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Abstract

This paper aims to determine if there is a differential incidence between conventional and
unconventional monetary policy of developed economies in Latin American financial markets,
evaluating six hypotheses that can be extracted from the economic literature. Financial
spillovers are considered on two dimensions: financial asset prices (fixed income and equity
markets) and interest rates (monetary policy rate and loans rates). The main finding is that both
conventional and unconventional monetary policies in US and Eurozone have a significant and
direct incidence on Latin American fixed income markets, although the effect of unconventional
monetary policy is low. In contrast, only unconventional monetary policy has a significant effect
on Latin American equity markets. On the other hand, regardless of the exchange rate pass-
through of Latin American economies, the conventional monetary policy of the United States
and Eurozone has a low but significant incidence on both monetary policy rates and lending
interest rates in Latin America, while the unconventional monetary policies have no incidence.
As anticipated, US conventional and unconventional monetary policy have a higher incidence
on Latin American financial markets with respect to the monetary policy decisions in Eurozone
and Japan. Finally, free trade agreements between developed economies and Latin American
economies do not have a significant impact on the relationship between international monetary
policy and Latin American financial markets.  
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Abstract 

In the 80s and 90s, most international financial crises originated in developing countries. 

However, the global financial crisis of 2008 - the hardest economic crunch since the Great Depression 

of 1929 - was gestated in the developed world. Central Banks of the main developed economies firstly 

opted for "conventional" countercyclical policies, tending to stimulate loans and investment by 

reducing short-term interest rates. However, in less than a year, monetary policy rates in United 

States, Europe and Japan reached levels close to 0%. While the effectiveness of conventional 

monetary policy declined, fiscal responses were increasingly activated. In addition, the high 

indebtedness and fiscal imbalances of United States, Europe and Japan limited the depth of fiscal 

impulses and reduced their effectiveness. Consequently, by the end of 2011 both fiscal and 

conventional monetary policy faced severe limitations.  

 

In this context, Central Banks in developed economies adopted the so-called 

“unconventional” monetary policy, based on direct purchases of long-term financial assets. 

Purchases jumped when conventional monetary policy stopped and were accelerated as the fiscal 

impulses declined. In consequence, total assets of main developed central banks (Bank of Japan, 

European Central Bank and Federal Reserve) increased almost four times during the last decade. 

 

Unconventional monetary policy has managed to calm markets, but also caused huge 

changes in global liquidity that have distorted the risk appetite to emerging economies, a process in 

which Latin America was no exception. In fact, there is plenty empirical evidence suggesting that 

monetary policy decisions in the major developed economies have a significant impact on Latin 

American financial markets. Nevertheless, most of this literature exclusively considers the spillovers 

of conventional monetary policy. Meanwhile, the few papers that evaluate the spillovers of 

unconventional monetary policy, only assess its impact on Latin American financial assets prices, 

mainly in fixed income markets.  

 

                                                           
1 The authors want to thank the participants in the Jean Monnet workshop on “Financial globalization and its 
spillovers” for their comments, especially to Mariarosaria Comunale from Central Bank of Lithuania, who 
provided valuable suggestions.  



This paper aims to determine if there is a differential incidence between conventional and 

unconventional monetary policy of developed economies in Latin American financial markets, 

evaluating six hypotheses that can be extracted from the economic literature. Financial spillovers are 

considered on two dimensions: financial asset prices (fixed income and equity markets) and interest 

rates (monetary policy rate and loans rates).  

 

The main finding is that both conventional and unconventional monetary policies in US and 

Eurozone have a significant and direct incidence on Latin American fixed income markets, although 

the effect of unconventional monetary policy is low. In contrast, only unconventional monetary policy 

has a significant effect on Latin American equity markets. On the other hand, regardless of the 

exchange rate pass-through of Latin American economies, the conventional monetary policy of the 

United States and Eurozone has a low but significant incidence on both monetary policy rates and 

lending interest rates in Latin America, while the unconventional monetary policies have no incidence. 

As anticipated, US conventional and unconventional monetary policy have a higher incidence on Latin 

American financial markets with respect to the monetary policy decisions in Eurozone and Japan. 

Finally, free trade agreements between developed economies and Latin American economies do not 

have a significant impact on the relationship between international monetary policy and Latin 

American financial markets.  
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1.  Introduction 

 

During the 80s and 90s, most of the international financial crises originated in developing 

countries (World Bank, 2008 and Calvo, 2005). However, the global financial crisis of 2008 - the 

hardest economic crunch since the Great Depression of 1929 - was gestated and more intensely 

suffered in the developed world (Collyns, 2008; Newson, 2009 and Mazurek, 2013). The financial 

nature of the shock (Bernanke, 2009) and the lower inside lags of monetary instruments compared 

with the fiscal ones (Willes, 1967; Schneider, 1968) made monetary policy to assume a leading role 

in the first phase of the countercyclical policy response of United States, Europe and Japan.  

 

As the traditional economic literature points out, monetary authorities of these economies 

firstly opted for "conventional" countercyclical policies, tending to stimulate money supply, loans and 

investment by reducing short-term interest rates (Gertler and Karadi, 2010). Consequently, as 

illustrated in Figure 1, since September 2008, the main developed economies began a fast and 

continuous process of interest rates cuts, but in less than a year the monetary policy rates of the 

United States, Europe and Japan became close to 0%2. 

 

Traditional IS-LM and Mundell-Fleming models hold that nominal interest rates close to 0% 

increase the risk of a liquidity trap and reduce the effectiveness of monetary policy (Krugman, 2009). 

However, since the LM curve tends to be flat under this situation, the expansionary effects of fiscal 

policy are maximized. Therefore, it is not surprising that while the conventional monetary policy 

reduced its effectiveness, fiscal responses began to complement the countercyclical policy in the 

developed economies. Nevertheless, the high indebtedness3 and the fiscal imbalances of the United 

States, Europe and Japan limited the depth of fiscal impulses (Svensson, 2003) and reduced their 

effectiveness. In sum, by the end of 2011 both fiscal and conventional monetary policy faced severe 

limitations in order to reactivate economic growth. 

 

Figure 1. Monetary policy rates in US, Euro Zone and Japan 

                                                           
2 In fact, by April 2009, just six months after the start of conventional countercyclical policies, 

monetary policy rates in the United States, Europe and Japan were already at levels below 0.5%. 
3 In 2009, Central Government gross debt as a percentage of GDP in the United States, Europe 

and Japan reached levels of 72.8%, 78.3% and 191.8%, respectively. 



 

 
Source: Federal Reserve, European Central Bank and Bank of Japan. 

 

In this context, Central Banks in developed economies adopted the so-called 

“unconventional4” monetary policy. Although the expansionary objective is the same with respect to 

the conventional monetary policy, the instruments are no longer discount rate, reserve requirements 

or open market operations, but direct purchases of long-term financial assets. As part of the 

unconventional monetary policy, developed economies implemented Quantitative Easing programs, 

which consists of large purchases of bonds and long-term securities by Central Banks, reducing long-

term interest rates by a significant increase in their assets (Fawley and Nelly, 2013). In fact, the total 

assets of the Bank of Japan, European Central Bank and Federal Reserve increased almost four 

times from August of 2006 to August of 2016, as shown in Figure 2b. The evolution of assets in 

developed economies’ central banks reflects both a jump and a change of slope. The jump is 

coincident with the end of conventional monetary policy, and the slope change shows an acceleration 

of asset accumulation when the fiscal flexibility was reduced. 

 

Figure 2. Central Banks’ Total Assets Index (Jan 2006=100) 

2a. US, EU and Japan                   2b. US, EU and Japan (aggregated) 5 

                                                           
4 Although a similar policy of massive purchases of long-term securities was carried out in the 

1960s in United States, the objective in this case was to achieve a rebalance of terms in the 

portfolios, not to be an instrument of monetary policy. 
5 The index was constructed based on an economy-size weighted average of central bank 

assets in US, Euro Zone and Japan. 
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Source: Own calculations based on Federal Reserve, European Central Bank and Bank of Japan. 

