Federal Reserve Bank of Dallas
Globalization and Monetary Policy Institute
Working Paper No. 314
https://www.dallasfed.org/~/media/documents/institute/wpapers/2017/0314.pdf

Financial Globalisation, Monetary Policy Spillovers
and Macro-modelling: Tales from 1001 Shocks”

Georgios Georgiadis
European Central Bank

Martina Jan¢okova
European Central Bank

May 2017

Abstract
Financial globalisation and spillovers have gained immense prominence over the last two
decades. Yet, powerful cross-border financial spillover channels have not become a standard
element of structural monetary models. Against this background, we hypothesise that New
Keynesian DSGE models that do not feature powerful financial spillover channels confound
the effects of domestic and foreign disturbances when confronted with the data. We derive
predictions from this hypothesis and subject them to data on monetary policy shock estimates
for 29 economies obtained from more than 280 monetary models in the literature. Consistent
with the predictions from our hypothesis we find: Monetary policy shock estimates obtained
from New Keynesian DSGE models that do not account for powerful financial spillover
channels are contaminated by a common global component; the contamination is more severe
for economies that are more susceptible to financial spillovers in the data; and the shock
estimates imply implausibly similar estimates of the global output spillovers from monetary
policy in the US and the euro area. None of these findings applies to monetary policy shock
estimates obtained from VAR and other statistical models, financial market expectations and
the narrative approach.

JEL codes: F42, E52, C50

Georgios Georgiadis, European Central Bank, 60311 Frankfurt am Main, Germany.
georgios.georgiadis@ech.int. Martina Jan¢okova, European Central Bank, 60311 Frankfurt am Main,
Germany. martina.jancokova@ecb.int. We would like to thank a large number of researchers for sharing
their data and codes as well as providing valuable comments. As the number of names exceeds the space
available here we list them in a separate section in the Appendix of this paper. The database of monetary
policy shock estimates gathered for the purpose of this paper is available from our websites. Researchers
using specific shock time series from the database are kindly asked to also quote the original source. None
of the monetary policy shock estimates used in this paper represent the views of the central banks,
international organisations, ministries and their policy committees. The views in this paper are those of the
authors and do not necessarily reflect the views of the European Central Bank, The Eurosystem, the Federal
Reserve Bank of Dallas or the Federal Reserve System.



https://www.dallasfed.org/%7E/media/documents/institute/wpapers/2017/0314.pdf
mailto:georgios.georgiadis@ecb.int
mailto:martina.jancokova@ecb.int

1 Introduction

A salient feature of the global economy since the 1990s has been the dramatic rise of financial
globalisation. Whether measured by (gross) capital flows or indicators reflecting the extent
of legal capital account restrictions, economies’ financial markets have been exhibiting an
increasing degree of integration. As a result, the global economy is progressively becoming
subject to large cross-country spillovers through financial channels, in particular in case of
monetary policies in systemic economies. Indeed, a growing body of empirical research pro-
vides evidence that financial interlinkages play a critical role in the transmission of shocks
across economies (Ehrmann and Fratzscher, 2003, 2005, 2009; Ehrmann et al., 2011; Hale
et al., 2016). Similarly, several studies document the sizable impact of—in particular US—
monetary policy on output and inflation in the rest of the world that materialises through
financial spillover channels (Kim, 2001; Canova, 2005; Nobili and Neri, 2006; Dedola et al.,
2015; Feldkircher and Huber, 2015; Georgiadis, 2016). And related work even suggests that
economies’ financial markets are subject to a global financial cycle, which is argued to mate-
rialise in variations in global risk aversion and to be driven by US monetary policy (Bekaert
et al., 2013; Ghosh et al., 2014; Bruno and Shin, 2015b,a; Miranda-Agrippino and Rey, 2015;
Passari and Rey, 2015; Rey, 2015).

At the same time, over the last two decades important advances in structural monetary
modelling have been achieved, as reflected in the huge amount of work on New Keynesian
dynamic stochastic general equilibrium (NK DSGE) models. While the first NK DSGE
models focused on frictions in price setting and labor markets (Smets and Wouters, 2003;
Christiano et al., 2005), the global financial crisis epitomised the role of frictions in financial
markets for the propagation of shocks. The resulting wave of work has focused on introducing
frictions in domestic financial markets (Gertler and Karadi, 2011; Christiano et al., 2014).
Advances have also been made in generalising the initially closed-economy NK DSGE models
to analyse the international transmission of shocks and policy design in open economies, giving
rise to New Open-Economy Macroeconomics (Obstfeld and Rogoff, 1996). After two decades
of continuous development and research it is fair to say that NK DSGE models have become
standard elements of macroeconomists’ toolbox. In particular at central banks elaborate
versions of NK DSGE models are routinely used, for example in order to determine what
shocks have been drivers of recent business cycle movements. This is an important exercise,
as the appropriate policy response to business cycle fluctuations depends on what type of
shocks are driving the economy. Against the background of the continuous strengthening
of cross-border financial integration, it is noteworthy that powerful spillover channels based
on frictions in international financial markets—for example involving cross-border interbank
balance sheet exposures, collateral constraints and currency mismatches—are not routinely

incorporated in NK DSGE models.! Possible consequences of this particular discrepancy

INK DSGE models that do consider frictions in international financial markets include Devereux and
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between empirics and theory have not been explored systematically yet. We aim to fill part

of this gap in the literature.

In this paper we hypothesise that the structural monetary models used in the profession
typically fail to adequately account for the importance of financial spillover channels in the
data. We argue that, as a consequence, when confronted with the data these models label rest-
of-the-world monetary policy shocks as domestic ones. We test this hypothesis by verifying—
in a meta-study-like fashion—if three predictions are borne out by the NK DSGE models used
in the literature. Specifically, under our hypothesis we expect: First, domestic monetary
policy shock estimates are contaminated by a common global component and are therefore
positively correlated across economies.? Second, the contamination by the common global
component is more severe and thereby gives rise to larger cross-country correlations for pairs
of economies that are more strongly integrated with global financial markets. Third, estimates
of the global spillovers from domestic monetary policy obtained using shock estimates from
NK DSGE models in time-series regressions are implausibly similar across spillover-sending

economies, as they all reflect the response to a common global monetary policy shock.

