Systemic Risk, Aggregate Demand, and Commodity
Prices

Working Paper No. 897 Keep in mind

The series Working Papers on Economics is published by the Office for Economic Studies at the Banco de la
Republica (Central Bank of Colombia). It contributes to the dissemination and promotion of the work by
researchers from the institution. This seriesisindexed at Research Papers in Economics (RePEC).

On multiple occasions, these works have been the result of collaborative work with individuals from other
national or international institutions. The works published are provisional, and their authors are fully responsible
for the opinions expressed in them, as well as for possible mistakes. The opinions expressed herein are those of
the authors and do not necessarily reflect the views of Banco de la Republica or its Board of Directors.

AUTHOR OR EDITOR Javier G. Gomez Dominique Guillaume Kadir Tanyeri AUTHORS AND/OR
EDITORS Gomez-Pineda, Javier Dominique Guillaume Kadir Tanyeri

The paper presents a global model for analysis and projections. The model features a handful of elements that
make it suitable for analyzing three broad sets of topics; first, systemic risk and its transmission to country risk
premiums; second, the transmission from country risk premiums to demand-related variables such as the output
gap, the trade balance, and unemployment; and third, the transmission from commodity prices to country
inflation. The model incorporates one systemic risk channel and two foreign channels, specifically, aforeign
aggregate demand channel and a foreign exchange rate channel. The model is estimated with Bayesian methods.
In addition, the effect of risk on aggregate demand is calibrated with the aid of aVVAR. Among the results are
that the episodes of surgesin systemic risk identified in the paper were transmitted to country risk premiums and
aggregate demand--related variables; that the effect of systemic risk shocks on world economic activity islarge,
and that the busts in the world output gap correspond with the major financial events identified by the estimated
time series for the unobserved systemic risk. In addition, systemic risk shocks are important drivers of output
gaps while country risk premium shocks can have important effects on the trade balance. Surprisingly,
commodity prices, in particular the price of oil, are shown to be demand driven; hence, demand related factors
may play anontrivial role in explaining noncore inflation. The model performed well at one- and four-quarter
horizons compared to a survey of analysts forecasts. In addition, systemic risk shocks were important at
explaining the forecast variance of the world output gap, country output gaps, the price of oil, and country risk
premiums. The breath of reach of systemic risk shocks back the efforts for financial surveillance with a systemic
focus.
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