 

 

 

 

Although unconventional monetary policy has managed to calm markets (Eijffinger and 

Hoogduin, 2012), purchases have also generated huge changes in global liquidity that affected the 

risk appetite for emerging economies, a process in which Latin America was no exception. In fact, 

there is plenty empirical evidence suggesting that monetary policy decisions in the major developed 

economies have a significant impact on Latin American financial markets (Canova, 2005; Mackowiak 

2003; Arora and Cerisola 2000; Chen et al., 2015; Chen et al., 2012, among others). Nevertheless, 

most of the economic literature about Latin American cases exclusively considers the spillovers of 

conventional monetary policy. Meanwhile, the papers that evaluate spillovers of unconventional 

monetary policy, only assess its impact on Latin American asset prices, mainly in fixed income 

markets.   

 

This paper aims to determine if there is a differential incidence between conventional and 

unconventional monetary policy of developed economies on Latin American financial markets. 

Financial spillovers will be considered on two dimensions: asset prices (fixed income and equity 

markets) and interest rates (monetary policy rate and loans rates). In addition, this document 

examines differential spillovers by developed economy, considering the United States, Europe and 

Japan separately. Finally, this paper inspects whether these spillovers are affected by trade 

integration or not. To sum up, six hypotheses, coming from the intuition and the literature review, are 

tested in this essay: 

 

• Hypothesis 1:   Conventional and unconventional monetary policy of the developed economies 

have similar and statistically significant effects on Latin American fixed income markets. 

• Hypothesis 2:   Conventional and unconventional monetary policy of the developed economies 

have a similar and significant incidence on Latin American equity markets. 



• Hypothesis 3:     In Latin American countries where the exchange rate pass-through is low, both 

the conventional and unconventional monetary policy of developed economies have a low or null 

incidence over monetary policy and market interest rates.  

• Hypothesis 4: In Latin American countries where the exchange rate pass-through is high and the 

transmission mechanisms of monetary policy are not blocked, conventional and unconventional 

monetary policy in developed economies have a significant effect over interest rates (monetary 

policy and loans rates). Unconventional monetary policy is expected to have no effect on interest 

rates. 

• Hypothesis 5: Since United States is the main trading and financial partner of Latin America, the 

financial spillovers of its monetary policy over this region are expected to be greater than 

European’s and Japanese’s. 

• Hypothesis 6: Free-trade agreements between developed and Latin American economies are 

likely to exacerbate the financial spillovers of international monetary policy. 

 

This document is divided into five sections, including this introduction. In the second section, 

the literature review is presented, identifying the main mechanisms and channels through which the 

monetary policy of developed economies affects Latin American financial markets. Subsequently, a 

third section defines the variables and the methodological specifications of the models. In the fourth 

section, results are presented. Finally, a fifth section contains closing considerations and conclusions. 

 

2. Literature Review 

 

From the literature review, it is possible to classify previous research in seven main channels 

of transmission through which monetary policy of developed economies may affect the performance 

of financial markets in emerging countries. They are the exchange rate channel, the trade channel, 

the credit channel, the portfolio rebalancing channel, the signaling channel, the financial market 

channel and the liquidity channel. It is possible to divide these seven channels into two groups, 

according to whether they consider spillovers of international monetary policy on interest rates or over 

financial assets prices, as summarized in Figure 3. 

 

The first group of papers analyzes the spillovers of international monetary policy over interest 

rate in developing economies through three channels: exchange rate, trade and credit. The traditional 

explanation of spillovers on interest rate comes from the “exchange rate channel”. The main 

consideration is that under capital mobility, and following the economic theory of Uncovered Interest 

Rate Parity, countries with fear of floating or high pass-through of devaluation to inflation try to prevent 

fluctuations in exchange rate by matching the domestic and the international monetary cycle (Chow, 



2015; He and McCauley, 2013; Kim and Roubini, 2000; Anker, 1999; Chin,2007; Frenkel, 1981; 

Chaboud and Wright, 2005).  

 

Spillovers on interest rates may also come from the “trade channel”. It suggests that a 

monetary shock in developed economies modifies the terms of trade of emerging economies, which 

alters their trade balance and, consequently, their GDP. The shock on aggregate demand could be 

transmitted to domestic prices, inducing monetary policy rate adjustments (Canova, 2005, Ammer et 

al., 2016, Backus et al., 1994, Mendoza, 1991, Kim, 2001, among others). According to the trade 

channel, commercial integration between the developed and the developing economies plays an 

important role in the financial spillover over interest rates. 

 

 Last, the third explanation of spillovers on interest rates is through the “credit channel” (He 

and McCauley, 2013). This mechanism suggests that low interest rates in developed economies 

cause easier financing conditions in economies where there is a large proportion of debt denominated 

in foreign currency. Since agents assume that local currencies will be appreciated against foreign 

currencies, their expectations reinforce interest rate differentials, motivating firms to borrow in foreign 

currency. In order to avoid increasing exchange rate risks, monetary authorities can adjust interest 

rates to close the spreads of international rates. 

 

The second group of papers analyzes the spillovers of international monetary policy over 

asset prices in developing economies through four channels: portfolio rebalancing, signaling, financial 

market and liquidity. The “Portfolio Rebalancing Channel” (Chen, 2012; Chen, 2011; Chow, 2014) 

suggests that when the central bank of the developed economy begins a long-term asset purchases 

program, long-term interest rates of these economies are reduced, which generates a terms 

mismatch in investors’ portfolios. In order to restore the match of terms, investors look for similar 

securities in other markets that offer higher returns, usually in emerging economies. This situation 

generates a change in asset prices in these economies.  

The “signaling channel” (Krishnamurthy and Jorgensen, 2011; Fratzscher et al., 2013; Bauer 

and Rudebusch, 2013), meanwhile, sustains that bond yields in developed economies may be 

reduced as a result of a lower interest rate risk, if the announcements of the Central Bank of these 

economies are understood by markets as a "sign" of lower future interest rates. Also, these 

announcements can modify investors' risk appetite, which alters conditions in the financial markets 

of both emerging and developed economies. 

 

The “financial markets channel” (Canova, 2005) suggests that if there is a shock in which 

developed economies decrease their interest rates, emerging economies’s currencies should 

appreciate. When this is not possible, because of fixed exchange rates or managed floating, the price 



level of emerging economies securities should increase. The last channel is the “liquidity channel”. 

The main idea behind this is that QE programs increase liquidity in global markets, and therefore 

reduce liquidity premiums on liquid bonds. As investors expect that monetary policy rates in 

developed economies remain at zero, a spread in favor of emerging economies makes them an 

attractive place to invest. Thus, QE programs could stimulate capital flows to these economies, which 

could push up consumer and financial asset prices.  

Figure 3. Seven channels of financial spillovers of international monetary policy 

Spillovers on interest rates 
 

Spillovers on assets prices 

Exchange rate 
Channel 

(Chow, 2014; He and McCauley, 
2013; Taylor, 1999; Kim and 
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Chow,2014) 

Trade Channel 
(Canova, 2005; Backus et al., 
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Signaling Channel 
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Jorgensen, 2011; Fratzcher et 

al., 2013; Bauer and 
Rudebusch, 2013) 

Credit Channel (He and McCauley, 2013) 
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Channel 
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Liquidity Channel 
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Jorgensen, 2011) 

 
Source: Own elaboration. 

 

 
 

 

  



3. Data and methodology 

 
3.1.   Data 

3.1.1. Countries and period 

 

 The developed economies analyzed are United States, Eurozone and Japan, not only for 

their economic relevance but also because they have recently implemented Quantitative Easing 

programs. For Latin America, the group of the seven most important economies of the region (LAC-

7) were initially considered, but the lack of reliable statistical information for Venezuela and Argentina 

reduced the number of countries to five: Brazil, Mexico, Colombia, Chile and Peru. The period 

analyzed in this paper begins in January 2010 and finishes in June 2016. The reason for selecting 

this period was because in early 2010 both conventional and unconventional monetary policy 

instruments were implemented. 

 

 3.1.2. Endogenous variables 

 

 The objective of this paper is determining if there is a differential incidence between 

conventional and unconventional monetary policy over Latin American financial markets, measuring 

their effects on four dimensions: two related to financial asset prices (fixed income markets and equity 

markets) and two related to interest rates (monetary policy rates and lending interest rates). Thus, 

there are four endogenous variables. 

