation themselves are due to increased international trade, the idea being that when trade increases there may be increasing returns to scale because of higher utilization of transportation capacity and due to increased investment in high efficiency transportation technologies. Based on structural estimation of import demand functions they found evidence to purport the idea of endogenous costs of transportation so that increased international trade might have a self-reinforcing effect.

Hélène Rey (CEPR) with Jean Imbs (LBS) Morten Ravn (LBS) and Haroon Mumtaz has worked on international market segmentation. International economists have been puzzled for a long time by the seemingly very slow degree of mean reversion of the real exchange rate towards Purchasing Power. This empirical finding of a very long half-life (the consensus range established in Rogoff’s ‘The PPP Puzzle’ is 3 to 5 years!) is very problematic for most international macroeconomic models. Indeed they generally use as a key building bloc a PPP condition, while analysing short to medium run macroeconomic phenomena or policies. Furthermore, such a long half-life is not compatible with conventional wisdom regarding nominal rigidities or arbitrage. In ‘PPP Strikes Back: Aggregation and the Real Exchange Rate’, Imbs, Mumtaz, Ravn and Rey use a completely standard data set of price indices to show that this famous PPP puzzle comes purely from an aggregation bias in the estimation of dynamic processes. In parallel, the same authors have been working on non-linear dynamics of sectoral exchange rates  (‘Non Linearities and Real Exchange Rate Dynamics’) to relate the different speeds of mean reversion across sectors to objective factors like tradability and market structure.
Michael Hutchison (EPRU) has undertaken several empirical studies of so-called sterilized intervention, finding that such intervention may not be quite as ineffective in influencing exchange rates as has previously been believed.

Giancarlo Corsetti (University of Rome III) and Panagiotis Konstantinou (Young Researcher, Rome III) worked on a paper that provided empirical evidence on the adjustment dynamics of the U.S. net foreign liabilities, net output and consumption. They have used empirical techniques that allowed them to quantify the relative importance of permanent and transitory innovations. They found that transitory shocks dominate variation in all three variables for a horizon up to a year, but their contribution remains significant for a horizon up to five years. A permanent shock - that is consistent with a technological shock - dominates the variation of all variables at longer horizons. In response to this shock, net foreign liabilities, net output and consumption are shown to increase - consistent with the effect of productivity gains raising domestic return to capital and thus generating an inflow of foreign capital. Conversely, a transitory shock causes net output and consumption to increase temporarily, accompanied by a short-run accumulation of net foreign assets. Overall, their results were quite consistent with the intertemporal approach to the current account, suggesting that the rejection of tests of this model in recent empirical studies might well be due to some of the auxiliary assumptions required to make the model testable.

Giancarlo Corsetti (University of Rome III) further developed the model of macroeconomic dynamics with endogenous introduction of new goods in collaboration with Paolo Pesenti (NYFed) and Philippe Martin (Universite’ de Paris, Sorbonne). The aim of this research project is twofold. First, the model aims at understanding macroeconomic process when both the production and the consumption baskets change over time. One policy question that motivates this research agenda is the interpretation of macroeconomic indicators in the acceding countries: to what extent inflation is driven by changes in relative prices, price convergence and quality upgrade. More in general, common measures of real exchange rate can overstate or understate real appreciation depending on whether price levels are corrected for a change in goods’ varieties. Second, the model aims at shedding light on the macroeconomic determinant of firms’ location choice. The trade literature has stressed many potential real factors. Does the macroeconomic policy regime play a role in determining firms’ location choice?

Giancarlo Corsetti (University of Rome III) also refined the global model of international transmission developed with Luca Dedola (ECB) and Sylvain Leduc (Philadelphia Fed), motivated by vast empirical evidence on a positive response of US international price to productivity improvements in the US. In other words, when US industries become more productive, the international relative price of their products (terms of trade) improve. This is supported by many VAR studies, and corresponds to the observation that the US dollars appreciated in real terms throughout the second half of the 1990’s, a period of strong productivity growth in the US. The global model proposed by Corsetti, Dedola and Leduc (whose main features are already embedded in the IMF GEM model) is solved by pursuing a novel hypothesis --- that of a low price elasticity of imports for the US, that magnifies wealth and income effects of price changes. According to the low price elasticity hypothesis, high price volatility magnifies changes in relative wealth between the US and the rest of the world (contributing to explaining the lack of risk sharing at international level). In addition, it creates a general equilibrium analog of “crowding out effects” in the Mundell-Fleming model. When productivity shocks increase the US supply, given the strong share of US demand in the world demand and strong income effects of price changes in the US, world demand can only increase to meet the supply with a higher relative price of US goods (raising US income above foreign income). During the year, the same model has been refocused on the euro area with interrelated results. Also, the model has been enriched with the introduction of market segmentation and price discrimination.

Panagiotis Konstantinou and Jens Søndergaard (Young Researcher, Rome III), together with Frank Engels (ECB) worked on a paper that relates the relative productivity slowdown in UK to the strength of Sterling. More specifically, they provided favourable econometric evidence for a productivity-based model of the real exchange rate of the pound vis-à-vis the French Franc and Deutsch Mark. Their empirical results implied that the observed U.K. productivity slowdown can account for the recent strengthening of the pound Sterling. They found that a one percentage point decrease in U.K. productivity relative to French and German productivity leads to a 2.6 and 1.8 percentage point real appreciation of the Sterling, respectively. Based on inferred equilibrium exchange rates, they also concluded that Sterling was not overvalued at its end-2001 level vis-à-vis the French Franc and Deutsch Mark, whereas it seemed overvalued at the outset of the ERM.

Jens Søndergaard with Pietro Cova (Georgetown University) worked on a paper that evaluated the welfare effect of simple (but not optimal) monetary targeting rules in a stochastic two-country open-economy model featuring producer price stickiness and imperfect competition. They pointed out specific cases when the central bank would prefer to stabilize the exchange rate rather than domestic producer prices as recommended by Obstfeld and Rogoff (2002), Clarida et al. (2002) and Gali and Monacelli (2002). They found that an exchange rate peg is only desirable when the country is small and faces an elastic export demand curve. Unlike earlier contributions, we evaluated welfare using a second order approximation of the model's structural equations including the welfare function.

Axel A. Weber and Guenter W. Beck (University of Cologne) have been examining the question whether inflation uncertainty in Europe varies with the level of inflation. The recent literature on the welfare cost of inflation emphasizes inflation's effect on the variability of relative prices. Expected and unexpected inflation have both been proposed to increase relative price variability and, thereby, to distort the information content of nominal prices. Using regional aggregate and disaggregated COICOP inflation data, Axel A. Weber and Guenter W. Beck examine the impact of inflation on relative price volatility in EMU countries. Preliminary results indicated a significant positive relationship between inflation and inflation uncertainty.

Esther Conrad (University of Cologne) is working on two research projects. The first uses disaggregate consumer price data to test for convergence to the law of one price, with a focus on countries in monetary and trade unions. She is expecting to highlight the importance of common fiscal policies, common institutional and cultural ties, exchange rate variability, sticky price theories, and tradability versus non-tradability of goods for this project. The second project is dealing with current account dynamics, more specifically the sustainability of deficits and adjustment dynamics in general. One relevant question here is whether globalization has led to improved information flow between countries, which in turn has facilitated greater capital mobility across countries. 

