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Introduction

As is well-documented by now, developing countieve traditionally pursued procyclical
fiscal policy? In other words, governments have tended to foleoypansionary fiscal policy
during booms and contractionary fiscal policy iessions, thus exacerbating the underlying

business cycle (the so-called “when it rains, iingd phenomenon).

Figure 1 illustrates procyclical fiscal policy ohet spending side, by plotting the cyclical
components of government spending and real GDP4ocountries during the period 1960 to
20097 Black bars denote industrial countries while lipats indicate developing countries. The
visual impression is quite striking: while an ovéeiming majority of light bars lie on the right
side of the picture, indicating a positive corriglator procyclical government spending in
developing countries, a majority of black bars &ie the left side, indicating a negative
correlation or countercyclical government spendinmdustrial countrie§.Explanations for this

puzzling behavior of fiscal policy in developing urdries range from imperfect access to
international capital markets (Gavin and Perotfi97; Riascos and Vegh, 2003) to political
pressures for additional spending in good timesv(Tand Vegh, 2005; Alesina and Tabellini,

1990; lltezki 2011).

Over the last decade, however, many emerging desnlrave managed to escape the fiscal
procyclicality trap and actually become countericyd| (see Frankel, Vegh, and Vuletin, 2011).

To illustrate this “graduation” phenomenon, Fig@reepeats Figure 1 for the period 1960-1999,

2 See Kaminsky, Reinhart, and Vegh (2004) and tfererces therein.

% Real government expenditure is defined as cegtnaérnment expenditure and net lending deflatethbyGDP
deflator.

* The same is true on the taxation side. As showeigh and Vuletin (2012), tax rate policy tend$éoprocyclical
in developing countries and acyclical in industdauntries.



while Figure 3 focuses on the decade 2000-2009leNFigure 2 essentially conveys the same
message as Figure 1, Figure 3 shows an obviousdghight bars from the right side of the
picture to the left. In fact, about a third of depng countries have graduated. Frankel, Vegh,
and Vuletin (2011) trace this dramatic shift inipglto improvements in institutional quality,
which are reflected in better fiscal institutionglgpolicy rules that require the fiscal authority t
meet a certain target for the cyclically-adjusteanpry balance (Frankel 2011). This ensures

that countries will save in good times and hencalile to dissave in bad times.

While a great deal of attention has been paid ecctftlical properties of fiscal policy, relatively
little attention has been devoted to monetary polic particular, there has been no attempt, as
far as we know, to examine whether the graduatienpmenon alluded to above is also present
for monetary policy. Our aim in this paper is thagi) document the extent of monetary policy
procyclicality in developing countries relative itedustrial countries and (ii) assess how many
countries have graduated, if any, over the lasadec In fact, we will show that 40 percent of
developing countries in our sample have, on avenagessued procyclical monetary policy over
the last 50 years. In sharp contrast, every simglastrial country has followed countercyclical
monetary policy over the same period. Over the destade, however, around 35 percent of

developing countries have graduated.

We trace this graduation from monetary policy paicglity to the fact that many emerging
markets have overcome what we call the “fear o fedling.” In the past — and this is still true,
of course, of many developing countries — the d=atien of the domestic currency during bad

times (typically characterized by large capital flawés) would force policymakers to raise



interest rates to defend the currency. The fear(isashat a rapidly depreciating currency would
plunge the economy into a deeper crisis by encingagrther capital outflows and leading to
widespread bankruptcy of firms indebted in dollamis. The need to raise interest rates to
defend the currency would preclude the possibibfyusing monetary policy to spur the
economy, as in industrial countries. As many eimgrgnarkets have matured — by undertaking
market-friendly reforms and pursuing sounder mamvaoemic management — this fear of free
falling has subsided, or disappear altogether, #lasving policymakers to free policy rates for

countercyclical purposes.

The paper proceeds as follows. We first documeashift in the cyclical behavior of monetary
policy over the last decade in the developing woNde then show empirically how this
graduation process is tightly linked to developaoyintries overcoming the fear of free falling.

