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1. Introduction
• Prior to the Global Financial Crisis (GFC), the concept of financial stability was

mainly associated with individual risk-taking. However, this concept proved narrow
and insufficient as financial imbalances accumulated in the run up to the GFC.

• Thus, the concept was extended to consider that financial institutions interactions,
even though they may not affect individual risk-taking, they create negative
externalities that amplify the risk for the system as a whole, i.e. “systemic risk.”

• These negative externalities are reflected, for instance, over a domestic financial cycle
according to which financial conditions exhibit a cyclical behavior. For instance, excessive
credit growth in the upturn leads to massive deleveraging in the downturn, reducing asset
prices and amplifying initial capital losses.

• The new concept of financial stability created a new policy goal, the need for
diminishing systemic risk, for instance, by dampening the accumulation of
imbalances over the domestic financial cycle. Thus, a new policy instrument has
been promoted, i.e. the use of macro-prudential tools.
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Notas de la presentación
Before the pre-Global Financial Crisis (GFC), the concept of financial stability was mainly associated with individual risk-taking, i.e., risk-taking by individual financial institutions. However, this original concept proved narrow and largely insufficient as financial imbalances accumulated in the run up to the crisis. Thus, in response to the crisis, the original concept was extended to consider that financial institutions interact in manners that, even though they may not affect individual risk-taking, they create negative externalities that amplify the risk faced by the system as a whole; i.e. they may amplify what has been known as systemic risk.These negative externalities are reflected, for instance, in the existence of a domestic financial cycle in which, following excessive credit growth, a massive attempt to deleverage reduces asset prices and, through this channel, amplifies initial capital losses in the downturn.The new concept of financial stability has created a new policy goal, the need for diminishing systemic risk, for instance, by preventing the accumulation of imbalances over the domestic financial cycle. As a result, a new policy instrument has been promoted, the use of macro-prudential tools. 



1. Introduction
• However, some argue that macro-prudential tools foster shadow banking and are subject

to arbitrage, being insufficient to tackle systemic risk. Considering these flaws, the view
“leaning against the wind” claims that monetary policy should address financial stability
concerns by increasing the interest rate to dampen the accumulation of imbalances in
the upturn of the domestic financial cycle (Borio & Lowe, 2002; Woodford, 2012).

• In addressing this “leaning against the wind” view, research has introduced financial
considerations in macro-models and investigated its implications for monetary policy:

• Cúrdia & Woodford (2016) introduce a role for credit in a basic New Keynesian framework by
considering two types of households in a closed-economy model: “borrowers,” with high
preferences for current consumption and elasticity of intertemporal substitution and
“savers,” with low preferences and elasticity of intertemporal substitution.

• Ajello et al. (forthcoming) consider a New-Keynesian model in its reduced form and augment
it with credit, i.e., could be in principle micro-founded with Cúrdia & Woodford (2016), and
show that it is optimal for the U.S. to increase the interest rate to dampen the accumulation
of credit growth (financial imbalances) and diminish the financial crisis probability.
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However, in this debate, some argue that macro-prudential tools foster shadow banking and are subject to regulatory arbitrage and that they are, as a result, insufficient to fully tackle systemic risk. Moreover, given these flaws in Macro-prudential tools, the “leaning against the wind” view claims that monetary policy should address financial stability concerns by increasing the interest rate to prevent the accumulation of imbalances in the upturn of the domestic financial cycle (Borio y Lowe, 2002; Woodford, 2012).In addressing this “leaning against the wind” view, recent research has introduced financial considerations in macro-models and investigated the consequences for monetary policy:Cúrdia & Woodford (2016) introduce a role for domestic credit in a basic New Keynesian model by considering two household types: “borrowers,” with high preferences for current consumption and elasticity of intertemporal substitutions, and “savers,” with low preferences and elasticity.(we will borrow this modelling feature from this model..) Ajello et al. (forthcoming) consider a reduced-form New-Keynesian model augmented with credit, which could be in principle micro-founded with Cúrdia & Woodford (2016), and show that it is optimal for the U.S. to increase the interest rate to and diminish a financial crisis probability by dampening credit growth.Macro-prudential policies are not fully effective given that: (i) within the regulatory perimeter, financial institutions get involved in regulatory arbitrage and over pass them; and (ii) there are institutions that lie outside the regulatory perimeter and are, thus, not affected by the macro-prudential tools. In contrast, monetary policy is way less subject to regulatory arbitrage and shadow banking institutions because it is blunt and, as such, it affects the cost of borrowing and lending for all economics agents. 



1. Introduction

• However, the discussion has mostly focused on advanced countries (AEs). In EMEs,
domestic financial markets tend to be less sophisticated and complex, implying
that EMEs are much less exposed to the financial risk considered in the discussion.

• Instead, domestic financial markets in EMEs tend to be narrower and less efficient,
among others due to smaller contract enforceability and acute asymmetric
information problems (Mishkin, 1996); hence, EMEs rely more strongly on foreign
credit implying that credit and other money aggregates in these countries are
smaller relative to the capital flows they receive (Claessens & Ghosh, 2013).
Hence, financial risks in EMEs are largely driven by capital flows.

 In contrast to AEs, EMEs face financial stability risks stemming from the direction
and volatility of capital flows.

• Given that EMEs have different characteristics and face different financial risks of a
different form there is a need for setting a debate on the link between monetary
policy and financial stability that applies exclusively to these countries.
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, i.e., less exposed to the type of negative externalities and systemic risk accumulation faced by Aesalthough not considered in the discussionsThis link between capital flows and financial conditions in EMEs is suggested by “old” literature, e.g., currency crisis studies, and “modern” literature, e.g., global financial cycle in which domestic financial variables in EMEs are correlated with capital flows



1. Introduction

• This paper extends the debate to EMEs by borrowing features from the “leaning
against the wind” literature, and by using them to make contributions:

• Borrowing several features from Cúrdia & Woodford’s closed-economy setup (2016),
it develops a non-linear open-economy model with borrowers and savers in which
savers are given access to global financial markets.
 This creates a new link between capital flows and DOMESTIC credit.

 When borrowers access global markets the link is between capital flows and TOTAL credit.

 Model’s Unique mechanism.

 Closed economy: a rise in the interest rate diminishes aggregate demand and thus credit.

 Open economy: this rise attracts capital flows and may thus end up fueling rather than
reducing credit. Hence, the ability of the interest rate to “lean against the wind” is
diminished and it may not be optimal for an EME to do it.

• Using the non-linear theoretical setup, the paper derives a reduced-form linear model
and calibrates it for Mexico by using the same strategy of Ajello et al. (forthcoming)
for the U.S. and a closed-economy setup.
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In emerging markets (EMEs), on the contrary, financial systems are cycle is characterized by upturns and downturns of credit, leverage and asset prices. Recent evidence shows that domestic credit, in particular, is a very good predictor of financial crises (Schularick and Taylor, 2012).
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2. Capital Flows and Financial Stability in EMEs

• The importance of capital flows for domestic financial conditions and financial
stability is supported by experiences in contemporaneous economic history, but
also by formal research:

• Relatively Fixed FX Regimes (“old times”): currency crises studies share a
common narrative: after periods of large inflows, sudden stops cause capital flow
reversals, forcing authorities to defend the peg until FX reserves are deployed
and a strong devaluation occurs. In response to reduced foreign credit, aggregate
demand must fall to reduce imports, and the devaluation passes-through into
prices raising inflation (Calvo, 1998; Calvo & Reinhart, 2000).

