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Research insights from Jackson Hole

The latest on digital’s impact on market structures.

Alejandro Neut, Fernando Soto

The Fed’s 2018 Economic Symposium in Jackson Hole focused on “Changing Market Structures and Implications
for Monetary Policy.” More specifically, the meeting centered on four papers that examined the evidence, causes
and implications of ongoing changes to the competition mechanisms at the heart of today's modern economies. We
briefly summarize those papers, academic works that analyze very large sets of micro data in order to understand
the new mechanism at work. As Fed Chairman Powell noted, the understanding of such structural changes is vital
for policymakers, many of whom currently feel as if they are navigating by the stars — shifting stars!

The first two papers follow a common thread: the relationship between digital technologies and competition. They
first present evidence that suggest an ongoing transformation on the way markets operate and then relate
fragmented pieces of evidence in order to assess two opposing views in the current debate: is technology
undermining competition by facilitating market-power abuse by few key players, or is technology favoring a
structural change in the rules/markets under which all firms still have to fiercely compete? Both conclude with
economic and policy implications of their findings.

The first paper (Van Reenen, 2018) confirms the growing concentration in sales across productive sectors of the
US economy. Based on recent literature, the paper also shows sales are concentrating in leading firms with higher
markups but also with significant productivity advantages. Moreover, the paper points to evidence of ongoing
concentration across different countries, each with its own history of antitrust enforcement. Consequently, the
paper favors the explanation that concentration is reflecting intensified competition “for the market” rather than anti-
competitive mergers or collusion “in the market”. But the paper also points to additional mechanisms that may also
be affecting the labor market, resulting in production that is less labor intensive while being more intensive in higher
skills — dynamics that can exacerbate income polarization.

A more nuanced view may be found in the second paper (Crouzet and Eberly, 2018). They show that leading firms
are also more intensive in intangible capital, a trend with significant implications to the effectiveness of monetary
policy. Furthermore, by decomposing US firms” revenue per worker into what is due to markup and what is due to
productivity, the paper finds that while sectors such as retail are undergoing intensified competition, in others there
is evidence of increasing market power.

The third paper (Corbae & Levin 2018) looks specifically into the financial sector, adding the caveat that in this
sector higher/deregulated competition would be at the expense of financial stability. They conclude that an optimal
policy would foster competition while at the same time enhancing good governance in all participants.

Finally the fourth paper (Cavallo, 2018) looks into changes in the pricing mechanisms used by firms. It finds that
online retail competition is fostering volatile prices that are more responsive to exchange-rate and term-of-trade
shocks, which in turn hinder the effectiveness of monetary policy.

Unlike previous occasions, this year's symposium did not offer major news with regard to current monetary policy -
the participation of high-level central bank authorities was confined to the US, Canada, England and the General
Manager of the BIS.

Policymakers at the symposium agreed that the changing nature of market structures adds to the uncertainty

surrounding monetary policy normalization. To ensure that all people benefit from these dynamics, they stressed
that it is imperative to better understand and explain the impact of emerging uses of digital technologies on the
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future demand for skills and the nature of competition. They also used the opportunity to stress two additional
points: First, the Federal Reserve remains comfortable with their current policy course. Powell is not eager to
accelerate the pace of interest rate normalization nor is he eager to change the size of increases. He defended
gradualism as the appropriate response to navigate between the two risks that the Fed confronts (moving too fast-
too slowly). Second, with regards to the rise of protectionism, Carstens stressed that recent protectionist measures
not only pose additional risks for the real economy, but also for financial stability - real and financial dynamics may
feed into each other and amplify the damage to the world economy — a “perfect storm”.

A more detail explanation of each of the four papers can be found in the annex that follows.

ANNEX

Increasing differences between firms: Market Power and the Macro-Economy, by John Van
Reenen

This paper examines firm heterogeneity and concentration within productive sectors in the US and other countries,
based on a survey of relevant literature and accompanying evidence. The data indicate a decades-old rising trend
in firm inequality/dispersion within sectors in terms of both productivity and wages paid, while sales are increasingly
concentrated in few successful firms. As a result, or in tandem with those trends, over the last two decades
aggregate sectoral markups have been rising while labor shares have been falling.