Final thoughts close the paper.

Graduating class

This section documents the shift in the cyclibahavior of monetary policy over the last
decade in the developing world. To set the st&igure 4 plots the cyclical component of
short-term interest rates and real GDP for 68 atesifor the period 1960-2009.As can be
seen, every single dark bar lies on the left sifiehe figure, indicating that all industrial
countries have pursued, on average, countercychoaletary policy (i.e., higher interest rates in

good times). In contrast, 40 percent of light b@sveloping countries) lie on the right side,

® We take short-term interest rates as a proxyHerstance of monetary policy. In some cases, we Hata for
overnight interbank interest rates, such as thef¢éunds rate in the United States. In mosts;dsmvever, we
rely on discount rates due to their longer avdlitgbi Conceptually, any standard open economy rhaité
imperfect asset substitution would allow monetartharities to use the interest rate as a policirimsent (see, for
instance, Calvo and Vegh, 1995, and Flood and d&&005)



indicating procyclical monetary policy (i.e., lowenterest rates in good times). In fact, the
average correlation for developing countries issOp@grcent, compared to 0.41 for industrial

countries.

How is monetary policy cyclicality related to fisgmolicy cyclicality? Not surprisingly, Figure 5

shows that fiscal and monetary policy cyclicalitg atrongly related. All countries pursuing
procyclical monetary policy (i.e., Corr(cycle i,adg RGDP) < 0) have also followed procyclical
fiscal policy (i.e., Corr(cycle RG, cycle RGDP) ¥. Moreover, countries that tend to be more
countercyclical in monetary policy are also lesscgclical when it comes to fiscal policy. Given
the close relation between the cyclicality of mamngtand fiscal policy — and based on the
findings in Frankel, Vegh, Vuletin (2011) regardifigcal policy graduation — we would expect

many developing countries to have also graduated fnonetary policy procyclicality.

To address the issue of monetary policy graduatindivide the 1960-2009 sample used in
Figure 4 into two sub-samples: 1960-1999 and 2B 2Figure 6 replicates Figure 4 for the
period 1960-1999 and conveys essentially the samssage. Figure 7, on the other hand,
focuses on the period 2000-2009. Once again, thealimage conveyed by Figure 7 is striking
when compared to Figure 6. Specifically, the nundfdight bars on the left-side of the picture

(i.e., positive correlations) has greatly increagewund 77 percent of developing countries (36
out of 47) now show countercyclical monetary palicp from 49 percent (23 out of 47) in

Figure 6. Moreover, the average correlation betwd® cyclical components of short-term

interest rates and real GDP in developing counhé&ssincreased from -0.02 for the period 1960-



1999 (indicating acyclical monetary policy on ayggato 0.28 since the year 2000 (indicating

countercyclical monetary policy).

To illustrate the issue of monetary graduation nimedly, Figure 8 presents a scatter plot with
the 1960-1999 correlation on the horizontal axid #re 2000-2009 correlation on the vertical
axis. By dividing the scatter plot into four quadhs along the zero axes, we can classify
countries into four categories:

1. Established graduates (top-right): These are countries that have alwasen countercyclical.
Not surprisingly, all industrial countries belorgythis category. About 38 percent of developing
countries (18 out of 47) also fall into this categancluding Colombia and Korea.

2. Still in school (bottom-left): These are countries that have cuid to behave procyclically
over the last decade. These are all, of courseeld@gwg countries, including Costa Rica,
Gambia, and Uruguay. Interestingly, this categeqyresents a fairly small set of all developing
countries (about 13 percent, or 6 out of 47).

3. Back to school (bottom-right): These are countries that were tenayclical during the 1960-
1999 period and turned procyclical over the lastade. This small group of countries includes
Brazil, China, and Morocco. It is worth noting thédken together, the “back to school” and
“still in school” categories represent less thanp2scent of all developing countries (11 out of
47).