• Relatively Flexible FX Regimes (“modern times”): There is a global financial cycle
in which EME’s domestic financial variables are driven by capital flows, which are
in turn affected by global factors, e.g. monetary conditions of financial centers
and appetite for global risk (Bruno & Shin, 2014; Rey, 2015).
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Relatively Fixed FX Regimes (“old times”): after receiving inflows in the 80s and 90s some Latin American countries (Argentina, Brazil) accumulated FX reserves allowing to sustain pegs (Frenkel & Repetti, 2010). Yet, sudden stops and capital flow reversals turned reserves insufficient, caused currency crises with abrupt credit reductions and financial implications (Dallas Fed, 1999).Relatively Flexible FX Regimes (“modern times”): as evidenced by global events such as the tapper tantrum capital reversals did not disappear in 2010s, e.g. (Eichengreen & Gupta, 2016). Despite FX flexibility, the are potentially more risky for financial stability due to global integrationContemporaneous history provides strong empirical supports to Tusr mismas palabras que arriba, stronger reliance, ect he unique mechanism proposed by the model; in particular, to the fact that EMEs rely strongly on foreign credit and that, as a result, capital flows are more important for financial stability in these countries. Throughout history, this is evidenced by different events, both in the context of fixed and more flexible exchange rate regimes:  Fixed or Semi-Fixed FX Regimes: Latin American countries received large amounts of capital inflows in the 80s and 90s enabling them to accumulate FX reserves and, through this channel, sustain their currency pegs, e.g., Argentina and Brazil (Frenkel and Repetti, 2010). Nonetheless, with currency and financial crises given that overvalued currencies and shortfalls in global liquidity that favored sudden stops, turned FX reserves no longer sufficient to sustain the currency pegs (Dallas Fed, 1999).Relatively Flexible FX Regimes: sudden stops were more strongly driven by global factors, e.g., Tapper Tantrum, as opposed to country idiosyncratic characteristics but they did not disappear in the 2010s, (Eichengreen and Gupta, 2016). Indeed, despite the FX flexibility several EMES adopted over this period, sudden stops event became potentially even more dangerous for their financial stability due to increased integration in global financial markets.Not only does the evidence provided by contemporaneous history suggest that capital flows and financial stability are closely linked in EMEs, but formal research also provides support to this point:  Fixed or Semi-Fixed FX Regimes: through a common narrative, different studies describe mechanisms through which external factors led to fixed FX abandonments and financial crises in EMEs. In these studies, there is a sudden stop that forces policy-makers to defend the peg until reserves are deployed and devaluation occurs. Following the reduction in foreign credit imports must shrink forcing domestic households cut-back on aggregate demand. Furthermore, the strong devaluation pass-through into domestic prices, raising the inflation rate (Calvo, 1998; Calvo and Reinhart, 2000; Kaminski and Reinhart, 1999).Relatively Flexible FX Regimes: a recent literature shows that the link between capital flows and financial stability form has taken a new form in EMEs over the past decade. This literature shows there is a global financial cycle according to which domestic financial variables in EMEs are strongly driven by capital flows, which are in turn largely driven by global factors, among which the monetary conditions of global financial centers and appetite for global risk stand out (Bruno and Shin, 2014; Rey, 2015 and Passari and Rey, 2015; Obstfeld et al., 2017). 
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Net Capital Flows-to-GDP Ratio and CREDIT Growth in Mexico

Source: Authors’ calculations with data from Banco de México, Bank of International Settlements, INEGI and Haver Analytics.
Notes: Net capital flows are calculated by dividing the balance of the financial account (excluding reserve assets) of the balance of payments over GDP, and were smoothed by using a 4-quarter moving
average (4Q Mov Avg). Total credit growth refers to the annual growth rate of the total funding to the non-financial private sector in real terms.
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2. Capital Flows and Financial Stability in EMEs
Net Capital Flows-to-GDP ratio and DOMESTIC 

CREDIT (savers’ access to global markets)
Net Capital Flows-to-GDP Ratio and TOTAL 

CREDIT (borrowers’ access to global markets)

9

Source: Authors' calculations with data from Banco de México, INEGI and Haver Analytics.
Notes: Net capital flows are calculated by dividing the balance of the financial account (excluding reserve assets) of the
balance of payments over GDP, and were smoothed by using a 4-quarter moving average (4Q Mov Avg). Domestic credit
growth refers to the annual growth rate of the domestic funding to the non-financial private sector in real terms. Net capital
flows seems to lead the growth rate of real domestic credit since the fourth quarter of 2009; hence, when performing
impulse response functions the period is divided in two: 1997Q4-2009Q4 and 2010Q1-2018Q3.
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Source: Authors' calculations with data from Banco de México, INEGI and Haver Analytics.
Notes: Net capital flows are calculated by dividing the balance of the financial account (excluding reserve assets) of the
balance of payments over GDP, and were smoothed by using a 4-quarter moving average (4Q Mov Avg). Total credit growth
refers to the annual growth rate of the total funding to the non-financial private sector in real terms.
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Net capital flows seems to lead the growth rate of real domestic credit since the fourth quarter of 2009; hence, when performing impulse response functions the period is divided in two: 1997Q4-2009Q4 and 2010Q1-2018Q3.
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First Period: Shock to Real GDP Growth First Period: Shock to Net Capital Flows

Source: Authors' calculations with data from Banco de México, INEGI and Haver Analytics.
Notes: To obtain impulse-response functions, a Vector Autoregression Model (VAR) with real GDP growth, real domestic credit
growth and net capital flows was estimated using data over 1997Q4-2009Q4. Shocks were identified by using a Cholesky
decomposition and the following ordering: real GDP growth, real domestic credit growth and net capital flows. Results are
robust to ordering the variables as follows: real GDP growth, net capital flows and real domestic credit growth. The lag length
was chosen based on the Bayesian information criterion.

Second Period: Shock to Real GDP Growth Second Period: Shock to Net Capital Flows

Source: Authors' calculations with data from Banco de México, INEGI and Haver Analytics.
Notes: To obtain impulse-response functions, a Vector Autoregression Model (VAR) with real GDP growth, real domestic credit
growth and net capital flows was estimated using data over 1997Q4-2009Q4. Shocks were identified by using a Cholesky
decomposition and the following ordering: real GDP growth, real domestic credit growth and net capital flows. Results are
robust to ordering the variables as follows: real GDP growth, net capital flows and real domestic credit growth. The lag length
was chosen based on the Bayesian information criterion.

Source: Authors' calculations with data from Banco de Mexico, INEGI and Haver Analytics.
Notes: To obtain impulse-response functions, a Vector Autoregression Model (VAR) with real GDP growth, real domestic credit
growth and net capital flows was estimated using data over 2010Q1-2018Q3. Shocks were identified by using a Cholesky
decomposition and the following ordering: real GDP growth, real domestic credit growth and net capital flows. Results are
robust to ordering the variables as follows: real GDP growth, net capital flows and real domestic credit growth. The lag length
was chosen based on the Bayesian information criterion.