We provide empirical evidence that is consistent with the predictions from our hypothesis
based on a database of monetary policy shock estimates for 29 economies obtained from
more than 280 structural and non-structural monetary models used in the literature for the
time period from 1993 to 2007. First, we document that when confronted with the data NK
DSGE models produce domestic monetary policy shock estimates that are positively corre-
lated across economies. In contrast, monetary policy shock estimates obtained from VAR
and other statistical models, derived from financial market expectations and the narrative
approach are essentially cross-country uncorrelated. Interestingly, we document that the con-
tamination by a common global component is as severe for monetary policy shock estimates
obtained from NK DSGE models used at central banks and international organisations as
for shock estimates obtained from stylised NK DSGE models used in academia. Second, the
cross-country correlations between monetary policy shock estimates obtained from NK DSGE
models are larger for economies that are more strongly integrated with global financial mar-
kets. Importantly, this finding is robust to accounting for other possible explanations for the
cross-country correlations between monetary policy shock estimates, such as mis-specification
of the Taylor-rule or failure to account for spillovers through trade. Third, using shock es-
timates obtained from NK DSGE models in time-series regressions produces estimates for

the global output spillovers from US and euro area monetary policy which are implausibly

Yetman (2010), Kollmann et al. (2011), Dedola and Lombardo (2012), Ueda (2012), Banerjee et al. (2016) as
well as Nuguer (2016).

2That the true structural shocks are uncorrelated is impossible to verify, but is a fundamental assumption in
macroeconomics. For example, Bernanke (1986) states that “shocks should be primitive exogenous forces that
are uncorrelated with each other”, as only un-correlatedness allows a meaningful interpretation of impulse
response functions and variance decompositions. Andrle (2014) discusses in detail the notion that (cross-
country) correlated estimates of structural shocks are a sign of model mis-specification in NK DSGE models.



similar. In contrast, the relative magnitudes of the estimates of the global output spillovers
from monetary policy in the US and the euro area obtained from time-series regressions are

more plausible when using shock estimates that stem from non-NK DSGE models.

Our paper is related to the literature which is concerned with the role of powerful financial
spillover channels in structural monetary models for cross-country business cycle correlations
(Tacoviello and Minetti, 2006; Ueda, 2012; Yao, 2012; Chin et al., 2015). Within this literature,
our paper is most closely related to Justiniano and Preston (2010) as well as Alpanda and
Aysun (2014), who find that standard open-economy NK DSGE models fail to replicate the
large degree of cross-country business cycle co-movement in the data, and that they imply only
an implausibly minor role of foreign disturbances for the evolution of domestic variables. More
specifically, these studies find that the theoretical moments implied by standard NK DSGE
models—which do not account for powerful financial spillover channels—are much closer
to their empirical counterparts if it is assumed that the structural shocks are cross-country
correlated. This finding is typically interpreted as suggesting that standard NK DSGE models
lack empirically relevant cross-border transmission channels for country-specific shocks or
a global dimension that would allow to consider common shocks. This interpretation is
consistent with the finding in this paper that NK DSGE models that do not account for
powerful financial spillover channels produce cross-country correlated monetary policy shock
estimates. At the same time, our findings of course do not imply that the lack of financial
spillover channels is the only—or even the most important—source of mis-specification in
standard NK DSGE models. Finally, while the analyses of Justiniano and Preston (2010)
as well as Alpanda and Aysun (2014) are based on counterfactual simulations of two specific
structural models, in this paper we consider a database of monetary policy shock estimates
from more than 280 monetary—including non-structural—models estimated for a range of

economies.

The empirical evidence we obtain in this paper is also consistent with several additional
predictions from our hypothesis. First, the evidence supports the hypothesis of a global fi-
nancial cycle that is driven by US monetary policy (Bekaert et al., 2013; Bruno and Shin,
2015b,a; Miranda-Agrippino and Rey, 2015; Passari and Rey, 2015; Rey, 2015). Specifically,
a prediction from the global financial cycle hypothesis in the light of our paper is that mon-
etary policy shock estimates from NK DSGE models which do not feature powerful financial
spillover channels should be contaminated by a US component. Indeed, we find that the
cross-country correlations between the monetary policy shock estimates obtained from NK
DSGE models for non-US economies are larger for country pairs that are more financially
integrated with US—in addition to global—financial markets. Second, the evidence we ob-
tain is also consistent with the important role of global banks in financial integration prior
to the global financial crisis (Goldberg, 2009; Cetorelli and Goldberg, 2012; Bruno and Shin,
2015b,a; Morais et al., 2015). Specifically, we find that the contamination by a common global

component is particularly severe for monetary policy shock estimates for economies which are



more financially integrated through international banking linkages. Finally, we also obtain
some tentative evidence that is consistent with the trilemma in international macroeconomics
(Obstfeld et al., 2005; di Giovanni and Shambaugh, 2008; Klein and Shambaugh, 2015; Ob-
stfeld, 2015): The contamination by a common global component is less severe for monetary
policy shock estimates for emerging market economies which impose capital controls and

which feature flexible exchange rate regimes.

Failure to account for the global context and powerful financial spillover channels in NK DSGE
models may imply inconsistent parameter estimates obtained by likelihood-based methods,
as the monetary policy shock estimates entering the likelihood function are mis-measured.
Moreover, mis-measured monetary policy shock estimates imply incorrect variance and his-
torical decompositions. Ultimately, this might lead to mis-leading policy recommendations.
Having said that, it is important to emphasise that our paper is not to be read as a general
critique or dismissal of the use of NK DSGE models in the profession. Consistent with the
view of Blanchard (2016), we believe that NK DSGE models “are eminently improvable and
central to the future of macroeconomics”, and that whether specific elements—such as pow-
erful financial spillover channels—are necessary depends on the purpose the models are used
for. The insights from our paper suggest that more efforts need to be devoted to the modelling
of the global context as well as powerful financial spillover channels in structural monetary
models that are used for policy analysis, especially at central banks and international or-
ganisations. Indeed, we also find that the contamination by a common global component
is less severe if the monetary policy shock estimates stem from NK DSGE models that do
feature an explicit multi-country dimension and/or frictions in international financial mar-
kets. Which particular frictions in cross-border financial markets are the most appropriate
to be introduced into NK DSGE models to mitigate the contamination by a common global
component most plausibly depends on country specifics, and we leave this investigation for

future research.

The rest of this paper is organised as follows. In Section 2, we illustrate the mechanics of our
hypothesis and derive testable predictions from a stylised counterfactual Monte Carlo exper-
iment. In Section 3 we present our monetary policy shock database and test the predictions
from our hypothesis derived in Section 2. Section 4 presents additional testable predictions,
competing hypotheses that may explain the positive cross-country correlations between the
NK DSGE model monetary policy shock estimates in our database as well as robustness

checks. Finally, Section 5 concludes.