4. Recent graduates (top-left): These are countries that used to becymlical and became
countercyclical over the last decade. They ardalkloping countries (18 out of 47) and include

Chile and Mexico.)



In sum, the evidence suggests that more than d diithe developing world (18 out of 47
countries) has recently "graduated” from monetatycp procyclicality. As a result, about 77
percent (36 out of 47) of developing countries héwed countercyclical monetary policy

over the last decade.

Graduation and " fear of freefalling.”

What explains the ability of some developing coestto escape the procyclical monetary policy
trap? While there is no doubt that many factorseamo play, we believe that a critical channel
is the following. In emerging economies, recessiare often associated with capital outflows
(and, in fact, are sometimes caused by suddensasesf capital inflows, the so-called “sudden
stops” phenomenon; see Calvo, 1998). This capitloov triggers a steep depreciation of the
domestic currency, which forces the Central Bankatse interest rates to defend the curréhcy.
We refer to this monetary policy reaction as "fetfree falling" FFF) and we measure it by
computing the correlation between the cyclical comgnt of the short-term interest rate and the
rate of depreciation of the exchange rat8pecifically, a positive correlation indicatesittthe

short-term policy rate increases when the domestitency is depreciating, indicating the

® The need to defend the domestic currency in lmeiis best exemplified by IMF advice during th@ 7 %sian
crisis. To quote Stanley Fischer (at the time,Rinst Deputy Managing Director), “[i]n weighing ghguestion of
whether programs were too tough], it is importantecall that when they approached the IMF, therres of
Thailand and Korea were perilously low, and theolmesian rupiah was excessively depreciated. Thadjrst
order of business was, and still is, to restordidence in the currency. To achieve this, counthiage to make it
more attractive to hold domestic currency, whichtuirn, requires increasing interest rates tempyprawven if
higher interest costs complicate the situation edkvbanks and corporations. This is a key lessonedfequila
crisis in Latin America 1994-95, as well as frore thore recent experience of Brazil, the Czech Riepwong
Kong and Russia, all of which have fended off &seaen their currencies in recent months with a ynaad
forceful tightening of interest rates along wittet supporting policy measures. Once confidencesi®red,
interest rates can return to more normal levels.”

" We borrow the expression “free falling,” of courfem Reinhart and Rogoff ‘s (2004) well-known baage rate
regime classification.



presence of FFE. On the contrary, a zero correlation (or no FREJgests that the monetary
authority does not systematically respond to exghaate movements. While a standard Taylor
rule would call for a lower interest rate duringcessions, the presence of FFF forces
policymakers to raise interest rates to defend dheency’ Indeed, Figure 9 shows that
monetary policy is procyclical for high levels offF and becomes more countercyclical as FFF

diminishes.

As we might expect, FFF is closely related to otbemmon criteria used to ascertain the
soundness of government policy, such as institatiogquality. We construct an index of
institutional quality (IQ) by calculating the avgm of four normalized variables from the
International Country Risk Guide dataset:

- Investment profile: Factors affecting investmergkrithat are not covered by other
political, economic, and financial risk componeritge risk rating assigned is the sum of
three subcomponents: contract viability/expropomtiprofits repatriation, and payment
delays.

- Corruption: Measures corruption within the poltisystem.

. Law and order: Assesses the strength and impé#yt@lithe legal system and the popular
observance of the law.

- Bureaucratic quality: Assesses the ability and digeeto govern without drastic changes

in policy or interruptions in government services.

8 Of course, if interest parity held in practicer seasure of FFF would be meaningless becauselitvedways be
positive by construction (assuming variations iefinational interest rates are not significantut, Bmpirically, it
is well-known that interest parity does not holdrtigularly in the short run (see, among othersshWin, 1984;
Frankel, 1991; Chinn and Guy Meredith, 2004; Akr&ime and Sarno, 2008; and Burnside, Eichenbaum,
Kleshchelski, and Rebelo, 2010). In addition,rfamre than 90 percent of the countries, we useidw®dnt rate,
rather than a short-term or market interest rate.