Source: Authors' calculations with data from Banco de Mexico, INEGI and Haver Analytics.
Notes: To obtain impulse-response functions, a Vector Autoregression Model (VAR) with real GDP growth, real domestic credit
growth and net capital flows was estimated using data over 2010Q1-2018Q3. Shocks were identified by using a Cholesky
decomposition and the following ordering: real GDP growth, real domestic credit growth and net capital flows. Results are
robust to ordering the variables as follows: real GDP growth, net capital flows and real domestic credit growth. The lag length
was chosen based on the Bayesian information criterion.
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The values for for the 95% confidence lower bound in quarters 9 and 10 are 0.121363% and 0.12143%, respectively. The values for the 90% confidence lower bound in quarters 8, 9, 10, 11 and 12 are 0.1374%, 0.2826%, 0.2856%, 0.1441%, 0.0009%, respectively.
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3. The model
• The model has three modelling blocks:

1. New Keynesian (NK). The model must identify the extent to which the domestic financial
cycle deviates the central bank from its traditional objective, i.e., it must jointly generate
inflation and credit growth. In NK frameworks, demand shocks generate inflation but they do
not give role for credit and, thus, no way to model credit growth or a domestic financial cycle.

2. Credit and Systemic Risk. Thus, we incorporate borrowers and savers as in Cúrdia and
Woodford (2016). Then, demand shocks increase inflation but also the output and credit,
representing the accumulation of systemic risk in the upturn of the domestic financial cycle.
To link this increase to higher probability that a financial crisis occurs, we follow of Ajello et
al. (forthcoming) and consider a logistic function in which crisis probability rises with credit
and a two-period setup, to make the endogenous transition between the non-crisis and the
crisis states computationally feasible. In this context, demand shocks increase inflation, credit
and the crisis probability.

3. Open Economy. We develop an open-economy non-linear model by borrowing from Cúrdia
& Woodford (2016) and then micro-founding domestic access to global financial markets and
international trade. In this setup, an increase in the interest rate attracts capital flows,
generating an increasing effect on credit.

• Taking into account these blocks, I consider three scenarios: (i) only the NK block to represent
the pre-GFC world; (ii) the NK and the Credit block to represent the post-GFC world in AEs;
and (iii) the three blocks to represent this world in EMEs.
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Open Economy Closed Economy

Period 1 Period 2

Expectations

Domestic Credit

Borrowers

> Preference for current 
consumption

< Preference for current 
consumption

Savers

Consumption

Firms

Trade Flows

�𝑦𝑦1, �𝜋𝜋1

Normal State

1-P(Credit)

P(Credit)

�𝒚𝒚𝟐𝟐 𝑵𝑵 , �𝝅𝝅𝟐𝟐(𝑵𝑵)

�𝝅𝝅𝟐𝟐(𝑪𝑪), �𝒚𝒚𝟐𝟐(𝑪𝑪)

Global Financial Markets 

> >
>>

>

>>

>

Capital Flows

Financial Crisis

Agents expect to be in the normal state in period 2, as in Ajello et al. (forthcoming).
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Notas de la presentación
Existen dos motivos para Log-Linearizar: (i) a specification that is the closest possible to Ajello et al (forthcoming): a 2-period linear model; (ii) the linearized version: much more intelligible and allows grasping deeper intuition.-Diferencia respecto a macro tradicional: no es un estado estacionario porque no tenemos un modelo en horizonte infinito. Además, en esta solución lineal, tampoco tenemos que asumir que las variables tengan el mismo valor en 1 y 2, etc (como en un estado estacionario); de hecho muchos de los valores de las variables en esta solución desaparecen cuando se lineariza, lo que implica que ni es necesario obtener su valor explícitamente aquí. Esto sobretodo es cierto para las soluciones en 2.-Consideraciones: (i) Período 2: el output gap y la inflación son los mismos que en el normal state; (ii) agents assign 0 probability to a crisis, todas las desviaciones en 2, como están con el operador de esperanzas, se esfuman completamente en el modelo lineal; Para determinar el nivel de ciertas variables en el approx. point, es como si resolviera el modelo en ausencia de todo tipo de choques:(iii) En el approxi. point. la inflación es 1, siempre; pero,a demás, la mierda esta te ayuda porque se van los costos de ajuste. (vi) En el approxi. point, el nivel de deuda extranjera es 0,siempre;Ahora bien, habiendo dicho esto, también es cierto que esto no sale de resolver el modelo con choques 0, me parece que son assumptions; en cualquier caso, son assumptions por consideraciones analíticas.Para determinar variaciones respecto al approx. point, es como si descartáramos la posibilidad de que hubiera choques en 0: (v) desviación del crédito doméstico en el período 0, respecto al approx. point, siempre es 0;(vi) la misma desviación de la tasa de interés extranjera es 0; Además:(vii) el maldito subsidy te hace que el nivel de empleo sea el eficiente.     -For the sake of brevity, algunas consideraciones sobre el approx. point:   𝑝  𝐻,1 = 𝑋 =1;   𝑐  1 =1; por lo cual,  𝑠 𝑠  and  𝑠 𝑏 : ratios consumption-aggregate consumption   𝑐  1 𝑠 = 𝑠 𝑠 ;   𝑐  1 𝑏 = 𝑠 𝑏 ; claro, ahora, lo vamos partiendo por origen:   𝑐  𝐹,1 𝑠 =𝛾 𝑠 𝑠 ;   𝑐  𝐹,1 𝑏 =𝛾 𝑠 𝑏 ;   𝑬𝑿𝑷  𝟏 =𝜸.   𝑐  𝐻,1 𝑏 = 1−𝛾  𝑠 𝑏 ;   𝑐  𝐻,1 𝑠 = 1−𝛾  𝑠 𝑠 ; Recordemos, además, que el approx. point no hay costos de ajuste:   𝑤  1 =  𝑝  𝐻,1 =1.Obviamente, esto no implica que la deuda doméstico sea 0; tener en cuenta que: (i) la deuda extranjera sale del déficit por cuenta corriente y, es por tanto, mejor entendible a partir de un choque; (ii) la deuda doméstica es un pedo estructural; hay motivos relacionados con los fundamentales del modelo que conducen a que la deuda doméstica sea positiva:    𝑏  1 =  𝑠 𝑏 −1+   𝑅  0    𝑏  0    𝜋 𝑏    𝜋 𝑏 ,   𝑅  0  and   𝑏  0  are given esto es: los intereses de la deuda - lo que consumen savers; 



3. The (non-linear) model
• One of the paper’s contributions is to borrow several modelling features from Cúrdia &

Woodford (2016) and to use them in developing an open-economy setup through the
introduction of domestic access to global financial markets and international trade.

• Financial Markets. Benchmark: savers have access to global markets.

• Since giving access to borrowers preserves the results.

• The model’s unique mechanism is in action.