2 Financial globalisation, monetary policy spillovers and struc-

tural macro-modeling

In this section we consider a counterfactual Monte Carlo experiment in order to motivate
our hypothesis. Specifically, the Monte Carlo experiment consists of three steps. First, we
simulate data based on a structural multi-country model with financial spillover channels
and cross-country uncorrelated monetary policy shocks. The model features “core” (the US)
and “non-core” (the euro area and Japan) economies which differ in the magnitude of the
financial spillovers they emit. Second, we obtain estimates of the monetary policy shocks
for the euro area and Japan by feeding the simulated data into intentionally mis-specified
single-country versions of the true data-generating process; specifically, the single country
models do not feature financial spillover channels. Third, we determine the cross-country
correlation between the monetary policy shock estimates for the non-core economies of the
euro area and Japan obtained in step two. We also utilise the shock time series estimates to
obtain estimates of the spillovers from monetary policy in the euro area (or Japan) to the US
using local projections. We run the Monte Carlo experiment for different parameterisations
of the data-generating process in order to assess the role of the strength of financial spillovers
for the properties of the monetary policy shock estimates. It is important to emphasise that
we consider this Monte Carlo experiment in order to illustrate how failure to account for
financial spillover channels can give rise to cross-country correlated monetary policy shock
estimates, and not in order to establish that this is the only possible reason for cross-country
correlated monetary policy shock estimates. We explore alternative explanations for cross-

country correlated monetary policy shock estimates in Section 4.

2.1 The data-generating process

The basic building blocks of the multi-country model of Coenen and Wieland (2002) are an
IS-curve, a Phillips curve, an uncovered interest rate parity condition, and a Taylor-rule for
each economy.? Importantly, we specify the monetary policy shocks in the data-generating
process to be uncorrelated across economies. We introduce a financial spillover channel by
modifying the original specification of nominal long-term interest rates zg) through the term

structure in Coenen and Wieland (2002) and consider
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3The model of Coenen and Wieland (2002) is semi-structural: The components are not explicitly derived
from micro-founded optimisation problems, but are very similar to those in rigorously constructed structural
monetary models. Appendix C.2 provides a detailed description of the model.



where i,j € {us,ea, ja}, zif ) represents the nominal short-term interest rate, and w;; denotes
bilateral weights. The second term on the right-hand side of Equation (1) gives rise to
potentially powerful financial spillovers. Specifically, the higher 9J;, the stronger the spillovers
from foreign to domestic long-term interest rates. Analogously, the higher w;;, the stronger
the spillovers to domestic long-term interest rates in economy 4 from economy j relative
to those from other foreign economies s, s # 4,j. This specification of financial spillovers
through long-term interest rates is consistent with their strong co-movement in the data (see,
for example, Ehrmann and Fratzscher, 2003, 2005; Ehrmann et al., 2011; Chin et al., 2015).

We examine two polar parameterisations for ¥; and w; ,s in Equation (1), namely a “no finan-
cial spillovers” and a “financial spillovers” parametrisation. In the “no financial spillovers”
parametrisation we set ¥; = w; s = 0. In the “financial spillovers” parametrisation we set
¥; = 0.2 and w; us = 0.8. For the US we fix ¥,s = 0.2 and wys,; = 0.5, reflecting our assump-
tion of the US being the core economy. The dynamics of domestic and foreign variables in
response to monetary policy shocks under the two polar parameterisations are qualitatively
plausible and—in particular for the “financial spillovers” parametrisation—consistent with
the findings on monetary policy spillovers in the empirical literature (see Figures 7 and 8 in
Appendix C.2 as well as Dedola et al., 2015; Feldkircher and Huber, 2015; Banerjee et al.,
2016; Chen et al., 2016; Georgiadis, 2016).

2.2 Cross-country correlations of monetary policy shocks

Figure 1 presents the distribution of the cross-country correlations between the monetary
policy shock estimates for the non-core economies of the euro area and Japan obtained from
feeding the data simulated from the multi-country data-generating process into the corre-
sponding single-country versions across the 1,000 replications of the Monte Carlo experiment.
Under the “no financial spillovers” parametrisation, the cross-country correlations are not no-
ticeably (and statistically significantly) different from zero, which is in line with the absence of
such correlation in the data-generating process. In contrast, under the “financial spillovers”
parametrisation the cross-country correlations are large and positive, with a mean of around
0.2 across replications. Thus, using single-country models that do not adequately account for
the presence of powerful financial spillover channels in the data-generating process produces

domestic monetary policy shock estimates which are positively cross-country correlated.

In order to identify the source of this correlation, we run the regression
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where €, represents the euro area monetary policy shock estimates obtained from the single-

country model, and e;”, eflt, and e;7 denote the true monetary policy, demand and cost-push



shocks.* Figure 2 presents the distribution of the coefficient estimates Bf in Equation (2)
across replications of the Monte Carlo experiment. The results suggest that in particular
under the “financial spillovers” parametrisation the estimate of the euro area monetary pol-
icy shock ’eﬁf , obtained from the single-country model is a convolution of the true monetary
policy, demand and cost-push shocks of the euro area, the US and Japan. Most importantly,
the true US monetary policy shock exhibits the largest loading on the estimated euro area
monetary policy shock besides the true euro area monetary policy shock; the results for the
regression of %f . are analogous. Thus, the cross-country correlation between the estimated
monetary policy shocks of the euro area and Japan arises due to a common US component.
In particular, the contamination of domestic monetary policy shock estimates by a US com-
ponent occurs because (i) in the true data-generating process a US monetary policy shock
spills over to domestic financial markets in the euro area and Japan according to Equation
(1); (ii) when using the mis-specified single-country models for the non-core economies of
the euro area and Japan for the estimation of the monetary policy shocks, the US monetary

policy shock is erroneously labelled as domestic monetary policy shock.