° See Hnatkovska, Lahiri, and Vegh (2008) for a farmodel of interest rate defense of the domesiiceacy in
small open economies.



The 1Q index ranges from O (lowest institutionalalbity) to 1 (highest institutional quality).
Figure 10 shows that higher (lower) IQ is assodiatéh lower (higher) FFF. Moreover, Figure
11 shows that in developing countries FFF dimirssloeer time as countercyclicality of

monetary policies increases.

Although it is tempting to think of capital fligrand FFF as chronic scourges in developing
countries, they can change over time. Figure 12iges some examples of the within-country
relation between FFF and cyclicality of monetaryigyoby plotting, for three different countries,
the 20 or 15 year rolling window associated cotietes. Panel A shows the case of the United
Kingdom, an "established graduate". FFF levels hbeen consistently around zero and
monetary policy has always been countercyclicalth&t other extreme, Panel B shows the case
of Uruguay, a "still in school" country. FFF levellmve ranged between 0.4 and 0.9 and
monetary policy has been consistently procycli€anel C shows the case of Chile, a "recent
graduate”. Remarkably, the FFF decreased from sailose to 0.9 in the early 1980s to about
zero in the late 2000s. In line with our argumentsnetary policy shifted from being strongly

procyclical - with values close to Uruguay's - tmntercyclical.

Graduation and " fear of freefalling.” Regression analysis
This section uses panel data regressions to expitvithin-country variability as opposed to
the cross section analysis underlying Figure 9stFwe estimate expanded Taylor rules for

developing countries (Corbo, 2000; Moron and Wirkel 2005):

iy =a+ B0y +o0m + AL +1, + 4, (1)



whereis, y:, 7z;, ande; are the cyclical components of the short-termresterate, real GDP,

inflation, and exchange rate depreciation, respelgti In addition, we will interact FFF with the
output cycle to evaluate whether the FFF alterswthg in which monetary policy responds to

business cycle fluctuatior8. Specifically, we estimate:

iy =a+ B0y +olr + A L& +y|:(FFFit X yii)+¢)|:FFFit M/ T (2)

In line with our findings from Figure 9, we expegtto be negative. This would confirm that

interest rates respond more countercyclicaly asdifinishes.

Table 1 shows all panel country-fixed-effects regrens. Columns 1, 2, and 3 estimate the
effect of each regressor in regression (1) onetati@ Panel A shows the results for all

countries in the sample, which support Taylor rutheglications. In particular, Column 1 shows

that, during good (bad) times interest rate in@eggecreases), indicating that monetary policy
is countercyclical. Columns 2 and 3 support theomothat the interest rate is positively related

to inflation and depreciation shocks.

In line with our earlier correlation-based analysmonetary policy is countercyclical in
industrial economies (Panel B, column 1) and setamise acyclical in developing countries
(Panel C, column 1). These results continue to heltkn we include macroeconomic

determinants of interest rate policy two-at-a-tionell together (Columns 4 to 7).

9 FFF is constructed using the 10-year rolling windmrrelation between the cyclical component ofghert-term
interest rate and the rate of depreciation of stuhange rate.
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Columns 8 to 10 estimate different versions of @sgion (2); column 8 excludes, column 9

leaves 7z; off, and column 10 includes all regressors. Incabes, the interaction terghas a

negative sign, as expected. However, it is noissizdlly significant for industrial countries;
supporting the idea that FFF is not an importastiesin those cases. In sharp contrast, FFF
appears to be critical for developing countrieststFthe interaction term between FFF and real
GDP cycle is negative, which gives empirical supporthe arguments laid out in the previous
section. Second, including FFF makes it possibletover the Taylor rule prediction between
monetary policy and business cycle. Indeed, as showranel C, columns 8, 9, and 10, once

FFF is included, the coefficient on RGDP cycle bmes positive.

