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Agenda

m Through strong trade and financial integration with the euro area,
spillovers might be of particular importance for countries from
Central, Eastern and Southeastern Europe (CESEE).

m Research questions:

What are the macroeconomic effects of a monetary policy (MP)
loosening in the euro area on neighboring countries from CESEE?

Through which channels do spillovers transmit?

Do we find evidence for spillbacks?
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Spillovers to output: Main transmission mechanism

Monetary policy (MP) expands and country A’s currency depreciates (era g |)
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— Spillover receiving economy: Through expenditure switching at
home and abroad = deterioration in the trade balance and output.

+ Could be offset through an MP induced rise in overall dom. demand
in the sending economy (income absorption / demand channel).
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Strength of transmission channel varies over time

— Expenditure switching.
m Dampening:
m Euro as a regionally dominant currency (Boz et al., 2020).
m Participation in global value chains: higher share of intermediate
imported goods in exports smaller pass-through to export volumes (see
among others, Ahmed et al., 2017).
m Market structure: More competition = both domestic and foreign
firms vary their markups more frequently (Cwik et al., 2011, Gust et
al., 2010).
m Strengthening:
m Higher fin. globalization — currency values (ea,z) more responsive
to interest rate differentials (Kamin, 2010, Mishkin, 2007).

+ Demand channel:
m MP effectiveness (e.g., zero lower bound).
+ Financial channel: Cross-border financial flows, intra-group parent
bank funding (Ciarlone and Colabella, 2016, Fadejeva et al., 2017,
Feldkircher et al., 2020).
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What do we know from the literature |
Main findings

m Positive spillovers to output and upward effects on prices in
CESEE (Beneck3 et al., 2020, Feldkircher 2015, Feldkircher et al.,
2020, Hajek and Horvath, 2018, Horvath and Voslafova, 2017 for
CESEE, Moder, 2020 for SEE).

m Spillovers tend to be similar in size to domestic euro area effects
(Babeckd Kuchartukova et al., 2016, Colabella, 2019, H&jek and
Horvath, 2016, 2018, Potjagailo, 2017, Feldkircher et al. 2020), but
some cross-country variation.

m Second-round effects through third-countries account for large

fraction of overall size of spillovers (Burriel and Galesi, 2018); these
are especially important for the Baltics (Beneckd et al., 2020).
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What do we know from the literature |l

Elasticities: Spillover effect over domestic effect
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Spillovers & spillbacks: Empirical assessment
Roadmap

m Collect monthly macroeconomic and financial data for the euro
area (EA) and ten CESEE countries: Sl, SK, CZ, HU, PL, BG, HR,
RO, RU, TR.

m Use the high-frequency data external instrument of Altavilla et al.
(2019) to measure EA monetary policy.

m For each country, estimate a latent time-varying parameter vector
autoregression with euro area variables ordered first and individual
CESEE country variables ordered second.

m Control for intra CESEE connectivity by including trade-weighted,
regional output.

=- Estimate spillovers, spillbacks and assess the strength of transmission
channels.
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Econometric approach

We estimate i = 1,...,10 two-country models using a latent
threshold vector autoregressive model with stochastic volatility
(TTVP-SV, Huber et al., 2019):

P
Qio,tXxit = Z ApptXit—p+€ir, €ir~N(0,Dj;)
p=1

m Qo is a lower triangular k; x k; matrix of structural coefficients.
m ¢j; is a heteroskedastic vector error term

(mp, pcom, vix)' MP & global control variables
. (outputes, Cpiea, - - .) EA variables
£ outputzssss i Aggr. CESEE demand
(output;, cpi;, er;,...) CESEE variables
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Spillovers |: Regional CESEE mean effects

68% credible intervals of time-averaged responses, / end (2018m9)
of sample period
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Spillovers |l

Peak effects of time-averaged responses
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Spillovers Il

Trough effects of time-averaged responses, exchange rate decline implies an appreciation
of the local currency against the euro
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Transmission channels through counterfactuals

m Monetary policy can affect a variable of interest directly (direct
effect) or through its effect on other variables (indirect effect).

m We can construct a counterfactual response that shuts down the
indirect effect through a particular channel (Bachmann and Sims,
2012, Wong, 2015).

m In case the unconditional response (direct + indirect) is close to
the counterfactual response, the channel can be regarded as less
important.