Mathias Hoffmann (University of Cologne) has been working on two projects: ‘Trade Integration, Inflation and the Phillips Curve’ and ‘Analysing the Phillips Curve: Implications from different Exchange rate Regimes. The first project derives the Phillips Curve in a New Keynesian Model of a small open economy. It can be shown, however, that the slope of the Phillips Curve in the small open economy is flattening with the degree of openness. More open economies, therefore, have higher sacrifice ratios. Using a new approach of calculating sacrifice ratios, see H. Zhang (2002), the project also empirically analyses this for a set of industrial and developing countries. The second project refers to recent models of stochastic open economy models (e.g. Obstfeld and Rogoff (2000) and Corsetti, Pesenti (2001, 2002)) to analyse the determinants of the Phillips Curve under different Exchange Rate Regimes. A third project analyses the effects capital and goods market integration on the trade balance in a small open economy model with imperfect competition. The main implication of the model is that the trade balance is increasingly volatile the more the country participates in international trade in goods and financial services. The model allows testing those propositions empirically. The effects on the trade balance can be analysed using data on capital flows and trade openness by controlling for other possible factors.

Mathias Hoffmann also continued working on a joint project with Giovanni Gannelli on ‘Fiscal Policy in an Open Economy: Theory and Evidence’. This project is aiming to analyse the impact of fiscal policy shocks on a country’s consumption, output, real/nominal exchange rate and trade balance. Thereby, the project mainly concentrated on small open economies. In another joint project with Andreas Schabert (University of Cologne), it is aimed to analyse formally and empirically the relationship between fiscal policy and risk premia in an open economy. Finally a further project with Ibrahim Chowdhury and Gregory Gadzinski (both at University of Cologne), analyses the adjustment process of the current account for 15 long standing members of the OECD over the time period 1850 to 1999. 

Ibrahim Chowdhury has been working on a joint research project with Andreas Schabert on Assessing Money Supply Rules. They provide evidence that US Federal Reserve policy can be characterized by a simple contingent money supply rule, according to which the growth rate of nonborrowed reserves depends on expected changes in inflation. The Volcker-Greenspan era is found to be associated with significantly negative inflation elasticity, whereas their estimates indicate that the Federal Reserve in the pre-1980 era supplied money in a mildly accommodating way. While these results appear to be consistent with corresponding evidence on interest rate rules, theoretical analyses provide a different view. Applying a conventional monetary business cycle model, it is shown that both money supply regimes were not destabilizing, which casts doubt on the hypothesis that self-fulfilling expectations contributed to high and volatile inflation rates in the pre-1980 era. It is further shown that optimal monetary policy under commitment can be implemented by a money supply rule with negative inflation elasticity, implying that the pre-1980 regime was less successful in dampening macroeconomic fluctuations triggered by fundamental disturbances. Regarding the transmission of money supply shocks, it is further shown that negative inflation elasticity raises the likelihood of a liquidity effect and lowers the persistence of output responses.

Philippe Bacchetta (CEPR) and Eric van Wincoop (University of Virginia) in their paper “Can Information Heterogeneity Explain the Exchange Rate Determination Puzzle?” introduced investor heterogeneity into the otherwise standard monetary model of exchange rate determination. According to Bacchetta and van Wincoop, evidence has shown that macroeconomic fundamentals have little explanatory power for nominal exchange rates. On the other hand, the recent "microstructure approach to exchange rates" has shown that most exchange rate volatility at short to medium horizons is related to order flows. This suggests that investor heterogeneity might be key to understanding exchange rate dynamics, in contrast to the common representative agent approach in macroeconomic models of exchange rate determination. There are two types of heterogeneity: dispersed information about fundamentals and non-fundamentals based heterogeneity (e.g. liquidity traders). They show that information dispersion leads to magnification and endogenous persistence of the impact of non-fundamentals trade on the exchange rate, both resulting from rational confusion about the source of exchange rate fluctuations. Higher order expectations, familiar from Keynes' "beauty contest", partly contribute to these results. The implications of the model are consistent with the evidence on the relationship between exchange rates and fundamentals: (i) fundamentals play little role in explaining exchange rate movements in the short to medium run, (ii) over longer horizons the exchange rate is primarily driven by fundamentals, (iii) exchange rate changes are a weak predictor of future fundamentals.

Hélène Rey (CEPR) with P.O. Gourinchas, studied in detail the dynamics of international adjustment when valuations of gross assets and liabilities of countries are incorporated in the analysis. The traditional theories of international adjustment focus on the current account and the role of exports and imports (and hence the impact of the exchange rate on the trade balance) in returning to sustainable external positions. The rhetoric and practice of the IMF regarding external adjustment comes straight from that view, and common wisdom about the sustainability of the US current account deficit is that at some point the dollar will depreciate so that US exports will increase and US imports will decrease. In fact, capital gains and losses on gross assets and liabilities of countries via in particular exchange rate changes are quantitatively of first order, and this can be the main source of adjustment. We have demonstrated this empirically in a paper called  ‘International Financial Adjustment’ where we set up a very general theoretical framework to study external sustainability
Other members of the CEPR team (Devereux and Sutherland) continued to make important contributions to the new open-economy macroeconomics literature, working on topics such as endogenous price stickiness; pricing to market; and welfare analysis of optimal macroeconomic policies.

Sutherland (CEPR) and Giovanni Lombardo in "Policy Instrument Choice and Non-Coordinated Monetary Policy in Interdependent Economies” analysed non-coordinated monetary policy in a stochastic two-country general equilibrium model. Non-equilibria are compared in two cases: one where policy is set in terms of state-contingent money supply rules and one where policy is set in terms of state-contingent nominal interest rate rules. In general the non-coordinated equilibrium differs between the two types of policy rule, but a number of special cases are identified where the equilibria are identical. Sutherland and Lombardo analysed the endogenous choice of policy instrument and they showed that the Nash equilibrium in the choice of policy instrument depends on the interest elasticity of money demand.

Sutherland (CEPR) and Lombardo further studied the ‘Monetary and Fiscal Interactions in Open Economies’. They used a sticky price model to analyse the interactions between fiscal and monetary policy. The role of an activist fiscal policy as a stabilisation tool was considered and a measure of the welfare gains from international fiscal co-operation was derived. They found that welfare gains from fiscal cooperation do exist, provided monetary policy is set cooperatively. There are also welfare gains from fiscal policy cooperation in a monetary union. However, they found that a ‘non-activist’ fiscal policy could be better than non-cooperative fiscal policy when the international correlation of shocks is strongly negative. And non-cooperative fiscal policy can be better than cooperative fiscal policy if monetary policy is not set cooperatively.

1.2 International Capital Flows

Philip Lane (TCD) collaborated with Gian Maria Milesi-Ferretti (IMF and CEPR) on a study on “International Financial Integration’’ that analysed the determinants of rising international asset trade in recent years.  They also initiated a new project on “International Investment Patterns” that is studying the determinants of bilateral portfolio equity investment patterns.