We thus conclude from the empirical analysis théien FFF is not an issue, monetary policy is
countercyclical because the traditional monetarjcpaeaction dominates. However, as FFF
increases, policymakers’ concerns regarding sheppegiations during recessions become more
relevant. Eventually, for high levels of FFF, thew suggested channel dominates the traditional

one and monetary policy becomes procyclical.

Conclusions

We have documented the fact that, over the lasad#ecmore than a third of developing

countries have graduated from monetary policy pelicglity and become countercyclical. We

have argued that a critical factor in achieving important policy shift has been overcoming the
fear of free falling; that is, the need to defendyaidly depreciating currency in bad times. This

frees the policy rate for countercyclical purposes.
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Appendix 1. Definition of variables and sour ces

Gross Domestic Product
World Economic Outlook (WEO-IMF) and Internatiori@iinancial Statistics (IFS-IMF) were the main data
sources. Series NGDP (gross domestic product, upréeces) for WEO and 99B for IFS-IMF. For Azetjaai,
Bahrain, Kuwait, Libya, Qatar, and United Arab Eatérs data were provided by Middle East Departmietttea
IMF. Data period covers 1960-2009.

GDP deflator
World Economic Outlook (WEO-IMF) and Internation@iinancial Statistics (IFS-IMF) were the main data
sources. Series NGDP_D (gross domestic productitdefl for WEO-IMF and 99BIP for IFS-IMF. For
Azerbaijan, Bahrain, Kuwait, Libya, Qatar, and l@ditArab Emirates data were provided by Middle East
Department at the IMF. Data period covers 1960-2009

Consumer priceindex
World Economic Outlook (WEO-IMF) and Internatiori@iinancial Statistics (IFS-IMF) were the main data
sources. Series PCPI (consumer price index) for VWM@P and 64 for IFS-IMF. For Azerbaijan and Kuwait
data were taken from Global Financial Data (GFD3teDperiod covers 1960-2009.

Short-term interest rate
Global financial data was the main data source.tfk®rfollowing countries, the short-term interesterused is
the discount window interest rate: Algeria, Argeati Austria, Bangladesh, Barbados, Belgium, Balivia
Botswana, Brazil, Bulgaria, Canada, Chile, ChinaJo@bia, Costa Rica, Cyprus, Czech Rep., Denmark,
Egypt, Fiji, Finland, France, Gambia, Germany, Gha@reece, India, Ireland, Israel, Italy, Japamddio,
Kenya, Korea, Kuwait, Malaysia, Mauritius, Mexiddprocco, Nepal, Netherlands, Nigeria, Norway, Ptakis
Paraguay, Peru, Philippines, Portugal, Rwanda, iSédtica, Spain, Sri Lanka, Swaziland, Switzerland,
Tanzania, Trinidad and Tobago, Tunisia, Turkey, tfza United States, Uruguay, Venezuela, and Zarfbia.
Australia we used the Australia Reserve Bank oghiincash rate. For New Zealand we used the Newarddal
Reserve Bank official cash rate. For Sweden we tlse@weden Riksbank repo rate. For Thailand wd thee
discount window as well as the repo rate. For thédd Kingdom we used the Bank of England baseitgnd
rate. Data period covers 1960-2009.

Official exchangerate
World Economic Outlook (WEO-IMF) was the main daaurce. Series ENDA (exchange rate, national
currency per U.S. Dollar). For the United Statesuse the Dollar per Euro exchange rate. Data peivers
1960-2009.

Institutional quality
International Country Risk Guide (ICRG) was thersewf data. Institutional quality is a normalizadex that
ranges between 0 (lowest institutional quality) Anghighest institutional quality). The index wadaulated by
the authors as the average of four componentsstimeant profile, corruption, law and order, bureaagr
quality. Data period covers 1984-2008.
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Appendix 2. Countriesin the sample

TABLE 1A

Countriesin thetax sample

Industrial countries (21)

Developing countries (47)

Australia
Austria
Belgium
Canada
Denmark
Finland
France
Germany
Greece
Ireland

Italy

Japan
Netherlands
New Zealand
Norway
Portugal
Spain
Sweden
Switzerland
United Kingdom
United States

Algeria
Argentina
Bangladesh
Barbados
Bolivia
Botswana
Brazil
Bulgaria
Chile
China
Colombia
Costa Rica
Cyprus

Czech Rep.

