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FX fluctuation and the real economy

 Exchange rate fluctuations can influence the real economy through two
main channels that operate in opposite directions:

 Real channel
- operates through the net exports
- well-established and standard in open economy macro models.
- domestic currency depreciation => pick-up in economic activity

 Financial channel
- operates through balance sheet adjustments and risk-taking
- less standard compared to the real (net exports) channel,
- has become more important with the greater integration of the

global financial system in recent years.
- domestic currency depreciation => slow-down in economic activity
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Components of the financial channel

 Demand component:
 A borrower with USD liabilities used to finance domestic assets would see a

strengthening of the balance sheet as a result of USD depreciation.
 An exporting firm with USD receivables or an asset manager with USD

denominated assets but with domestic currency obligations would hedge
currency risk more aggressively when USD is expected to depreciate further.

 Captured by the bilateral exchange rate (BER)

 Supply component:
 The “risk-taking channel” of Bruno and Shin (RES, 2015).
 In the presence of currency mismatches on borrowers’ balance sheets

- A weaker dollar flatters the balance sheet of dollar borrowers, whose
liabilities fall relative to assets.

- Improved creditworthiness of borrowers reduces tail risk in banks’ credit
portfolio, creating spare capacity for additional credit extension by
relaxing value-at-risk (VaR) constraint or economic capital (EC) constraint.

 Captured by the nominal effective exchange rate (NEER) index
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Price and quantity dimensions of the financial channel
 The financial channel of currency appreciation has two dimensions:

 Price dimension
- Hofmann, Shim and Shin (2016)
- Avdjiev, McCauley and Shin (2016)

 Quantity dimension
- Avdjiev, Du, Koch and Shin (2016)
- Avdjiev, Bruno, Koch and Shin (2017)
- The main focus of this paper: a targeted empirical investigation of

the impact on cross-border bank lending of fluctuations in:
• US dollar,
• euro
• Japanese yen.
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“The dollar, bank
leverage and the deviation

from covered interest parity”
Avdjiev, Du, Koch, Shin

“The dollar exchange rate as a global
risk factor: evidence from

investment”
Avdjiev, Bruno, Koch, Shin
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Additional related literature

 Financial channel of exchange rate fluctuations.
 Bebczuk et al. (2010), Kohn et al. (2015), Bruno and Shin (2015), Kim, Tesar and

Zhang (2015), Eichengreen and Tong (2015), Claessens, Tong and Zuccardi (2015),
Du and Schreger (2016), Niepmann and Schmidt-Eisenlohr (2017), Druck, Magud,
and Mariscal (2017), Goldberg and Krogstrup (2017)

 Drivers of cross-border bank lending
 Global studies: De Haas and Van Lelyveld (2011), Rose and Wieladek (2011), Cetorelli

and Goldberg (2012), Giannetti and Laeven (2012), De Haas and Van Horen (2012),
Buch et al. (2014), Cerutti et al (2014), Cerutti et al (2015), McCauley et al (2016),
Avdjiev et al (2017), Avdjiev and Hale (2017)

 EMEs-specific studies: McGuire and Tarashev (2008), Takáts (2010), Cetorelli and
Goldberg (2011), Schnabl (2012), Avdjiev et al (2012), Beck (2014).
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Preview of main results

 Our empirical findings suggest that the financial channel of exchange
rate fluctuations is key to understanding the ebb and flow of global
liquidity.

 The US dollar has been and remains the preeminent global
funding currency.

 The Japanese yen also exhibits key characteristics of an
international funding currency, albeit not as much as the US dollar.