 

First, the 10-Year Government Bond Yield (BOND) in Latin American countries is the variable 

used to measure fixed income markets. This is the main variable used in the literature. Observations 

have a daily frequency and are obtained from Bloomberg.  

 

 Second, the variable for measuring equity markets in Latin America is the stock index of each 

country (EQ), because they reflect the behavior of the market based on the performance of the most 

representative shares. These series are obtained from Bloomberg and have a daily frequency. Since 

the stock indexes have different base years that make their comparability difficult, it was necessary 

to calculate a new index for each country, taking as “normalization period” the historical average of 

the series between January 2010 and June 2016. 

 

𝐸𝑄𝑖𝑡
′ =

𝐸𝑄𝑖𝑡

1
𝑛

∑ 𝐸𝑄𝑖𝑡
𝑛
𝑡=1

 

 



Where the subscript i refers to the cross-section dimension (Latin American countries), the 

subscript t to the temporal dimension and n corresponds to the number of months between January 

2010 and June 2016. 

 

Third, the variable which measures the response from Latin American Central Banks is their 

monetary policy rates (MPR). This variable has a monthly frequency and is obtained from each central 

bank.  

Finally, the variables which measure the effects on market credit interest rates are the 

nominal lending interest rates (AR)6. These data have a monthly frequency and are obtained from 

UN’s CEPAL stats.  

 

 

 3.1.3. Main Exogenous variables 

 

Since this paper intends to measure the effects of both conventional and unconventional 

monetary policy, the models have two main exogenous variables.  

 

First, to estimate the effects of conventional monetary policy, the monetary policy rates of the 

United States, Eurozone and Japan were initially taken as a reference. However, statistical inference 

was not possible because of the stability of these rates throughout the period. For this, the 1-Year 

Government Bond Yield is used as a proxy variable of conventional monetary policy (C). These rates 

are strongly correlated7 with the policy rates and also capture the effect of the expectations about the 

future behavior of the monetary policy. In fact, when the interest rates are very stable, the literature 

usually uses short-term bonds yield rates for modelling them (Jain-Chandra and Unsal, 2014; Clouse 

et al., 2000). The information about the yield rates is obtained from Bloomberg in a daily frequency. 

 

 Meanwhile, the variables that are used to measure the unconventional monetary policy are 

the monthly asset purchases by Central Banks (U); information constructed from their balance sheets. 

These series have a monthly frequency and are obtained from the statistics of the European Central 

Bank, the Federal Reserve and the Bank of Japan. 

 

 For the United States, the asset purchase series was constructed as the sum of Mortgage-

Backed Securities and US Treasury Securities, because the last phase of the Quantitative Easing 

program in United States has been based on the purchase of these assets. In the case of Eurozone, 

                                                           
6 These rates correspond to the weighted average of the different lending interest rates to which resources are 

provided in the financial system of each country. 
7 The simple correlation coefficient between the monetary policy rate and the 1-Year Government Bond Yield 

in the United States, Europe and Japan is, in all cases, above 0.8. 



the series of asset purchases were constructed as the sum of Main Refinancing Operations (MRO), 

Longer-term refinancing operations (LTRO) and other government bonds. Last, the information of 

asset purchases in Japan corresponds to the Japanese Government Bonds. 

 

 It should be noted that most of the recent literature has used the "shadow rates" in order to 

measure the effects of unconventional monetary policy (Wu and Zhang, 2016; Doh and Choi, 2016; 

Xia, 2017 and Wu and Xia, 2016). The shadow rates, firstly introduced by Fischer Black in 1995, can 

be either positive or negative. The input data for the rates calculated by Wu and Xia are one-month 

forward rates, constructed with end-of-month Nelson-Siegel-Svensson yield curve parameters. 

Basically, the shadow rates are assumed to be a linear function of three latent variables or Gaussian 

factors, which follow a VAR (1) process. The latent factors and the shadow rates are estimated with 

the extended Kalman filter (Wu and Xia, 2016)8. 

 

In simple terms, Wu and Xia (2016) propose shadow rates as a "summary" of monetary 

policy: “the shadow rate is the federal funds rate when the Zero Lower Bound is not binding; 

otherwise, it is negative to account for unconventional policy tools” (Wu and Zhang, 2016, pp. 2). The 

shadow rates can measure adequately the incidence of QE programs on long-term interest rates. 

Figure 4 shows the estimates of Wu and Xia of shadow rates for United States and Europe. 

Comunale and Striaukas (2017) present a comprehensive and interesting review of the 

different variables that have been used to measure monetary policy when reference rates are close 

to 0%, highlighting shadow rates as one of the variables with the best behavior to capture the 

incidence of unconventional monetary policy in developed economies. 

 

Figure 4. Shadow rates as a measure of unconventional monetary policy 

A. Shadow rate and Effective Federal Funds rate in US 

 

                                                           
8 Complete details of the model are described in Wu and Xia (2016). 
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B. Shadow rate and EONIA rate in Europe 

 
 

Source: Own calculations based on Wu and Xia (2016), Federal Reserve and European Central Bank. 

 The main advantage of shadow rates is their direct comparability with conventional monetary 

instruments. However, for this paper, the use of shadow rates has two limitations. First, the United 

States shadow rates calculated by Wu and Xia are only available until November 2015, reducing the 

sample size, with its effects on the estimations accuracy9, even more in a context where the analysis 

period is relatively short. Second, these rates have only been calculated for the United States and 

Europe, which would mean eliminating Japan. 

 

 For these reasons, it is not possible to use shadow rates as the central variable to measure 

the incidence of unconventional monetary policy. However, recognizing the importance of this 

measurement, the Shadow Rates (SR) will be used for the robustness exercises.  

 

 The main descriptive statistics of the variables defined in this section are presented in Appendix 

1. 

 

3.2.   Methodology 

 

The methodology proposed to estimate the differential incidence of international monetary 

policy in Latin American financial markets is the estimation of a panel data model with monthly 

information between January 2010 and June 2016. Unlike time series models or cross-sectional 

regressions, panel data allows to model the heterogeneity between individuals (observable or not 

                                                           
9 The size of the sample affects the calculation of the standard error, and consequently, affects 

the estimation of the confidence intervals. Thus, having a small sample decreases the accuracy of 

the estimate. Additionally, reducing sample size implies decreasing degrees of freedom. 
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observable), one of the main methodological advantages of these models, which is very useful when 

countries are the unit of analysis.   

In addition, panel data allows to have a greater number of available observations than when 

an individual regression by country is modelled. Thus, a joint analysis of the series increases the 

degrees of freedom, reduces multicollinearity problems and, in general, improves the efficiency of 

estimations. Finally, in panel data models the order in which the variables are incorporated into the 

model does not affect the results, increasing their robustness, since the results do not depend on the 

ordering of the variables. However, the panel data model is very sensitive to the control variables 

selection, hence the importance of an adequate selection process. 

 

In order to identify the differential effects between conventional and unconventional monetary 

policy, eight panel data models have to be estimated: four that measure the effects of the conventional 

policy on each dimension (fixed income markets, equity markets, monetary policy rates and lending 

interest rates), and four that measure the effects of unconventional policy on these dimensions.  

 

In addition, since one of the purposes of this paper is to determine if free trade agreements 

between developed economies and Latin American economies affect the results, the eight 

specifications presented below include interactive dummies that measure the marginal effect 

generated by having a free trade agreement with the United States or the Eurozone10. The idea 

behind the incorporation of this variable into the models is that greater trade integration between 

regions is typically associated with greater financial integration, so that the performance of external 

financial markets affects the behavior of local markets. 

Thus, the interactive dummy variable for the United States is calculated as the multiplication 

between a dummy variable with a value of 1 in the months when free trade agreements with this 

country are in force (FTAUS), and the monetary policy variable, either the 1 - Year Government Bond 

Yield or the monthly asset purchases (depending on the specification). Likewise, the interactive 

dummy variable for the Eurozone is calculated as the multiplication between a dummy variable with 

values of 1 in the months when the free trade agreements with the EU are in force (FTAEU) and the 

monetary policy variable of interest. 