In “The Macroeconomics of International Financial Trade,” Lane discusses the implications of international financial integration for macroeconomic modelling. In “Financial Globalization and the Irish Economy”, Lane analyses the massive capital flows in and out of Ireland, which is emerging as a major global offshore financial center. Lane also provided an overview of international financial integration for the Annual Economic Report of the European Commission (November 2003).

Hélène Rey (CEPR) with Philippe Martin has developed new theories of asset trade where the menu of assets traded is endogenously determined and the size of financial areas plays a key role in financial development and international risk sharing. The traditional finance literature never models demand effects on asset prices, since it views assets as perfectly substitutable, an assumption which is very questionable especially in an international context. Our main theoretical model has been developed in “Financial Super-Markets: Size Matters for Asset Trade”. In our set up larger financial areas tend ceteris paribus to have a lower cost of capital and a larger market capitalization. Our model is able to generate realistic levels of home bias with low transaction costs on assets.  The paper is forthcoming in the Journal of International Economics. Rey and Martin have also used a refined version of their model to analyse the determinants of financial crises in emerging market economies in “Financial Globalisation and Emerging Markets: With or Without Crash?”. The central finding of this paper is that partial financial liberalization can unleash vicious-circle dynamics in which self-fulfilling low investment equilibria in emerging markets can appear. The underlying mechanism is simple but quite general, and it is so far unexplored. In closed economies, domestic savings equal domestic investment and there is no capital flight by definition. Once the capital account is open, two equilibria are possible: one in which agents expect a high level of investment in the emerging market, and capital does indeed flow in from the rich economies. In that case aggregate demand is high, income is high and high levels of investment in the emerging markets are validated in equilibrium. But there exists a second, pessimistic equilibrium, in which people expect a low level of investment and a high cost of capital. This leads to low aggregate demand and low income in the emerging economies and in turn validates the pessimistic expectations in equilibrium. These self-fulfilling equilibria are driven by expectations on investment (and therefore aggregate demand), which contrasts sharply with the almost exclusive emphasis that the crisis literature has put on the supply side of emerging economies.

Harald Hau (INSEAD and CEPR) and Hélène Rey (Princeton and CEPR) have been working on the development of an equilibrium model in which exchange rates, stock prices and capital flows are jointly determined under incomplete forex risk trading (Hau, H. and Rey, H. 2003. 'Exchange Rates, Equity Prices and Capital Flows'. CEPR Discussion Paper no. 3735. London, Centre for Economic Policy Research). Incomplete hedging of forex risk, documented for U.S. global mutual funds, has three important implications: 1) exchange rates are almost as volatile as equity prices when the forex liquidity supply is not infinitely price elastic; 2) higher returns in the home equity market relative to the foreign equity market are associated with a home currency depreciation; 3) net equity flows into the foreign market are positively correlated with a foreign currency appreciation. The model predictions are strongly supported at daily, monthly and quarterly frequencies for 17 OECD countries vis-à-vis the U.S. Moreover, correlations are strongest after 1990 and for countries with higher market capitalization relative to GDP, suggesting that the observed exchange rate dynamics is indeed related to equity market development.
Jean Imbs (LBS) investigated how financial integration affects the cross-country comovements in GDP and consumption. Theory has the stark implication that increased financial integration should increase consumption comovements but lower output comovements. Imbs found that, in the data, financial integration instead increased both consumption and output comovements, a finding that reinforced the international risk-sharing puzzle. He presented his findings at the IMF Fourth Annual Research Conference, November 2003. His discussant at this conference was Philip Lane (TCD).

Helga Kristjansdottir (Young Researcher, EPRU) continued her theoretical and empirical work on the determinants of foreign direct investment. Among other things, she has applied the so-called knowledge-capital model of multinational companies in an empirical analysis of foreign direct investment in Iceland.

Giancarlo Corsetti (University of Rome III) has concluded his research project on “catalytic finance” by an international lender of last resort, and debtor moral hazard, with Nouriel Roubini and Bernardo Guimaraes. The project has so far focused on the IMF reform but has important implications also for the European financial architecture, especially as regards the possibility of financial turmoil in the acceding countries before and after the adoption of the euro. During the year 2003, a new phase of the research project has been initiated. This phase includes a reconsideration of empirical work on catalytic finance and moral hazard, and a theoretical comparison of liquidity support and “standstill”.

Assaf Razin and Efraim Sadka (Tel Aviv) continued their analysis of the determinants of FDI in a series of papers.

1.3 International Tax

Several members of the EPRU team continued their studies of the likely effects on international capital flows and on international tax competition of the European Commission’s recent proposal to move towards a common consolidated tax base for multinational companies operating in the European Union. Peter Birch Sorensen (EPRU) completed a study analyzing various theoretical and practical aspects of the Commission proposal, which involves a switch to so-called formula apportionment of the corporate tax base. Sorensen’s study also includes a simulation analysis of the effects on capital flows and economic welfare of various forms corporate tax coordination in the EU, based on a newly developed model of capital flows in the OECD area.

Søren Bo Nielsen (EPRU) and Pascalis Raimondos-Møller (EPRU) analyzed the effects of formula apportionment on the transfer pricing behaviour of multinationals operating in oligopolistic product markets, thereby moving beyond the conventional but unrealistic assumption of competitive markets.

Wolfgang Eggert (EPRU) continued his studies on the incentives for foreign direct investment and tax competition under formula apportionment. Part of his work, undertaken jointly with Peter Birch Sorensen (EPRU), analyzes how alternative tax regimes affect the opportunities and incentives for international profit-shifting via so-called ‘thin capitalization’, i.e., the practice of shifting taxable profits towards low-tax jurisdictions via the shifting of debt between different entities within a multinational corporation. Another part of Eggert’s work has focused on the effects on capital flows and tax competition of international information exchange to enforce residence-based capital income taxes.

The CentER, Tilburg team continued its research program on international taxation. This involved continued cooperation between Harry Huizinga of Tilburg and Soren Bo Nielsen of EPRU Copenhagen on theoretical issues in the area of international taxation. These were related to the impact of foreign ownership on capital income taxation and to the implications of capital income taxation the labor and capital tax mix. Harry Huizinga also continued his research on empirical issues in international taxation. This involved an empirical investigation of the impact of foreign share ownership on the level of corporate income taxation. Some of this work was discussed with RTN members at other nodes.

Assaf Razin and Efraim Sadka (Tel Aviv) worked on the sustainability of the welfare state in open economies, in a context of increased capital mobility.

1.4 International Systemic Issues and Crisis Management

Michael Hutchison (EPRU) completed a study of the macroeconomic effects of IMF-sponsored programs in Latin America, highlighting what he calls ‘the vicious cycle of failed stabilizations’.

Philip Lane (TCD) published a paper "Business Cycles and Macroeconomic Policy in Emerging Market Economies" that analyses the interaction between macroeconomic policies in emerging market economies and investor sentiment in global capital markets. His joint paper with Patrick Honohan “Divergent Inflation Rates in EMU” (Economic Policy, October 2003) also considers the challenges for the EU in integrating the accession countries into the European monetary system.  Sutherland (CEPR) worked on several papers analysing the case for international policy coordination in new open economy macroeconomic models.
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PART B - Comparison with the Joint Programme of Work 

1. Research Objectives, method and work plan

The research objectives as detailed in the technical annex remain achievable and considerable progress has been made towards meeting them, as detailed in the research highlights section of this report. The research method and the work plan also remain the same as detailed in the technical annex of the contract.