2.3 Spillover estimates

In each replication of the Monte Carlo experiment we estimate spillovers from euro area

monetary policy to the US using local projections (Jorda, 2005). Specifically, we estimate

P n q
h h h h
Yus,t+h = a(h) + Z’Y;E; )ggft_k + Z 6,15; )yus,t—k + Z mus,t—kﬁ;(C ) + UELS)@ (3)
for h = 0,1,...,H, where y,s 4+, represents the US output gap and 5’2& the euro area

monetary policy shock estimates obtained from using the single-country model. The control
variables in x,s; include inflation, short and long-term interest rates as well as the real
effective exchange rate. The data for y,s; and x,s; stem from the simulation of the multi-
country data-generating process. In every replication of the Monte Carlo experiment we use
the simulated data both to estimate the monetary policy shocks in the single-country models

and for the controls in the estimation of the local projections in Equation (3).

Figure 3 presents the estimated spillovers from euro area monetary policy to the US output
gap for the “no financial spillovers” (left-hand side panel) and the “financial spillovers” (right-
hand side panel) parametrisation. The black solid lines represent the true spillovers in the
data-generating process, and the red dashed lines the averages and medians of the spillover
estimates across replications of the Monte Carlo experiment. The results suggest that using

domestic monetary policy shock estimates obtained from a single-country model that does

“We standardise the time-series of all variables in Equation (2) in order to facilitate the comparison of the
magnitudes of the coefficient estimates.



not adequately account for the powerful financial spillover channels in the data produces
excessively large estimates of the spillovers from euro area monetary policy to the US. The
explanation for this result is that the euro area monetary policy shock estimates eg,”; used
in the local projections in Equation (3) contain a US component. Specifically, as the US
component accounts for a large share of the variation in the euro area monetary policy shock
estimates under the “financial spillovers” parametrisation, the estimates of spillovers from
euro area monetary policy actually represent the effects of a US monetary policy shock on
US variables; and, of course, in the true data-generating process the domestic effects of a US

monetary policy shock are quantitatively significant (see Figure 7 in Appendix C.2).5

2.4 Testable predictions

We hypothesise that NK DSGE models used in the profession are generally subject to the
same failure to account for financial spillovers as the single-country models in the counter-
factual Monte Carlo experiment presented above. In the rest of this paper we thus test the

following three predictions from our hypothesis:

Prediction 1: Monetary policy shock estimates obtained from NK DSGE models are posi-

tively cross-country correlated.

Prediction 2: The cross-country correlation is larger for country pairs which are more sus-

ceptible to financial spillovers.

Prediction 3: FEstimating the global effects of domestic monetary policy using the mone-
tary policy shock estimates obtained from NK DSGE models in time-series—such as local
projection—regressions results in large and implausibly similar spillover estimates for differ-

ent spillover-sending economies.

In order to test our hypothesis, we examine in a meta-study-like fashion whether Predictions
1-3 prevail in a sample of monetary policy shock estimates obtained from a wide range of NK
DSGE and non-NK DSGE models in the literature.

3 A monetary policy shock database

The database we have set up contains more than 280 time series of monetary policy shock
estimates. The monetary policy shock estimates pertain to 29 economies (see Table 1), and are
obtained from estimated NK DSGE models, various blends of VAR models (structural VAR

5 Analogously, the estimates of the spillovers from euro area monetary policy to Japan would in fact represent
spillovers from US monetary policy to Japan, which are—due to the core properties of the US economy in
our Monte Carlo experiment—notably larger than the true monetary policy spillovers from the euro area to
Japan.



and VECM models, factor-augmented VAR models, dynamic factor models), other statistical
models (term-structure models, shadow-rate models, Taylor-rule estimations), approaches
based on financial market expectations, as well as the narrative approach (see Table 2).
Tables 3 to 6 provide information on the reference, the time period coverage, the model type
and other characteristics of the models from which the monetary policy shock estimates are
obtained. One noteworthy observation is that only few of the NK DSGE models from which
the monetary policy shock estimates in our database stem have an explicit multi-country
dimension in the sense that they feature a foreign block (see Table 7); even fewer models
feature financial spillover channels based on frictions in international financial markets. The
sample period we consider for the analysis in the rest of this paper is 1993ql to 2007q2. We
choose this period in order to maximise the length of the sample period while at the same time

having the shock time-series estimates overlap pair-wise for reasonably similar time periods.

3.1 Correlation patterns of monetary policy shock estimates

We start testing the predictions from our hypothesis by examining the correlation patterns
of the monetary policy shock estimates in our database. Figure 4 displays a heat map of the
correlations between the monetary policy shock estimates obtained from NK DSGE models.
The correlations between monetary policy shock estimates which stem from different NK
DSGE models but pertain to the same economy are located on the diagonal blocks; the
correlations between monetary policy shock estimates which stem from different NK DSGE
models and pertain to different economies are located on the off-diagonal blocks. The top
panel in Figure 5 shows the distribution of the cross-country correlations between monetary
policy shock estimates which stem from NK DSGE models. The mean of the cross-country
correlations is positive and statistically significantly different from zero. This evidence is

consistent with the first prediction from our hypothesis.

Recall that we hypothesise that monetary policy shock estimates obtained from NK DSGE
models are contaminated by a global component because the structure of these models typi-
cally does not account for economies’ susceptibility to monetary policy spillovers from abroad
through financial channels in the data. Given that we also have monetary policy shock esti-
mates obtained from non-NK DSGE models in our database, we can carry out placebo tests
of our hypothesis. Specifically, as non-NK DSGE models impose a looser structure on the
data, the cross-country correlation between the corresponding monetary policy shock esti-
mates obtained should be significantly smaller than for NK DSGE models.® Accordingly, a
placebo test of the first prediction from our hypothesis is shown in the second panel in Fig-

ure 5: The mean of the cross-country correlations between monetary policy shock estimates

5Indeed, when we estimate country-specific VAR models on the simulated data in the Monte Carlo exper-
iment in Section 2 and apply recursive identification, the resulting monetary policy shock estimates for the
euro area and Japan are on average uncorrelated.



obtained from non-NK DSGE models is significantly smaller than in case of the NK DSGE

models.”

One might argue that the mean of the cross-country correlations for the monetary policy shock
estimates obtained from NK DSGE models displayed in the top panel in Figure 5—while being
positive—is rather small, questioning the importance of this finding. However, recall that
according to the second prediction from our hypothesis we expect contamination by a common
global component and thereby the cross-country correlations to be quantitatively significantly
larger than zero only for country pairs which are susceptible to financial spillovers, and thus
not necessarily for all country pairs. The third panel in Figure 5 suggests that the evidence
from our monetary policy shock estimates database is consistent with this prediction: The
cross-country correlations are substantially larger for advanced economies, which are typically
more financially integrated and thereby more susceptible to financial spillovers than emerging
market economies; and the fourth panel shows that the cross-country correlations are even
larger if we consider only pairs of economies which are particularly financially integrated.®
In the next section we explore the role of financial integration in the light of our hypothesis

in more detail.