 

In order to determine if the exchange rate pass-through of the Latin American economies has 

an incidence on interest rate spillovers, an interactive dummy variable is used to measure the 

differential effects. The interactive dummy is calculated as the multiplication of monetary policy 

variable (either conventional or unconventional) and a dummy variable with values of 1 when the 

                                                           
10 A variable for Japan is not included, since none of the countries in the sample has trade 

agreements with this country.  



Latin American economy has a “high” exchange rate pass-through11 (PT). Countries where the 

exchange rate pass-through is two standard deviations above the Latin American average are 

considered as economies with “high” exchange rate pass-through. Chile and Peru are the countries 

with the highest pass-through levels. The estimations of the exchange rate pass-through of Latin 

American economies were obtained from the literature. In particular, in order to unify the estimation 

methodologies, the rates of a research published by BBVA Research (2015) were taken as a 

reference and contrasted with other studies carried out for each country12, in order to ensure the 

consistency of the series. 

 

Lastly, in order to model the idiosyncratic factors of each economy, the specifications of the 

eight panel data models are estimated with individual fixed effects. 

 

The first four panel data models measure the incidence of both conventional and 

unconventional monetary policy on Latin American financial asset prices, namely fixed income 

markets and equity markets. Then, the next four models measure the incidence of conventional and 

unconventional monetary policy on Latin American interest rates. 

 

 3.2.1. Spillovers on financial Assets  

 

In the first specification, the 10-Year Government Bond Yields of the Latin American 

economies are a function of the conventional monetary policy of United States, Eurozone and Japan; 

the 5-Year Latin American Credit Default Swaps (CDSit), a risk measure that is used as a control 

variable, and the free trade agreement variables. In order to separate the risk coming from developed 

economies performance, the GDP growth of these economies13 was also included as a control 

variable (DGDPit). For the second specification, Latin American 10-Year Government Bond Yields 

are a function of the unconventional monetary policy and the same control variables of the first 

specification:  

 

                                                           
11 The exchange rate pass-through is a structural and static variable that does not change 

significantly from one month to the next, so adding the level of the variable (to measure the 

magnitude of the effect) does not provide additional information to the analysis, given their little 

variability over the time. 
12 The papers that have been used as a reference for each country are: For Brazil: Couto and 

Fraga (2013) and Pimentel et al. (2016). For Mexico: Cortés (2013) and  Peón et al. (2014). For 

Colombia: Parra (2008) and BBVA Research (2015). For Chile: Justel and Sansone (2015) and 

Mujica and Saens (2015). For Perú: Quezada (2003). 
13  The series of GDP growth in developed economies was calculated as the economy-size weighted 

average of the US, Eurozone, and Japanese economic growth rates. 



𝐵𝑂𝑁𝐷𝑖𝑡 = 𝛾1 + 𝛾2𝐶𝑈𝑆 + 𝛾3𝐶𝐸𝑈 + 𝛾4𝐶𝐽𝑃 + 𝛾5𝐶𝐷𝑆𝑖𝑡 + 𝛾6(𝐹𝑇𝐴𝑈𝑆,𝑖𝑡 ∗ 𝐶𝑈𝑆) + 𝛾7(𝐹𝑇𝐴𝐸𝑈,𝑖𝑡 ∗   𝐶𝐸𝑈) + 𝛾8𝐷𝐺𝐷𝑃𝑡 +

 𝜀𝑖𝑡          (1)  

 

𝐵𝑂𝑁𝐷𝑖𝑡 = 𝛾1 + 𝛾2𝑈𝑈𝑆 + 𝛾3𝑈𝐸𝑈 + 𝛾4𝑈𝐽𝑃 + 𝛾5𝐶𝐷𝑆𝑖𝑡 + 𝛾6(𝐹𝑇𝐴𝑈𝑆,𝑖𝑡 ∗ 𝑈𝑈𝑆) + 𝛾7(𝐹𝑇𝐴𝐸𝑈,𝑖𝑡 ∗ 𝑈𝐸𝑈) + 𝛾8𝐷𝐺𝐷𝑃𝑡 +

 𝜀𝑖𝑡          (2)  

 

Where the subscript i refers to the cross-section dimension and the subscript t to the temporal 

dimension. Cit is the variable that measures conventional monetary policy in developed economies, 

Uit measures the unconventional monetary policy in these economies and FTAit is the variable related 

to commercial integration. 

 

The information of CDS variables is obtained from Bloomberg and has a daily frequency. As 

the periodicity of panel data is monthly, daily rates of both Latin American and developed economies 

bonds, as well as the CDS series were averaged to obtain monthly series. 

 

According to the economic literature, while in the specification (1) the sign of 𝛾2, 𝛾3 and 𝛾4 

(related with the conventional monetary policy in developed economies) must be positive, the signs 

of these coefficients in the model of unconventional monetary policy (specification 2) are expected to 

be negative.  

In the first case, the expected positive sign of the coefficients is due to the direct relationship 

between the monetary policy rates in developed economies and the yield rates of Latin American 

sovereign bonds. Thus, an increase in the policy rates of the main developed economies generates 

inflows of capital toward these economies, so that Latin American financial assets become relatively 

less attractive, reducing their prices. Given the inverse relationship between the price and the return 

rate of a bond, Latin American yield rates should increase. 

 

In the second case, the coefficients in the specification (2) are expected to be negative 

because of the inverse relationship between unconventional monetary policy and yield rates of Latin 

American sovereign bonds. Thereby, an increase in monthly asset purchases reduces the long-term 

rates of developed economies, generating a rebalancing of international portfolios in favor of the Latin 

American financial assets. Given that these assets are relatively more attractive, their prices increase, 

and consequently their rates of return are reduced. 

 

In the third and fourth specifications, the relationships between international monetary policy 

(conventional and unconventional) and the Latin American equity markets are analyzed. 

 

In the third model, Latin American stock indexes are a function of conventional monetary 

policy of the United States, Eurozone and Japan; the Chicago Board Options Exchange 



Market Volatility Index (VIXt), a risk and volatility measure used as a control variable; and the 

Bloomberg Commodity Index (COMt). Since Latin American economies in the sample are strongly 

dependent on commodity exports, the price of these products usually affects the equity market rates 

of the commodity companies, which has an impact on stock indexes. The variables related to free 

trade agreements are also included. As in specifications (1) and (2), since the VIX variable is related 

to economic growth of the main developed economies, GDP growth of these economies was also 

included as a control variable (DGDPit). 

 

Meanwhile, in the fourth specification, Latin American stock indexes are a function of 

unconventional monetary policy in the main developed economies and the same control variables as 

in the previous model.  

 

𝐸𝑄𝑖𝑡 = 𝛾1 + 𝛾2𝐶𝑈𝑆 + 𝛾3𝐶𝐸𝑈 + 𝛾4𝐶𝐽𝑃 + 𝛾5𝑉𝐼𝑋𝑡 + 𝛾6𝐶𝑂𝑀𝑡 + 𝛾7(𝐹𝑇𝐴𝑈𝑆,𝑖𝑡 ∗ 𝐶𝑈𝑆) + 𝛾8(𝐹𝑇𝐴𝐸𝑈,𝑖𝑡 ∗ 𝐶𝐸𝑈) +  𝛾9𝐷𝐺𝐷𝑃𝑡 +

𝜀𝑖𝑡        (3)  

𝐸𝑄𝑖𝑡 = 𝛾1 + 𝛾2𝑈𝑈𝑆 + 𝛾3𝑈𝐸𝑈 + 𝛾4𝑈𝐽𝑃 + 𝛾5𝑉𝐼𝑋𝑡 + 𝛾6𝐶𝑂𝑀𝑡 + 𝛾7(𝐹𝑇𝐴𝑈𝑆,𝑖𝑡 ∗ 𝑈𝑈𝑆) + 𝛾8(𝐹𝑇𝐴𝐸𝑈,𝑖𝑡 ∗ 𝑈𝐸𝑈) + 𝛾9𝐷𝐺𝐷𝑃𝑡 +

 𝜀𝑖𝑡          (4)  

 
The information of VIX index and the commodity index has a daily frequency and is obtained 

from Bloomberg. Cit is the variable that measures conventional monetary policy in developed 

economies, Uit measures the unconventional monetary policy in these economies and FTAit is the 

variable related to commercial integration. 