m We look at output in CESEE and shut down effects through

euro area output (proxy for demand / income absorption channel)
exchange rate (proxy for expenditure switching)
output from other CESEE economies (proxy for second-round effects)
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Selected counterfactuals on CESEE output

Time-averaged responses
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Spillbacks: Counterfactuals on EA output

EA output time-averaged responses

__ unconditional; _ _ no CESEE demand

m We can use the same
methodology to examine
spillbacks to the euro area.

m For that purpose, we
estimate a model using EA
and aggregated CESEE
data.

m We then estimate

-05 responses of euro area
output where we shut
down CESEE output and
-10 the exchange rate.
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Conclusions & policy implications

m We find significant spillovers of euro area MP to neighboring
countries from CESEE. These effects are stronger during periods of
financial stress.

m The international transmission of EA MP works mainly through an
increase in EA demand, which partly falls on CESEE exports.

m We also find that the original effects get amplified through
second-round effects that arise from CESEE countries’ trading
partners.

m By contrast, the exchange rate channel plays a minor role, which
could be explained by noting that the euro acts as a regionally
dominant currency in Europe (no drag on CESEE exports from
exchange rate appreciation).

m We also find evidence for significant spillbacks. Implications?

Martin Feldkircher Spillovers & spillbacks 15 / 27



Monetary policy and VARs

@ Altavilla C., Brugnolini L., Giirkaynak R., Motto R. and G. Ragusa. 2019.
Measuring euro area monetary policy
Journal of Monetary Economics, 108, pp. 162-179

@ Bachmann R. and E. Sims. 2012.
Confidence and the transmission of government spending shocks
Journal of Monetary Economics, Vol. 59:3, pp. 235-249

@ Barsky R. and E. Sims. 2012.
Information, Animal Spirits, and the Meaning of Innovations in Consumer Confidence
American Economic Review 102:4, pp. 1343-77.

@ Bekaert G., Hoerova M. and M. Lo Duca. 2013.
Risk, uncertainty and monetary policy
Journal of Monetary Economics, 60(7), pp. 771-788

@ Debortoli D., Gali J. and L. Gambetti. 2019.
On the empirical (ir) relevance of the zero lower bound constraint
In: NBER Macroeconomics Annual 2019, Vol. 34

@ Garcia-de-Andoain C. and M. Kremer. 2018.
Beyond spreads: measuring sovereign market stress in the euro area
ECB Working paper, Nr. 2185/2018.

Martin Feldkircher Spillovers & spillbacks 16 / 27



Monetary policy and VARs ||

8 Georgiadis G. and A. Mehl. 2016
Financial globalisation and monetary policy effectiveness
Journal of International Economics, vol. 103(C), pp. 200-212.

@ Huber F., Kastner G. and M. Feldkircher. 2019.

Should | stay or should | go? A latent threshold approach to large-scale mixture innovation
models.

Journal of Applied Econometrics , Vol. 34:5, pp. 621-640.

[ llut C. and M. Schneider. 2014.
Ambiguous Business Cycles
American Economic Review, Vol. 104:8, pp 2368-99

@ Jannsen N., Potjagailo G. and M. Wolters. 2019.
Monetary Policy during Financial Crises: Is the Transmission Mechanism Impaired?
International Journal of Central Banking, 15:4, pp. 81-126

@ Wong B. 2015.

Do Inflation Expectations Propagate the Inflationary Impact of Real Oil Price Shocks?:
Evidence from the Michigan Survey

Journal of Money, Credit and Banking, Vol. 47:1, pp.1673-1689

Martin Feldkircher Spillovers & spillbacks 17 / 27



Spillovers |

@ Babeckd Kucharcukova O, Claeys P. and B. Vasicek. 2016.

Spillover of the ECB’s Monetary Policy outside the Euro Area: How Different is
Conventional from Unconventional Policy?

Journal of Policy Modeling, 38(2), pp. 199-225

@ Benecka S., Fadejeva L. and M. Feldkircher. 2018.
The Impact of Euro Area Monetary Policy on Central and Eastern Europe.
Journal of Policy Modeling, forthcoming.

@ Bock M., Feldkircher M and P. Siklos. 2020.
International effects of euro area forward guidance.
CAMA Working Papers 2020-54.

[ Burriel P. and A. Galesi. 2018.

Uncovering the heterogeneous effects of ECB unconventional monetary policies
across euro area countries.

European Economic Review, 101, pp. 201-229.

