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International financial integration 
has increasingly exposed capital markets 
in emerging nations to shocks that orig-
inate outside their domestic economies. 
Theoretical open-economy macro models 
propose a variety of mechanisms by which 
global financial conditions are transmit-
ted from developed to emerging markets. 
Candidate mechanisms include advanced-
economy monetary policy spillovers, the 
risk-bearing capacity of international finan-
cial intermediaries, liquidity in interna-
tional capital markets, and global exchange 
rate configurations. 

Testing the empirical validity of theo-
retical open-economy macro models using 
micro datasets is relatively new to interna-
tional finance. It is a focus of my research. 
Microeconomic data are important because 
aggregate data can mask underlying hetero-
geneity useful in testing theories about a 
range of international capital market phe-
nomena, such as the effectiveness of inter-
national risk-sharing and the welfare gains 
from international capital movements. In a 
series of papers, I use microdata to explore 
the mechanisms by which global finan-
cial conditions impact capital markets in 
emerging economies.

Capital Flows and 
International Spillovers

The massive surge of foreign capital to 
emerging markets in the aftermath of the 
global financial crisis (GFC) of 2008–09 
focused attention on the substantial spill-
over effects of developed-market mone-
tary policy for emerging market economies. 
Karlye Dilts-Stedman, Christian Lundblad, 
and I examine the effects of (unconven-
tional) US monetary policy on emerging 
market capital flows and asset prices using 
financial derivatives to identify monetary 
policy shocks.1 Our high-frequency iden-
tification strategy allows us to extract mon-
etary policy shocks and use a dataset on 
disaggregated global capital flows and posi-

tions from the US Treasury to decompose 
the quantitative impact of US emerging 
market portfolio holdings into one com-
ponent due to flows and another due to 
valuation changes. The findings shed light 
on the link between US monetary policy 
shocks, net capital flows, and emerging 
market equity and bond market returns. 
An important feature of our identification 
strategy is that the monetary shocks origi-
nate in the United States and are exogenous 
to the destination-country fundamentals.

The method allows us to disentangle 
the channels through which US mone-
tary policy shocks alter yields and risk pre-
mia in the term structure of US interest 
rates. Using traded derivatives contracts on 
Treasury futures, we decompose the inter-
est rate impacts of monetary policy shocks 
into the effect of revisions in market par-
ticipants’ expectations about the path of 
short-term interest rates, and the effect 
of changes in required risk compensation. 
Our results confirm that changes in US 
yields and risk premia significantly impact 
equity prices and bond yields in emerging 
markets via the portfolio rebalancing and 
signaling channels. 

In particular, there is a significant 
correlation between US monetary policy 
shocks, bond yields, equity prices, and 
capital flows to emerging markets. The 
quantitative easing (QE) and tapering 
phases of unconventional monetary pol-
icy in the aftermath of the GFC represent 
salient examples of the mechanisms at 
play. During the QE period, falling term 
premia affected the market for long-dura-
tion assets domestically and internation-
ally. This bears out the importance of US 
term premia for emerging market assets, 
particularly equities. Conversely, the 
taper tantrum episode of 2013 led to ris-
ing bond yields, falling equity prices, and 
significant retrenchments out of emerg-
ing market assets, increasing the cost of 
external finance. 

In contrast to previous work, extract-
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ing the magnitude of the monetary sur-
prises directly from the futures data allows 
us to quantify the impact of large versus 
small monetary policy shocks over and 
above the qualitative statements about the 
direction of impact that result from the use 
of event dummies alone. Using monetary 
surprise magnitudes, we can also directly 
estimate changes to US investor positions 
in and flows to emerging markets while 
controlling for a variety of global-push and 
destination-specific pull factors. 

To illustrate the impact on equity 
flows, Figure 1 pres-
ents the effects of a 
one standard deviation 
monetary policy shock 
in the pre-GFC, QE, 
and taper tantrum peri-
ods, respectively. Using 
the disaggregated US 
Treasury International 
Capital data, the fig-
ure decomposes the 
impact in emerging 
market positions into 
changes in flows and 
valuations. For exam-
ple, a one standard 
deviation equity shock 
in the taper period elic-
its an equity effect that, 
on average, represents 
about 11 percent of 
monthly market capi-
talization changes. Given 
the low average levels of liquidity in these 
markets, these effects are consequential. 

Debt and Distress in 
Emerging Markets

Periods of expansionary advanced-
economy monetary policy can facilitate a 
rapid buildup of leverage at firms in emerg-
ing markets, as witnessed in the aftermath 
of the GFC. Emerging market corporate 
leverage and debt levels surged during the 
period of QE and unconventional mone-
tary policy in the United States, consistent 
with a fall in the cost of external finance 
brought about in large part by foreign capital 
inflows and increased cross-border financial 
intermediation. In the decade concluding 

in 2019, credit to nonfinancial corporations 
in emerging markets more than tripled to 
$30 trillion, or 98.8 percent relative to GDP. 
Different from the past, the composition 
of credit to emerging markets shifted from 
sovereign to corporate debt. Rising shares 
of debt held by troubled firms in conjunc-
tion with the surge in leverage have led to 
growing concerns that a wave of corporate 
defaults in emerging markets could pose a 
grave risk to financial stability. Tightening 
external financial conditions on the heels of 
easy money and a corporate leverage boom 

can drive up expected default probabilities.
We know relatively little about the 

determinants of corporate debt and distress 
in emerging markets. Research in interna-
tional finance has primarily focused on the 
real and financial impacts of sovereign credit 
risk, and how external shocks that affect sov-
ereign default risk impact the macroecon-
omy. My research brings new micro evidence 
to bear on the link between global finan-
cial conditions and corporate default risk in 
emerging markets.