Microfoundations of International Financial Markets and Level and Composition of Capital Flows

Theoretical work is divided between the modelling of market frictions (asymmetric information, default risk, transactions costs) and the analysis of their impact on growth, risk-sharing and business cycles. From this theoretical base, the empirical analysis is studying the determinants of the level and composition of cross-border capital flows and their impact on the level and volatility of growth, risk diversification and specialisation.

Research has been carried out from the different teams as detailed in the table below:

	Area
	Teams involved

	Modelling market frictions
	EBSE, LBS, CEPR, TCD

	Impact of frictions of Growth, Risk Sharing and Volatility
	LBS, CentER, CEPR, EBSE

	Empirical Analysis of capital flows
	TCD, LBS, CEPR, EBSE


Examples of relevant publications:

M. Devereux and P.R. Lane  (2003), ``Understanding Bilateral Exchange Rate Volatility,” Journal of International Economics, 60 (1), 109-132, May 2003.

Jean Imbs, Haroon Mumtaz, Morten O. Ravn, and Hélène Rey, “Non-Linearities and Real Exchange Rate Dynamics” (2003), Journal of the European Economic Association, April-May 2003, 1 (2-3).

Jean Imbs, Haroon Mumtaz, Morten O. Ravn, and Hélène Rey, “PPP Strikes Back: Aggregation and the Real Exchange Rate”, revised February 2004.
Macroeconomic Interdependence and International Financial Markets

A major goal of the project is the development of the ‘new open economy macroeconomics’ class of models, with a special focus on the incorporation of European features such as rigid labour markets, changing product and capital market structures and the rise of the euro as a vehicle currency in goods and asset markets. Another theoretical priority is a welfare-based dynamic analysis of alternative interest rate, exchange rate and fiscal policy regimes as stabilisation mechanisms both for large entities such as the European Union and smaller countries that may peg to the euro or even adopt the euro as a main currency. The theoretical analysis of policy pays also appropriate attention to interdependence issues and the scope for international policy coordination. At an empirical level, this is supported by empirical investigation of the international transmission mechanism and quantitative evaluation of the theoretical models using the stylised facts of the European macroeconomy.

The division of tasks between teams in implementing this part of the work programme has been as follows:

	Task
	Teams involved

	Theoretical Foundations
	Roma, CEPR, TCD

	Analysis of Policy Regimes
	EPRU, CentER, CEPR, TCD, Roma III

	Quantitative Evaluation
	TCD, LBS, CEPR,CFS


Examples of relevant publications:

M. Governatori, “A fiscal federalism perspective of the economic policy framework in the Euro Zone” , Working paper nr. 69, The Institute of economic studies of Galizia (Spain) “Pedro barrie de la Maza”.
P.R. Lane "The Cyclicality of Fiscal Policy: Evidence from the OECD," Journal of Public Economics, 87, 2661-2675, December 2003. 

Cova, P. and Søndergaard, J. “When Should Monetary Policy Target the Exchange Rate?” (presented at Banca d’ Italia, EPRU-University of Copenhagen and 6th CEPR RTN Workshop on the “Analysis of International Capital Markets”).

Stability of the International Financial System

The project adopts rigorous, microfounded modelling techniques to gain insight into why crises occur and the role of international liquidity providers and international organisations in minimising systemic risk and crisis management. Special emphasis is placed on the coordination issues involved when responsibility for stability is shared among major participants, either directly or via delegation to international organisations. At an empirical level, the determinants of crises and contagion are being studied. The effectiveness of regulatory responses such as IMF surveillance and deposit insurance schemes is also investigated.

The division of tasks between teams in implementing this part of the work programme has been as follows:

	Task
	Teams involved

	Managing the International System – Theoretical Analysis
	LBS, CentER, Roma III, CEPR

	Empirical Determinants of Crises and Effectiveness of Policy Responses
	EPRU, CentER, LBS, Cologne


Examples of relevant publications:

Hutchison, M. and I. Noy, ‘Macroeconomic Effects of IMF-sponsored Programs in Latin America: Output Costs, Program Recidivism and the Vicious Cycle of Failed Stabilizations’, Journal of International Money and Finance 22, December 2003, 991-1014

Imbs, J., “The Real Effects of Financial Integration”, February 2004, CEPR Discussion Paper 2640. Prepared for the IMF Fourth Annual Research Conference, November 2003.

Taxation and the International Financial System
The project studies the restrictions imposed by international capital mobility on tax systems and the scope for coordination, either via exchange of information or harmonisation of tax rates. In addition, the impact of tax structures on the level and direction of capital flows and the role of tax policies in improving the stability of the international system are studied.

	Area of study
	Teams involved

	Implications of Capital Mobility for Tax Systems
	EPRU, CentER, EBSE, CEPR

	Sensitivity of Capital Flows to Taxes
	CentER, EBSE


Examples of relevant publications:

Huizinga, H.P. & Nielsen, S.B. (2003). Withholding taxes or information exchange: The taxation of international interest flows. Journal of Public Economics, 87, 39-72

Sorensen, P. B., 2004, ‘Company Tax Reform in the European Union’, International Tax and Public Finance 11, 2004, 91-115.

2.Organisation and management

Since the network is geographically dispersed, effective management and communication has been important. This has been facilitated in part by the existing links between network partners, many of who have previously collaborated in joint research. These pre-existing common research interests have strengthened interaction between researchers in the network.

Trinity College Dublin is the co-ordinating partner for the network, and has considerable experience in the administration of grants at the European level. Philip Lane, from the Trinity College, is the Network Co-ordinator, and has taken responsibility for ensuring effective communication among participating institutions, and for monitoring the network's progress in achieving its objectives. CEPR’s excellent research and co-ordination infrastructure has proved very helpful in this. 

2.1 Dissemination of research output and communication strategy

Research output from the Network was presented at numerous seminars, workshops and conferences:

ix. Trinity College Dublin

During this period, Philip Lane presented his work at the: NBER Summer Institute (Boston); Fundacion Ramon Areces Conference on Fiscal Policy (Valencia); European Economic Association; Federal Reserve Bank of New York; Harvard; Bank of Portugal; the IIES (Stockholm); and the CEPR-HKIMR Exchange Rates and Capital Flows conference in Hong Kong.

Philip Lane also was a primary contributor to the 2004 Annual Economic Report of the European Commission, providing an overview on international financial integration, based on work developed under the network.