 

According to the economic literature, while in specification (3) the sign of 𝛾2, 𝛾3 and 𝛾4 

(related with the conventional monetary policy) must be negative, the signs of these coefficients in 

the model of unconventional monetary policy (specification 4) have to be positive.  

 

The economic literature suggests that there is an inverse relationship between conventional 

monetary policy of developed economies and Latin American equity markets. Thus, an increase in 

the monetary policy rates of the main developed economies generates inflows of capital toward these 

economies. As the Latin American financial assets are relatively less attractive, the shares are 

devalued, and consequently, the stock index is reduced. In contrast, in the case of unconventional 

monetary policy, there is a direct relationship between this policy and Latin American equity markets. 

The rebalancing of international portfolios generated by the monthly asset purchases in developed 

economies increases the attractiveness of Latin American financial assets, including shares.  

 

 

 



 3.2.2. Spillovers on interest rates  

 

The next four panel data models measure the incidence of both conventional and 

unconventional monetary policy on Latin American interest rates, namely monetary policy rates and 

lending interest rates. 

 

The fifth and sixth models measure the effect of monetary policy in the United States, the 

Eurozone and Japan on Latin American monetary policy rates. Thereby, in the first model, the 

monetary policy rates of the region are a function of conventional monetary policy, their respective 

control variables and the variables of commercial integration and exchange rate pass-through level. 

Meanwhile, in the second model, the monetary policy rates are determined by the international 

unconventional monetary policy variables and the same control variables of the previous 

specification. 

 

Since the behavior of the monetary policy rates in Latin American economies of the sample 

are largely influenced by a conventional Taylor rule, the control variables in both specifications are 

the output gap (OGit), which is the difference between actual GDP growth and potential GDP growth; 

and the inflation gap (IGit), which measures the deviation of actual inflation from the inflation target 

set by the central bank. Additionally, as the behavior of the policy rate is influenced by the previous 

dynamics of the variable, the first lag of monetary policy rate is included in the models. 

𝑀𝑃𝑅𝑖𝑡 = 𝛾1 + 𝛾2𝐶𝑈𝑆 + 𝛾3𝐶𝐸𝑈 + 𝛾4𝐶𝐽𝑃 + 𝛾5𝑂𝐺𝑖𝑡 + 𝛾6𝐼𝐺𝑖𝑡 + 𝛾7𝑀𝑃𝑅𝑖𝑡−1 + 𝛾8(𝐹𝑇𝐴𝑈𝑆,𝑖𝑡 ∗ 𝐶𝑈𝑆) + 𝛾9(𝐹𝑇𝐴𝐸𝑈,𝑖𝑡 ∗ 𝐶𝐸𝑈) +

𝛾10(𝑃𝑇𝑈𝑆,𝑖𝑡 ∗ 𝐶𝑈𝑆) + 𝛾11(𝑃𝑇𝐸𝑈,𝑖𝑡 ∗ 𝐶𝐸𝑈) + 𝛾12(𝑃𝑇𝐽𝑃,𝑖𝑡 ∗ 𝐶𝐽𝑃) + 𝜀𝑖𝑡  

(5) 

𝑀𝑃𝑅𝑖𝑡 = 𝛾1 + 𝛾2𝑈𝑈𝑆 + 𝛾3𝑈𝐸𝑈 + 𝛾4𝑈𝐽𝑃 + 𝛾5𝑂𝐺𝑖𝑡 + 𝛾6𝐼𝐺𝑖𝑡 + 𝛾7𝑀𝑃𝑅𝑖𝑡−1 + 𝛾8(𝐹𝑇𝐴𝑈𝑆,𝑖𝑡 ∗ 𝑈𝑈𝑆) + 𝛾9(𝐹𝑇𝐴𝐸𝑈,𝑖𝑡 ∗ 𝑈𝐸𝑈) +

𝛾10(𝑃𝑇𝑈𝑆,𝑖𝑡 ∗ 𝑈𝑈𝑆) + 𝛾11(𝑃𝑇𝐸𝑈,𝑖𝑡 ∗ 𝑈𝐸𝑈) + 𝛾12(𝑃𝑇𝐽𝑃,𝑖𝑡 ∗ 𝑈𝐽𝑃) +  𝜀𝑖𝑡  

(6) 

 

The GDP and inflation series are obtained from central bank statistics of each country, the 

first in a quarterly frequency and the second in a monthly frequency. Given the frequency of GDP, it 

was necessary to convert the quarterly series into a monthly series14. Subsequently, in order to 

determine the potential GDP growth, the cyclic component of the series was removed by a Hodrick 

and Prescott filter. Cit is the variable that measures conventional monetary policy in the United States, 

the Eurozone and Japan, Uit measures the unconventional monetary policy in these economies, FTAit 

is the variable related to commercial integration and PTit is the variable related to the exchange rate 

pass-through of Latin American economies. 

                                                           
14 The methodology consists on a quadratic-match average interpolation method. 



 

According to the economic literature, while in the specification (5) the sign of 𝛾2, 𝛾3 and 𝛾4 

(related with the conventional monetary policy in developed economies) must be positive, the sign of 

these coefficients in the model of unconventional monetary policy (specification 6) has to be negative. 

 

Thus, the positive sign of the coefficients in specification (5) is due to the direct relationship 

between conventional monetary policy in the main developed economies and Latin American 

monetary policy rates. As a consequence of the increase in United States, Eurozone and Japan policy 

rates, the exchange rate of Latin American currencies depreciates (since the five countries of the 

sample have a flexible exchange rate regime) due to outflows of capital from these economies. 

Although the exchange rate pass-through of the Latin American economies in the sample is not so 

high (0.03 - 0.15), if the devaluation magnitude is high, tradable inflation can increase, generating 

policy responses by monetary authorities, who could increase the monetary policy rate.  

 

In contrast, the negative sign of the coefficients in specification (6) is due to the inverse 

relationship between the unconventional monetary policy of the United States, Eurozone and Japan 

and the Latin American monetary policy rates. Thereby, as a result of the greater relative 

attractiveness in Latin American economies, an inflow of capitals to these economies is generated, 

causing an appreciation in the exchange rate of the regional currencies. As in the last specification, 

if the magnitude of the appreciation is high and generates a significant reduction in tradable inflation, 

monetary authorities could reduce benchmark interest rates. 

 

In the last two models, Latin American lending interest rates are in function of the conventional 

and unconventional monetary policy in the United States, Eurozone and Japan, respectively. Thus, 

in the seventh specification, the active interest rates are a function of the conventional monetary 

policy, the monetary policy rate, which is the main determinant of credit market interest rates; and the 

variables related to free trade agreements combined with the exchange rate pass-through level. 

Adversely, in the latter model, the lending interest rates of Latin America are a function of the monthly 

asset purchases in developed economies and the same control variables of the specification (7). 

 

  

𝐴𝑅𝑖𝑡 = 𝛾1 + 𝛾2𝐶𝑈𝑆 + 𝛾3𝐶𝐸𝑈 + 𝛾4𝐶𝐽𝑃 + 𝛾5𝑀𝑃𝑅𝑖𝑡 + 𝛾6(𝐹𝑇𝐴𝑈𝑆,𝑖𝑡 ∗ 𝐶𝑈𝑆) + 𝛾7(𝐹𝑇𝐴𝐸𝑈,𝑖𝑡 ∗ 𝐶𝐸𝑈) + 𝛾8(𝑃𝑇𝑈𝑆,𝑖𝑡 ∗ 𝐶𝑈𝑆) +

𝛾9(𝑃𝑇𝐸𝑈,𝑖𝑡 ∗ 𝐶𝐸𝑈) + 𝛾10 (𝑃𝑇𝐽𝑃,𝑖𝑡 ∗ 𝐶𝐽𝑃) +  𝜀𝑖𝑡          (7)  

𝐴𝑅𝑖𝑡 = 𝛾1 + 𝛾2𝑈𝑈𝑆 + 𝛾3𝑈𝐸𝑈 + 𝛾4𝑈𝐽𝑃 + 𝛾5𝑀𝑃𝑅𝑖𝑡 + 𝛾6(𝐹𝑇𝐴𝑈𝑆,𝑖𝑡 ∗ 𝑈𝑈𝑆) + 𝛾7(𝐹𝑇𝐴𝐸𝑈,𝑖𝑡 ∗ 𝑈𝐸𝑈) + 𝛾8(𝑃𝑇𝑈𝑆,𝑖𝑡 ∗ 𝑈𝑈𝑆) +

𝛾9(𝑃𝑇𝐸𝑈,𝑖𝑡 ∗ 𝑈𝐸𝑈) + 𝛾10 (𝑃𝑇𝐽𝑃,𝑖𝑡 ∗ 𝑈𝐽𝑃) + 𝜀𝑖𝑡          (8)   

 



Cit is the variable that measures conventional monetary policy in developed economies, Uit 

measures the unconventional monetary policy in these economies, FTAit is the variable related to 

commercial integration and PTit is the variable related to the exchange rate pass-through of Latin 

American economies. 

