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This paper

[#1] Measurement

* Constructs CIP deviations free of credit and liquidity risk from supranational bonds in EM currencies

[#2] Theory

* Develops a simple but general model of intermediary-based CIP deviations

[#3] Model meets the data

* Shows that the ‘purified’ CIP deviations align with model predictions better than ‘naive’ ones
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My discussion

» Fantastic paper

> Why is it important? Crucial role of CPI deviations for
* Exchange rate determination
* Monitoring of risk in global funding markets

* Policy response (CB swap lines, FXI, etc)
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My discussion

» Fantastic paper

> Why is it important? Crucial role of CPI deviations for
* Exchange rate determination
* Monitoring of risk in global funding markets
* Policy response (CB swap lines, FXI, etc)
%*

> My comments

* Empirical approach (liquidity premia)
* Role of central bank swap lines
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CIP deviations in EMs

» Challenge Local currency govt bond yields plagued by time-varying credit and liquidity premia
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CIP deviations in EMs

» Challenge Local currency govt bond yields plagued by time-varying credit and liquidity premia

» Main insight — Exploit variation in bond yields from safe multi-currency issuers
[Du and Shreger (16), Du, Tepper and Verdelhan (18)]

> E.g. Kreditanstalt fur Wiederaufbau (KfW)'s bonds are fully backed by German government
* Very minimal credit risk
* No differences in credit risk across currencies
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CIP deviations in EMs

» Challenge Local currency govt bond yields plagued by time-varying credit and liquidity premia

» Main insight — Exploit variation in bond yields from safe multi-currency issuers
[Du and Shreger (16), Du, Tepper and Verdelhan (18)]

> E.g. Kreditanstalt fur Wiederaufbau (KfW)'s bonds are fully backed by German government
* Very minimal credit risk
* No differences in credit risk across currencies

» This paper Generalizes approach and extends to a larger set of AE and EM currencies
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Measurement: Recap of the approach

> Start from this paper’'s decomposition (drop superscript Supra, fix tenor, and set 7,-,jt =0):

Bijt = Tit — Ausp,jt +Aijt
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Measurement: Recap of the approach

> Start from this paper’'s decomposition (drop superscript Supra, fix tenor, and set 7,-,jt =0):
®ijt = Ti,t — Ausp,jt + Aijt
> Can measure directly from the data @; ; and Aygp ¢

» Assume that the Supra liquidity premium in EM currency is given by:

Ai,jt = )\U + O{j X BIdASkS,Jt + Gint
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Measurement: Recap of the approach

> Start from this paper’'s decomposition (drop superscript Supra, fix tenor, and set 7,-,jt =0):
®ijt = Tit— Ausp,jt + A jt
> Can measure directly from the data @; ; and Aygp ¢
» Assume that the Supra liquidity premium in EM currency is given by:
Ajjt = Ajj + O x BidASkS; j; + €; jt
> Plug into definition of ¢; ;; and re-arrange to get:

¢i,jt + )\USD,jt =Tt + )\U + (Xj X BIdASkS,Jt + ei,jt

» Recover pure CIP basis by estimating time-by-currency fixed effects from previous expression
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Comments

> Key assumption:

)\i,jf = )\U + O(j X BIdASkSUt + Ei,jt
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Comments

> Key assumption:

)\i,jf = )\U + O(j X BIdASkSUt + Ei,jt

> Question What BidAskS; ;; spread is used in the empirical analysis?

* Three relevant measures: cross-currency basis swap, bonds in USD, bonds in LC
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Comments

> Key assumption:
)\i,jf = )\U + O(j X BIdASkSUt + Ei,jt
> Question What BidAskS; ;; spread is used in the empirical analysis?
* Three relevant measures: cross-currency basis swap, bonds in USD, bonds in LC

> Question What is the role of time variation in maturity and volumes?

* Could in principle construct daily series and add to the specification
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Comments

> Key assumption:

)\i,jf = )\U + O(j X BIdASkSUt + Ei,jt

> Question What BidAskS; ;; spread is used in the empirical analysis?

* Three relevant measures: cross-currency basis swap, bonds in USD, bonds in LC

> Question What is the role of time variation in maturity and volumes?

