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Transmission Channels
of Global Liquidity

Soyoung Kim Hyun Song Shin
Seoul National U Princeton U, BIS

Backgrounds

* International transmission of global liquidity has
been an contentions issue, especially for emerging
markets.

— global financial crisis
— new build-up in recent years

* Possible shifts in transmission channels?
— Caruana (2013,2014), Shin (2013), Turner (2014)

— liabilities of emerging markets: bank debt = bond
issuance, onshore = offshore bond issuance

— International debt securities outstanding for
developing countries in 2013: 0.97 trillion
$ (residency), 1.73 trillion $ (nationality)
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Objective and Methods

* Empirically investigate the transmission channels
of global liquidity and how the channels may
have changes with the shift in the incidence of
bank and bond financing in emerging countries

* Empirical Methods: VAR

— Panel: short time-span

— Block Exogeniety: US vs. individual emerging
countries

— Effects of (global) US credit shocks on emerging
countries: bank loans, international debt securities (on-
shore, off-shore), bond yield...

Past Studies

* Some past studies examined the effects of global
liquidity on emerging countries, but none on the
transmission channels

— Choi et al (2014), Chen et al (2012), Moore et al
(2014)
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Main Findings

* US credit shocks have a positive effect on emerging
countries’ GDP and a negative effect on emerging
countries’ sovereign bond yield: consistent with Chen
et al (2012), Choi et al (2014), Moore et al (2012)

* US credit shocks lead to a strong positive response of
the offshore bond issuance activity, for the period
after 2010: a formal econometric evidence for
Caruana (2013,2014), Shin (2013), and Turner (2014)

* Empirical findings support for channels through fixed
income securities: Feroli, Kashayap, Schoenholtz and
Shin (2014), Vayanos and Woolley (2012), Haldane
(2014)

Structure of the Global Banking System

Borrowers
in A

Borrowers
e Whole_sale
Funding

Market

Borrowers
inC

The interconnected nature of the global banking system generates spillover effects of
financial conditions across borders: greater ease of raising wholesale funding from the
center through cheaper US dollar bank funding rates implies greater availability of
funding to regional banks, which in turn translates into more lending conditions to
ultimate borrowers in regions A, B, C, etc.
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Net External Financing of Emerging Economies (Turner, 2013, Shin 2013)
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Multinational Corporation with Offshore Subsidiary

Border
Bank
A L
A L
Local Lacal P
currency | cumency |~ Local
cumrency
us International
; -
dollars |’ capital market
Multinational
corporation

If the proceeds of the borrowing are sent to headquarters through an
explicit capital account transaction, BOP would show a capital inflows.
But if the multinational firm chooses to classify the transaction as a part
of trade flows in goods and services (ex. “over-invoicing”), BOP would
not capture the transaction.

Empirical Model

* Panel VAR with Block-Exogeneity
e Structural Form Model

G(L)y'(t) =d +€(t), i=1,2,....1

i (1) , 711 (L) 0
y'(t) = [ z;;(t) ]  GUI) = [ 721 (L) G2 (L)

* y,: US real GDP, US domestic credit

* y,: each emerging country’s real GDP, net
1ssuance of international debt securities, and
government bond yield (small open)
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Empirical Model: 1dentification

* Reduced form model 1s estimated by SUR

 Recursive Identification
* y,: US real GDP, US domestic credit

— Identify US domestic credit shocks after controlling
real activities. Otherwise, effects of US domestic credit
shocks are mixed with effects of US real GDP shocks.
Bekaert et al (2013)...

* y,: each emerging country’s real GDP, net
1ssuance of international debt securities, and
government bond yield

— sluggish real sector vs. agile financial sector
— Government bond yield (end of the period data)

Data

* 22 emerging countries: China, Hong Kong,
India, Indonesia, Korea, Malaysia, Thailand,
the Philippines, Brazil, Chile, Colombia,
Mexico, Peru, Bulgaria, Czech Republic,
Hungary, Latvia, Poland, Romania, Russia,
Turkey, Ukraine

* Quarterly data, the longest sample 1s: 2000:1 —
2013:1, varies across countries

* 2 lags
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Impulse Responses (Full Sample Periods, 90%)
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Summary

* US credit shocks have a positive effect on real
GDP of emerging countries

* US credit shocks have a positive effect on net
issuance of international debt securities (on-

shore) and a negative effect on government
bond yield
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On-Shore vs. Off-Shore

* Replacing on-shore with off-shore in the
model.

* US credit shocks have a positive effect on net
i1ssuance of “on-shore” international debt
securities for the pre-crisis period (2000-2006)
and net 1ssuance of “off-shore” international
debt securities for the post-crisis period (2010-
2013:1).
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Impulse Responses to US Credit Shocks
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Other Transmission Mechanisms

* Replacing debt issuance with bank loan inflows

* Replacing debt issuance with equity capital
inflows and bond yield with equity price

* Bank loan inflows do not play a positive role in
the post-crisis period.

* Equity capital inflows play a positive role in the
post-crisis period.

* Equity price increases. This 1s not necessarily

caused by equity capital inflows but reflects
strong economic activities.
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Impulse Responses to US Credit Shocks:
Other Transmission Channels

Full Sample Pre-Crisis Post-Crisis
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Alternative Models

* Dropping block-exogeniety assumption (Full)
* Consider G3 credit (G3): replace US domestic

credit with G3 domestic credit and US real GDP
with G3 real GDP

* Many result are similar.
— Real GDP of emerging countries increase.
— Government bond yield of emerging countries decline.

— On-shore debt 1ssuance 1s important before crisis but
off-shore debt issuance is important after crisis.

— Bank loan inflows do not play an important role
recently.
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Impulse Responses to US Credit Shocks:
Alternative Models

Full, VAR Post, VAR Full, G3 Post, G3
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Impulse Responses to US Credit Shocks:
Alternative Models
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Conclusion

This paper empirically examines the transmission channels
of global liquidity to emerging countries.

Empirical results suggest that the main channel has changed:
off-shore 1ssuance of debt securities plays an important role
for the period from 2010.

Our results highlight the importance of keeping track of
institutional developments in international banking and
capital markets: it is also important for emerging markets to
be aware of this recent change in transmission channels of
global liquidity, to properly prepare against possible future
reversals.

Future studies may need to address what determines the
relative incidence of bank and bond financing and on-shore
and off-shore bond financing.
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