3.2 The role of financial integration for cross-country correlations between
monetary policy shock estimates

According to the second prediction from our hypothesis, we expect contamination by a com-
mon global component and thereby the cross-country correlations to be larger for country
pairs which are more susceptible to financial spillovers from abroad. Moreover, also consis-
tent with the “global financial cycle” hypothesis (Rey, 2015), if the common component in
the monetary policy shock estimates is largely driven by the core economy’s monetary policy,
we expect the cross-country correlations to be larger for pairs of economies which are more
strongly integrated with US financial markets. In order to test these predictions, we consider
country-pair regressions. Specifically, suppose we have monetary policy shock estimates for
N economies in our database. Furthermore, suppose that for economy 7 we have a total of
L; monetary policy shock estimates, and that we refer to one of those series by ¥¢;; similarly,

suppose we have a total of M; monetary policy shock estimates for economy j, and that we

TOf course one has to keep in mind the caveat that the finding that the monetary policy shock estimates
from non-NK DSGE models are uncorrelated across economies does not necessarily imply that they reflect
different objects. This point is made forcefully in the literature on the effects of monetary policy shocks in
VAR models (see Bagliano and Favero, 1998; Sims, 1998).

8We consider the median of economies gross foreign asset and liability position relative to GDP in our
sample as cutoff.
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refer to one of those time series by m;. We then estimate the regression

Plim; = i + Y5 + Xij - B+ g m (4)
i,j:1,2,...,N, 7]75], i,j;éus, Ei:1,2,...,LZ’, m]':l,Q,...,Mj,

where «; and ; are country fixed effects, and x;; includes measures of economy i’s and j’s
combined susceptibility to financial spillovers from the rest of the world as well as the US.
We measure the former by the product of economy ¢’s and j’s overall gross foreign asset and
liability position relative to GDP, and the latter by the product of the shares of economy i’s
and j’s bilateral gross foreign asset and liability position with the US in their overall external
balance sheet. The data are taken from the External Wealth of Nations (EWN) Database
of Lane and Milesi-Ferretti (2007) and the IMF’s Coordinated Portfolio Investment Survey
(CPIS).” For easier interpretation we standardise the explanatory variables in Equation (4)
based on the moments in the baseline sample. We run the regression of Equation (4) on the
sample of cross-country correlations between monetary policy shock estimates obtained from
NK DSGE models. Also, in the baseline regression sample we only include economies for
which we have at least three NK DSGE model monetary policy shock time series estimates
in our database; this we do in order to preclude that our results are driven by economies
for which the information stems from a rather small number of models. Finally, we only
include cross-country correlations that are calculated on the basis of at least 16 time series
observations. Imposing these requirements implies dropping somewhat more than 10% of the

cross-country correlations of monetary policy shock estimates from our sample.!0:!!

The estimation results for Equation (4) are reported in columns (1) to (3) in Table 8. Con-
sistent with the second prediction from our hypothesis, the results indicate that the cross-
country correlations between monetary policy shock estimates obtained from NK DSGE
models are higher for pairs of economies which are more susceptible to financial spillovers
from the rest of the world and the US. The role of economies’ susceptibility to financial
spillovers for the mis-measurement of domestic monetary policy shock estimates in the NK
DSGE models in our database is also quantitatively significant: The cross-country correlation
between the monetary policy shock estimates for a pair of economies whose susceptibility to
financial spillovers is one standard deviation above the mean of all country pairs is higher by
0.08, which is approximately equal to the average cross-country correlation in our database

(see Figure 5).

Finally, also the second prediction from our hypothesis passes the placebo test: The results

9Figure 9 in Appendix C.3 presents economies’ overall and bilateral financial integration with the US in
the data.

10WWe consider all correlations pe;,m; whether or not they are statistically significantly different from zero in
the regression of Equation (4). Robustness checks in Section 4 document that our results are unchanged if we
set to zero correlations which are not statistically significantly different from zero.

HTn the estimation of the regression in Equation (4) we cluster standard errors at the country-pair level.
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reported in column (4) in Table 8 document that cross-country correlations between monetary
policy shock estimates obtained from non-NK DSGE models are not systematically related
to economies’ susceptibility to financial spillovers. This finding is not due to (i) differences
between the sets of country-pairs included in the sample underlying our baseline regression
and the non-NK DSGE sample (column (5)), or (ii) the possibility that the shock time series
estimates from VAR models, other statistical models, based on the narrative approach or
financial market expectations represent different aspects of monetary policy shocks (columns
(6) and (7)).

3.3 Spillover estimates

The third prediction from our hypothesis is that using shock estimates obtained from NK
DSGE models in time-series regressions to estimate the effects of domestic monetary policy
on the rest of the world produces large and implausibly similar spillover estimates for dif-
ferent spillover-sending economies. In order to test this prediction, we estimate the global
output spillovers from domestic monetary policy shocks using the shock estimates in our
database in local projections analogous to those in Equation (3). The sample we consider
includes quarterly observations for 45 spillover-receiving economies spanning—depending on
data availability—the time period from 1993ql to 2007q2. For the dependent variable in the
local projections we consider the logarithm of economies’ real GDP. The control variables
include domestic and trading-partner short-term interest rates, consumer-price inflation, and
real GDP.'2 We focus on the spillovers from monetary policy shocks for the US and the
euro area. For each spillover-sending economy we extract the first principal component from
all monetary policy shock time series estimates obtained from NK DSGE models which are
available for the entire time period from 1993q1 to 2007q2, and use that principal component

as shock measure in the estimation of the local projection.