• International Trade. Standard in the literature: as in Gali and Monacceli (2015): foreign
good, a domestic good and Home Bias.
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𝐸𝐸�𝑡𝑡(

𝑐𝑐𝑡𝑡+1
𝑠𝑠

𝑐𝑐𝑡𝑡𝑠𝑠
)𝜎𝜎𝑠𝑠 =

1
𝛽𝛽
𝐸𝐸�𝑡𝑡(

𝑐𝑐𝑡𝑡+1
𝑏𝑏

𝑐𝑐𝑡𝑡𝑏𝑏
)𝜎𝜎𝑏𝑏 =

𝑅𝑅𝑡𝑡
𝐸𝐸�𝑡𝑡(𝜋𝜋𝑡𝑡+1)

 Global MarketDomestic Market

𝑅𝑅𝑓𝑓 : foreign interest rate 

𝑋𝑋𝑡𝑡 : exchange rate 

𝛽𝛽: discount factor 

𝜋𝜋𝑡𝑡+1: inflation rate 𝑅𝑅𝑡𝑡 : domestic interest rate 

1
𝛽𝛽
𝐸𝐸�𝑡𝑡(

𝑐𝑐𝑡𝑡+1
𝑏𝑏

𝑐𝑐𝑡𝑡𝑠𝑠
)𝜎𝜎𝑏𝑏 = 𝑅𝑅𝑓𝑓𝐸𝐸�𝑡𝑡(

𝑋𝑋𝑡𝑡+1

𝑋𝑋𝑡𝑡
) 

1
𝜎𝜎𝑏𝑏 > 1

𝜎𝜎𝑠𝑠
: elasticity of intertemporal substitution, borrowers and savers 



3.  First Scenario: NK Block
• I present the linear model in changes that results from log-linearizing the setup around

an approximation point.

• Just as in any NK framework, there is nominal rigidities: monopolistic competition firms
optimize with respect to output (𝑦𝑦) and price 𝑝𝑝 , but face price Rotenberg adjustment
cost (𝜒𝜒𝑝𝑝). This gives rise to a Phillips curve:

 �𝜋𝜋1 = 𝛿𝛿(. ) �𝑦𝑦1 + 𝛽𝛽 �𝐸𝐸1 �𝜋𝜋2
: the smaller 𝜒𝜒𝑝𝑝, the greater the slope of the Phillips Curve.

• Aggregate demand is described by a standard IS curve:

 �𝑦𝑦1 = �𝐸𝐸1 �𝑦𝑦2 − �𝜎𝜎 �𝑅𝑅1 − �𝐸𝐸1 �𝜋𝜋2 + 𝝐𝝐𝟏𝟏

In the basic NK model, a demand shock increases output and inflation, calling for
an increase in the interest rate. Higher rates are sufficient to completely stabilize
both output and inflation, a result known as divine coincidence.
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𝛿𝛿�𝜒𝜒𝑝𝑝(−), . � > 0 



3.  Second Scenario: NK Block + Credit Block
• Because we keep the NK block, the second scenario features the same Phillips and

IS Curves. Nonetheless, the IS curve is obtained from the optimization of two
household types.

• Borrowers have a higher propensity to consum, 𝑠𝑠𝑏𝑏 > 𝑠𝑠𝑠𝑠, and their elasticity of
inter-temporal substitution are 1

𝜎𝜎𝑏𝑏
> 1

𝜎𝜎𝑠𝑠
. This gives rise to credit accumulation:

 �𝑏𝑏1 −
1
𝛽𝛽

�𝑏𝑏0 + 𝑏𝑏 �𝑅𝑅0 − 𝑏𝑏 �𝜋𝜋1 = 𝑠𝑠ℵ(. ) �𝑦𝑦1

𝑠𝑠ℵ = 𝛼𝛼 𝑠𝑠𝑏𝑏

𝜎𝜎𝑏𝑏
− 𝑠𝑠𝑠𝑠

𝜎𝜎𝑠𝑠
> 0: demand shocks increases inflation and output but also credit.
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• Just as in Ajello et al. (forthcoming), and as empirically founded by Schularick
and Taylor (2012), credit growth raises the crisis probability:

 𝑃𝑃 �𝑏𝑏1 = 𝑒𝑒𝑝𝑝+𝜅𝜅�𝑏𝑏1

1+𝑒𝑒𝑝𝑝+𝜅𝜅�𝑏𝑏1

𝑝𝑝; 𝜅𝜅: average crisis probability and elasticity of crisis probability to credit are estimated.

Moderador
Notas de la presentación
Equation (8) sale de la regression; importante, 𝑝 y 𝜅 los estimamos 5 o 6 países Latinoamericanos. Hicimos una regresión de logistic; en realidad, obviamente 𝜌 and 𝜅 en el modelo queremos que se ale mismo porque lo que queremos es comparar. 𝑏 : valor de la deuda p el crédito en el punto de aproximación; como un valor “natural;” lo calibramos para México: ratio between total credit to the non-financial sector and GDP. Data are taken from Banco de México and cover the period 1994-Q4 to 2015-Q3; es un promedio en el tiempo; si preguntan por qué total y no domestic; quisimos ser consistente con la teoría, en el sentido de que igualamos domestic credit con total credit;     𝑏  0  : cambio en el período anterior al choque de la deuda respecto al punto de aproximación; dice Lorenzo que podría ser mayor a 0; nosotros lo pusimos igual a 0 e hicimos un poco de robustness check (Ajello dice que “cuando el crédito es alto….buscarlo); es así: si ayer aumentó tu capital respecto al approximation point, vas a ser más rico y, por lo tanto, tienes más margen  para enriquecerte hoy, intuición que sale del Budget constraint.  𝑠 ℵ =  𝜋 𝑏  1− 𝜋 𝑏     𝑠 𝑏   𝜎 𝑏  −  𝑠 𝑠   𝜎 𝑠     𝜎  :Repuesta del crédito a la brecha; cuando aumenta el ingreso, lo que queremos es que el aumento en el consumo sea mayor para los borrowers que para los savers; ya tenemos todo para la calibración. presented in Section 1 and derives the following equilibrium conditions:



3. Third Scenario: The Three Blocks
• Phillips curve. Inflation is also affected by �𝑋𝑋1:

 �𝜋𝜋1 = 𝜙𝜙1(. ) �𝑋𝑋0 + 𝜙𝜙2(. )�𝑿𝑿𝟏𝟏 + 𝜙𝜙3(. ) �𝑦𝑦1 + 𝛽𝛽 �𝐸𝐸1 �𝜋𝜋2 − 𝜙𝜙1(. ) �𝐸𝐸1 �𝑋𝑋2

𝜙𝜙2 . > 0: an appreciation in period 1 diminishes inflation.
Due to this the effect, monetary policy is more effective at reducing inflation in an open economy.

• IS curve.

 �𝑦𝑦1 = �𝐸𝐸1 �𝑦𝑦2 − 𝛾𝛾 �𝐸𝐸1 �𝑋𝑋2 − �𝑿𝑿𝟏𝟏 − 1 − 𝛾𝛾 �𝜎𝜎 �𝑅𝑅1 − �𝐸𝐸1 �𝜋𝜋2 + 𝜖𝜖1

𝛾𝛾 > 0 ∶ an appreciation decreased aggregate demand.