 

According to the economic literature, while in specification (7) the sign of 𝛾2, 𝛾3 and 𝛾4 

(related with the conventional monetary policy) must be positive, the sign of these coefficients in the 

model of unconventional monetary policy (specification 8) should be negative. 

 

In the first case, there is a direct relationship between the conventional monetary policy of 

developed economies and the active interest rates in Latin America. Thereby, given that an increase 

in the monetary policy rates of developed economies reduces the liquidity in Latin American 

economies, the banks' lending interest rates could be slightly higher than the monetary policy rate, 

due to the greater opportunity cost of money. In contrast, there is an inverse relationship between the 

unconventional monetary policy of the United States, the Eurozone and Japan and the Latin American 

lending interest rates. As a consequence of the higher global liquidity that is generated by an increase 

in monthly asset purchases, the banks' lending interest rates could be slightly below the monetary 

policy rate, since the opportunity cost of money is lower. 

 

 3.2.3. Robustness exercises  

 

For the robustness check exercises, we maintain the same structure of the previous 

specifications. However, the equations presented below differ in three elements: the number of 

developed economies studied, the analysis period and the variable used to measure the 

unconventional monetary policy. Thus, the following four models measure the incidence of 

unconventional monetary policy based on the behavior of the shadow rates described in the previous 

section. Since shadow rates calculated by Wu and Sia are not available for Japan, the robustness 

check exercise eliminates this country from the analysis. Additionally, due to the lack of availability of 

information from US shadow rates, the period of these four panels goes from January 2010 to 

November 2015. 

 

𝐵𝑂𝑁𝐷𝑖𝑡 = 𝛾1 + 𝛾2𝑆𝑅𝑈𝑆 + 𝛾3𝑆𝑅𝐸𝑈 + 𝛾4𝐶𝐷𝑆𝑖𝑡 + 𝛾5(𝐹𝑇𝐴𝑈𝑆,𝑖𝑡 ∗ 𝑆𝑅𝑈𝑆) + 𝛾6(𝐹𝑇𝐴𝐸𝑈,𝑖𝑡 ∗ 𝑆𝑅𝐸𝑈) + 𝛾7𝐷𝐺𝐷𝑃𝑡 +

 𝜀𝑖𝑡          (9)  

𝐸𝑄𝑖𝑡 = 𝛾1 + 𝛾2𝑆𝑅𝑈𝑆 + 𝛾3𝑆𝑅𝐸𝑈 + 𝛾4𝑉𝐼𝑋𝑡 + 𝛾5𝐶𝑂𝑀𝑡 + 𝛾6𝐵𝑂𝑁𝐷𝑖𝑡 + 𝛾7(𝐹𝑇𝐴𝑈𝑆,𝑖𝑡 ∗ 𝑆𝑅𝑈𝑆) + 𝛾8(𝐹𝑇𝐴𝐸𝑈,𝑖𝑡 ∗ 𝑆𝑅𝐸𝑈) +

𝛾9𝐷𝐺𝐷𝑃𝑡 + 𝜀𝑖𝑡           (10)  



𝑀𝑃𝑅𝑖𝑡 = 𝛾1 + 𝛾2𝑆𝑅𝑈𝑆 + 𝛾3𝑆𝑅𝐸𝑈 + 𝛾4𝑂𝐺𝑖𝑡 + 𝛾5𝐼𝐺𝑖𝑡 + 𝛾6𝑀𝑃𝑅𝑖𝑡−1 + 𝛾7(𝐹𝑇𝐴𝑈𝑆,𝑖𝑡 ∗ 𝑆𝑅𝑈𝑆) + 𝛾8(𝐹𝑇𝐴𝐸𝑈,𝑖𝑡 ∗ 𝑆𝑅𝐸𝑈) +

𝛾9(𝑃𝑇𝑈𝑆,𝑖𝑡 ∗ 𝑆𝑅𝑈𝑆) + 𝛾10(𝑃𝑇𝐸𝑈,𝑖𝑡 ∗ 𝑆𝑅𝐸𝑈) + 𝜀𝑖𝑡         (11)  

𝐴𝑅𝑖𝑡 = 𝛾1 + 𝛾2𝑆𝑅𝑈𝑆 + 𝛾3𝑆𝑅𝐸𝑈 + 𝛾4𝑀𝑃𝑅𝑖𝑡 + 𝛾5(𝐹𝑇𝐴𝑈𝑆,𝑖𝑡 ∗ 𝑆𝑅𝑈𝑆) + 𝛾6(𝐹𝑇𝐴𝐸𝑈,𝑖𝑡 ∗ 𝑆𝑅𝐸𝑈) + 𝛾7(𝑃𝑇𝑈𝑆,𝑖𝑡 ∗ 𝑆𝑅𝑈𝑆) +

𝛾8(𝑃𝑇𝐸𝑈,𝑖𝑡 ∗ 𝑆𝑅𝐸𝑈) + 𝜀𝑖𝑡           (12)  

 

Where SRit measure the shadow rates in developed economies (United States and 

Eurozone), FTAit is the variable related to commercial integration and PTit is the variable related to 

the exchange rate pass-through of Latin American economies. 

 
Since these econometric exercises consist of the estimation of long panel data, namely panel 

data with a great number of time periods and a reduced number of individuals (in which 

autocorrelation problems are frequent), the methodology that is used for the estimations generates 

robust errors and corrects the model for autocorrelation problems (Prais - Winsten Regression). 

 

4. Results 
 

Overall, the results of the models suggest that US conventional monetary policy has an 

incidence on three of the four dimensions of Latin American financial markets. Two in a direct way 

and one through an indirect channel. Meanwhile, US unconventional monetary policy only has effects 

on asset prices (fixed income markets and equity markets), but does not have an incidence on Latin 

American interest rates. The effect of Eurozone and Japan monetary policies varies according to the 

dimension and, in some cases, the relationships are not statistically significant. 

 

Another result obtained from the estimates is that having a free trade agreement between 

developed economies and Latin American economies does not seem to have a statistically significant 

and differential effect in most of the specifications. Likewise, in contrast with the previous 

expectations, the exchange rate pass-through of Latin American economies does not generate a 

differential effect in the relationship between monetary policy in the United States, the Eurozone and 

Japan and Latin American interest rates. 

 

By analyzing the information within the dimensions of the financial markets, we see that the 

estimation suggests that monetary policy of developed economies has a greater incidence on both 

fixed income markets and equity markets than on interest rates. This may be due to the fact these 

markets are more vulnerable to the behavior and conditions of foreign financial markets. In contrast, 

the determination of monetary policy rates in Latin America, and consequently the behavior of credit 

market interest rates, are more influenced by internal factors, since the monetary policy of Latin 

American economies has tended to behave according to monetary policy rules (de jure and de facto). 



 

4.1. Incidence of monetary policy on Latin American financial asset prices 

 

The estimations, summarized in Table 1, show that both conventional and unconventional 

monetary policy in the United States and the Eurozone have a statistically significant effect on Latin 

American fixed income markets, although the magnitude of the effect of unconventional policies is 

low. In contrast, the monetary policy of Japan (conventional and unconventional) is not statistically 

significant in any specification. Meanwhile, only the unconventional monetary policy of the United 

States has a statistically significant incidence on Latin American equity markets, while the 

conventional monetary policies do not affect the behavior of these markets (at least not in a direct 

way). 

