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» Small open economy (k) VAR:

re — USint. rate et — External shock
let — Homeint. rate = | & — Externalnewsshoek
Skt — Nom. exch. rate Ekit — Home shock

» Compute IRFs and FEVD to shocks. Recover IRFs and FEVDs to:

Ee Xk tm] = Prcejm — ?;“m — E¢[ASy t+m] — UIP deviation

» Interpret evidence with open economy DSGE model with segmented
asset markets.
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This paper: Main findings

VAR

» External shocks drive a large fraction of fluctuations in UIP deviations.

» US risk aversion (¢;*) and Home (¢, ;) shocks lead to different conditional
responses of UIP deviations.

» NFA/GDP ratio governs country k's sensitivity to US risk aversion shock.
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This paper: Main findings

VAR

» External shocks drive a large fraction of fluctuations in UIP deviations.

» US risk aversion (¢;*) and Home (¢, ;) shocks lead to different conditional
responses of UIP deviations.

» NFA/GDP ratio governs country k's sensitivity to US risk aversion shock.

DSGE

» Only US risk aversion shock is consistent with the above findings.
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This paper: My discussion

» Intriguing paper and sympathetic to the idea.

» [Disclaimer] Cesa-Bianchi, Ferrero, Rebucci (2018) ‘International Credit
Supply Shocks':

* Impulse to US broker dealers’ leverage.
(Possibly related to their risk taking capacity)

* |Important driver of SOEs dynamics.

* More so than monetary policy shocks. [Rey (2013)]

» This paper = Similar spirit and findings. Main contribution:
Understanding drivers of UIP deviations.

» My discussion [#1] Identification, [#2] Economics, [#3] Cross-section.
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[#1] Shock identification in SOEs

» Ildentification assumption In a small economy domestic shocks do not
affect external variables at any horizon.

» Methodology:
* Typically: Cholesky (violates ‘at any horizon’).
* This paper: max FEVD of external variable. [Barsky and Sims (2011)]
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[#1] Shock identification in SOEs

» Ildentification assumption In a small economy domestic shocks do not
affect external variables at any horizon.

» Methodology:
* Typically: Cholesky (violates ‘at any horizon’).
* This paper: max FEVD of external variable. [Barsky and Sims (2011)]

» Intuitive. But... why not block exogeneity?

rg fr i uf’
Fkt = | for fa f23 Ik t—1 + U/rq
Skt o [ fi3 Sk,t—1 Ui ¢

» |dentification assumption is even more strongly satisfied... though news
shock cannot be identified!
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[#1] Shock identification in SOEs
» A bigger block exogenous VAR:

Xt
Xt

| Fn o0
F21 F22

re * Fkt—n
X' = t X = ’

where
» Can apply max FEVD methodology to X;* and recover news shock to r;.
» Comment A new approach to separately identify domestic and external
shocks in small open economies?

* More like: ‘two external shocks out of one external variable'.

» Suggestion Implement bock exogenous approach.
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[#2] How different from a recursive VAR?

» Arecursive block exogenous VAR:
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[#2] How different from a recursive VAR?

» Arecursive block exogenous VAR:
| Feo0 ul”
Far Fa Ui,t

. Fed funds Policy rate
X = Xit =
BD Leverage ’ Exch. Rate

X
Xt

X
Xe_q

+
Xk,l’71

where

» Consider a shock to Broker-Dealers' leverage using a recursive
identification scheme.

» Mean group estimates for a panel of 17 countries with flexible exch. rates.
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[#2] How different from a recursive VAR?

Fed Funds 100 BD Leverage 10 Home Int. Rate 0 Exch. Rate
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» External shocks explain a small(ish) fraction of the variation at Home (X).
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» Persistent increase in the Fed Funds, large Home appreciation (v).

» But Home policy rate increases (X).

» Issue Home policy rate is crucial — Important driver of UIP deviations.
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[#2] The response of Home policy rate

» A bigger recursive block exogenous VAR:

S I X |y ul”
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where
Fed funds Policy rate
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» A bigger recursive block exogenous VAR:

S I X |y ul”
Xt F Fx X t—1 Ui(,[
where
Fed funds Policy rate
BD Leverage ExchyRate
X; = | USReal GDP | X, = '
’ Real GDP
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VIX

» Again, consider a shock to Broker-Dealers’ leverage using a recursive
identification scheme.
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[#2] The response of Home policy rate
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» Home exchange rate appreciate, Home CPl and Home GDP increase.

» Consistent with inflation targeting central bank & flexible exch. rate

regime.
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» Home exchange rate appreciate, Home CPl and Home GDP increase.

» Consistent with inflation targeting central bank & flexible exch. rate
regime.

» Suggestion Report similar exercise in the paper to interpret Home policy
rate response.
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[#3] Cross sectional implications

» NFA/GDP ratio governs Home's sensitivity to external news shock (¢;*).

» But NFA/GDP can be correlated with other determinants of exchange rate
sensitivity.

» In our paper we show (theoretically and empirically) that exch. rate
response depends on:

* Share of foreign currency debt.
[See also [Akinci and Queralto (2019)]

* Max LTV ratios.

» Suggestion Would be interesting to condition on those characteristics.
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Other comments

Explain what you plot (mean group estimator?).
List of number of lags for each country.

Why zero restriction on Fed Funds?
* Does not hold in DSGE model & Kurmann and Sims relax it.

Globally synchronized shocks can affect the US.

* Need to control for global output.

Some odd choices in the definition of the sample period.

* Euro area countries are still fluctuating vis-a-vis the Dollar after 1998.

* Philippines only two years of data?
* |f concerned with the ZLB maybe stop consistently in 2007:M12.

Useful reference: Forbes, Hjortsoe, Nenova (2018).

Robustness to oil price.

Other



In sum

> Nice paper!

» Main suggestions:
* Clarify the value added of identification.

* Better understand the behavior of the Home policy rate.

» Looking forward to seeing new versions!

Conclusions
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