Martin Feldkircher Spillovers & spillbacks 18 / 27



Spillovers |l

@ Crespo-Cuaresma J., Doppelhofer G., Feldkircher M. and F. Huber. 2019.

Spillovers from US monetary policy: evidence from a time varying parameter global vector
auto- regressive model.

Journal of the Royal Statistical Society: A, 182, Part 3, pp. 831-861.

@ Ciarlone A. and A. Colabella. 2016.
Spillovers of the ECB’s non-standard monetary policy into CESEE economies.
Ensayos sobre politica econémica, Vol. 34:81, pp. 175-190.

[W Colabella A. 2020.
Do ECB's monetary policies benefit EMEs? A GVAR analysis on the crisis and post-crisis
period.
Oxford Bulletin of Economics and Statistics, forthcoming.

[ Feldkircher M. 2015.
A Global Macro Model for Emerging Europe.
Journal of Comparative Economics ,Vol. 43:3, pp. 706—726.

@ Feldkircher M., Gruber T. and F. Huber. 2020.
International effects of a compression of euro area yield curves.
Journal of Banking & Finance, Vol. 113, pp. 1-14.

Martin Feldkircher Spillovers & spillbacks 19 / 27



Spillovers Il

[ Horvath R and K. Voslatova. 2017.

International spillovers of ECB’s unconventional monetary policy: The effect on
Central Europe.
Applied Economics, vol. 49(4), 2352-2364.

[3 Hajek J. and R. Horvéth. 2018.

International spillovers of (un)conventional monetary policy: The effect of the ECB
and the US Fed on non-euro EU countries.

Economic Systems, vol. 42(1), 91-105.

@ Potjagailo G. 2017.

Spillover effects from Euro area monetary policy across Europe: A
factor-augmented VAR approach.

Journal of International Money and Finance, 72, 127-147.

[ Moder I. 2019.

Spillovers from the ECB’s non-standard monetary policy measures on Southeastern
Europe.
International Journal of Central Banking, 15(4), 127-163.

Martin Feldkircher Spillovers & spillbacks 20 / 27



Globalization and MP

Ahmed S., Appendino M. and M. Ruta. 2017.
Global value chains and the exchange rate elasticity of exports
The B.E. Journal of Macroeconomics 17 (1): 1-24.

Boz, E. ,Casas, C., Georgiadis, G., Gopinath, G., Le Mezo, H., Mehl, A.,,Nguyen T. 2020.
Patterns of Invoicing Currency in Global Trade
IMF, WP 20/126.

Cwik T., Miiller G. and M. Wolters. 2011.
Does trade integration alter monetary policy transmission?
Journal of Economic Dynamics and Control, vol. 35(4), pp. 545-564.

Gust C., Leduc S. and R. Vigfusson. 2010.
Trade integration, competition, and the decline in exchange-rate pass-through
Journal of Monetary Economics, vol. 57(3), pp. 309-324.

Kamin S. 2010.

Financial globalization and monetary policy
International Finance Discussion Papers 1002, Board of Governors of the US Fed

Mishkin F. 2007.
Financial globalization and monetary policy
Inflation dynamics: a speech at the Annual Macro Conference, Fed of San Francisco

Spillovers & spillbacks 21 /27



Data: 2003m1 to 2018m9

mp MP instrument (Altavilla, et al., 2019).
pcom Commodity price index.
vix Volatility index, US stock markets.

Vi Industrial production.

Pt Consumer prices.

ii Short-term interest rates (3 months).
il Long-term interest rates (10 years).
ery Nom. exch. rate against the euro

(+= depr. of local currency).

eq; Equity price index.

ciss;  SovCISS, sovereign stress indicator,
Garcia-de-Andoain and Kremer (2018).

Country sample: Euro area, advanced neighboring economies (DK, GB,
SE) and CESEE economies (SI, SK, CZ, HU, PL, BG, HR, RO, RU, TR).
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Business cycle synchronization with the euro area

Opposite of absolute annual real GDP growth rate differential to the euro area, in
percentage points
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Connectivity via trade

Export structure of CESEE-11 Import structure of CESEE-11
in %0f total exports, 2018 ¢y in %of total imports, 2018 g
%
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Source: Eurostat. Source: Ewstat.
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Connectivity via the banking sector

Consolidated exposure of BIS reporting banks vis-a-vis CESEE EU Member States

in USD mn, immediate borrower basis
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Invoice currency

Invoicing currencies for extra-EU imports of goods
Percentage share (2018)
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Short-term rates in CESEE
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