 

Particularly, the results suggest that Latin American long-term interest rates tend to overreact 

to conventional monetary policy decisions and expectations about the future behavior of US monetary 

policy rates, and react in a lesser extent to monetary policy decisions in Eurozone (specification 1). 

The relationship between international conventional policies and fixed income markets in Latin 

America could be due to the greater relative attractiveness of Latin American financial assets and 

higher global liquidity. Indeed, while an increase of one percentage point (pp) in the US monetary 

policy rate generates a 1.6 pps increase in long-term rates in Latin America, 1 pp increase in the 

policy rate of Eurozone generates an increase of 0.8 pps in the long-term interest rates of the region. 

In this specification, having free trade agreements with both economies (United States and EU) does 

not have a differential impact on previous results. 

 

Similarly, unconventional monetary policies in the United States and the Eurozone have a 

statistically significant incidence on Latin American fixed income markets, although the magnitude of 

the effect is quite small (specification 2). This relationship is probably due to, among other factors, 

the rebalancing of international portfolios in favor of Latin American financial assets, the greater global 

liquidity and the signaling channel described in the literature review. Estimates show that for every 

billion (millions of millions) that increase the monthly asset purchases in the United States, Latin 

American 10-Year Government Bond Yields are reduced by 0.2 pps. This has an even lower effect 

in the case of the Eurozone, where for every billion that increase the monthly asset purchases, the 

sovereign bond yields in Latin America are reduced by 0.01 pps. In this specification, commercial 

integration (with both economies) has not a statistically significant differential effect. 

 

In contrast, specification (3), which measures the incidence of conventional monetary policy 

on Latin American equity markets, the direct relationships between the United States, the Eurozone 

and Japan monetary policy rates and the stock indexes of Latin America are not statistically 

significant. Meanwhile, unconventional monetary policies in the United States have a significant and 



direct effect on Latin American equity markets (specification 4). Thus, an increase of one billion in 

monthly asset purchases in United States generates a 0.6% appreciation of the regional stock 

indexes with respect to its historical average (January 2010 - June 2016). This result could be due to 

the greater attractiveness of Latin American financial assets, including shares. 

 

 

 

Table 1 – Effect of monetary policy in developed economies on Latin American financial 

asset prices 
 

 

 
CONVENTIONAL MONETARY POLICY OF 

DEVELOPED ECONOMIES  
 

UNCONVENTIONAL MONETARY POLICY OF 
DEVELOPED ECONOMIES 

 Latin American Fixed 
Income Markets (1) 

Latin American 
Equity Markets 

(3) 

Latin American Fixed 
Income Markets (2) 

Latin American Equity 
Markets 

(4) 

CUS 
 

1.560*** 
(2.71) 

 

4.203 
(0.44) 

 
 

 

CEU 
0.774*** 
(4.88) 

6.433 
 

 
(1.69)  

CJP 
0.849 
(1.06) 

-11.191   
(-0.78)   

FTAUS * (CUS or UUS) 
-0.417 
(-1.03) 

-5.569 -0.058 -10.071 
(-0.68) (-0.21) (-1.71) 

FTAEU * (CEU or UEU) 
0.277 
(1.62) 

-3.230 0.571 -12.018 
(-0.85) (3.90) (-5.19) 

UUS 
 
 

 -2.41E-04*** 6.21E-04*** 
 (-2.91) (5.42) 

UEU 
 
 

 -1.24E-06*** 9.44E-06 
 (-4.88) (1.04) 

UJP 
 
 

 -2.15E-06 -5.49E-06 
 (-1.09) (-1.90) 

Constant 
8.572*** 
(40.80) 

11.785*** 11.011*** 14.778*** 
(9.49) (26.08) (13.07) 

CDS 
0.013*** 
(12.99) 

 0.012***  
 (14.68)  

VIX 
 -0.238**  -0.392*** 
 (-2.03)  (-2.80) 

COM 
 

0.198*** 
(3.07) 

 
0.146*** 
(3.27)  

DGDP 
3.612*** 20.832 2.821*** 19.225* 

(6.63) (1.07) (3.99) (1.91) 

BOND 
 -4.052***  -3.017*** 

 (-5.26)  (-5.51) 

R-Squared 0.95 0.49 0.95 0.41 
Observations 390 390 390 390 
Groups 5 5 5 5 

t statistics in parentheses. * p<0.10,   **p<0.05,   ***p<0.01 
 
Source: Own elaboration.    

 

 

4.2. Incidence of international monetary policy on Latin American interest rates 

 

The second set of estimations, summarized in Table 2, suggests that while conventional 

monetary policies in the US and the Eurozone have a statistically significant (although low) effect on 

Latin American interest rates, unconventional monetary policies do not have a significant incidence 

on regional interest rates. Contrary, the variables related to free trade agreements and exchange rate 

pass-through do not generate differential effects on the previous results. 



 

Particularly, the results confirm that conventional monetary policies of the United States and 

the Eurozone have a significant effect on monetary policy rates in Latin America, but the magnitude 

of the effect is low (specification 5). Thus, because of the capital outflows toward Latin America 

generated by the increase of developed economies policy rates, the exchange rate of the regional 

currencies depreciates. Although the exchange rate pass-throughs of these economies are relatively 

low, if the magnitude of the exchange rate adjustment is high, tradable inflation can be affected, 

generating policy responses by monetary authorities. 

 

Another result is that there is a direct relationship between conventional monetary policy of 

the main developed economies and Latin American monetary policy rates, which is independent of 

the exchange rate pass-through level of the economies. In fact, an increase of one percentage point 

in the monetary policy rates of the United States and the Eurozone generates an increase of 0.21 

and 0.14 pps in Latin American monetary policy rates, respectively. In contrast, the impact of 

unconventional monetary policy on regional monetary policy rates is not statistically significant. 

 

Lastly, while the effect of conventional monetary policy on Latin American lending interest 

rates is significant but indirect, monthly asset purchases in developed economies do not appear to 

have a significant effect on regional credit market interest rates. 

 

Thus, conventional monetary policies of the United States and Eurozone have an indirect 

effect on Latin American lending interest rates, which is manifested through monetary policy rates 

and not directly in the results of specification (7). Since the behavior of policy rates is largely 

transmitted to the credit market interest rates (both active and passive interest rates), the impact of 

the conventional monetary policy on Latin American monetary policy rates is also transmitted to credit 

market interest rates. This occurs because the mechanisms of monetary policy transmission in the 

region are not obstructed or blocked. 

  

Since the elasticity between monetary policy rates and lending interest rates is 1.09, an 

increase of one percentage point in the monetary policy rate generates an increase in the lending 

interest rates of 1.09 pps. If this value is multiplied by the coefficients obtained in the previous 

specification (5), it is possible to measure the effect of conventional monetary policy on lending 

interest rates. With this, an increase of one percentage point in the monetary policy rates of the United 

States and the Eurozone generates an increase of 0.23 and 0.15 pps in the credit market interest 

rates of Latin America, respectively. In contrast, as mentioned above, the monthly asset purchases 

in the United States, the Eurozone and Japan do not have a significant effect on Latin American 

lending interest rates. 