Laura Alfaro, Gonzalo Asis, Ugo 
Panizza, and I explore the rapid expansion of 
credit to firms in emerging markets follow-
ing the GFC.2 We document a set of styl-
ized facts about leverage and financial fra-
gility for emerging market firms. During the 

Asian financial crisis (AFC), corporate debt 
vulnerability indicators, such as Altman’s 
Z-score, provide a benchmark for compari-
son. Firm-level data show that post-GFC, 
more countries are close to or in the “vulner-
able” range of this metric, and average lever-
age for the entire emerging market sample is 
higher in the post-GFC period than during 
the AFC. There is a deterioration in many 
indicators that measure corporate solvency 
and the ability to service debt. 

Moreover, large firms appear to play an 
outsized role and disproportionately drive 

risks in emerging capi-
tal markets. In a second 
paper, we examine the 
links between the surge 
in corporate leverage 
in emerging markets, 
weakened corporate 
financial fragility indi-
cators, and firm charac-
teristics.3 We find that 
firm size plays a critical 
role in the relationship 
between leverage, firm 
fragility, and exchange 
rate movements. While 
the relationship between 
firm-leverage and dis-
tress scores varies over 
time, the relationship 
between firm size and 
corporate vulnerability 
is relatively time-invari-

ant. All else equal, large 
firms in emerging markets are more finan-
cially vulnerable and also systemically impor-
tant. Consistent with the granular origins of 
aggregate fluctuations, there is a positive and 
significant correlation between idiosyncratic 
shocks to large firms’ sales growth and GDP 
growth in our emerging markets sample. 
Relatedly, the negative impact of exchange 
rate shocks has a more acute impact on the 
sales growth of the more highly leveraged 
large firms. 

Forecasting Corporate Default 
Risk in Emerging Markets

Using a novel multicountry data-
set on corporate defaults from the 
Credit Research Initiative of the Risk 

US Monetary Policy Shocks and Flows to Emerging Market Funds

Source: A. Chari, K. Dilts Stedman, C. Lundblad, NBER Working Paper 23474

Monthly impact, decomposed as flows and valuation changes, associated 
with a one standard deviation monetary policy shock, millions of USD

-1200

-1000

-800

-600

-400

-200

0

200

400

600

800

1200

Pre-Great-Financial-Crisis Period Quantitative Easing Period Taper Tantrum Period

Valuation changes

Flows

Figure 1



14	 NBER Reporter • No. 3, September 2020

Management Institute at the National 
University of Singapore, in two papers, 
Asis, Adam Haas, and I study factors 
that drive corporate distress in emerging 
markets. Established bankruptcy models 
based on developed-market experience do 
not capture many idiosyncrasies that affect 
emerging market firm solvency, particu-
larly emerging market vulnerabilities to 
global financial conditions. We suggest 
that the extent of global exposure influ-
ences whether deteriorating international 
credit market conditions reduce emerging 
market firms’ ability to repay their debts. 
Consequently, it is not surprising that 
models developed in the US context per-
form poorly when applied to the emerging 
market firms. They may be missing perti-
nent factors that drive corporate default 
risk. 

Given the universe 
of accounting, finan-
cial market, domestic, 
and global macro vari-
ables that could poten-
tially influence emerging 
market firms’ solvency, 
selecting the most rele-
vant variables for gaug-
ing corporate resiliency 
and forecasting distress is 
a challenging task. In the 
first paper, Asis, Haas, 
and I adopt a machine-
learning approach to 
directly confront the 
issue of variable selec-
tion and show how a 
machine-learning tech-
nique, LASSO, can help 
corporate distress pre-
diction in emerging markets.4 By limiting 
the analysis to the most relevant subset 
from a much broader set of accounting, 
market, and global variables, machine 
learning can increase a model’s predictive 
power while maintaining straightforward 
interpretation. 

In terms of forecasting corporate dis-
tress, the variable selection exercise using 
machine learning suggests that models 
that include global financial conditions 
perform best in times of crisis. The omis-
sion of these variables may provide a clue 

for the underperformance of standard 
bankruptcy models that have not been 
tailored to the emerging market context. 
Models that only include accounting and 
market variables have better predictive 
power during normal times. 