* Could in principle construct daily series and add to the specification

> Question How well estimated is T; ; when there are only few Supras in a given j and t?
* Plot evolution of number of available js for a given i over time

* For AEs, does this number correlate systematically with 4),-(,’\?‘/ —T¢?
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A model of intermediary-based CIP deviations

» Theoretical model's equilibrium conditions yield simple formula for CIP deviations

cIP ( a1 ) Fi
t=|——-—1]x ut X —
: 1+n; K; Yit

Discussion of Dao & Gourinchas: “Covered Interest Parity in Emerging Markets: Measurement and Drivers”



A model of intermediary-based CIP deviations

» Theoretical model's equilibrium conditions yield simple formula for CIP deviations

cIP ( a1 ) Fi
t=|——-—1]x ut X —
: 1+n; K; Yit

Discussion of Dao & Gourinchas: “Covered Interest Parity in Emerging Markets: Measurement and Drivers”



A model of intermediary-based CIP deviations

» Theoretical model's equilibrium conditions yield simple formula for CIP deviations

cIP ( a1 ) Fi
t=|——-—1]x ut X —
: 1+n; K; Yit

Discussion of Dao & Gourinchas: “Covered Interest Parity in Emerging Markets: Measurement and Drivers”



A model of intermediary-based CIP deviations

» Theoretical model's equilibrium conditions yield simple formula for CIP deviations

cIP ( a1 ) Fi
t=|——-—1]x ut X —
: 1+n; K; Yit

Discussion of Dao & Gourinchas: “Covered Interest Parity in Emerging Markets: Measurement and Drivers”



A model of intermediary-based CIP deviations

» Theoretical model's equilibrium conditions yield simple formula for CIP deviations

cIP ( a1 ) Fi
t=|——-—1]x ut X —
: 1+n; K; Yit

Discussion of Dao & Gourinchas: “Covered Interest Parity in Emerging Markets: Measurement and Drivers”



Model meets the data

» Theoretical model's equilibrium conditions yield simple formula for CIP deviations

*

a,' 1 Fit
ClPjj=(——"— | X U4 X —
1+n; K; Yit

» Naturally leads to the following regression specification

CIP; = a; + B1AUSD; + B, (AUSD; x HedgeDemand;) + Controls + uj;
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Model meets the data

» Theoretical model's equilibrium conditions yield simple formula for CIP deviations

*

a; 1 Fit
CIP; = c— | X Uy X —
T+n; K; Yit

» Or, allowing policy to vary over time, to the following specification:

CIPy = o;+ B1AUSD; + B, (AUSD; x HedgeDemand;) +
B3 (AUSD; x HedgeDemand; x Policy;;) + Controls + uj
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Central bank swap lines

> Swap lines can help restoring market conditions in global dollar funding markets
[Bahaj and Reis (21), Cetorelli, Goldberg and Ravazzolo (20)]

» Comment Model and empirical set up well-suited to study the (heterogeneous) effects swap lines
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» Comment Model and empirical set up well-suited to study the (heterogeneous) effects swap lines
* For example use paper’s specification with swap line dummy SL;;
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Central bank swap lines

» Swap lines can help restore market conditions in global dollar funding markets
[Bahaj and Reis (21), Cetorelli, Goldberg and Ravazzolo (20)]

» Comment Model and empirical set up well-suited to study the (heterogeneous) effects swap lines
* For example use paper’s specification with swap line dummy SL;;
CIPy = aj+ B1AUSD; + B, (AUSD; x HedgeDemand;) +
B3 (AUSD; x HedgeDemand; x SL;;) + Controls + u;
* Or estimate effects directly using high frequency Fed swap line shocks etSL
[Cesa-Bianchi, Eguren Martin, Ferrero (22)]

ClPy = aj+ ,81£tSL + B, (stSL X HedgeDemand,) + Controls + uj

Discussion of Dao & Gourinchas: “Covered Interest Parity in Emerging Markets: Measurement and Drivers”



In sum

» Great paper on an important issue
> Scope to refine and better understand the empirical approach to measure pure CIP deviations

> Simple but general set up (both theoretical and empirical)

* Suitable for many other first-order questions, including central bank swap lines
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