The left-hand side panel in Figure 6 presents the averages of the estimates of the output
spillovers from US and the euro area monetary policy across spillover-recipient economies.
The estimates of the global output spillovers from monetary policy shocks in the US and
the euro area are very similar. This finding is at odds with what we would expect given the
differences in these two economies’ systemic importance for trade and finance in the global
economy (Bruno and Shin, 2015b,a; Gopinath, 2015; Casas et al., 2016). However, this finding

is consistent with the third prediction from our hypothesis that the spillover estimates reflect

2For data on real GDP, consumer price inflation and short-term interest rates we draw on the GVAR
Toolbox (see Smith and Galesi, 2011). The economies included are Argentina, Australia, Austria, Belgium,
Brazil, Canada, Chile, China, Germany, Finland, France, Indonesia, India, Italy, Japan, Mexico, Malaysia,
Netherlands, Norway, New Zealand, Peru, Philippines, Singapore, South Africa, South Korea, Spain, Sweden,
Switzerland, Thailand, Turkey, UK, and the US. We add data obtained from Haver Analytics for Bolivia,
Colombia, Croatia, Czech Republic, Denmark, Hungary, Ireland, Israel, Poland, Portugal, Paraguay, Romania,
and Russia. The trade weights we use for the calculation of country-specific trading partner variables stem
from the IMF Direction of Trade Statistics.
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the effects of a global or US monetary policy shock by which the domestic monetary policy

shock estimates obtained from NK DSGE models for the euro area are contaminated.

Finally, also the third prediction from our hypothesis passes the placebo test: The right-
hand side panel in Figure 6 shows that when using the principal components of non-NK
DSGE model shock time series estimates in the local projections the estimates of the global
output spillovers from US monetary policy are notably larger than those from the euro area,

consistent with the extraordinary role of the US in the global economy.

4 Additional testable predictions, alternative explanations and

robustness checks

4.1 Additional testable predictions
4.1.1 Role of banking integration

The findings of research on financial integration prior to the global financial crisis allows us
to refine the second prediction from our hypothesis. Specifically, the literature has empha-
sised the role of cross-border banking linkages for the international transmission of monetary
policy in our sample period (see Goldberg, 2009; Cetorelli and Goldberg, 2012; Bruno and
Shin, 2015b,a; Morais et al., 2015; Hale et al., 2016). We therefore replace the cross-country
interaction between economies’ gross foreign asset and liability position relative to GDP in
Equation (4) by the interactions between portfolio, foreign direct and other investment rela-
tive to GDP. The results in column (2) in Table 9 suggest that contamination of monetary
policy shock estimates obtained from NK DSGE models in our database by a common global
component is indeed more severe for economies for which “other investment”—which includes
bank loans—accounts for a larger share in their overall gross foreign asset and liability po-
sition. Of course, the category of “other investment” also includes items unrelated to bank
loans, for example trade credit and advances, special drawing rights or currency and deposits.
Therefore, in column (3) we consider the ratio of non-resident bank loans relative to GDP as
an alternative and possibly more accurate measure of the importance of cross-border banking
linkages.'® The results are consistent with the evidence on the importance of global banking
integration for the international transmission of monetary policy prior to the global financial

crisis.

13The data originally stem from the Bank for International Settlements and are consolidated in the World
Bank’s Financial Development and Structure Dataset (see Cihak et al., 2012).
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4.1.2 Open-economy models

Another prediction from our hypothesis is that NK DSGE models that feature an explicit
open-economy dimension and/or frictions in international financial markets should be less
prone to labelling foreign monetary policy shocks as domestic ones when confronted with
the data. We test this prediction by entering dummy variables that equal unity in case at
least one of the shock estimates stems from a model with open-economy elements—a multi-
country model or a small open-economy model with or without financial spillover channels—
interacted with economies’ susceptibility to financial spillovers in the regression of Equation
(4). The results reported in Table 10 suggest that consistent with our baseline results the
contamination of monetary policy shock estimates by a common global component—and
thereby the cross-country correlations—is larger for economies which are more financially
integrated overall and with the US bilaterally, but that this is mitigated if the modelling
framework is a multi-country and/or small open-economy models with financial spillover

channels.14

4.1.3 Capital controls and exchange rate flexibility

According to the Mundellian trilemma in international macroeconomics, economies are less
susceptible to financial spillovers if they impose capital controls and/or let their exchange
rate float. As a consequence, for a given degree of susceptibility to financial spillovers as
measured by the stock of foreign assets and liabilities, we expect cross-country correlations
between monetary policy shock estimates in our database to be lower for pairs of economies
which impose capital controls and/or feature a higher degree of exchange rate flexibility.
In column (2) in Table 11 we therefore report results from the regression of Equation (4)
in which we include the products of economies’ capital controls and their exchange rate

> Notice that this exercise is complicated

flexibility as additional explanatory variables.
by possible endogeneity between the strength of financial spillovers—and thereby the cross-
country correlation between monetary policy shock estimates—and the degree of capital
controls as well as exchange rate flexibility: Economies which exhibit larger financial spillovers
should also be those which impose tighter capital controls and feature a flexible exchange
rate, precisely because they intend to shield their domestic financial markets from foreign
disturbances. However, notice that this endogeneity bias is working against finding evidence

for capital controls and flexible exchange rates reducing the cross-country correlations between

"We do not consider the observations on the cross-country correlations involving the monetary policy
shock estimates from Vitek (2014), as these account for a very large share of the open-economy models in our
database and as we want to preclude that the monetary policy shock estimates from one model might drive
the results. However, the results are similar when these are included.

5We measure capital controls by the first principal component of the capital control/capital account open-
ness indicators of Chinn and Ito (2006), Quinn and Toyoda (2008), as well as Fernandez et al. (2015). The
index of exchange rate flexibility is taken from Ilzetzki et al. (2010).
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the monetary policy shock estimates in the regression of Equation (4). The results in column
(3) indicate that cross-country correlations are indeed lower for—at least emerging market—
economies which impose capital controls and/or feature flexible exchange rates, even if the
relevant coefficient estimates are not large and/or estimated precisely, with p-values of around
11% and 18%.

4.2 Alternative explanations
4.2.1 Spillovers through trade

One might argue that an alternative explanation for the positive cross-country correlation be-
tween the monetary policy shock estimates in our database could be the existence of spillovers
through trade combined with common mistakes in assessing current and future economic con-
ditions by central banks in real time. Specifically, suppose the Federal Reserve and non-US
central banks, say the ECB and the Bank of Japan, all over-estimated real activity and infla-
tion in the US in real time. As a result, the Federal Reserve would tighten monetary policy.
Similarly, in order to mitigate the inflationary pressures from the expected stronger import
demand from the US, the ECB and the Bank of Japan would also tighten their monetary
policy. Ex post, the monetary policy tightening in the US, the euro area and Japan would be
interpreted as contractionary monetary policy shocks by the econometrician. Importantly,
these contractionary monetary policy shock estimates would be positively correlated across
the euro area and Japan. In this scenario, the cross-country correlation between the mon-
etary policy shock estimates arises due to trade integration between the US and the rest of
the world.'® As trade and financial market integration in the data are strongly positively
correlated, our baseline results in Table 8 might reflect omitted variable bias. However, our
results are unchanged when we include measures of economies’ overall trade integration and
their bilateral trade integration with the US as additional explanatory variables (column (2)
in Table 12).