Egypt
Fiji
Gambia
Ghana
India
Israel
Jordan
Kenya
Korea

Kuwait
Malaysia
Mauritius
Mexico
Morocco
Nepal
Nigeria
Pakistan
Paraguay
Peru
Philippines
Rwanda
South Africa
Sri Lanka
Swaziland
Tanzania
Thailand
Trinidad and Tobago
Tunisia
Turkey
Uganda
Uruguay
Venezuela
Zambia

Notes: Total number of countries is 68.
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Appendix 3. Data on cyclicality of monetary policy, fear of freefalling, and institutional
quality

Country correlation between the

. Fear of Institutional
cyclical components of the central free falling quality
bank interest rate and real GDP
Country Graduating Average Average Average Average Average
class 1960-2009 1960-1999 2000-2009  1960-2009 1984-2008

Algeria SS -0.08 -0.07 -0.13 0.35 0.46
Argentina EG 0.23 0.05 0.61 -0.05 0.54
Bangladesh EG 0.09 0.01 0.55 0.22 0.31
Bolivia RG 0.10 -0.08 0.62 0.04 0.38
Botswana RG 0.01 -0.18 0.86 0.11 0.66
Brazil BS 0.11 0.14 -0.09 0.45 0.54
Bulgaria EG -0.05 0.04 0.29 -0.07 0.61
Chile RG -0.25 -0.46 0.81 0.56 0.66
China BS 0.14 0.28 -0.41 0.07 0.56
Colombia EG 0.53 0.42 0.77 -0.14 0.46
Costa Rica SS -0.20 -0.16 -0.43 -0.01 0.61
Cyprus EG 0.03 0.02 0.30 -0.11 0.76
Czech Rep. EG 0.52 0.29 0.74 -0.04 0.74
Egypt RG -0.01 -0.08 0.39 0.32 0.48
Fiji BS 0.02 0.07 -0.43 0.04

Gambia SS -0.25 -0.32 -0.37 0.23 0.54
Ghana EG 0.14 0.14 0.35 0.27 0.47
India RG -0.24 -0.31 0.53 0.07 0.57
Israel RG -0.14 -0.23 0.00 0.54 0.72
Jordan RG 0.02 -0.18 0.64 0.16 0.56
Kenya RG -0.11 -0.12 0.01 0.81 0.52
Korea EG 0.28 0.24 0.59 -0.03 0.65
Kuwait RG 0.05 -0.17 0.58 0.17 0.57
Malaysia EG 0.40 0.37 0.52 0.16 0.63
Mauritius RG -0.07 -0.12 0.01 0.11

Mexico RG -0.18 -0.43 0.59 0.56 0.54
Morocco BS 0.16 0.21 -0.24 0.36 0.58
Nepal EG 0.13 0.13 0.17 0.11

Nigeria SS -0.02 -0.01 -0.15 0.24 0.34
Pakistan EG 0.29 0.22 0.44 0.05 0.42
Paraguay EG 0.11 0.23 0.14 -0.03 0.38
Peru EG 0.13 0.11 0.62 0.11 0.43
Philippines EG 0.13 0.04 0.57 0.51 0.44
Rwanda SS -0.02 -0.01 -0.30 0.30

South Africa EG 0.36 0.28 0.75 0.21 0.62
Sri Lanka EG 0.30 0.02 0.79 0.49 0.48
Swaziland BS 0.13 0.18 -0.70 0.23

Tanzania RG -0.03 -0.11 0.52 0.15 0.47
Thailand EG 0.13 0.02 0.43 0.10 0.58
Trinidad and Tobago RG 0.07 -0.23 0.40 -0.01 0.58
Tunisia RG -0.05 -0.09 0.24 -0.16 0.55
Turkey RG -0.12 -0.26 0.15 0.55 0.54
Uganda RG 0.01 -0.04 0.28 0.17 0.42
Uruguay SS -0.29 -0.57 -0.36 0.37 0.50
Venezuela RG -0.19 -0.36 0.28 0.65 0.44
Zambia EG 0.09 0.09 0.66 0.39 0.43

Notes: The abbreviations EG, SS, RG, and BS stamnesstablished graduate, still in school, receatigate, and back to school graduating classes,
respectively.

