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Two_ views.on inte@atlo

JE rate"rgim%,

Flexible exchange rate economies are
more insulated to external shocks

A reflection of the Mundellian Trilemma

Countries can attain just 2 of 3 objectives

Free capital mobility

B Independent
FX stability monetary policy

Flexible FX are not enough to
insulate the economy

Because of the Global Financial Cycle (Rey, 2013)

Developments in the United States

v

International comovement in
financial prices and aggregates
(the Global Financial Cycle)

All countries are subject to this Cycle
regardless of FX regime



Which viewsdeminates? &

A Global VAR to assess the international spillovers of US monetary policy
l l

A model of the global economy Identify both conventional & unconventional shocks

0 33 interconnected economies (>90% of world GDP) 0 Theorybased sign restrictions on US variables

o Full country heterogeneity in parameters

_ _ o Agnostic on spillovers (unrestricted responses of RoV
0 Account forthird-country & spillback effects

P
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_ AA global synchronization of financial variables @obal Financial Cycje
US monetary policy leads t
ASizable macrdinancial spilloversall countries get affected regardless of FX regime

Importantly, spillback & thirdcountry effects amplify spillovergspecially with unconventional monetary policy



Road map

1. TheGVAR
0 Structureof the model

o ldentification strategy

2. International spilloversfrom USmonetarypolicy |
o Conventionalmonetary policy
o Unconventionalmonetary policy

o0 Sourcesf international spillovers

3. Conclusions




Countries.indthe GVAR #

33 advanced & emerging economies (accounting for more than 90% of world GDP)

Asia and Pacific
Australia
China

India
Indonesia
Japan

Korea
Malaysia
New Zealand
Philippines
Singapore

Thailand

North America
Canada

Mexico

United States

South America
Argentina

Brazil

Chile

Peru

Africa and Middle East
Saudi Arabia
South Africa

Europe
Austria®
Belgium™
Finland*
France™®
Germany™
[taly*
Netherlands*
Norway
Spain®
Sweden
Swizerland

Turkey
United Kingdom

* Euro area countries are modelled jointly

(as in Dées et al. 2007) 5



The GVAR.censisis:of 2/fitwork of dountry

Extraeffects due to interactions among receiving countries

|
Third-country

US monetary policy spills China
over to the rest of the world
Direct effect Y .
UsS ‘ UK
Spillback effects s
Each country in the rest of the ‘
world may affect the US Euro
Area



The,countrysspesific VARX models ¥

Each economy depends on both domestic and external developments

qi
j=1 7=0 ‘ 3=0 .
Domestic variables Foreign variables Oil prices
o Real GDP growth Weighted averages of other 0.Common observed factor
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o CPl inflation o Endogenous to global developments

0 Shortterm interest rate E-I = Z Wi Y}t Pa G )

L X, =a, +b,t DX, . EFY, . +u,
o Term spread (long, short rates) JF t= 0z 0 +j2::1 F= +j2:;) ¥t F Uat
0 Real equity prices
o Gross capital inflows over GDP ~Wweights capture the _

_ _ importance of countryj for i weighted averages of GDP growth
o Nominal effective exchange rate (based on bilateral trade flows) & inflation across all countries
(GDPbased weights)

(quarterly data: 1994Q¢t, 2016Q4)



|dentificationsef US"mSnetgry policy Shocks

Restrict responses of US variables Unrestricted responses in rest of the world

Restrictions informed by standard monetary theory Agnostic on size & sign of international spillovers

v

Conventional Unconventional
Responses of US variables:
Short-term interest rate — 0 |
Term spread + I R SRtk Compression of term spread raises growtl
Inflation + + and inflation, policy rate unchanged
(Baumeister & Benati, 2013)
Output growth + +
Real equity prices + +
Gross capital inflows —+ +
NEER — — e USD depreciates

Note: sign restrictions are imposed on impact and one period after the shock



Road map

2. International spilloversfrom USmonetarypolicy |
o Conventionalmonetary policy
o Unconventionalmonetary policy

o0 Sourcesf international spillovers
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Output growth Inflation Short-term rate
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Note: maximum absolute responses and associated 68% bandsEdhted group means in dotted blue



No significantdiffei%nc Seven when¥controllighis capita contﬂs“

Fixed, high capital controls Floating, high capital controls Floating, low capital controls

o3 3 3
-
E
S 2 2t ] 2} ]
E=T¥)
2, PNTT 2 s TR T] Vo Py P AU (A A
£ “_ﬂ L) = 9 = _ ) BHHEBBHEH :
A = - g £ <5 = E é = ﬂ > = =4 “>—1\1 = s} E = = “ - =
— = = = = = =
E % 8 § g E & S 8 & & & B 5 22 =8 g 7 3 5 g
g 40— - - : 40 F— - - - - — 40 F—
g
2 30t ] 30 ] 30 | ]
>
5 oa0f B ] 20 |- ] 20 ]
o Ty IRy T PRI T T o
< L " rrem e e anem e u
C oo} . ] ] w-E g E E 1 10 frasers @EBHH.BH 4
;[EETETT EEE e FEEEEdrne
s § 8 g s 1 E E E 3 EEEEEEEEE
" = = = = ~ 5 T = =z & z =< U v U = 5 @B = =
g
= 15t 15 + 1 15 | 1
Z 1wt ] 10+ ] 10} ]
£ B H
[ [ £
BT ] or ] > Farnnn SETPSRPO i YO S T 0 Y1 4 e Y
w 5 5 5
£ 5 -5 i
@]

NOR
SWE
GBR

-
=
Z

ARG
SAT
IND

CHN
IDN
THA

MYS +

MEX
ZAF

CHL

TUR

BRA

PHL

CAN
JPN

EMU t

KOR

Note: index of capital controls from Fedmdez, Klein, Rebucci, Schindler, and Uribe (2017).
Maximum absolute responses and associated 68% bands,-@BBhted group means in dotted blue 14
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Note: maximum absolute responses and associated 68% bandsEdhted group means in dotted blue



Real equity prices

Gross capital inflows

N when controlling

papital controlsy
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