Giovanni Ganelli presented his work in seminars at the: University of Pisa, Department of Economics Seminars (April 2003); Fiscal Department of the European Central Bank Seminars (invited speaker), March 2003, Frankfurt; Bank of England, International Economic Analysis Division, February 2003; Faculty Research Seminars, Department of Economics, University of Cologne, February 2003. He also spoke at the Royal Economic Society 2003 Conference, University of Warwick, April 2003.

x. CentER, Tilburg

Harry Huizinga of Tilburg and Soren Bo Nielsen of EPRU Copenhagen continued their co-operation on theoretical issues in the area of international taxation. These were related to the impact of foreign ownership on capital income taxation and to the implications of capital income taxation the labor and capital tax mix. Also, Harry Huizinga continued his research on empirical issues in international taxation. This involved an empirical investigation of the impact of foreign share ownership on the level of corporate income taxation. Some of this work was discussed with RTN members at other nodes.

xi. CEPR

Philippe Bacchetta presented his paper "Why Do Consumer Prices React less than Import Prices to Exchange Rates?” at the American Economic Association Annual Meeting, in Washington, January 2004 and at the Bank of Italy Conference on Exchange Rates and Prices in Rome in June 2003. Also, he held a presentation with the topic,“Can Information Heterogeneity Explain the Exchange Rate Determination Puzzle?” at the European Summer Symposium in Financial Markets, in Gerzensee in July 2003. Furthermore, he had the opportunity to present this paper at the SFIR Conference on FOREX Microstructure in Stockholm in April 2003, at the European Central Bank in July and at Princeton University in September 2003.

Hélène Rey presented her research at the following conferences: EEA Meetings 2003, NBER IFM workshop 2004 (Boston), SIFR Conference on foreign exchange Microstructure 2003, LSE-FMG conference on empirical finance 2003, Aix-Marseille Conference on Exchange Rate Dynamics 2003, Society of Economic Dynamics Meetings 2003, IMF Annual Research Conference 2003 and Hong Kong Monetary Authority 2003 and in the following Seminars: Norwegian Business School (2003), Stockholm IIES (2003), IMF (2004), Toulouse (2003), Aix-Marseille (2003), Oslo (2003), Amsterdam (2003), Cambridge (2003), ULB Brussels (2003), Tilburg (2003), IGIER Milan (2003), University of Munich (2003), Paris Jourdan Seminar (2003), Harvard (2003), Columbia (2004), Berkeley (2004) and Houston (2004).

Alan Sutherland presented his paper (with Giovanni Lombardo) “Monetary and Fiscal Interactions in Open Economies” at the 5th Bundesbank Spring Conference in May 2003. Also he acted as a discussant at the 5th RTN Conference in Gerzensee.

Michael Devereux, finally, also presented a paper on ‘Exchange rate policy and endogenous price flexibility’ at the 5th Bundesbank Spring Conference last May.
xii. University of Cologne

Mathias Hoffmann presented his paper “Compensating Wages under Different Exchange Rate Regimes” at the Centre for European Integration Studies, University of Bonn, Germany in July 2003 and at the CEPR Workshop at the Universitá Degli Studi Roma Tre, in Italy in December 2003. His paper ‘Saving, Investment and the Net Foreign Asset Position’ has been accepted for presentation at the European Econometric Association, Stockholm, in Sweden in August 2003 and at the “Money, Macro and Finance Conference” which took place at the University of Cambridge, England, in September 2003. The paper “Fixed versus Flexible Exchange Rates: A Panel VAR Analysis” has been accepted for presentation at the Royal Economic Society, University of Warwick, England in April 2003 and at the European Economic Association, Stockholm, in Sweden in August 2003. 

Gregory Gadzinski presented his paper “Inflation persistence for the EU countries, the Euro and the US” in September 2003 at the EDGE (European Doctoral Group in Economics) Annual Conference, at the University of Marseille.

Andreas Schabert presented his paper “On the relevance of open market operations” at the Econometric Society European Meeting in Stockholm in August 2003, at the “Money, Macro and Finance Conference” which took place at the University of Cambridge (England) in September 2003 and at the German Economic Association, in Zürich (Switzerland) in October 2003. The paper was also presented during a research seminar at the University of Konstanz (Germany) in November 2003 and in a workshop on „Monetary Economics“ at the HWWA Hamburg (Germany) in September 2003. His paper “Assessing money supply rules” was presented during a research seminar at the University of Frankfurt in October 2003. His paper “Fiscal-monetary policy interactions and macroeconomic stability” has been presented at the University of Milan (Italy) during a workshop on „EMU Macroeconomic Institutions and Policies“ in November 2003.

Ibrahim Chowdhury presented his paper  “Inflation Dynamics and the Cost Channel of Monetary Transmission” at the Centre for European Integration Studies, University of Bonn, Germany in July 2003. His paper ‘Assessing Money Supply Rules’ has been accepted for presentation at the European Econometric Association, Stockholm, in Sweden in August 2003 and at the “Money, Macro and Finance Conference” which took place at the University of Cambridge, England, in September 2003.

Guenter W. Beck and Axel A. Weber presented their paper ‘Inflation Dispersion and Convergence in Monetary and Economic Unions: Lessons for the ECB’ at the Annual Meeting of the Econometric Society in August 2003 in Stockholm. The joint paper ‘Price Stability, Inflation Convergence and Deflation Risks in EMU: Does One Size Fit All?’ was presented at the 
European Central Bank in Frankfurt/Main in July 2003 and at the Annual Meeting of the German Economic Association in Zurich in September 2003.
As one of the five Members of the German Council of Economic Experts, Axel A. Weber has held office at the German Statistical Office in Wiesbaden to work on a detailed report on the state of the German economy from August to November 2003. This report entitled “Consolidate public finances - reform the tax system" was released and presented to the German Chancellor Gerhard Schröder on 12 November 2003.
xiii. EPRU

Helga Kristjánsdóttir presented her paper on “The Knowledge-Capital Model and Small Countries: The Case of Iceland” was presented at a seminar at the University of Iceland and at the 17th Scandinavian Academy of Management Conference in Reykjavik.

Also, she presented her paper on “Sector Allocation of Foreign Direct Investment in Iceland” at a seminar at the Institute of Economics, University of Copenhagen in March 2003.

xiv. LBS

Jean Imbs held a lecture at Trinity College London and also presented one of the main papers at the Fourth IMF Annual Research Conference.

Natalie Chen presented “Globalization and Inflation” at the 6th RTN Conference in Rome, on the 12th and 13th of December 2003. She also participated in the 5th RTN Conference held at the Study Center Gerzensee in Switzerland on 16/17 May, 2003.

Morten Ravn was a discussant at the CEPR RTN Conference on The Analysis of International Capital Markets, Study Center Gerzensee, Switzerland, 16/17 May, 2003. He presented “PPP Strikes Back: Aggregation and the Real Exchange Rate” at Duke University, University of Bristol, University of Cambridge, and at the European Central Bank. He was also a discussant at the joint University of Rome/Northwestern conference on International Macroeconomics, Rome, June 2003. Morten O. Ravn also presented his research at various seminars at Cambridge University, the European Central Bank, Duke University and the European University Institute.

Richard Portes was a participant in the CEPR RTN Conference on The Analysis of International Capital Markets, Study Center Gerzensee, Switzerland, 16/17 May, 2003.

In addition, a series of relevant seminars were organized at LBS:

February 2003:

· Nobu Kiyotaki (LSE) "Liquidity, business cycles, and monetary policy"

· Steve Redding (LSE): "Factor price equalization in the UK?"