Such trends have naturally triggered concerns about decreasing competition and the accompanying loss of
efficiencies, yet the paper highlights an alternative explanation: concentration, rising aggregate markups and lower
labor shares may be a product of intensified competition “for the market” rather than anti-competitive mergers or
collusion “in the market”. In other words, rather than lax-antitrust enforcement, the aforementioned trends may well
be the product of a change in the nature of competition due to globalization and new technologies: a winner-take-all
dynamic that gives rise to superstars.

Evidence to support a change rather than a decrease in competition include the fact that trends in concentration
and mark-ups seem similar across countries — regardless of each country’s antitrust enforcement trends. Secondly,
concentration has been higher in those sectors with rising productivity and innovation, rather than within sectors
with increasingly stifled markets. In fact, over the last decades sectoral productivity has grown in large part due to
“compositional effects” where production has reallocated/concentrated to firms that were already more productive.

Yet if new technologies are deemed so scalable (such as software), why is diffusion across firms not higher, thus
lowering rather than raising concentration? Aside from network effects, the paper points to the fact that lower ICT
costs plays in favor of large companies that can develop proprietary software for operational processes such as
logistics, inventory control, and market analysis. Moreover, there is evidence that productivity (TFP) differences are
correlated to “organizational® and managerial good practices”, practices that are harder to imitate and diffuse
across firms.

Whether the aforementioned trends are symptoms of falling or morphing competition has a large impact not only on

antitrust regulation, but monetary policy as well: competition rules, bargaining power, and growth are major building
blocks behind key variables such as the NAIRU, the “Phillips curve” and potential GDP.
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Understanding weak capital investment: the role of market concentration and intangibles by
Nicolas Crouzet and Janice Eberly.

Focusing on the evolution of intangible capital, Crouzet and Eberly arrive to a more nuanced conclusion:
acknowledging that concentration might be linked to either lower competition or more productivity, they find
evidence of both channels in the US economy: with concentration in sectors such as healthcare exhibiting lower
competition, and concentration in sectors such as retail exhibiting stronger productivity gains. They also find that
intangible capital is significantly more important in today's leading firms that concentrate sales, yet there is still little
understanding on what exactly would turn intangibles into a force for good (productivity) or a force for evil (abuse of
market power). Consequently, there is still little guidance on its inclusion in competition and economic policy. That
said, the implications to monetary policy can be huge: intangible capital is characterized by both higher
depreciation rates — which could render investment less responsive to interest rates — an lower collateral value —
which could hinder the effectiveness of some very important transmission channels of monetary policy.

More Amazon Effects: Online Competition and Pricing Behaviors by Alberto Cavallo

Using micro data from the BPP (Billion Prices Project) for multi-channel retailers, the author finds evidence of a
secular increase in the frequency of price changes over the last 10 years, and also evidence of an increasing
prevalence of “uniform price” setting by firms across locations - although less significant in the category of foods
and beverages. These findings are robust to differences in offline/online intensity - although faster for online
intensives. The analysis is conducted by comparing prices of goods solds by both Walmart and Amazon.
Regression results showed that online pricing is more sensitive to “nationwide” shocks, with larger short-term pass-
throughs for both gas price and exchange-rate fluctuations -the latter only seen in the case of import prices -e.qg.
prices “at the dock”.

Yuriy Gorodnichenko argued that online competition has encouraged a secular downward trend in retail prices,
potentially explaining the Phillips curve puzzle -i.e., the undershooting in the inflation policy targets and the muted
reaction of prices to booming labour markets. He also argued that a higher frequency of price changes might imply
that targeting overall inflation would destabilize rather than stabilize the economy. This is the main argument for
using “core” price stabilization, yet the basket of core goods might be significantly shrinking. Finally, he argued that
monetary policy should put a higher weight on volatility of output as more flexible prices lead to smaller market
distortions, and it should adapt its targets, operations and tools to the evolving nature of retail price setting.

