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@ Emerging countries have typically pursued procyclical macroeconomic
policies

Such policies amplify the business cycle (the “when it rains, it pours”
phenomenon)

A significant number of emerging countries have graduated when it
comes to fiscal policy

@ Do we also observe graduation in monetary policy?
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Fiscal graduation: Before and after 20
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Who has graduated? (Before and after 2000)
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Who has graduated? (II)
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What is behind graduation?

@ Prototypical emerging country before 2000:
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What is behind graduation?

@ Prototypical emerging country before 2000:

o During crises, steep depreciation of currency = need to defend the
currency = higher interest rates

o We call this “fear of free falling” (FFF)

o We argue that FFF is a critical factor behind procyclical monetary

policy
@ In terms of a “Taylor rule”
iv = a(ye —y") + Bt — 70) + y(er — ¥)

In a recession (crisis):
o lower output calls for lower i
o rapidly depreciating currency calls for higher i

@ We measure FFF by the correlation between cyclical components of i
and exchange rate depreciation

(Federal Reserve Bank of Chicago) Monetary policy graduation November 10, 2011 8/13



The higher is FFF, the more procyclical is monetary policy

Carr(cycle |, cycle RGDP) =0 24 .0 53" x Fear of free falling
RZ=035

Corr(cycle i, cycle RGDP)

Fear of free falling
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FFF is negatively related to quality of institutions

Q=068 -0.33™ x FFF
1 RZ=020

Institutional quality
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Over time, FFF diminishes and countercyclicality of

monetary policy increases

10 years rolling windows correlations

-0.2

——Corr(cycle i, cycle RGDP) ~ ----- Fear of free falling
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Regressions confirm the importance of FFF

Panel regressions. Dependent variable is the
cyclical component of central bank interest rate

All countries Industrial Developing
RGDP cvele (.47 %Ak 1.GEHk** 5 .02k 0 DgH#k*
[2.71 [5.6] [11.4] [2.7]
Inflation cycle 0.04%%% Qg " ool 0.0g%4*
[6.1] [5.0] [1.2] [4.2]
A% exchange rate cycle 0.30% 0.33% 263THF* " 029
1.7 [1.8] [3.1] [14]
RGDP cyele * Fear of free falling -3.05%%% "o212 -2.30%*
[41] [-15] [25]
Number of observations 2669 2037 L " o1332
Number of countriss " ez T 67 ! " s
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Conclusions

@ Emerging markets have traditionally pursued procyclical macro
policies (fiscal and monetary) that amplify the business cycle

(Federal Reserve Bank of Chicago) Monetary policy graduation November 10, 2011 13



Conclusions

@ Emerging markets have traditionally pursued procyclical macro
policies (fiscal and monetary) that amplify the business cycle

@ Over the last 10 years, many emerging markets have graduated

(Federal Reserve Bank of Chicago) Monetary policy graduation November 10, 2011 13 / 13



Conclusions

@ Emerging markets have traditionally pursued procyclical macro
policies (fiscal and monetary) that amplify the business cycle

@ Over the last 10 years, many emerging markets have graduated

@ Graduation rate has been:

(Federal Reserve Bank of Chicago) Monetary policy graduation November 10, 2011



Conclusions

@ Emerging markets have traditionally pursued procyclical macro
policies (fiscal and monetary) that amplify the business cycle

@ Over the last 10 years, many emerging markets have graduated

@ Graduation rate has been:

e 38 percent in monetary policy

(Federal Reserve Bank of Chicago) Monetary policy graduation November 10, 2011 13 /



Conclusions

@ Emerging markets have traditionally pursued procyclical macro
policies (fiscal and monetary) that amplify the business cycle

@ Over the last 10 years, many emerging markets have graduated

@ Graduation rate has been:

o 38 percent in monetary policy
e 33 percent in fiscal policy

(Federal Reserve Bank of Chicago) Monetary policy graduation November 10, 2011 13 /



Conclusions

@ Emerging markets have traditionally pursued procyclical macro
policies (fiscal and monetary) that amplify the business cycle

@ Over the last 10 years, many emerging markets have graduated

@ Graduation rate has been:

o 38 percent in monetary policy
e 33 percent in fiscal policy

o Critical step in ensuring macroeconomic stability during
crises/recessions
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	Chicago presentation
	How is monetary policy conducted over the business cycle in emerging countries?
	- The figure depicts the correlation between (the cyclical components of) government spending (gov expenditure from WEO and IFS) and GDP for 94 countries for the period 1960-2009: 21 developed and 73 developing countries.
	- More than 90 percent of developing countries (67 out of 73) show procyclical government spending, while around 80 percent of industrial countries (17 out of 21) show countercyclical government spending.
	Frankel et al:  We show that, over the last decade, about a third of the developing world has been able to escape the procyclicality trap and actually become countercyclical.  We trace this critical shift in fiscal policy to the quality of institutions. We provide a formal analysis, which controls for the endogeneity of institutions and other determinants of fiscal procyclicality, that strongly suggests that there is a causal link running from stronger institutions to less procyclical or countercyclical fiscal policy.
	Figure below:
	- The cyclical components have been estimated using the Hodrick-Prescott Filter. A positive (negative) correlation indicates countercyclical (procyclical) monetary policy. Sample of 68 countries: 21 industrial and 47 emerging
	- Country correlations between the cyclical components of central bank interest rate and real GDP. 1960-2009
	- All industrial countries have counter-cyclical monetary policies (21 out of 21). Average 0.42 (i.e., counter-cyclical)
	- 60% of developing countries have counter-cyclical monetary policies (28 out 47). Average 0.05 (i.e., a-cyclical)
	- total of 56 countries (9 industrial and 47 developing):
	27 Established graduate: all industrial countries are here.
	38% of developing (18 out of 47)
	6 Still in School: 13% of developing (6 out of 47)
	5 Back to school: 11% of developing (5 out of 47)
	18 Recent graduate: 38% of developing (18 out of 47)
	Figure below is for whole sample (industrial and developing)
	Figure below is for whole sample (industrial and developing)
	Figure below:  Sample of 47 developing countries