· Evi Pappa (LSE): "Price dispersion in monetary unions: The role of fiscal shocks"

March 2003:

· Hyun Shin (LSE): "Foreshadowing LTCM: the crisis of 1763"

November 2003:

· Carlos Zarazaga (Fed. Of Dallas): “Argentina’s Lost Decade and Subsequent Recovery: Hits and Misses of the Neo-classical Growth Model”

xv. Università di Roma III

Panagiotis Konstantinou, Young Researcher
The paper “The Dynamics of the U.S. Net Foreign Indebtness: An Empirical Characterization” (joint with Giancarlo Corsettti) was presented at a seminar in Banca d’ Italia (October 2003), the 6th CEPR RTN Workshop on the “Analysis of International Capital Markets” (December 2003), and the University of Athens (January 2004). Additionally, the paper has been accepted for presentation at the “Dollars, Debt, and Deficits-60 Years After Bretton Woods” conference organized jointly by IMF and Bank of Spain.

Panagiotis Konstantinou attended 5th Conference of the Analysis of International Capital Markets Research Training Network, that took place in the Study Center Gerzensee, Switzerland  15 - 17 May 2003 and the 6th Conference of the Analysis of International Capital Markets Research Training Network, that took place in the University of Rome III, Rome, 12-13 December 2003. Finally, he also visited the Department of Economics of the University of Athens where he got in touch with Prof. Petralias and Stournaras, and where he also gave a seminar on January 13, 2004.

Jens Søndergaard, Young Researcher
The paper “When Should Monetary Policy Target the Exchange Rate?” (joint with Pietro Cova) was presented at a seminar in Banca d’ Italia (November 2003), at a seminar at EPRU, University of Copenhagen (December 2003) and the 6th CEPR RTN Workshop on the “Analysis of International Capital Markets” (December 2003).

2.2 Network meetings and workshops

The 5th Conference of the Network on International Capital Markets took place on 16th and 17th May 2003 in Gerzenseee, Switzerland. Team Members and Young Researchers had the opportunity to present their research and exchange ideas. Papers were presented by Hélène Rey (CEPR) on ‘The Intertemporal Approach to the Financial Account’, Michael Devereux (CEPR) on ‘The Danger of Hard Pegs: Monetary and Fiscal Policy Coordination in an Open Economy’, Philip Lane (Trinity College Dublin) on ‘International Financial Integration’ and Assaf Razin (Tel Aviv University) on ‘The Role of Information in Driving FDI Flows: Host-Country Transparency and Source-Country Specialization’. 

Morten Ravn (London Business School), Harry Huizinga  (CentER, Tilburg University), Hans Joachim Voth (CEPR) and Alan Sutherland (CEPR), all acted as discussants to the above presentations. 

Among the young researchers participating were: Giovanni Ganelli, Matteo Governatori, Kim Kaivanto, Panagiotis Konstantinou, Helga Kristjánsdóttir, Canan Yildirim, Natalie Chen and Matthias Hoffmann.

The 6th Conference of the Network was organised on 12th and 13th December 2003 in Rome, Italy.  The major areas of interest addressed in three sessions were: 1) Current Account Dynamics, 2) Long-term Capital Flows and 3) Inflation and exchange rate regimes.

Giancarlo Corsetti (Universitá di Roma III) and Panagiotis Konstantinou (Universitá di Roma III) presented their paper on ‘An Empirical Characterization of the Dynamics of the US Net Foreign Indebtness’. Assaf Razin (Tel Aviv University) held a presentation on ‘FDI Capital Does Fly from Rich Countries to Poor Countries’. Also, Natalie Chen, Jean Imbs, Andrew Scott (all from the London Business School team) presented their findings on ‘Globalization and Inflation’, whereas Jens Sondergaard addressed the question ‘When Should Monetary Policy Target the Exchange Rate?’ Finally, Mathias Hoffmann (University of Cologne) presented a paper on ‘Compensating Wages under Different Exchange Rate Regimes’.
Henrik Jensen (University of Copenhagen), Harry Huizinga (Tilburg University), Hélène Rey (CEPR) and Michael Devereux (CEPR), all acted as discussants for various presentations at the conference.

Team members had a further opportunity to participate in the following international/ European meetings:

-European Research Workshop on International Trade, 20-26 June 2003, Bern, Switzerland: Natalie Chen (LBS) and Elhanan Helpman (Tel Aviv University).

-European Summer Symposium on International Macroeconomics, 28-31 May 2003, Athens, Greece: Giancarlo Corsetti (Universitá di Roma III), Assaf Razin (Tel Aviv University), Philippe Bacchetta all acted as a discussants and Alan Sutherland (CEPR) presented his paper on International Monetary Policy Coordination and Financial Market Integration.

Overview of networking events where Team Members and/or Young Researchers participated

	Date
	Location
	Details

	16-17 May 2003
	Gerzensee
	5th Conference of the Network on International Capital Markets

	28-31 May 2003
	Athens
	European Summer Symposium on International Macroeconomics

	20-26 June 2003
	Bern
	European Research Workshop on International Trade

	12-13 Dec. 2003
	Rome
	6th Conference of the Network on International Capital Markets


2.3 Networking

Canan Yildirim (CentER) visited EPRU in July 2003 to collaborate with Helga Kristjansdottir (EPRU). 

Canan Yildirim also visited Trinity College Dublin to present her work and interact with Philip Lane, November 2003 

Jean Imbs (LBS) visited Trinity College Dublin and gave a seminar in June 2003.

Alan Sutherland (CEPR) visited Trinity College Dublin for a month in November-December 2003 and presented his work. 

Jens Søndergaard (Young Researcher, Rome team) visited EPRU in December 2003 to discuss his research with members of the EPRU team and to give a seminar.

Peter Birch Sorensen (EPRU) was in regular e-mail contact with Lans Bovenberg from the Tilburg team as part of the preparation of a joint paper.

In January 2004, Panagiotis Konstantinou (Rome III) paid a visit to his home affiliation, the Department of Economics of the University of Athens, where he also presented part of his joint work with Giancarlo Corsetti.

On 3 February 2003 Giovanni Ganelli (TCD) visited University of Cologne to present a paper on The New Open Economy Macroeconomics of Government Debt and to work with his co-author, Mathias Hoffmann (University of Cologne) on the joint research project ‘Fiscal Policy in an Open Economy: Theory and Evidence’, which aims at analysing the impact of fiscal policy shocks on a country’s consumption, output, real/nominal exchange rate and trade balance.

On 13 October 2003 Prof. Dr. Alex Cukierman (CentER, Tilburg) visited the Cologne team to present his paper on Endogenous Monetary Policy with Unobserved Potential Output.