Competition, Stability, and Efficiency in Financial Markets by Dean Corbae & Ross Levin

This paper finds that in the banking sector there is trade-off between competition and stability. Based on a
theoretical model, they conclude that policymakers should welcome the increase in competition fostered by new
technologies, yet they should use tools to reduce greater instability by enhancing governance for all participant -
e.g., regulation through a compensation wedge that reduces manager's myopia and/or by raising base capital
requirements that increase owners” exposure to higher risk-taking. They also argue that tightening leverage rules is
more effective in reducing credit when banks have better governance. Moreover, increased competition in the
banking sector enhances monetary policy transmission - as banks with large profit margins might easily cushion
lending from any contractive monetary policy.
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DISCLAIMER

This document has been prepared by BBVA Research Department, it is provided for information purposes only and
expresses data, opinions or estimations regarding the date of issue of the report, prepared by BBVA or obtained
from or based on sources we consider to be reliable, and have not been independently verified by BBVA.
Therefore, BBVA offers no warranty, either express or implicit, regarding its accuracy, integrity or correctness.

Estimations this document may contain have been undertaken according to generally accepted methodologies and
should be considered as forecasts or projections. Results obtained in the past, either positive or negative, are no
guarantee of future performance.

This document and its contents are subject to changes without prior notice depending on variables such as the
economic context or market fluctuations. BBVA is not responsible for updating these contents or for giving notice of
such changes.

BBVA accepts no liability for any loss, direct or indirect, that may result from the use of this document or its
contents.

This document and its contents do not constitute an offer, invitation or solicitation to purchase, divest or enter into
any interest in financial assets or instruments. Neither shall this document nor its contents form the basis of any
contract, commitment or decision of any kind.

In regard to investment in financial assets related to economic variables this document may cover, readers should
be aware that under no circumstances should they base their investment decisions in the information contained in
this document. Those persons or entities offering investment products to these potential investors are legally
required to provide the information needed for them to take an appropriate investment decision.

The content of this document is protected by intellectual property laws. It is forbidden its reproduction,
transformation, distribution, public communication, making available, extraction, reuse, forwarding or use of any

nature by any means or process, except in cases where it is legally permitted or expressly authorized by BBVA.

Economic Watch — 31 August 2018 4



BBVA Research

BBVA Research

Chief Economist BBVA Group
Jorge Sicilia Serrano

Macroeconomic Analysis
Rafael Doménech
r.domenech@bbva.com

Digital Economy
Alejandro Neut
robertoalejandro.neut@bbva.com

Global Macroeconomic
Scenarios

Miguel Jiménez
mjimenezg@bbva.com

Global Financial Markets
Sonsoles Castillo
s.castillo@bbva.com

Long-Term Global Modelling and
Analysis

Julian Cubero
juan.cubero@bbva.com

Innovation and Processes
Oscar de las Pefias
oscar.delaspenas@bbva.com

CONTACT DETAILS:

Financial Systems and
Regulation

Santiago Fernandez de Lis
sfernandezdelis@bbva.com

Digital Regulation and Trends
Alvaro Martin
alvaro.martin@bbva.com

Regulation
Ana Rubio
arubiog@bbva.com

Financial Systems
Olga Cerqueira
olga.gouveia@bbva.com

Spain and Portugal
Miguel Cardoso
miguel.cardoso@bbva.com

United States
Nathaniel Karp
nathaniel.Karp@bbva.com

Mexico
Carlos Serrano
carlos.serranoh@bbva.com

Middle East, Asia and
Big Data

Alvaro Ortiz
alvaro.ortiz@bbva.com

Turkey
Alvaro Ortiz
alvaro.ortiz@bbva.com

Asia
Le Xia
le.xia@bbva.com

South America
Juan Manuel Ruiz
juan.ruiz@bbva.com

Argentina
Gloria Sorensen
gsorensen@bbva.com

Chile
Jorge Selaive
jselaive@bbva.com

Colombia
Juana Téllez
juana.tellez@bbva.com

Peru
Hugo Perea
hperea@bbva.com

Venezuela
Julio Pineda
juliocesar.pineda@bbva.com

BBVA Research: Azul Street. 4. La Vela Building — 4th and 5th floor. 28050 Madrid (Spain). Tel.:+34 91 374 60 00 and +34 91 537 70 00 /
Fax: +34 91 374 30 25 - bbvaresearch@bbva.com www.bbvaresearch.com