 The euro has started to emerge as an international funding
currency since the GFC

 The supply component of the financial channel tends to be more
impactful than its demand component.
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Empirical methodology and data
 Econometric exercises:

 Time-series regressions (global and country-specific)
 Panel regressions (with borrowing country FEs)

- NEER
- BER
- NEER and orthogonalized BER

 Structural panel vector autoregressions (SPVARs).
- Benchmark variable ordering

1. Policy rate
2. Cross-border (XB) bank lending
3. VIX
4. Exchange rate (BER or NEER)

 Data
 XB bank lending – from BIS Locational Banking Statistics (LBS)
 Policy rates – shadow rates from Krippner (2015).
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 Locational Banking Statistics 
- Data on banks’ non-consolidated international positions 

(assets and liabilities)
- Banks classified according to their residence (as in the 

balance of payments statistics)
- Bank offices located in 46 jurisdictions

 Consolidated Banking Statistics 
- Data on banks’ consolidated foreign assets
- Banks classified according to their nationality (i.e. according 

to the location of their headquarters)
- Banks headquartered in 31 countries

The BIS International Banking Statistics (IBS)
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Cumulative flows of cross-border bank lending to non-residents
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Cross-border bank lending to non-residents vs NEER

US dollar
(coef -0.63, p-value 0.000)

Japanese yen
(coef -0.61, p-value 0.000)

Euro
(coef -0.64, p-value 0.011)
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Estimated coefficients from country-specific regressions, US dollar
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US dollar panel regressions
Cross-border lending to selected borrowing country groups, by borrowing sector

All sectors Banks Non-banks

All countries

Advanced
economies

EMEs

Offshore
centers
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US dollar panel regressions
Cross-border lending to all sectors, by borrowing emerging market regions
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Estimated coefficients from panel regressions, US dollar
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Structural panel VAR, US dollar
Bilateral exchange rate shock NEER index shock

All sectors

Banks

Non-banks
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Structural panel VAR, US dollar
Bilateral exchange rate shock NEER index shock

Advanced
economies

EMEs

Offshore
centers
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Structural panel VAR, US dollar
Bilateral exchange rate shock NEER index shock

Emerging
Asia

Emerging
Europe

Latin
America

Africa and
Middle East
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Japanese yen panel regressions
Cross-border lending to all sectors, by borrowing country group
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Japanese yen panel regressions
Cross-border lending to all sectors, by borrowing emerging market region
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Structural panel VAR, Japanese yen
Bilateral exchange rate shock NEER index shock

All
countries

Emerging
Asia

Offshore
centers
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20 quarter rolling window regressions, euro
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Euro panel regressions
Cross-border lending to all sectors, by borrowing country group
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Structural panel VAR, euro
Bilateral exchange rate shock NEER index shock

Emerging
Europe

Africa and
Middle East
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Summary
 Examined the financial channel of the exchange rate fluctuations.
 Main focus - quantity dimension, as manifested in cross-border bank lending

flows.
 Our main findings corroborate the existence of the risk-taking channel of

currency appreciation.
 An appreciation of an international funding currency is associated with a

decline in cross-border bank lending denominated in that currency.
- The US dollar - the preeminent global funding currency.
- The Japanese yen also exhibits some key characteristics of an

international funding currency, but not as strongly as the US dollar.
- The euro has started to emerge as an international funding currency

since the GFC.
 While the dollar is a truly global funding currency, the yen and the euro

have more of a regional flavor.
 The supply component of the financial channel tends to be more impactful than

its demand component.
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Supplementary Slides
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Definition of variables
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Descriptive statistics
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US dollar panel regressions
Cross-border lending to selected borrowing emerging market regions, by borrowing sector

All sectors Banks Non-banks

Emerging
Asia

Emerging
Europe

Latin
America

Africa and
Middle East



31

Japanese yen panel regressions
Cross-border lending to selected borrowing country groups, by borrowing sector

All sectors Banks Non-banks

All countries

Advanced
economies

EMEs

Offshore
centers
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Japanese yen panel regressions
Cross-border lending to selected borrowing emerging market regions, by borrowing sector

All sectors Banks Non-banks

Emerging
Asia

Emerging
Europe

Latin
America

Africa and
Middle East
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Euro panel regressions
Cross-border lending to selected borrowing country groups, by borrowing sector

All sectors Banks Non-banks

All countries

Advanced
economies

EMEs

Offshore
centers
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Euro panel regressions
Cross-border lending to selected borrowing emerging market regions, by borrowing sector

All sectors Banks Non-banks

Emerging
Asia

Emerging
Europe

Latin
America

Africa and
Middle East
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