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Motivation

e Common monetary policy/uncoordinated fiscal polices
¢ Financial cycles within and across countries
» Higher synchronicity - more effective monetary and
macroprudential policies
> Lower synchronicity < financial fragmentation.
® Global financial crisis, sovereign debt crisis and financial
fragmentation
» The crises brought attention on the co-movements in the

financial sector
> Interest rate pass through (IRPT)
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Research objectives

e We analyse financial fragmentation across the euro area
member states by identifying common and country-specific
factors that are driving the dynamics of bank lending rates, the
cost of borrowing and credit volumes.

¢ |s the common European component the main driver of these
fluctuations or can we capture a country-specific dynamics? Or
are the fluctuations idiosyncratic?
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Approach

® We implement a two-level multi country model to disentangle
between the common European and the country-specific
factors.

¢ Following Del Negro and Otrok (2008) we incorporate
time-varying factor loadings and stochastic volatility.

® \We make a distinction between "stressed” and "non-stressed”
countries (Altavilla et al, forthcoming).
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Related Literature

Financial Cycles

* Eickmeier et al (2009): "Macroeconomic Fluctuations and
Bank Lending: Evidence for Germany and the Euro Area”

® Rey (2013, 2016): Global Financial Cycles

¢ ECB Ocassional Paper Series (2013, 2018): Investigate the
effects of financial (cycles) shocks among the EU.

® Breitung and Eickmeier (2015): "Analyzing Business and
Financial Cycles Using Multi-Level Factor Models".

* Aldasoro et al (2020): Global and domestic financial cycles.
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Related Literature

Interest rate pass-through

e Cicarelli et al. (2013): Study the IRPT breakdown and
financial fragmentation across the Euro Area.

* Blagov et al. (2015): Identify country-specific effects that led
to the breakdown of IRPT.

Methodology
* Kose et al (2003): Multi-level dynamic factor model.

¢ Del Negro and Otrok (2008): DFM with time-varying factor
loadings and stochastic volatility.

® Mumtaz and Surico (2012): Inflation dynamics.
® Musso and Mumtaz (2019): Global, region and country-specific
uncertainty. rwi
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Methodology

Two-level dynamic factor model with time-variation in the factor
loadings and stochastic volatility

vie = B Ff + BEFS + ei (1)
P
FE=ag + Y ppeFep+ o\ hEet (2)
p=0
P
Ftc = O‘E + Z Pgt"'—f_p + htcetc (3)
p=0
M
et = Y Pimeit—m + \/ hi€i (4)
m=1

E denotes the common European component and € the

country-specific component.
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Model Visualisation: Data

- Industrial production - Short term rates - Credits up to 1 Million | - HICP - Outlook surveys
- Unemployment - Long term rates - Credits above 1 Million - PPI - Inflation expectations

- Imports/Exports - Deposit rates - Real Exchange rate




Model Visualisation: First level
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Model Visualisation: Second level
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Data Set

® Monthly data starting in January 2003 until December 2020.

e Seven EU countries: Germany, France, Ireland, Italy,
Netherlands, Portugal and Spain.

e Balanced panel of 30 macroeconomic and financial variables.

® Monetary and Financial Institutions (MFI) data set for lending
rates and credit volumes.

® Harmonized Composite cost-of-borrowing indicators are based
on MFI interest rate statistics (four categories).

e ECB, MFI Interest Rates, Non-Financial Corporations: short

(below five years) and long (above)
irwi
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Estimated factors
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Methodology

e We focus on using these factors to explain co-movements in
the data.

® var(yir) = (B,§)2var(FtC) + (B,-’f)zvar(FtE) + var(ejt)

® Relative contribution coming from common-European
component or country-specific component.

® Model is estimated using Bayesian methods.
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Variance Decomposition
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Figure 1: Red line: common European component. Blue line: country-specific component
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Average contribution common component:
interest rates

Variance Decomposition: Interes Rates, common component
T T T T

T ——Composite cbst of borrrowing: sHort term
——Composite cost of borrrowing: long term
07 ~— Composite cost of borrrowing: households|

. ——House Purchase
—— Deposits
~— NFC Short Term
<—NFG Long Term

0.6

0.5

0.4

0.3

0.2~ 3

I I I I I
2006 2008 2010 2012 2014 2016 2018 2020

Arce-Alfaro, Blagov (RGSE, UDE, RWI)



Average contribution common component:
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Conclusions

¢ We find heterogeneity among the EU countries in the cost of
borrowing varibles coming from the relative importance of the
common factor (financial fragmentation).

® The relative importance of the common factor has decreased in
recent years.

® There continues to be clear distinction in between the countries
that were under stress during the sovereign debt crisis and the
central European countries.
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