 



Table 2 – Effect of monetary policy in developed economies on Latin American interest rates 

 

 

 
CONVENTIONAL MONETARY POLICY OF 

DEVELOPED ECONOMIES 
 

UNCONVENTIONAL MONETARY POLICY OF 
DEVELOPED ECONOMIES 

 

Latin American 
Monetary Policy Rate 

(5) 

Latin American 
Lending Interest Rate 

(7) 

Latin American 
Monetary Policy Rate 

(6) 

Latin American 
Lending Interest Rate 

(8) 

CUS 

 

0.213*** -0.646   

(2.18) (-0.57)   

CEU 
0.116*** -0.364   

(3.22) (-0.62)   

CJP 
-0.452* -0.618   

(-2.25) (-1.07)   

FTAUS * (CUS or UUS) 
0.004 -0.618 -2.78E-08 -4.82E-06 

(0.07) (-1.07) (-1.18) (-0.62) 

FTAEU * (CEU or UEU) 
0.053 -0.102 1.83E-07 8.18E-07 

(1.57) (-0.20) (1.35) (1.11) 

UUS 
  3.78E-08 3.67E-06 

  (1.09) (0.48) 

UEU 
  -1.74E-08 -8.48E-07 

  (-0.13) (-0.96) 

UJP 
  5.79E-07 -0.0009 

  (1.65) (1.17) 

Constant 
0.397*** 3.313*** 0.310 3.306*** 

(2.61) (16.43) (1.47) (19.43) 

OG 
0.035***  0.030***  

(4.50)  (3.53)  

IG 
0.039***  0.051***  

(3.77)  (4.26)  

MPR(-1) 
0.956***  0.954***  

(67.64)  (60.99)  

MPR  1.088***  1.051*** 

 (6.34)  (7.58) 

PTUS * (CUS or UUS) 
0.044 1.891 -7.75E-08 -1.77E-06* 

(0.25) (1.21) (-2.61) (-8.69) 

PTEU * (CEU or UEU) 
0.048 0.967* -1.55E-07 7.39E-07 

(0.80) (1.77) (-1.07) (1.08) 

PTJP * (CJP or UJP) 
0.608 0.517 -6.20E-07 2.84E-06 

(1.82) (2.29) (-1.36) (1.55) 

R-Squared 0.98 0.93 0.98 0.93 

Observations 390 390 390 390 

Groups 5 5 5 5 

t statistics in parentheses. * p<0.10,   **p<0.05,   ***p<0.01 
 
Source: Own elaboration.    

 

 

 

4.3. Robustness Exercises 

 
As shown in Table 3, the results obtained from the use of shadow rates are similar to those 

obtained with the purchase of assets, demonstrating the robustness of the previous estimations. It is 



important to remember that for the case of this robustness exercise, Japan was eliminated from the 

analysis and the estimation period was slightly reduced. 

 

 The results imply that the significant and direct relationship between unconventional 

monetary policies of the United States and Europe and Latin American fixed income market is 

maintained, regardless of the variable used to measure these kinds of policies. In particular, for the 

shadow rates, it is found that for each percentage point that the US shadow rates increase, long-term 

rates in Latin America are augmented by 0.2 pps. Likewise, an increase of one percentage point in 

the shadow rates of Europe generates an increase of 0.05 pps in the sovereign bonds rates of the 

region. As in the previous estimations, trade integration appears to have no additional effect. 

 

 In addition, the relationship between shadow rates and Latin American stock markets is 

maintained for the United States, but not for Europe. In this context, an increase of one percentage 

point in US shadow rates generates a 7,0% devaluation in the stock indexes of Latin America with 

respect to its average behavior (between January 2010 and June 2016). In contrast with previous 

results, the European shadow rate was not statistically significant in the equity markets specification15. 

 

Table 3 – Incidence of unconventional monetary policy measured by Shadow Rates on Latin 

American financial markets 
 

 Fixed Income 
Markets (9) 

Equity Markets 
(10) 

Monetary Policy Rate 
(11) 

Lending Interest Rate 
(12) 

CDS 
0.015***       

(11.17)       

SRUS 
0.180** -6.95*** 0.022 -0.212 

(1.71) (-5.47) (0.84) (-0.48) 

SREU 
0.049*** -1.288 0.030 -0.075 

(5.76) (-1.00) (1.84) (-0.34) 

FTAUS * SRUS 
0.083 -3.449* -0.010 0.335 

(1.04) (-2.86) (-0.15) (1.03) 

FTAEU * SREU 
-0.166* 1.554 0.049 0.210 

(-2.12) (1.14) (1.23) (1.08) 

Constant 
9.257*** 10.371*** 0.187 3.084*** 

(32.70) (1.33) (1.29) (1.66) 

VIX 
  -0.115***     

  (-6.17)     

COM  
0.252*** 

  

 
(4.92) 

  

DGDP 
3.266*** 15.506   

(4.66) (1.19)   

                                                           
15 It should be noted, however, that this result could be due to the fact that some of the control 

variables may be detracting from the significance of Europe's shadow rates. In particular, if trade 

integration variables are eliminated, the shadow rate will become statistically significant at 10%. 



OG 
    0.045***   

    (4.97)   

IG   0.045***  

  
(3.57) 

 

MPR(-1) 
    0.985***   

    (75.97)   

MPR    
1.174*** 

   
(7.33) 

PTUS * SRUS 
    0.107* 0.741* 

    (2.90) (2.16) 

PTEU * SREU 

  -0.034 0.131 

    (1.60) (0.76) 

R – Squared 0.94 0.41 0.99 0.97 

Observations 355 355 355 355 

Groups 5 5 5 5 

t statistics in parentheses.  

p<0.10,   **p<0.05,   ***p<0.01 
 

 

Source: own elaboration. 

 

 

 

 

Finally, as in the previous estimates, the unconventional monetary policies of the United 

States and Europe do not have a statistically significant effect on the interest rate dimension, neither 

monetary policy rates nor lending interest rates. The variables of trade agreements and exchange 

rate pass-through were also not statistically significant. 

 

 

 

 

 

 

 

 

 

 

 

 

 



5. Conclusions 

 
The objective of this paper was to determine the differential incidence between conventional 

and unconventional monetary policies of the United States, the Eurozone and Japan on Latin 

American financial markets, measuring its effects on financial asset prices (fixed income markets and 

equity markets) and interest rates (monetary policy rates and lending interest rates). The results 

suggest that, as expected, both conventional and unconventional monetary policies in the US and 

the Eurozone have a significant and direct incidence on Latin American fixed income markets 

(Hypothesis 1), probably due to the rebalancing of international portfolios in favor of Latin American 

financial assets and the higher global liquidity. However, the effect of unconventional monetary policy 

is quite low. In contrast, only unconventional monetary policy has a significant effect on Latin 

American equity markets, probably as a consequence of the higher relative attractiveness of Latin 

American financial assets, including shares. Conventional monetary policy does not affect the 

behavior of these markets, at least in a direct way, in contrast with hypothesis 2. 

 

Contrary to what is expected from hypotheses 3 and 4, the exchange rate pass-through level 

of the Latin American economies does not generate a differential effect on interest rate models. Thus, 

regardless of the pass-through of the economy, conventional monetary policies of the United States 

and the Eurozone have a low but significant incidence on both monetary policy rates and lending 

interest rates, while unconventional monetary policies do not have a significant effect on the interest 

rate dimension.  

 

As anticipated in hypothesis 5, US conventional and unconventional monetary policy have a 

higher incidence on Latin American financial markets than the monetary policy decisions in the 

Eurozone and Japan, probably due to the fact that United States is the most important commercial 

and financial partner of Latin America.  

 

In contrast to Hypothesis 6, the results show that free trade agreements between developed 

economies and Latin American economies do not have a statistically significant and differential impact 

on the relationship between international monetary policy and Latin American financial markets. This 

situation could be due to free trade agreements that do not necessarily reflect true commercial 

integration, and in many cases these agreements are not being fully implemented. 

 

From the robustness exercises and central estimations, it is possible to infer that conventional 

monetary policies in developed economies have a greater impact on Latin American financial markets 

than unconventional policies. This result may reflect that the markets anticipate the relatively 

temporary nature of unconventional policies and therefore do not substantially and structurally 

change their decisions, as they would in the face of changes in conventional policies. 



 

In sum, the higher integration between global markets has increased the relationships 

between financial markets, so that the behavior of the main developed economies has an impact on 

financial markets around the world. However, the macroprudential policies that have been 

implemented in Latin America, the monetary policy rules followed by central banks (de jure and de 

facto) and the greater intraregional integration have allowed Latin America the ability to reduce its 

vulnerability to external shocks, or at least those shocks of a financial nature. 

 

A future research agenda includes the incorporation into the analysis of the normalization of 

"conventional" monetary policy in the main developed economies (increases in the reference rates) 

and the so-called "tapering", which consists of gradually stopping the purchase of assets by central 

banks. Including both events, as well as the effect on Latin American financial markets of the 

announcements by the Federal Reserve, the European Central Bank and the Bank of Japan, would 

complement the conclusions obtained in this paper. 
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