16



Figure 1. Country correlations between the cyclical components

of the real government spending and real GDP. 1960-2009
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Notes: Dark bars are industrial countries and laigs are developing countries. The cyclical coraptsihave been estimated using the Hodrick-Prescott

filter. A positive (negative) correlation indicatesocyclical (countercyclical) fiscal policy. Soerd-rankel, Vegh, and Vuletin (2011).

Figure 2. Country correlations between the cyclical components

of the real government spending and real GDP. 1960-1999
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Notes: Dark bars are industrial countries and ligigs are developing countries. The cyclical coraptsihave been estimated using the Hodrick-
Prescott filter. A positive (negative) correlatimlicates procyclical (countercyclical) fiscal poli Source: Frankel, Vegh, and Vuletin (2011).
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Figure 3. Country correlations between the cyclical components

of the real government spending and real GDP. 2000-2009
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Notes: Dark bars are industrial countries and ligigs are developing countries. The cyclical coraptsahave been estimated using the Hodrick-

Prescott filter. A positive (negative) correlatimalicates procyclical (countercyclical) fiscal poli Source: Frankel

Vegh, and Vuletin (2011).

Figure 4. Country correations between the cyclical components

of short-term interest rate and real GDP. 1960-2009
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Notes: Dark bars are industrial countries and ligitgs are developing countries. The cyclical coreptnhave been estimated using the Hodrick-
Prescott filter. A positive (negative) correlatimalicates countercyclical (procyclical) monetaryigp Sample of 68 industrial and developing

countriesSource: World Economic Outlook (IMF), Internatiofahancial Statistics (IMF), and Global FinanciatB.
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Figure5. Cyclicality of fiscal policy vs. cyclicality of monetary policy. 1960-2009
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source: Frankel, Vegh, and Vuletin (2011). Corr(eyccycle RGDP) measures country correlationsvben the cyclical components of short-term
interest rate and real GDP. A positive (negative)r@ycle RG, cycle RGDP) indicates procyclicalyotercyclical) fiscal policy. A positive
(negative) Corr(cycle i, cycle RGDP) indicates ceucyclical (procyclical) monetary policgource: World Economic Outlook (IMF),
International Financial Statistics (IMF), and GlbBaancial Data.

Figure 6. Country correlations between the cyclical components
of short-term interest rateand real GDP. 1960-1999
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Notes: Dark bars are industrial countries and litgs are developing countries. The cyclical coreptsmhave been estimated using the Hodrick-
Prescott filter. A positive (negative) correlatimalicates countercyclical (procyclical) monetaryigy Sample of 68 industrial and developing
countriesSource: World Economic Outlook (IMF), Internatiorfahancial Statistics (IMF), and Global FinanciatB.

19



Figure 7. Country correlations between the cyclical components
of short-term interest rate and real GDP. 2000-2009
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Notes: Dark bars are industrial countries and l@fgs are developing countries. The cyclical coraptshave been estimated using the Hodrick-
Prescott filter. A positive (negative) correlatiolicates countercyclical (procyclical) monetaryigy Sample of 56 industrial and developing
countries Source: World Economic Outlook (IMF), Internatiofhancial Statistics (IMF), and Global FinanciatB.
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Figure 8. Country correlations between the cyclical components of short-term
interest rate and real GDP. 1960-1999 vs. 2000-2009
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Figure 9. Country correlations between the cyclical components of short-term interest
rateand real GDP vs. fear of freefalling. 1960-2009
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Notes: Sample of 66 industrial and developing coestSource: World Economic Outlook (IMF), Internatior@hancial Statistics (IMF),
and Global Financial Data.
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Figure 10. Fear of freefalling (1960-2009) vs. institutional quality (1984-2008)
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Notes: Sample of 64 industrial and developing coestSource: World Economic Outlook (IMF) and InternaidCountry Risk Guide
(ICRG)

