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Plan of the talk

Emerging markets and the global economy

Financial globalization

Major global shocks- 2008-2024

Channels of transmission
* International trade
e Supply chains
* International finance

» (apital flows
» Exchange rate effect

1. exchange rate pass-through
2. pricing of exports
3. foreign currency borrowing (original sin)

» How do global policy shocks impact emerging economies?
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The growing role of developing and emerging economies in world trade
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Federal funds target rate
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Intensification of globalization

Figure 1: Distribution of cross-country correlations of GDP growth, inflation, and bank deposits.
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Transtormation of global trade

GVC networks

a) 1995 b) 2015
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Passthrough and Income Exchange rate pass-through over
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Exchange rate effect (2)
Pricing of exports

A. Currency invoicing of exports
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Exchange rate effect (3)
Foreign currency borrowing

Fig. 2: Breakdown of external hard currency debt as percent of GDP
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Cont. Foreign currency borrowing

Binge Borrowing
Emerging market foreign currency debt soared over the past decade
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Three major shocks since 2008 (1)- 2008-09 GFC
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Three major shocks since 2008 (2)
Covid-19
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Covid-19 crisis and EMs
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The global financial squeeze — interest rate hikes

Central Banks Rates Rival Highs of Great Recession
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The global financial squeeze- record inflation J

Inflation rates around the world
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Three major shocks since 2008 (3)
Global financial squeeze

EMERGING AND DEVELOPING ECONOMIES
AND U.S. INTEREST RATES

FINANCIAL TIGHTENING IN 11 EMERGING AND DEVELOPING ECONOMIES AND
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Interest costs soar across the world Surge of counfries in debt distress
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Global shocks and emerging economies

* Global shocks are likely to be transmitted to emerging economies via

 International trade including supply chains

* International finance hence capital flows
e Formal analyses through DSGE models featuring;

* trade and financial linkages.



Existing literature

* On financial frictions

* BGG (1999); Gertleré&'Kiyotaki (2010); Gertler & Karadi (2011); and
Karadi€¥Nakov (2021), a very long list of others.

» On supply chain networtks
e Caliendo et al. (2019); Garcia-l.azaro et al.(2021)

e On transmission channels

* Bruno & Shin(2015); Anava et al. (2017); Dedola et al. (2017); Banerjee et al.
(2016); Ozkan &'Unsal (2017); Kolasat® Wesolowski (2020, 2021) and many

others.



Ozkan-Unsal (2017)
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Dynamics of a domestic crisis in an emerging economy
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Fig. 1. Responses to a financial crisis (9% dewviations from the steady state)

Notes: The figures show the impact of a 1% shock to the risk premium. The variables are presented as
log-deviations from the steady state, multiplied by 100 to hawve an interpretation of percentage
dewviations.




Dynamics of a domestic versus global financial crisis

Global shock

Domestic shock
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Fig. 3. Responsesto a domestic and a global financial crisis (% deviations from the steady state)
Notes: The figures show the impact of a 1% and 0.3% shock to the perception of investors regarding
domestic and foreign productivity, respectively. The variables are presented as log-deviations from
the steady state, multiplied by 100 to have an interpretation of percentage deviations.



Dynamics of a global financial crisis : role of initial leverage
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Fig. 6. Responses to a global financial crisis: no contagion (% deviations from the steady state)

Notes: The figures show the impact of a 0.3% (negative) shock to the perception of investors regarding
foreign productivity under the zero contagion assumption. The variables are presented as log-devia-
tions from the steady state, multiplied by 100 to have an interpretation of percentage deviations.



Policy measures in response to a global shock Ozkan-Unsal (2018)
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Importance of supply chains —Garcia-Lazaro-Mistak-Ozkan (2021)

Table 5: Responses to non-tariff barriers to trade in goods across the UK-EU border.

Export price t 5%

Export price T 10%

Fxport price T 12%

UK EU ROW UK EU ROW UK  EU ROW

e Ontn 070 010 000 13 018 000 -159 022 0.0
M & 0.36) (-0.04) (000) (068 (-0.08) (-001) (080) (-0.00) (-0.01)
Output (i= 1 032 02 000 D5 040 000 065 038 001
PUL A1 = 057) (012) (001) (115 (02 (0.02) (139) (0.25) (0.02)

ot (9 078 003 000 151 006 000 -LTR 007 000
atput i =3 (054)  (001) (D01 (105) (0.02) (0.02) (1.24) (002) (-0.02)
el 114 019 000 216 036 000 25 043 001
AL (057) (011) (000) (1.07) (02) (0.00) (-1.25) (0.23) (0.00)
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Flow chart - Mistak-Ozkan (2024)
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The benchmark model- HH behaviour

Households maximize their utility:

I

3 Crok — hCrak—1)177¢ Hepg 1700
max B, Zﬁk (Crik t+k—1) _ gHr+k (1)
Cf,Hr,Br,Bh’f k:O 1 — O¢ 1 -+ q:)h

subject to a sequence of intertemporal budget constraints:

1 _ — .
Ce + By + Bpy = WeHe + Ry ¢ Bp o1 = 5 (Bt - By)° + RiBe1 +1;  (2)

where 0 << B < 1 represents the discount factor, ¢ > 0 denotes the disutility from supplying
labor to intermediate goods producers, and ¢ > 0 is the inverse of the Frisch elasticity of

labor supply.