The existing literature uses several 
measures of a model’s predictive power, 
mostly ranking firms by their estimated 
probabilities of default. However, stud-
ies differ in the number of firms and 
defaults, the size of the quantiles to group 
firms, and the allocation of distressed firms 
across quantiles making cross-model com-
parisons difficult. We rely on the receiver 
operating characteristics (ROC) score, 
also known as the “area under the curve” 
(AUC), that uses the cumulative fraction 
of defaults as a function of the ordered 

population of firms from most to least 
likely to fail as predicted by the model. The 
ROC curve plots the true positive rate, 
based on the number of firms that default, 
against the false positive rate, based on the 
number of firms predicted to default that 
do not, for different threshold settings. 

The extant literature on distress risk 
does not account for the exposure of 
emerging market firms to global finan-
cial shocks. This is the focus of our sec-
ond paper.5 The ROC curves in Figure 
2 illustrate the importance of global fac-

tors in the identification of distressed 
firms. They display the curves associated 
with our main specification that includes 
global variables, one that only has local 
macroeconomic variables, and one that 
includes only accounting variables. The 
benchmark model that includes global 
variables performs substantially better in 
identifying at-risk firms. Over 80 percent 
of the defaulting firms are included in 
the top 10 percent of firms when ranked 
by predicted default probability (blue 
curve). The specification that includes 
only accounting variables takes nearly 40 
percent of the sample to get to this same 
rate of identification (light gray curve).

Our findings suggest that increased 
corporate leverage can make firms more 
exposed to adverse shocks to their cash 

flows and asset val-
ues, driving up 
default probabilities. 
Tightening global 
financial conditions 
can exacerbate roll-
over and currency 
risks. In the absence 
of optimal hedging, 
exchange rate depre-
ciation can impose a 
significant strain on 
the ability of emerg-
ing-market firms to 
service foreign cur-
rency-denominated 
debts. Therefore, 
deteriorating global 
financial conditions 
can directly impact 
credit risk, elevat-
ing corporate default 

probabilities, particularly for firms with 
weak fundamentals. The data suggest 
that global financial variables, such as US 
interest rates, shifts in global liquidity, 
and foreign investor risk aversion, have 
significant predictive power for corporate 
distress risk in emerging markets. 

We also explore the asset pricing 
implications of our measure of distress 
risk. Do riskier firms command a higher 
risk premium? Prior literature using US 
data documents an inverse correlation 
between distress risk and future stock 

In-Sample Predictive Power: Receiver Operating Characteristics Curve 

Source: G. Asis, A. Chari, and A. Haas, NBER Working Paper 27213
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returns, referred to as the “distress risk 
premium puzzle.” In contrast, we find 
strong evidence of a positive distress 
risk premium in emerging market stocks. 
Future twelve-month stock returns are 
monotonically increasing in the prob-
ability of corporate default, and the pat-
tern is robust to the inclusion of a vari-
ety of standard asset pricing controls. 
The impact of a global “risk-off ” envi-
ronment on default risk is higher for 
firms whose returns are more sensitive to 
a composite global factor that measures 
external financing conditions. 

Risk-on/Risk-off 
and Tail Events 

My research on corporate default 
risk illustrates how changes in global 
financing conditions 
can affect emerging 
market firms. It is clear 
that tail events such as 
sudden stops present 
pressing challenges. 
Further, the map-
ping from global risk-
on/risk-off position-
ing to capital flows 
and returns is con-
ditional on the mea-
sure of risk used and 
the severity of the epi-
sode. Identifying the 
transmission of global 
financial conditions to 
local markets requires 
different sources of 
risk and plausible exo-
geneity with respect 
to local fundamentals. 
However, existing research has primarily 
focused on the first moment of the rele-
vant distributions of aggregated risk mea-
sures. In ongoing work, Dilts-Stedman, 
Lundblad, and I turn our attention to 
the full distribution of emerging market 
capital flows and returns. We character-
ize how extreme capital flow and returns 
realizations are tied to global risk appe-
tite (“risk-on/risk-off ” or RORO).6 

While imprecisely defined, the 
RORO terminology has come into 

pervasive use in the financial press and 
among policymakers since the GFC. We 
view RORO shocks as a reflection of the 
variation in global investor risk aversion. 
Since investors rebalance their portfo-
lios towards safe assets in the face of risk 
aversion shocks, RORO variation has 
important implications for asset price 
determination, particularly for so-called 
“risk assets.” 

We build a multifaceted RORO 
index to capture realized variation 
in global investor risk appetite. Our 
index, along with constituent subindi-
ces, exhibits significant skewness and 
fat tails. With fat tails, extreme events 
become both more probable and poten-
tially more destabilizing. As examples, 
we observe sharp risk-off movements 
during the GFC, the European debt 

crisis, the 2015 Chinese stock mar-
ket crash, the taper tantrum, and the 
COVID-19 crisis.

Figure 3 shows cumulative outflows 
from emerging market bond funds dur-
ing these widely recognized, risk-off 
events along with corresponding cumu-
lative changes in our RORO index. The 
episodes are associated with severe out-
flow realizations, highlighting the neces-
sity of modeling tail risk specifically.

Our results show that the distribu-

tional features of global investor risk 
appetite have important implications for 
capital flows and return distributions in 
emerging markets, and lead us to con-
clude that focusing only on measures of 
central tendency is incomplete. 
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