• Credit accumulation. Depreciations create surpluses in the current account, and deficit in
the financial account (“capital outflows), reducing credit accumulation:

• �𝑏𝑏1 −
1
𝛽𝛽

�𝑏𝑏0 + 𝑏𝑏 �𝑅𝑅0 − 𝑏𝑏 �𝜋𝜋1 = 𝑠𝑠′ℵ . �𝑦𝑦1 − 𝜙𝜙4(. , 𝛾𝛾(+))�𝑿𝑿𝟏𝟏

𝜙𝜙4 . > 0: appreciations are associated with capital inflows and thus credit accumulation.
𝛾𝛾: openness degree

• Uncovered interest parity. An increase in the interest rate attracts capital inflows:
• �𝑅𝑅1 − �𝑅𝑅1

𝑓𝑓 = �𝐸𝐸1 �𝑋𝑋2 − �𝑋𝑋1 + �𝐸𝐸1 �𝜋𝜋2

• Unique mechanism. Demand shock: both savers and borrowers want to increase current
consumption, savers borrow abroad, attracting inflows and, thus, domestic credit.
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Moderador
Notas de la presentación
Estos dos basicamente te dicen que ya el consume no es igual a la producción, debemos corregir pues por las exportaciones e importaciones:Empezamos corrigiendo la respuesta de la tasa de interés. En particular, observamos que un cambio tiene un efecto menor sobre la brecha del producto; pero, porque esto es así? Porque la respuesta en el consumo es 1; pero, como ahora, solamente una parte (𝟏−𝜸) del consumo es producción, entonces la tasa de interés genera, igualmente, un aumento en consumo pero esto genera un menor aumento en la producción. Seguimos por las depreciaciones: además de que el consumo no es igual a la producción porque existe un home bias, tampoco lo es porque los terms of trade pueden ser distintos a 1; cuanto más se deprecia hoy el tipo de cambio, normalmente una parte de la producción se va a ir al consumo de extranjeros, por lo cual debo restar del lado izquierdo y sumar del derecho; lo mismo con el pedo del periodo 2; ahora bien, este efecto de precios relativos va a depender, naturalmente, de la elasticidad, cuanto más elásticas tus exportaciones, más fuerte es el impacto: 𝝂; pero, donde está el  𝜂? Lo hicimos igual 1; pero debería de estar ahí; y ahora porque están  𝛾 𝟏−𝜸 ? Esto es muy fácil de ver: el mismo efecto del tipo de cambio afecta de una forma distinta la relación entre consumo y producción, dependiendo de cuál es el peso de cada uno en el punto de partida; es decir, de cuán abierta está la economía.  𝜁−1  𝜒 𝑃    1−𝛾  𝜎 +1  1−𝛾  𝜎    𝑦  1 :  𝜁−1  𝜒 𝑃  , esta mierda es, en realidad, igual a 𝜑 , por lo cual tenemos: 𝜑  1−𝛾  𝜎 +1  1−𝛾  𝜎   VS 𝜑  𝜎 +1  𝜎  ; recordar, la mierda   𝜎 +1  𝜎   lo que hacía era captar el welath effect; ahora, de la misma forma que en la IS, un cambio en el consumo lo tocabas por  1−𝛾 para transformarlo en ingreso, ahora tocas el consumo para modificar la MRTS Ocio-Consumo. Todo lo que sigue es igual; ante el aumento de salarios, bla. Bla, tienes un margen y costo de ajustar.   𝛽 𝐸  1  𝜋  2 : esta mierda queda exactamente igual.  𝛾 1−𝛾  1+𝛽+ 𝜁−1  𝜒 𝑃   2−  𝜈−𝛾   1−𝛾  𝜎      𝑋  1  Esta mierda sale de: (i)   𝜈−𝛾   1−𝛾  𝜎   recuerda que debes ajustar producción y consumo:   𝜈−𝛾   1−𝛾  1   pero, además, como estamos hablando de salarios, se trata ni más ni menos que de utilidad  1  1  𝜎  ;  𝜁−1  𝜒 𝑃   esta es la misma mierda porque, de hecho, una depreciación es en términos de presión sobre los precios, lo mismo que una mayor brecha del producto. Pero no había cerrado el punto anterior: como el término es un término de ajuste, la corrección se refiere puramente a la posibilidad de pagar menores salarios; es puramente un welath effect. En el arbitraje consumo-ocio, este primer término viene simplemente del lado del consumo.  𝜁−1  𝜒 𝑃   2 : Dos efectos: (i) esto viene de, en el arbitraje consumo-ocio, ya no del lado del lado del consumo, si no del lado del ocio; si queres producir más, tenes que gatillar más; (ii) es un pedo de valuation: el producto hay que evaluarlo en términos reales: si tienes una depreciación, tu gasto en el bien extranjero en cae porque te sale más caro todo; entonces tu gasto en el bien nacional debe aumentar porque tenes una función Cobb-Douglass de los cojones. Es verdad, que esto medio que viene del lado de la sustitución, lo que hacen los residentes es empezar a consumir más. 1+𝛽: esta mierda aparece después de reemplazar el PPI por el CPI: X es un precio relativo intra-period y la inflación es un precio relativo inter-period: una depreciación te afecta los precios de hoy pero y a la inflación? Depende de cuánto fueron los precios de ayer y los de mañana; recordar que lo que haces es meter el pinche término de sustitución.  𝑠 ℵ +   𝜋 𝑏 𝛾 1−𝛾 ; el primer término refleja la parte del crédito que tiene que ver con los fundamentos de la economía; la segunda parte, sin embargo, tiene pura y exclusivamente que ver la parte no fundamental, es decir, con el saldo de la cuenta corriente; así, cuando aumenta la brecha del producto, se incrementan necesariamente tu saldo negativo.    𝛾 𝜈−𝛾  1−𝛾   (1−𝛾)𝑠 ℵ + 𝜋 𝑏  1−𝛾   𝑠 ℵ + 𝜋 𝑏  1−𝛾   𝑋  1 : aquí hay un chingo de cosas: (i)los primeros dos son porque una depreciación real te reduce el déficit por cuenta corriente,   (1−𝛾)𝑠 ℵ + 𝜋 𝑏  1−𝛾   𝑠 ℵ + 𝜋 𝑏  1−𝛾  y eso, a su vez, hace que necesitas menos financiación; ahora bien, como ocurre con la IS, el efecto ese para pasar de cambio en el precio a cambio en cantidades, es decir, se trata de aumento en las exportaciones. 



3. The model: policy objectives

• The central bank optimally sets the interest rate in period 1 to minimize a
quadratic loss function.

𝐿𝐿 =
1
2
𝜙𝜙𝑦𝑦 �𝑦𝑦12 + 𝜙𝜙𝜋𝜋 �𝜋𝜋12 +

1
2
𝛽𝛽𝑃𝑃 �𝑏𝑏1 𝜙𝜙𝑦𝑦 �𝑦𝑦2 𝐶𝐶 2 + 𝜙𝜙𝜋𝜋 �𝜋𝜋2 𝐶𝐶 2 /(1 − 𝛽𝛽𝛽𝛽)

𝛽𝛽: adjusted to target adjusted to target crisis duration.