The benchmark model — composite consumption

Households consume hoth domestically produced, C}, ;. and imported goods, C'y;. Aggregate

consumption of households can therefore be expressed as:

Eq

Lot N

Ci= | (Ch)S + (1% (Cp) & (7)

where 0 < 7. < 1 represents the share of domestically produced goods in total consumption
where 2. > 1 is the elasticity of substitution between locally produced and imported consumer

goods.



The benchmark model — supply chains

Intermediate goods producers combine physical capital, labor inputs, and intermediate inputs
and transform them into a distinctive good. Take the following Leontief technology with labor

H;, capital K;, and intermediate inputs X5; combined as follows:

H:(v)*K(v)1 ¢ xsf(a)]
Xi(v) = , (8)
() { 1 — g; Ps
where 0 < @5 < 1 is the share of intermediate inputs in technology.
1 gs—1 1 517 5T
X5¢(v) = {’}‘5‘5 (XSaps(v)) s + (1 —7s)% (XSee(v)) = ] (9)

where 0 < s < 1 denotes the share of supplies produced in AE in the total use of supplies

and &; > 0 is the Armington elasticity of substitution between local and imported supplies.



The benchmark model — capital

Capital I;(v), at both the individual producer and aggregate levels, is composed of local
capital K}, ;(v) and imported capital K ;,(v) where Z; denotes the price of the former and Z; the
price of the latter denominated in foreign currency, common to all intermediate goods producers.

Capital used in the production of intermediate goods is, therefore, given by:

1 fp—1 1 R

Ko(v) = |5 (Kng(v) % + (1= (Kp() (9)

where 0 < 7. < 1 is the share of local capital in aggregate capital used for production of
intermediate goods and £, > 0 is the elasticity of substitution between local and imported

capital.



The benchmark model — monetary and fiscal policy

s [3)(R)'] e .

where 0 < p, < 1 is the smoothing parameter; ¢, > 0 describes the central bank’s weight

on the deviations of inflation; ¢, > 0 describes the central bank’s weight on the deviations of

output; and ¢y is the conventional monetary policy shock in the form of a one-off innovation

to the risk-free rate with a zero mean.

The domestic government fixes its spending on the domestic final good G; by spending a

fixed share 7 on local goods:

Gf = TXf (43)



US monetary contraction — output, inflation and capital flows

Figure 2: Responses of output and inflation to the US conventional monetary policy shocks.
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Note: The responses are expressed in 9% deviations from steady-state; the responses of inflation are annualized;
responses in blue represent the effects of US monetary policy expansion by 100 basis points, while responses in
red represent the effects of US monetary policy tightening by 100 basis points.
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To allow us to explore the implications of such FoF behavior on the transmission of external
monetary policy shocks on domestic outcomes, we now reconsider the EM monetary policy-

making structure by adopting an augmented Taylor rule incorporating exchange rate movements:

It (."t_]_ )Pr
r

1—
T\ Pr Xt Px St\S Pr
) (7) ) } explor.t)
where ¢ denotes the degree of policymakers’ dislike for the deviations of the nominal exchange rate s; from its

non-stochastic steady state.
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Conclusions

Significant asymmetries in the effects of monetary policy shocks across
tightening versus loosening episodes

At the heart of this asymmetry is occasionally binding constraints facing
the banking sector

The asymmetry in the impact of the expansionary versus contractionary
US monetary policy does not only spill across borders, it also magnifies

This asymmetry prevails in the face of both conventional and
unconventional monetary policy changes in the US

Both supply chains and credit networks contribute significantly to the
monetary policy spillovers

EM policymaker's aversion to exchange rate fluctuations plays a major role
in aggravating the detrimental effects of US monetary tightening
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Fig. 2. Corporate bond spreads (1 year) in Korea and the US

Sources: BofA Merrill Lynch; Asian Development Bank.



Why have we not observed another EM crisis? (1)
Kalemli-Ozcan and Unsal (2023)

EX positions and/or capital requirements. By now they ensure FX mismatches on bank and

financial intermediary balance sheets are hedged or minimal (IMF (2022)).

Figure 1: Policy Credibility over Time
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Notes: Our measure of policy credibility is the monetary policy frameworks index (IAPOC, Unsal, Papageor-
giou and Garbers (2022)). The graph shows the average and median policy credibility in advanced economias
(AEs) and emerging market (EMs) from 2007-2021.



Why have we not observed another EM crisis? (2)
Kalemli-Ozcan and Unsal (2023)

Figure 2: Corporate Foreign Exchange Debt in Emerging Markets
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Mokes: Credit in U.5. dollars to non financial private sector is estimated as the total credit in U.S. dollars minus
iniermational debt securities for government and financial institutions. 'We normalize by total debt and by annual

GDP This data is from BIS for 15 EMs, BEnétrix et al. (2019) data is total extermal debt as percent of GDFP and
it includes 25 EMs.
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