Overview of networking visits

	Person visiting
	Place of visit

	Giovanni Ganelli (TCD)
	University of Cologne, February 2003

	Jean Imbs (LBS)
	Trinity College Dublin, Ireland, June 2003

	Canan Yildrim  (CentER)
	Economic Policy Research Unit (EPRU), University of Copenhagen, Denmark, July 2003

	Alex Cukierman (CentER)
	University of Cologne, October 2003

	Canan Yildrim (CentER)
	Institute for International Integration Studies, Trinity College Dublin, November 2003

	Alan Sutherland (CEPR)
	Trinity College Dublin, Nov.- December 2003

	Jens Søndergaard (Roma III)
	EPRU, December 2003

	Panagiotis Konstantinou (Roma III)
	Department of Economics of the University of Athens, January 2004


3. Training

3.1 Measures taken to publicise vacant positions

Advertisements of vacant positions within the network have been 

· published in Job Openings for Economists,

· publicised throughout CEPR research network.
3.2 Progress in recruitment of young researchers

xvi. Trinity College Dublin

No new Young Researcher was hired by TCD in the reporting period.

xvii. CentER, Tilburg

No new Young Researcher was hired by CentER in the reporting period.

xviii. University of Cologne

Gregory Gadzinski, M.A, joined the Cologne Research team in August 2003 after an internship at the ECB in Frankfurt. He is working on his Ph.D. that he plans to complete in fall 2005. During this time he visited Marseille University, the ECB in Frankfurt and the Universitá Degli Studi Roma III, Rome in connection with his network activities.

xix. Eitan Berglas School of Economics, Tel Aviv (EBSE)

No new Young Researcher was hired by EBSE during the reporting period.

xx. EPRU

EPRU has by now financed a total of 36 person-months of Young Researchers, as stipulated in the original contract. Out of the total of 36 months, 24 months were delivered as pre-doc months, and 12 as post-doc months, due to difficulties in recruiting post-docs.

xxi. LBS

No new Young Researcher was hired by LBS in the reporting period.

xxii. Università di Roma III

Jens Søndergaard was hired as a pre-doc Young Researcher in June 2003 until December 2003.
Progress in recruitment of Young Researchers

	Participant
	Contract deliverable of Young Researchers to be financed by the contract (person- months)
	Young Researchers financed by the contract so far (person-months)

	
	Pre-doc

(a)
	Post-doc

(b)
	Total (a+b)
	Pre-doc

( c)
	Post-doc (d)
	Total

(c+d)

	TCD


	25
	24
	49
	24
	22
	46

	CentER


	22
	18
	40
	16
	24
	40

	CEPR


	0
	0
	0
	0
	0
	0

	University of Cologne
	23
	18
	41
	6
	15.5
	21.5

	EPRU


	12
	24
	36
	24
	12
	36

	EBSE


	27
	14
	41
	0
	16
	16

	LBS


	12
	24
	36


	37
	25
	62

	Università di Roma III


	24
	18
	42
	11
	15
	26

	TOTAL
	145
	140
	285
	118
	129.5
	247.5


3.3 Integration of young researchers into research programme

The methods used to integrate the young researchers into the work of the Network have been discussed elsewhere in this report, but they include:

· cross-node supervision

· visits of researchers to other Network partners 

· participation in Network workshops; young researchers are encouraged to chair sessions and act as discussants in addition to presenting their own research

· encouragement to participate in international conferences, including non-Network CEPR events which are related to the young researchers’ work joint research initiatives opportunities to gain teaching experience.

Young Researchers who become affiliated to the Network also gain from their inclusion in other CEPR activities, including workshops, conferences and the possibility to submit Discussion Papers to the CEPR series.  Furthermore, through this inclusion they gain exposure to the high-level international academic economists who participate in CEPR events.

xxiii. Trinity College Dublin

Giovanni Ganelli participated in the regular seminars offered at TCD. 2003 was also the first year of full operation of the newly established Institute for International Integration Studies (IIIS) at Trinity College Dublin. This provided extra training and networking opportunities. In particular, its visitor programme allowed Ganelli to interact with longer-stay visitors such as Bent Sorensen (Houston) and Jonathan Temple (Bristol).  

xxiv. CentER, Tilburg

Canaan Pilgrim and Mateo Governatori participated in various seminar and research activities of the faculty. Matteo Governatori is a PhD student, currently collaborating with Sylvester Eijffinger, a Tilburg faculty member.

xxv. University of Cologne

To improve the training of young researchers the University of Cologne team has organized a number of research visits of internationally established colleagues, who presented their latest research in the Faculty seminar series, which is usually attended by the entire Cologne network team. Presentations in the staff seminar included paper by Giovanni Ganelli (TCD) on The New Open Economy Macroeconomics of Government Debt (3 February 2003), Campbell Leith (University of Glasgow) on Interactions Between Monetary and Fiscal Policy under Fixed and Flexible Exchange Rates (12 May 2003), Lukas Menkhoff (Universität Hannover) on Different Counterparties, Different Foreign Exchange Trading? The Perspective of a Median Bank (7 July 2003), Matthew B. Canzoneri (Georgetown University) on Should the European Central Bank and the Federal Reserve Be Concerned About Fiscal Policy? (14 July 2003), Alex Cukierman (Center for Economic Research, Tilburg) on Endogenous Monetary Policy with Unobserved Potential Output (13 October 2003),  Klaus Adam (Universität Frankfurt) on Optimal Monetary Policy under Commitment with a Zero Bound on Nominal Interest Rates (20 October 2003), Ilian Mihov (INSEAD, Singapore) on The Macroeconomic Effects of Fiscal Rules in U.S. States (24 November 2003), and Neil Rankin (University of Warwick) on Disinflation and Staggered Wage Setting in a Small Open Economy (15 December 2003).

To improve his networking links and skills in research project design and planning the young researcher Gregory Gadzinski participated in the EDGE Annual Conference in Marseille (09/ 2003), in meetings of the Inflation Persistence Network (IPN, 12/ 2003) at the ECB in Frankfurt and at the 6th Conference of the Analysis of International Capital Markets Research Training Network at the Universita Degli Studi Roma Tre Rome (12/ 2003).
The young network team members at the University of Cologne attended the Summer School of the Centre for European Integration Studies on Monetary Theory and Policy at the University of Bonn, organized by Professor Jürgen von Hagen.  The lectures where given by Dale Henderson (Federal Reserve Board, Washington DC) and Carl Walsh (University of California, Santa Cruz). Mathias Hoffmann, Ibrahim Chowdhury and Esther Conrad attended this international training event.
xxvi. EPRU

Two senior researchers at EPRU supervised the work of the pre-doc, Helga Kristjánsdóttir and offered advice regarding her research plans and Ph.D. study program. On two occasions, EPRU also invited her assigned Ph.D. supervisor from the University of Iceland to visit EPRU to secure consistency and continuity in the advisory process.

The work of the Young Researchers was also supervised closely by several senior EPRU researchers. Helga Kristjánsdóttir initiated two joint research projects with members of the EPRU as well as two other joint projects with foreign researchers visiting EPRU.

Both young researchers were given the opportunity to present their work at local department seminars and workshops.

xxvii. Università di Roma III

Panagiotis Konstantinou is working with Giancarlo Corsetti on modelling the dynamics of adjustment of the net foreign positions of countries. The focus of their first joint project is on modelling the adjustment dynamics of the U.S. net foreign liabilities. 

In addition, Panagiotis Konstantinou and Jens Søndergaard worked jointly with Frank Engels (ECB) on a project that aimed at linking the behaviour of the Sterling with the relative productivity slowdown in the UK.