• There is a trade-off between optimality in period 1, which requires minimizing the
deviations of inflation and output from target, and optimality in period 2, which
requires reducing the probability that a financial occurs.
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3. The model: calibration
Parameter Parameter Value Description

�𝑦𝑦2 𝐶𝐶 -2.4% (-9.6% annualized) Crisis State Output Gap (Mexico)

�𝜋𝜋2 𝐶𝐶 9.1% (36.4% annualized) Crisis State Inflation (Mexico)

𝜁𝜁 6 Elasticity of Substitution Among Home Goods

𝜒𝜒𝑃𝑃 77 Rotemberg Parameter

𝛄𝛄 0.3 Openess degree (Mexico)

𝜈𝜈 1 Elasticity of Exports (Mexico)

𝜋𝜋𝑏𝑏 0.5 Share of Borrowers (Cúrdia & Woodford)

𝛽𝛽 0.99 Discount Factor

𝜎𝜎𝑏𝑏 Set to obtain �𝜎𝜎 = 1 Inverse Intertemporal Elasticity of Subs. of Borrowers          
(Cúrdia & Woodford)

𝜎𝜎𝑠𝑠 5𝜎𝜎𝑏𝑏 Inverse Intertemporal Elasticity of Subs. of Savers                        
(Cúrdia & Woodford)

𝑠𝑠𝑏𝑏 1.4 Expenditure Share of Borrowers (Cúrdia & Woodford)

𝑠𝑠𝑠𝑠 0.6 Expenditure Share of Savers (Cúrdia & Woodford)

𝑏𝑏 1.17 Steady State Debt (Mexico)

𝑝𝑝 -4.1137 Coefficient on Crisis Probability (Latin America)

𝜅𝜅 1.1625 Coefficient on Crisis Probability (Latin America)

𝜙𝜙𝑦𝑦 1/2 Loss Function Coefficient on Output Gap (Ajello)

𝜙𝜙𝜋𝜋 1/2 Loss Function Coefficient on Inflation (Ajello)

𝛽𝛽 0.7537 Coefficient to Set Crisis Duration (Mexico)
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.

Parameter Calibration

Moderador
Notas de la presentación
𝜈: elasticidad de las exportaciones: la hacemos 1 para que sea Cobb-Douglass; normal en la literatura;𝛾: peso Cf en utility function: 1- 𝛾: contrario a Home Bias;  𝛾=0.3 para que openness sea : (Imports+Exports)/GDP= degree of openness/2; degree= 60%. 𝜒 𝑃  :si usáramos Calvo se cambiaría cada 4.5 Q; se usa en la literatura, valor tomado de De Paoli. 𝜁=6: mark-up es 20% en equilibrio; en cualquier caso, el rango en el cual podríamos pensar es 20%-40% del mark-up; es decir, es un rango pequeño. 𝛽:0.99: calibrado para tener tasa de interés en la approx. point de 4%, todo el mundo lo hace así por el paper de Kydand & Prescott.   𝜎 𝑠   𝜎 𝑏  =5 cree que es por la elasticicdad a la tasa de interés pero no nos acordamos bien: mira, cuanto más distintos son, más responde el crédito a la tasa de interés𝑝 & 𝜅: 4.1137 &  1.1625: 𝑃   𝑏  1  =  𝑒 𝑝+𝜅  𝑏  1   1+ 𝑒 𝑝+𝜅  𝑏  1   : logistic w/country fixed effects of 4 domestic bank credit growth on crisis probability for Latin American countries. Crisis years: identified w/ Laeven & Valencia’s dataset (2012): the same as Ajello et al (forthcoming). In practice, crisis probability: 6.28% on an annual basis on average: higher Ajello et al (forthcoming) (equal to 3.24%); but its elasticity to credit: lower. : 𝒑 and 𝜿 in the model: Latin American countries: we take IFS data on bank credit and the CPI index for Brazil, Colombia, Costa Rica, Ecuador, Mexico, Peru and Uruguay over 1980:Q1-2008:Q4. We compute the cumulative four years growth of real bank credit for each country 𝑖: 𝑳 𝒕 𝒊 = 𝒔=𝟎 𝟒   𝒍𝒐𝒈    𝑩 𝒕−𝒔 𝒊   𝑷 𝒕−𝒔 𝒊    − 𝒍𝒐𝒈    𝑩 𝒕−𝒔−𝟏 𝒊   𝑷 𝒕−𝒔−𝟏 𝒊     . Time 0 credit & real exchange rate deviation from average: zero. However, as crises often strike in periods of high indebtness, we consider several other values for inherited credit.SS: domestic credit to output, 𝒃 to 1.17: 𝒃  :computed as the ratio b/ total credit to the non-financial sector and GDP. Data from Banco de Mexico: 1994-Q4 to 2015-Q3.Credit accumulation: AQUI es DONDE HACEMOS LAS 2 ESTRATEGIAS: porque claramente podríamos calibrarlo: de hecho, en el baseline case lo calibramos. Como robustness:  reduced form credit accumulation equation for Mexico: domestic bank credit: output; real exchange rate. Real domestic bank credit: from IFS data dividing nominal credit by the CPI index. Real output and the real exchange rate: available in 1993:Q1. We run the regression of bank credit quarterly growth rate on the log-deviations of output and the real exchange rate from a HP trend over the period 1993:Q1-2008:Q4:Δ𝐶𝑟𝑒𝑑𝑖 𝑡 𝑡 = 𝛽 0 + 𝛽 1 𝑂𝑢𝑡𝑝𝑢 𝑡 𝑡 + 𝛽 2 𝑅𝑒𝑎𝑙𝐸𝑥𝑐ℎ𝑎𝑛𝑔𝑒𝑅𝑎𝑡 𝑒 𝑡 + 𝜖 𝑡 ; el Bo no lo pongo.   𝑏  1 − 1 𝛽    𝑏  0 +𝑏  𝑅  0 −𝑏  𝜋  1  =  (1−𝛾)𝑠 ℵ + 𝜋 𝑏 𝛾 1−𝛾   𝑦  1 − 𝛾 𝜈−𝛾  1−𝛾   𝑠 ℵ + 𝜋 𝑏  1−𝛾   𝑋  1 Table 4. Credit growth is significantly positively correlated to output and negatively to a depreciation of the real exchange rate, similarly to what is obtained in the structural model.Además, necesito el b: eso me da el Fisher Effect: Este es el 1.17.Lo que hago es contemplar el valor de cambios en el b0. 𝑠 𝑏  y  𝑠 𝑠 : se calibran afuera:  𝜋 𝑏  𝑠 𝑏 =0.7, porque el consumo total de SS el 70% es de los borrowers, ellos lo hacen así porque los Borrowers tienen mayor propensity a consumir que los saver;  𝜋 𝑠  𝑠 3 =0.3.Absolute values of  𝜎 𝑠  &  𝜎 𝑏  such that  𝜎 =1: obtained in a representative agent model under log-utility.  𝜎 =   𝜋 𝑏  𝑠 𝑏   𝜎 𝑏  +  1− 𝜋 𝑏   𝑠 𝑠   𝜎 𝑠     ;   𝜋 𝑏  𝑠 𝑏   𝜎 𝑏  + 0.5 𝑠 𝑠   5𝜎 𝑏   =1; así despejo  𝜎 𝑏 , luego necesito para los parámetros. 
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4. Results: Divine Coincidence
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Closed Economy with Exogenous Crisis Probability

