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Rubric

• ‘Taper tantrum’ episode of May 2013 led to a substantial rise 
in EME asset market volatility and capital outflows

• Literature had largely focussed on level effects of AE 
unconventional monetary policy spillovers to financial variables 
elsewhere.

• Volatility spillover effects in real and financial variables in 
EMEs largely been ignored.

• Volatility matters !!

Motivation
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• “...frankly the ECB has not done anything to increase volatility 
in the markets. If you think that the ECB has done anything 
that is comparable to what is happening in the other central 
banks, we would not agree with this perception...But, certainly, 
we have observed an increase in global volatility, coming from 
major monetary policy decisions or announcements of 
decisions that may be taken in the coming months. However, I 
do not think that the ECB has in any way been a source of this; 
I cannot really find any data to support this”. 

- Mario Draghi, June 2013 

Motivation
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Fed Reserve and ECB balance sheets 
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Why the interest in volatility effects?

• While a global shock triggered the sell-off in May 2013, the 
country specific performance of equity and bond prices reflected 
domestic vulnerabilities. 
 as volatility and risk aversion rose, investors’ started discriminating more 

across countries by looking at fundamentals. 

• EMEs with large current account deficits experienced the 
largest declines in equity prices and the sharpest increases in 
bond yields.
 particularly for EMEs whose real exchange appreciated strongly during QE 

and who had received relatively large capital inflows (e.g. Aizenman, Binici 
and Hutchison, 2014).

• EMEs with large and liquid financial markets felt greater 
pressure on the exchange rate, foreign reserves, and equities 
(e.g. Eichengreen and Gupta, 2014).
 greater scope for portfolio rebalancing and selling without incurring losses. 
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• EME bond markets are most susceptible to positive volatility 
spillover effects from both the Fed and ECB.

• Positive volatility spillover effects to EME currencies higher in 
the case of the Fed by a factor of ten.

• EME stock markets are subject to negative volatility 
spillovers.

• Limited evidence of volatility spillovers to the EME real 
economy.

• Spillovers have been diminishing since 2008 in the case of 
the Fed but not so notably in the case of the ECB.

Summary of main findings
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• Fernandez-Villaverde et al (2011) use a DSGE framework to 
show that rises in interest rate volatility in EMEs reduce 
output, consumption and investment.
– households change the precautionary holdings of foreign debt.

• Uribe and Yue (2006) show that interest rate shocks in the 
US contribute to volatility in EMEs.

• Bernanke and Reinhart (2004) discuss the policy options for 
central banks, when the zero lower bound is reached:
 Forward guidance for low interest rates

 Changing the Central Bank balance sheet composition.
 Quantitative easing

Related literature
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• Hattori, Schrimpf and Sushko (2013) find that the effect of 
purchases is most pronounced when combined with an 
expansion and duration extension of the Fed’s balance 
sheet.

• Fratzscher, Lo Duca and Straub (2016) – unconventional 
monetary policy operations by the Fed spilled over to EME 
asset markets. See also Ait-Sahalia et al (2012).

• Diebold and Yilmaz (2009) concentrated on stock market 
returns, finding volatility spillovers jumps.

• Yilmaz (2010) calculates an equity volatility spillover index 
and finds that the interdependence among East Asian equity 
markets pushed the volatility spillover to the highest levels 
during the current crisis.

Related literature
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Methodology Step 1
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Methodology Step 2
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• Monthly data frequency from 2003M1 to 2014M12 for the 
following countries:

• Brazil, Russia, India, China, South Africa, Poland, Croatia, 
Hungary, Czech Republic, Colombia, Chile, Peru and Mexico

• Variables: size of central bank balance sheets for ECB and 
Fed, EME bilateral exchange rates (vis-à-vis EUR and USD), 
stock market indices, EMBI spreads, industrial production, CPI

• For ECB: test for spillovers to the BRICS, Poland, Croatia, 
Czech Republic and Hungary

• For Fed: test for spillovers to the BRICS, Colombia, Chile, 
Peru and Mexico

Data
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Results
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Results
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Time-varying variance proportions – Federal Reserve
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Time-varying variance proportions - ECB
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• EME need to increase resilience to volatility spillovers.
• Volatility spillovers to EME bond markets are proportionally 

passed through from changes in the Fed and ECB balance 
sheets. 

• The most affected EMEs have been the ones who have had a 
more open capital account. 

• Any exit from unconventional monetary policy should take 
place in a transparent and gradual manner.

• Targeted macroprudential policy can be effective in 
addressing currency mismatches in an environment of 
heightened exchange rate volatility.

Conclusions