4. Difficulties
The primary difficulties encountered involved the delay generated by the request for the transfer of network membership from CFS to Cologne, plus the lagged effects in approving resource transfers from Tel Aviv to LBS. To allow the network to successfully complete its programme in a smooth fashion, the Network received approval to extend the duration of the contract until January 2005. We anticipate that the fifth and final year of the network (Feb 2004 to Jan 2005) will be highly productive in generating further high-quality output from the various strands of this network.

annex i: 5th RTN Conference programme
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5th Conference of the Analysis of International Capital Markets Research Training Network


Studienzentrum Gerzensee, 16/17 May 2003

Friday May 16

10:00-11:15  
The Intertemporal Approach to the Financial Account
*Pierre-Olivier Gourinchas (Princeton University and CEPR)

Hélène Rey (Princeton University and CEPR)

Discussant: 
Bartosz Mackowiak (Humboldt-Universität zu Berlin)

11:15-11:45 
Coffee break

11:45-13:00 
Mixed Signals in Defending the Exchange Rate



*Allan Drazen (University of Maryland and CEPR)


Stefan Hubrich, Mckinsey Consulting

Discussant: 
Alan Sutherland (University of St Andrews and CEPR)

13:00-14:30 
Lunch

14:30-15:45
Estimating Private Returns to Emerging Market Lending, 1970-2000
Christophe Klingen (International Monetary Fund)

*Beatrice Weder   (Universitat Mainz)

Jeromin Zettelmeyer (International Monetary Fund)

Discussant: 
Allan Drazen (University of Maryland and CEPR)

15:45-16:15
Coffee break

16:15-17:30
Diversification, Original Sin, and International Bond Portfolio 

John Burger (Sellinger School of Business and Management, Loyola College in Maryland)

*Francis Warnock (The Board of Governors of the Federal Reserve System)

Discussant: 
Hans Joachim Voth (Universitat Pompeu Fabra and CEPR)

Saturday May 17

8:30-9:15 
The Danger of Hard Pegs: Monetary and Fiscal Policy Coordination in an Open Economy
David Cook 

*Michael Devereux (University of British Columbia and CEPR)

Discussant: 
Harris Dellas (Universität Bern)
9:15-10:30 
International Financial Integration
Philip Lane (Trinity College Dublin and CEPR)

*Gian-Maria Milesi-Ferretti (International Monetary Fund and CEPR)

Discussant: 
Harry Huizinga  (European Commission and CEPR)

10:30-11:00
Coffee break

11:00-12:15
The Role of Information in Driving FDI Flows: Host-Country Transparency and Source-Country Specialization
Ashoka Mody (International Monetary Fund)

*Assaf Razin (Cornell University, Tel Aviv University and CEPR)

Efraim Sadka (Tel-Aviv University)

Discussant: 
Philipp Harms (Studienzentrum Gerzensee and Universität Konstanz)

12:15-13:45 
Lunch

13:45-15:00
The Present-Value Model of the Current Account Has Been Rejected: Round Up the Usual Suspects
James Nason (University of British Columbia)

*John Rogers (Board of Governors of the Federal Reserve System)

Discussant: 
Morten Ravn (London Business School and CEPR)

Organizers:

Philippe Bacchetta (Studienzentrum Gerzensee and CEPR)

Philip Lane (Trinity College Dublin and CEPR)
Hélène Rey (Princeton University and CEPR)

annex Ii: 6th rtn CONFERENCE PROGRAMME
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6th Conference of the Analysis of International Capital Markets Research Training Network
Rome, 12 - 13 December 2003
Organizers: Giancarlo Corsetti, Michael Devereux and Philip Lane
 

Each paper has 40 minutes, discussant 10 minutes and 10 minutes for general discussion.

 

Friday 12 December
13.00 – 14.00
Lunch

Session I: Long-term Capital Flows

Session Leader:
 Richard Portes (CEPR and Columbia Business School)

14.00 – 15.00
Which Countries Export FDI and how Much?

* Assaf Razin (Tel Aviv University, Cornell University and CEPR)

Yona Rubinstein (Tel Aviv University)

Efraim Sadka (Tel Aviv University)

Discussant: 

Galina Hale  (Yale University) 

15.00 – 16.00
Growth Expectations, Capital Flows and International Risk Sharing
*Olli Castrén (European Central Bank) 

Marcus Miller  (University of Warwick)

*Roger Stiegert (European Central Bank)

Discussant:  
Gian Maria Milesi-Ferretti (International Monetary Fund and CEPR)

16.00- 16.15

Coffee

16.15 – 17.15
International Equity Trading in a SDGE Model
Fabio Ghironi (Boston College)

*Jaewoo Lee (International Monetary Fund)

Alessandro Rebucci (International Monetary Fund) 

Discussant:  
Gianluca Benigno (London School of Economics and CEPR)

 

Saturday 13 December

Session II:  Current Account Dynamics 

Session Leader:
Harry Huizinga (Tilburg University and CEPR)

 

09.00 – 10.00 
How Well Can the New Open Economy Macroeconomics Explain the Exchange Rate and Current Account?

Paul Bergin (University of California, Davis)

Discussant: 
Robert Kollman (University of Bonn and CEPR)

 

10.00 – 10.15
Coffee

10.15 – 11.15 
An Empirical Characterization of the Dynamics of the US Net Foreign Indebtness

*Giancarlo Corsetti (Universita' di Roma Tre and CEPR)

*Panagiotis Konstantinou (Universita' di Roma Tre and CEPR)

Discussant:  

Hélène Rey (Princeton University and CEPR)

 

11.15 – 12.15  
On the Consumption Real Exchange Rate Anomaly


*Gianluca Benigno (London School of Economics and CEPR)

*Christoph Thoenissen (University of St Andrews)

Discussant:  
Michael Devereux (University of British Columbia and CEPR) 

12.15 – 13.30
Lunch

Session III: Inflation and Exchange Rate Regimes.
 

Session Leader:
John Driffill (Birkbeck College, London and CEPR)

13.30 – 14.30

Globalization and Inflation


*Natalie Chen (University of Warwick and CEPR)

Jean Imbs (London Business School and CEPR)

Andrew Scott (London Business School and CEPR)

Discussant:  
Silvana Tenreyro (Federal Reserve Bank of Boston) 

14.30 – 15.30
When Should Monetary Policy Target the Exchange Rate?

Pietro Cova  (Georgetown University) 
*Jens Sondergaard (Georgetown University and Universita' di Roma Tre) 

Discussant:  

Henrik Jensen (University of Copenhagen and CEPR)

15.30 – 15.45
Coffee

15.45 – 16.45
Compensating Wages under Different Exchange Rate Regimes

Mathias Hoffmann (Universität zur Köln)

Discussant:  

Lilia Cavallari (Universita' di Roma Tre)

Organizers:

Giancarlo Corsetti 
(Universita' di Roma Tre and CEPR)

Michael Devereux 
(University of British Columbia and CEPR)

Philip Lane 

(Trinity College Dublin and CEPR)

Representative of Advisory Committee:

Philipp Hartmann (European Central Bank)
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