Optimal values

Moderador
Notas de la presentación
A demand shock exercises upward pressure on both inflation and output. As an increase in the interest rate reduces inflation and output (panels 1 and 2), optimal policy requires higher rates. With exogenous crises, there is no trade-off between today’s loss and the continuation loss: as today’s policy has no effect on tomorrow’s expected loss, the central bank can concentrate on stabilizing inflation and output today, disregarding the effect of its policy on future outcomes. In particular, the central bank can reach a first best outcome: the same interest rate can perfectly stabilize both inflation and output at the same time. In practice, there is no trade-off between the two when deviations are generated by demand shocks, a result known as divine coincidence.Las 2 abiertas: 2.18% and 2.24% Comparación economía abierta: poner aquí ejercicios de comparación, con ineertidumbre



4. Results: Leaning against the Wind
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Closed economy with exogenous crisis
Closed economy with endogenous crisis

Optimal values in the closed economy with exogenous crisis
Optimal values in the closed economy with endogenous crisis

Closed Economies with Exogenous and Endogenous Crisis Probability

Moderador
Notas de la presentación
Dotted lines refer to the closed economy model with exogenous crises, the full line to the closed economy model with endogenous crises. Blue circles refer to optimal values for the exogenous crisis model, green circles to optimal values for endogenous crisis model.Endogenous crisis probability does not affect trade-offs in period one, but it generates a trade-off between today’s and tomorrow’s outcomes. The central bank has to take into account that its actions today may affect welfare tomorrow.The demand shock affects both savers and borrowers. Due to higher aggregate demand and to sticky prices, output and incomes increase. As borrowers have a higher marginal propensity to consume out of current income than savers, in equilibrium domestic credit goes up. A higher domestic credit, in turn, raises the probability of a crisis taking place, with adverse effects on output and inflation tomorrow.The central bank raises the interest rate above the level that perfectly stabilizes output and inflation in period one. In practice, it overreacts to the demand shock, and accepts lower output and inflation, to reduce crisis probability.The implication is that in the latter scenario it is no longer optimal to fully stabilize output and inflation: taking into account the effect of her policy choices on crisis probability, the policy-maker optimally sets a somewhat higher interest rate than in the model with exogenous crisis. However, just as Ajello et al. (forthcoming), we find that the difference in terms of optimal policy between the scenarios is small (around three basis points on an annual basis).
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Closed and Open Economies with Endogenous Crisis Probability
Closed economy with endogenous crisis
Open economy with endogenous crisis

Optimal values in the closed economy with endogenous crisis
Optimal values in the open economy with endogenous crisis

𝜸𝜸 = 𝟎𝟎

𝜸𝜸 = 𝟎𝟎

𝜸𝜸 = 𝟎𝟎.𝟑𝟑

𝜸𝜸 = 𝟎𝟎.𝟑𝟑

𝜸𝜸 = 𝟎𝟎.𝟎𝟎𝟎𝟎 

Moderador
Notas de la presentación
Leaning against the wind in an open economy may end up increasing crisis probability instead of decreasing it.Explicación Resultado:  𝑏  1 − 1 𝛽    𝑏  0 +𝑏  𝑅  0 −𝑏  𝜋  1  =  (1−𝛾)𝑠 ℵ + 𝜋 𝑏 𝛾 1−𝛾   𝑦  1 − 𝛾 𝜈−𝛾  1−𝛾   𝑠 ℵ + 𝜋 𝑏  1−𝛾   𝑋  1 Algo interesante, yo sabía que en realidad este resultado dependía del efecto Fisher.Primer punto: el efecto del output sobre el crédito es mayor, lo cual se debe a que ahora generas un déficit por cuenta corriente y esto implica entrada de capitales. ESTO TE VA EN CONTRA, por eso es importante saber de qué depende.Segundo punto: cuando subes tasa, generas una apreciación real:  𝛾 𝜈−𝛾  ( (1−𝛾)𝑠 ℵ + 𝜋 𝑏 𝛾)   𝑠 ℵ + 𝜋 𝑏  1−𝛾 :Parece que el secreto está en 𝜈−𝛾>0:   𝜋  1 =− 𝛾 1−𝛾   𝑋  0 + 𝛾 1−𝛾  1+𝛽+ 𝜁−1  𝜒 𝑃   2−  𝜈−𝛾   1−𝛾  𝜎      𝑋  1 + 𝜁−1  𝜒 𝑃    1−𝛾  𝜎 +1  1−𝛾  𝜎    𝑦  1 +𝛽    𝐸  1  𝜋  2 − 𝛾 1−𝛾   𝐸  1   𝑋  2  
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Closed and Open Economies with Endogenous Crisis Probability
Closed economy with endogenous crisis
Open economy with endogenous crisis

Optimal values in the closed economy with endogenous crisis
Optimal values in the open economy with endogenous crisis

Moderador
Notas de la presentación
This comparison is unfair, as the difference does not only depend on the financial channel, but also due to the fact that inflation is more sensitive to monetary policy in an open economy compared to a closed economy, as a result of the impact of interest rate changes on the exchange rate. Optimal monetary policy rate for the open economy model: with and without endogenous financial crisis: 2.18% and 2.24% on an annual basis: la diferencia es pequeña, pero con incertidumbre. 



4. Extensions
• Uncertainty: the differences in the interest rate among the 3 scenarios are small.

Yet, they may be underestimated if the policy-maker is uncertain on the model’s
parameters. Thus, we consider a Robust and a Bayesian policy-maker. The robust
policy-maker minimizes the loss function in the worst case scenario. The Bayesian
policy-maker assigns a probability to each parameter value and minimizes the
expected loss under risk-aversion. Differences are widened: endogeneous crisis
probability implies an even higher interest rate, and openness in the capital
account reduces it by even more.

