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Transmission of U.S. subprime 
crisis to emerging markets
 How has US subprime crisis transmitted to 

emerging markets?
 Until Fall 2008, widespread view that EMs 

were insulated from crisis. “Decoupled”?
Why? Widespread reforms, reserve buildup, 

sectoral balance, less fx debt
 EMs hit hard late by mid-2008: 

“Recoupling”?





Narrative: Three Phases of Crisis

 Cumulative losses in EM debt and equity 
markets similar to IC over Feb 2007 – 
March 2009, but decoupling at beginning

 Phase 1: Feb 2007 – May 19, 2008 
“Golden period” of decoupling of EM and US

 Phase 2: May 19, 2008 – Lehman Day
 Phase 3: Post-Lehman (9/15/08 – 3/31/09)



Phase 1: EM 
outperformed US by 
40%. EM currencies 
appreciated by 10% vs 
USD, accounting for 
some of the gain. EM fx 
reserve accumulation. 

Phase 2: EM index fell 
from 165 to 109, giving 
back ¾ of relative 
gains. Output still 
strong, but market 
forward looking.

Phase 3: EM financial 
panic with US following 
Lehman. Real collapse.



Phase 1: CDX EM 
(index of CDS for EM 
sovereign bonds) 
declined steadily until 
rising (with US 
investment grade over 
Treasuries) in early 
2008. Concerns of 
default emerging in 
early 2008.

EM equity strong in 
early 2008, EM CDS 
rising…

Phase 2: Recoupled- 
Rose in tandem with 
US.

Phase 3: Strongly 
coupled, financial 
panic..



Key Elements of Study 

 Transmission of US shocks to Emerging Mrkts.
 “event study” in regression context
 CDS spreads for 14 emerging markets
 “news” on US subprime crisis

 Decoupling-Recoupling?
 Review equity, CDS and exchange rates
 VAR analysis of equity market linkages between 

Mexico and US over two sub-periods



“News” and CDS Spreads
 U.S. news important in EM CDS?
 Key elements in study:

Daily CDS spreads 5yr sovereign bonds
14 EM sample geographically diverse

 5 in LA (Arg, Bra, Chile, Col, Mex)
 3 in Asia (China, S Korea, Malaysia)
 4 in Central Europe (Czech, Poland, 

Hungary)
 3 others (Russia, So. Africa, Turkey)

Jan 1, 2007 – Jan 19, 2009 (533 obs)
Event study / regression model
Big factors, common factors?



What is “News”

 Bloomberg news reports on subprime 
crisis 
Emphasis on market news

 St. Louis Fed list of key events in 
subprime crisis
Emphasis on Treasury, SEC and Fed actions

 Distill “important” news into 15 categories







Distribution of News since 2007
 Little “news” until summer 2008
 Most news in fall 2008

Daily Evolution of CDS Spreads
• Remarkably similar pattern in 14 EMs:
• Flat through 2007
• Gradual rise to fall 2008
• Sharp rise fall 2008 and increased volatility







Interpreting Regressions: How did 
News translate to CDS spreads?
 Explanatory Power

 What matters?

 What is common?

 What is economically important?









Results

 Adj R2 low .04 (Arg) to high .41 (S Korea)
 Mean of Dep variable (change in CDS)

0.34-0.35 (China and Chile) to 1.26-6.25 
(Russia and Argentina)

 Lagged dependent included; no residual 
autocorrelation apparent



Resuts (continued)

 Common Factors: Bad News
Lehman: 4 annoucements, all 14 EM hit sig., 

average effect ranging from 7bp (China) to 
over 100bp (Arg)

Write downs, housing develop., cancel TARP 
all had systematic negative effects
 WD: 14 positive, of which 10 significant
 HD: 14 positive, 7 significant
 TARP_Cancel: 13 positive, 9 significant



Summary (continued)

 Common Factors: Good News 
 Swap arrangements with EM (FSE) and 

developed countries (FSD), positive news on 
real side of US economy
 FSE: 13 lowered, 13 significant
 FSD:  13 lowered, 9 significant
 REALPLUS: lower in 13 cases,  7 significant

 Argentina usually the exception



Why didn’t the dog bark, Dr. 
Watson?
 Major policy actions taken by the 

Treasury and Fed had no systematic effect
TBS, FBS, REG
Much news attention, but didn’t transmit or 

was anticipated before annoucement



Summary: EM coupled with US 
and “News” matters…usually
 Series of write-downs, reported losses and 

downgrades of US financial institutions, 
and Lehman brought big jumps in CDS

 Positive news about US economy and 
swap agreements lowered CDS

 Dozens of Treasury and Fed programs 
didn’t move CDS spreads (deposit 
insurance coverage, Fed CP Funding 
Facilty, FDIC programs, etc.)