Figure 11. Average country correlations between the cyclical components of short-term
interest rateand real GDP vs. fear of freefalling. Developing countries.
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Financial Data.
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Figure 12. Graduation examples. Country correlations between the cyclical components
of short-term interest rateand real GDP vs. fear of freefalling.
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TABLE 1

Pane regressions. Dependent variable isthe cyclical component of short-term interest rate

Pand A. All countries

() ) (©)] 4 (5) (6) M (8 C) (10)
RGDP cycle 0.48*** 0.47%*  0.49%* 0.47%*  1.63**  1.63**  1.66™*
[2.8] [2.7] [2.8] [2.7] [5.6] [5.5] [5.6]
Inflation cycle 0.04%** 0.04%** 0.04**  0.04**  0.04** 0 .04%
[6.4] [6.3] [6.2] [6.1] [5.2] [5.0]
Exchange rate depreciation cycle 0.41* 0.42* 0.29* 3@ 0.42* 0.33*
[2.3] [2.4] 1.7 [1.7] [2.2] (18]
RGDP cycle * Fear of free falling -3.01%¥*  -3.02%*  -3.05***
[-4.0] [-4.0] [-4.1]
Number of observations 2732 2718 2769 2681 2705 2702 2669 037 2 2037 2037
Number of countries 68 68 68 68 68 68 68 67 67 67
Panel B. Industrial countries
() ) (©)] 4 (5) (6) ™ (8 C) (10)
RGDP cycle 5.38%** 5.37%* 5.67%* 5.59%** 5.73%* 6.01%* * 5.92%*
[12.3] [12.0] [12.8] [12.4] [11.1] [11.7] [11.4]
Inflation cycle 0.03*** 0.01 0.03*** 0.01 0.01 0.01
[2.9] [1.6] [2.9] [1.5] [1.2] [1.2]
Exchange rate depreciation cycle 12.20 25.51%* 12.55 5.8@** 26.60***  26.37*
[1.5] [3.3] [1.5] [3.3] [3.1] [3.1]
RGDP cycle * Fear of free falling -1.76 -2.06 -2.12
[-1.3] [-1.5] [-1.5]
Number of observations 874 878 893 858 856 871 851 705 705 5 70
Number of countries 21 21 21 21 21 21 21 21 21 21
Panel C. Developing countries
() ) (©)] 4 (5) (6) ™ (8 C) (10)
RGDP cycle 0.13 0.13 0.14 0.14 0.95%** 0.89* 0.98***
[0.6] [0.7] [0.7] [0.7] [2.6] (2.4] [2.7]
Inflation cycle 0.05%** 0.05%** 0.04**  0.04**  0.04** 0 .04%
[5.6] [5.5] [5.4] [5.3] [4.4] [4.2]
Exchange rate depreciation cycle 0.40** 0.41* 0.28 8.2 0.39* 0.29
[2.1] [2.1] [1.4] [1.4] [1.9] [1.4]
RGDP cycle * Fear of free falling -2.26** -2.22% -2.30**
[-2.4] [-24] [-2.5]
Number of observations 1858 1840 1876 1823 1849 1831 1818 3321 1332 1332
Number of countries 47 47 47 47 47 47 47 46 46 46

Notes: Estimations are performed using countryefieéfects. t-statistics are

in square brackets s&or and Fear of free falling terms are not regabrt, ** and ***

indicate statistically significant at the 10%, 5%d % levels, respectively. Fear of free fallingdmstructed using the 10-year rolling window clatien between the

percentage change in short-term interest rate ectthege rate depreciation.
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