• Flexible VS Fixed FX Regimes: Regardless of whether the crisis is endogenous, FX
flexibility enables the policy-maker to choose the interest rate that she wants and
this, in turn, implies that she can reduce welfare losses in response to the demand
shock. This is consistent with: (i) the classic trilemma in international economic
and (ii) Obstfeld (2017): even in the presence of the global financial cycle, FX
flexibility helps insulate the economy. Nonetheless, endogenous financial crisis
increases welfare losses even with FX flexibility, being consistent with Rey (2015).
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Moderador
Notas de la presentación
We also follow Ajello et al (forthcoming) in the modelling of uncertainty about these parameters. For each generic parameter ℎ subject to uncertainty, if the policy-maker is Bayesian we assume that the parameter follows a discrete uniform distribution that takes values ℎmin,ℎ𝑏𝑎𝑠𝑒 and ℎmax. ℎ𝑏𝑎𝑠𝑒 is at the same time the expected value of ℎ and the value of the parameter in the baseline calibration. When the policy-maker is robust he considers ℎ in the closed interval [ℎmin,ℎ𝑚𝑎𝑥].  Bayesian: 𝐿=𝐸1,ℎ[𝐿1(𝜋̂1,𝑦̂1)+𝛽𝐿2(𝜋̂2,𝑦̂2)]. 	𝐸1,ℎ denotes that the Bayesian policy-maker minimizes the expectations of the loss function taken with respect to the joint distribution of states and of the subset of uncertain parameters. Since the loss function is convex, even though the expected fall in output and increase in inflation are the same as under the model without uncertainty, the expected loss they entail is higher. In practice, the policy-maker is risk averse and this influences the optimal policy: es la UNCERTAINTY.  Robust policy-maker: 𝐿=min[𝑚𝑎𝑥ℎ∈[ℎ𝑚𝑖𝑛,ℎ𝑚𝑎𝑥](𝐿1(𝜋̂1,𝑦̂1)+𝛽𝐿2(𝜋̂2,𝑦̂2))]: there is an evil agent inside the head of the policy-maker that chooses parameter ℎ in the interval [ℎ𝑚𝑖𝑛,ℎ𝑚𝑎𝑥] to maximize the loss. The policy-maker then chooses the policy rate that minimizes the loss when the parameter value is the one chosen by the evil agent., i.e., the value under which welfare is minimized. Uncertain Severity of the Crisis: uncertain severity of the crisis, the results are similar to those obtained for uncertain elasticities of crisis probability to credit. they fear the crisis could be worse than expected. The robust policy-maker reduces the policy rate more than what does the Bayesian policy-maker: the first reduces it by around 10 basis points and the second by around 8 basis points. Uncertain degree of openness: When the degree of openness is uncertain, both the Bayesian policy-maker and the robust policy-maker reduce the policy rate below the level that prevails in the absence of uncertainty: The more the economy is open the worse is period one trade-off and the higher is the crisis probability. In this case, the incentives faced by the Bayesian policy-maker and by the robust policy-maker are the same as a more open economy is unambiguously worse than a less open one. Both types of policy-maker fear that crisis probability may be higher than expected and so keep the interest rate lower. The reduction is close to ten basis points in both cases. 	 



4. Conclusions

• The financial risks face that EMEs face, as well as the policy constraints they
envisage, make small them different from AEs. This calls for a debate on the
relationship between financial stability and monetary policy that applies only to
small economies with open capital accounts, among which EMEs stand out.

• In this presentation, we have set the debate. The results show that, in the current
context in which global financial markets are highly integrated, EMEs should
introduce global financial cycle considerations more than domestic financial
consideration in the conduct of monetary policy, unlike advanced economies.

• This implies that the arguments of the leaning against the view are weaker for
EMEs, the more open the referred emerging economy is.
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uncertain effects of the crisis
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Uncertain Economic Effects of a Financial Crisis

Model without UncertaintyModel with Uncertainty 

Moderador
Notas de la presentación
Full line: bayesian and robust policy makers. Dotted line: model without uncertainty.When the policy maker is uncertain about the effect of the crisis on the economy, it fears that the effect may be worse than expected and so reduces the interest rate more.Bayesian policy-maker: the loss function: 𝐿   𝜋  2 (𝐶),  𝑦  2 (𝐶) =  1 2   𝜙 𝜋   𝜋  2 2 (𝐶)+ 𝜙 𝑦   𝑦  2 2 (𝐶)  1−𝛽𝜏 ; ahora tenemos 𝐿= 𝐸 1,ℎ   𝐿 1    𝜋  1 ,  𝑦  1  +𝛽 𝐿 2    𝜋  2 ,  𝑦  2   .  𝐸 1,ℎ : expectations taken w/respect to joint distribution of states and uncertain parameters.Convex: es convexa simplemente porque tiene un cuadrado; cuando le metes el cuadrado sube mucho muy rápido: the policy-maker is risk averse and this influences the optimal policy.Robust policy-maker: Loss function  𝐿= min   𝑚𝑎𝑥  ℎ∈  ℎ 𝑚𝑖𝑛 , ℎ 𝑚𝑎𝑥      𝐿 1    𝜋  1 ,  𝑦  1  +𝛽 𝐿 2    𝜋  2 ,  𝑦  2       An evil agent inside the head of the policy-maker: she chooses ℎ in the interval [ ℎ 𝑚𝑖𝑛 , ℎ 𝑚𝑎𝑥 ] to maximize the loss. The policy-maker then chooses the policy rate that minimizes the loss. Elasticity of the crisis probability to credit conditions, 𝜅: the effect of credit on crisis probability may be higher than in her baseline guess: it reduces the optimal rate for both the Bayesian and the robust policy-maker and for all initial credit conditions. Como el efcto es en promeriod mayor,….The reduction of the optimal policy rate is greater when the policy-maker is robust because in that case the worst case scenario of the highest possible elasticity of crisis probability to credit is taken into account. With credit 50% above its average level, the robust policy-maker reduces the policy rate by around 10 basis points annually and the Bayesian policy maker by around six basis points with Uncertain Severity of the Crisis: uncertain severity of the crisis, the results are similar to those obtained for uncertain elasticities of crisis probability to credit. they fear the crisis could be worse than expected. The robust policy-maker reduces the policy rate more than what does the Bayesian policy-maker: the first reduces it by around 10 basis points and the second by around 8 basis points. Uncertain degree of openness: When the degree of openness is uncertain, both the Bayesian policy-maker and the robust policy-maker reduce the policy rate below the level that prevails in the absence of uncertainty: The more the economy is open the worse is period one trade-off and the higher is the crisis probability. In this case, the incentives faced by the Bayesian policy-maker and by the robust policy-maker are the same as a more open economy is unambiguously worse than a less open one. Both types of policy-maker fear that crisis probability may be higher than expected and so keep the interest rate lower. The reduction is close to ten basis points in both cases.   



Uncertainty about openess degree
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FIXED VS FLEXIBLE REGIMES
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Loss as a function of the interest rate in the simplified model in the exogenous and   in the endogenous crisis case
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Figure 1 -  Optimal values for different values of 𝛾𝛾. 
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Lagged Credit Conditions, Closed Economy
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Optimal values as a function of lagged credit conditions in the closed economy model with endogenous crisis probability.
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Lagged Credit Conditions, open Economy

34Financial and Price Stability in Emerging Markets: The Role of the Interest Rate



Altenative credit accumulation specification
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Política Monetaria y Estabilidad Financiera 
en Economías Abiertas 36

2000-2007 2008-2016

EMEs 1/ 1.14 2.65

AE 2/ -0.70 -0.69

1/ This measures Net financial capital inflows into each groups as a percentage of the total credit to non-financial sector.
2/ This set is composed by: Argentina, Brazil, Colombia, Chile, China, India, Indonesia, Mexico, Poland, Turkey and South Africa
3/ This set is composed by: Australia, Canada, Czech Republic, Denmark, France, Germany, Greece, Hungary, Italy, Israel, Japan, Korea, Netherlands, Norway,
Singapore, Sweden, Switzerland, United Kingdom and United States.

Table 1. Net Capital Flows/Credit to the Non-Financial Sector
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