News matters, but what about 
decoupling-recoupling?
 More “news” in latter sample, so more 

variation
 But have linkages, or transmission of a 

given shock, changed?
 Timing of developments in EM equity, 

CDS and exchange rates…
Similar patterns across EMs!









Correlations among national equity markets indicate strong 
linkages with US, and generally stronger since fall 2008…



More on linkages…

 Mexico has strongest linkages with US
 Have they changed?
 Consider Bivariate VAR model of US-

Mexico equity market linkages
 Estimate VAR

Lag length
Granger causality
 Impulse response functions



Table 5: VAR Lag Order Selection Criteria

 Lag LogL LR FPE AIC SC HQ

0 1748.27 NA   6.90e-08 -10.81 -10.79 -10.80

1 1770.17 43.38  6.18e-08 -10.92  -10.85* -10.90

2 1778.39 16.19  6.02e-08 -10.95 -10.83 -10.90

3 1790.67 24.04   5.72e-08*  -11.00* -10.84  -10.94*

4 1792.62 3.79  5.79e-08 -10.99 -10.78 -10.90

5 1795.54 5.64  5.83e-08 -10.98 -10.72 -10.88

6 1798.09 4.89  5.88e-08 -10.97 -10.67 -10.85

7 1804.02 11.32*  5.81e-08 -10.98 -10.63 -10.84

8 1807.58 6.73  5.83e-08 -10.98 -10.58 -10.82

9 1809.24 3.14  5.92e-08 -10.97 -10.52 -10.79

10 1811.55 4.31  5.98e-08 -10.96 -10.47 -10.76

 * indicates lag order selected by the criterion. 

Endogenous variables: DLOG(SP500INDEX) and DLOG(STOCKINDX_MEXICO), Sample: 1/01/2007 to 1/19/2009, 
Included observations: 323

 LR: sequential modified LR test statistic (each test at 5% level)

 FPE: Final prediction error

 AIC: Akaike information criterion

 SC: Schwarz information criterion

 HQ: Hannan-Quinn information criterion

Model estimates as percentage change. Lag length 
tests indicate 3 lags:



Table 6: VAR Granger Causality Tests   
Excluded Chi-sq df Prob. 

a. Full Sample (1/1/07–2/19/08)    
DLOG(SP500INDEX) 10.572 3 0.014 

    
b. Early Sample (1/1/07–8/31/08)   

DLOG(SP500INDEX) 2.221 3 0.528 
    

c. Late Sample (9/1/08–2/19/09)   
DLOG(SP500INDEX) 5.767 3 0.124 

    
Dependent variable: DLOG(STOCKINDX_MEXICO)  

 

Granger causality tests indicate U.S. equity prices “cause” 
(predict) Mexican equities over full sample period, mainly in 
latter period…



Impulse responses over 3 sample 
periods: strongest response in 
latter sample period



Conclusions

 US news transmitted to EMs, as reflected 
in CDS spreads

 Market news critical, policy news is not
 Remarkably similar evolution in EM equity, 

CDS and exchange rates markets
 US Subprime crisis hit EMs in three 

phases: decoupled until 2008, progressive 
harder hit and panic after Lehman

 Evidence of both more “news” and greater 
linkage


	Transmission of the U.S. Subprime Crisis to Emerging Markets:  Evidence on the Decoupling-Recoupling Hypothesis
	Transmission of U.S. subprime crisis to emerging markets
	Slide 3
	Narrative: Three Phases of Crisis
	Slide 5
	Slide 6
	Key Elements of Study 
	“News” and CDS Spreads
	What is “News”
	Slide 10
	Slide 11
	Distribution of News since 2007
	Slide 13
	Slide 14
	Interpreting Regressions: How did News translate to CDS spreads?
	Slide 16
	Slide 17
	Slide 18
	Results
	Resuts (continued)
	Summary (continued) 
	Why didn’t the dog bark, Dr. Watson?
	Summary: EM coupled with US and “News” matters…usually
	News matters, but what about decoupling-recoupling?
	Slide 25
	Slide 26
	Slide 27
	Slide 28
	More on linkages…
	Slide 30
	Slide 31
	Slide 32
	Conclusions