4.2.2 Bilateral common component

One could also argue that the monetary policy shock estimates in our database are cross-
country correlated not because they contain a common global component, but because they
share a bilateral component. In particular, the cross-country correlation between monetary

policy shock estimates of two non-core economies could arise due to their bilateral trade and

16 A variation of this argument is that the ECB and the Bank of Japan could actually loosen monetary
policy in order to counter negative spillovers that follow from the tightening of monetary policy in the US.
However, also under this scenario the monetary policy shocks of the euro area and Japan would be positively
correlated ex post.
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financial integration in connection with similar arguments on common mis-assessments of
future growth and inflation as in Section 4.2.1. However, our baseline results are unchanged
if we include in the regression of Equation (4) measures of the strength of economies’ bilateral

trade and financial integration (columns (3) and (4) in Table 12).17

4.2.3 Mis-specification of the Taylor-rule

Another alternative explanation for the cross-country correlation between the monetary pol-
icy shock estimates in our database could be mis-specification of the Taylor-rule in estimated
NK DSGE models. For example, economies might be subject to fear-of-floating even in the
absence of a formal peg due to currency mismatches on their external balance sheet (see
Calvo and Reinhart, 2002; Eichengreen et al., 2003). In such a setting, a depreciation of the
domestic currency in response to a tightening of foreign monetary policy increases the home-
currency value of domestic firms’ foreign liabilities denominated in foreign currency, which
are—at least in emerging economies—often not matched by foreign-currency cash flows. In
this case, foreign monetary policy would enter directly in the true domestic monetary policy
reaction function; estimates of domestic monetary policy shocks would then be contaminated
by foreign monetary policy shocks if the Taylor-rule specified in the NK DSGE model does
not account for the dependence of domestic on foreign monetary policy. However, our base-
line results are unchanged if we enter the interaction between economies’ net short position
in foreign currency as an additional explanatory variable (column (2) in Table 13).1® Cross-
country correlated monetary policy shock estimates could also arise if policymakers respond
to variables that are correlated across countries, but this is not accounted for in the Taylor-
rules specified in the NK DSGE models. However, our baseline results are unchanged if we
include a dummy variable indicating if at least one model features a Taylor-rule with open
economy elements (such as the exchange rate, terms of trade or commodity prices) or vari-
ables which indicate susceptibility to global shocks such as the interaction of economies’ share
of fuel, ore and metal imports and exports in total imports and exports, or a dummy variable

indicating if both economies are commodity exporters (see columns (3) to (5) in Table 13).

4.2.4 Common global demand and supply shocks

Finally, as discussed in Section 2, the lack of financial spillover channels in standard NK
DSGE models might not only give rise to a global monetary policy component in domestic
monetary policy shock estimates, but the common component might also consist of global

demand and supply shocks. Under this hypothesis, we would expect the global component

"For bilateral trade the data are taken from the IMF’s Direction of Trade Statistics and for bilateral
financial integration from the IMF CPIS.
18The data on net foreign currency exposures are taken from Benetrix et al. (2015).
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in the domestic monetary policy shock estimates to be less strongly correlated for economies
that are more heterogeneous regarding their susceptibility to spillovers from a range of for-
eign shocks. In order to test this competing hypothesis, we consider additional explanatory
variables in the regression of Equation (4) that reflect the heterogeneity of economies along
a number of dimensions. Specifically, we enter the absolute value of differences in economies’
(i) overall trade integration with the rest of world, (ii) centrality in the global trade network,
(iii) position and participation in global value chains, as well as their (iv) output, export and
import structures.!” The results in Table 14 suggest our hypothesis that the common com-
ponent in the monetary policy shock estimates is indeed mainly related to a global monetary

policy shock.

4.3 Robustness
4.3.1 Alternative samples

It is worthwhile to slice our sample along several dimensions in order to explore the sensitivity
of our results. First, one could argue that most of the NK DSGE monetary policy shock
estimates in our database stem from parsimonious academic models that are meant to shed
light on a particular transmission channel rather than to produce accurate estimates of the
true monetary policy shocks. However, our results are unchanged if we restrict the sample
to cross-country correlations between monetary policy shock estimates that are obtained
from large and more sophisticated NK DSGE models used for policy advice at central banks
and international organisations (column (2) in Table 15). In fact, the average cross-country
correlation is equally large for monetary policy shock estimates that stem from structural

models used at central banks and international organisations.?"

Around a quarter of the cross-country correlations in our sample involves monetary policy
shock estimates from the 40-country NK DSGE model of Vitek (2014). In order to ensure

that our results are not driven by the monetary policy shock estimates from one particular

19The measure for the heterogeneity of economies’ sectoral composition is the sum of the squared differences
between two economies’ output shares accounted for by a particular sector; for each sector, the squared
difference is weighted by the share of that sector in global output. Global value chain participation and
position are measures based on indirect and foreign value added. The data are taken from the World Input-
Output Database (WIOD; Timmer et al., 2015). We use real GDP per capita and geographic variables in
order to impute the observations on the measure of sectoral composition and global value chain properties
for economies in our sample which are not available in the WIOD. Data on the centrality in the global trade
network are taken from CEPII.

20The average cross-country correlation for monetary policy shock estimates from the NK DSGE models in
our database that are used at central banks and international organisations is 0.094, while for the remaining
NK DSGE models the average correlation is 0.051. This difference is mostly due to differences between the
sets of country-pairs included in the baseline sample and the central bank/international organisations sample:
The average cross-country correlation between the monetary policy shock estimates obtained from academic
NK DSGE models is 0.093 when only those country-pairs for which we also have shock estimates from models
used at central banks or international organisations are considered.
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model, we exclude the shocks from Vitek (2014) from the regression sample (column (3) in
Table 15). The results suggest that the relationship between the cross-country correlations
and economies’ susceptibility to financial spillovers in our baseline results is not driven by

the monetary policy shock estimates obtained from Vitek (2014).

Recall that in our baseline regression sample we only include economies for which we have
at least three time series of monetary policy shock estimates and cross-country correlations
which are calculated on the basis of at least 16 time series observations. However, our results
do not change when we consider a sample which includes cross-country correlations of all NK

DSGE monetary policy shock estimates in our database (column (4) in Table 15).

Not all of the monetary policy shock estimates in our database can be made publicly available
due to confidentiality restrictions. However, our baseline results—and all specifications ex-
plored in this section—are robust to using only those monetary policy shock estimates which

can be made publicly available (column (5)).

One might argue that we should not base our findings on monetary policy shock estimates
obtained from studies which have not undergone peer review processes, as these might not
(vet) meet the quality standards of the profession. The results reported in Table 16 indicate
that our results are not driven by monetary policy shock estimates from non-peer-reviewed
studies. Whether we consider only monetary policy shock estimates from studies that have
been published in a journal or from studies which have been published in journals ranked
above a certain “Keele”-list threshold, our baseline results are—in particular taking into

account the substantial reduction in the sample—confirmed.

4.3.2 Alternative model specifications

In our baseline specification for the dependent variable we include cross-country correlations
regardless of whether or not they are statistically significantly different from zero. However,
our results are robust to setting the cross-country correlations py, ,,; on the left-hand side in
Equation (4) which are not statistically significantly different from zero at the 10% significance

level to zero (column (2) in Table 17).

One could also argue that our estimation could be inconsistent as our dependent variable
is bounded between minus/plus unity, which is not accounted for by a linear regression. A
common approach to circumvent this is to consider the logit transformation of the dependent
variable. Our results are not sensitive to this variation of the regression specification (column
(3) in Table 17). Moreover, our results are also robust to consider a Tobit regression, which

accounts for the censored nature of the dependent variable explicitly (column (4)).

We also consider a more general but significantly more strongly parameterised specification
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with shock-country instead of country fixed effects in Equation (4) by estimating
Ptim; = Qu; + Ym; + Tij - B+ Uy m, - (5)

Column (5) in Table 17 documents that our results are unchanged for this alternative regres-

sion specification.

Robust (median) regression in column (6) in Table 17 that accounts for possible outliers

delivers results which are unchanged relative to the baseline.

Our baseline measure of economies’ susceptibility to financial spillovers—the product of their
financial integration—might be too crude to adequately capture asymmetries in the contam-
ination of domestic monetary policy shock estimates by a global component. Specifically,
consider two country pairs. In the first country pair, both economies are moderately suscep-
tible to financial spillovers from abroad. In the second country pair, one economy is highly
susceptible to financial spillovers, while the second economy is almost completely insulated
from global financial markets. While the product of economies’ susceptibility to financial
spillovers might be similar for both country pairs, we should expect different cross-country
correlations between their monetary policy shock estimates. In particular, because in the
second country pair one economy is essentially immune to financial spillovers in the data its
monetary policy shock estimates should not be contaminated by a common global component;
as a result, regardless of how severely contaminated the monetary policy shock estimates of
the other economy are, the cross-country correlation should be zero. Put differently, while
taking the product between economies’ susceptibility to financial spillovers as explanatory
variables does account for non-linearities, it might be that multiplication features too lit-
tle curvature in order to capture consistently the relationship between economies’ combined
susceptibility to financial spillovers and the extent of mis-measurement of the monetary pol-
icy shocks. Therefore, as an alternative we consider the minimum of the values of the two
economies’ susceptibility to financial spillovers. The results in column (7) in Table 17 are

unchanged compared to the baseline.

To the extent that we have monetary policy shock estimates from several NK DSGE models
for a given economy in our database, the sample we consider for the regression of Equation (4)
in the baseline in general includes a different number of observations on cross-country correla-
tions for country pair (i, j) than country pair (m,¢). One reason we choose this specification
is that it implies a weighting of country-pair observations: A larger number of monetary
policy shock estimates exists for economies which have been studied more intensively and for
which data are more readily available; country pairs involving one or both of these economies
receive a greater weight in our baseline regression. However, one might want to ensure that
our results are not driven by such an implicit weighting. Therefore, we consider as depen-

dent variable in Equation (4) observations of the cross-country correlations pe;m; averaged
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within country pairs. However, at least for the overall susceptibility to financial spillovers,

our results are robust to this alternative specification (column (8) in Table 17).

4.3.3 US vs. euro area as core economy

Finally, one may wonder if the common global component in domestic monetary policy
shock estimates exclusively reflects a US component. In particular, for the many Euro-
pean economies in our sample the common component may also be driven by a euro area
component. Column (2) in Table 18 reports results from a regression of Equation (4) in
which we drop the cross-country correlations for country pairs that involve the euro area, in
addition to those that involve the US; we also enter as additional explanatory variable the
share of economies’ overall financial integration accounted for by the euro area. Essentially,
we hereby allow both the US and the euro area to represent core economies. The results
for the coefficient estimate on economies’ overall financial integration are unchanged. More
importantly, the coefficient estimates of the shares of economies’ overall financial integration
accounted for by the US or the euro area are both positive. This finding is consistent with
the notion that the common component in the monetary policy shock estimates contains
both a US and a euro area component. While the coefficient estimates are not statistically
significant at conventional significance levels, this finding nevertheless raises some doubts
concerning the unique role of the US in driving a global financial cycle as well as the common
component in the NK DSGE model monetary policy shock estimates in our database. Indeed,
if we augment the regression of Equation (4) by a variable reflecting the share of economies’
overall financial integration accounted for by the regional core—the euro area for European
and the US for all other country pairs—then among the bilateral share variables only the
coefficient estimate on this variable is statistically significant. Thus, the results are consistent
with notion of the euro area being the driver of the European financial cycle, while the US

that of the financial cycle of the rest of the world.

5 Conclusion

In this paper we provide evidence that is consistent with the hypothesis that many esti-
mated NK DSGE models in the literature erroneously label foreign monetary policy shocks
as domestic ones because they fail to adequately account for financial spillovers in the data.
Specifically, we document that there is a statistically and economically significant, positive
cross-country correlation between monetary policy shock estimates obtained from NK DSGE
models. Also, the correlations are larger for pairs of economies which are more susceptible to
financial spillovers in the data, as measured by their financial integration with the rest of the
world and the US. Finally, we document that shock estimates from NK DSGE models imply
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large and implausibly similar estimates for the global output spillovers from monetary policy
in a range of economies, such as the US and the euro area. The insights from this paper sug-
gest that if NK DSGE models are to be used for policy advice, they should feature powerful
financial spillover channels. Models without such elements are likely to provide misleading

historical decompositions and inconsistent parameter estimates.
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