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rnational finance at least

Flemlng
New interest in the topic since Global 3

— EMEs raised concerns about stronger
unconventional monetary policy.

— Policy divergence between advanced econom
recent years.

Many questions raised:
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xchange rate cha

. What are the channel's:through which monetary pol
rate?
[11. Has the effect of monetary policy on the exchange

V. Do unconventional monetary policy actions have greatel
exchange rate than conventional actions? |

Do monetary policy actions of some central banks have grea
exchange rate than of other central banks?
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| ter/lesser degrees, in 8
- carefully executed paper. -

Careful, detailed, comprehensive .
Clear description of methodology and results i
Sensible methodology using event-study approach

Doesn’t nail the 5 questions, but makes a good start!
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| n empirical monetary econom
policy shocks — since monetary policy causes ex
versa

» The event-study approach taken in the paper is great w
this

— Controls for reverse feedback: assumes events in small windows aroun
bank announcements primarily reflect monetary policy actions

— Controls for expectations of monetary policy: assumes changes in asset

5 reflect surprises

-




I. What is the elasticity of exchange rate changes with respect to
etary policy actions?

o FKS estimate two basic equations:

— Exchange rates changes on surprises in 1-month OIS rates & 2-year
yield spreads:

i 0 OIS | o Bond — OIS
‘_vd

W
target shock path shock

— Exchange rates on surprises In 2-year yields & orthogonalized 10-

year yields:
_ '8 ,'.'_:fy I8 10 y_]_
Ab't = o + ,.'d exp j‘l[P JS’t +..'dtp . ﬂ[P JS‘t +Et .
N—— N——
#‘_k_ expectations shock term premium shock

— FKS: target shocks explain less. Focus on second equation
(monetary policy affects entire path of future expected policy).
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— Curcuru (2016) uses only 2-year forwart

— Glick and Leduc (2015) use 3 components:
e Target surprise (fed funds rate) |
 Short-term path surprise (1-year Eurodollar futures rate)

« Long-term path surprise (principal component of longer date
futures)
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I. What Is the elasticity of exchange rate changes with respect to
monetary policy actions?

Effect of 100 bp “path surprise” (1-2 year rate expectation)

Comparison Table:
Fed monetary policy shocks and the US Dollar

EUR JPY GDP CAD

Curcuru 3.5 2.9 2.9 1.7

Glick and Leduc  5.88 3.22 4.99 5.26
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e Since QE: Also direct effect on term-premi

« Exchange rate effect of term-premiums potential
from expected-rate effect.

» Angels dancing on the head of a pin, or practical policy is

5— Term premium snapback problem

e
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d 10-year yield as proxy for tel
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— But even orthogonalized 10-year yields r
expectations of short rates (Bauer and Neely 2(

— And 2-year yields likely include term premiums (K

model)




. Wﬁat are the channels through which monetary policy affects

tmhange rate?

Table 4: Response to expectations and term premium shocks

As; =+ By MPS + 3, MPS!™" + ¢,

U.S. Euro area Japan U.K. Australia Switzerland Canada

Expected rates
Bewp  3.07

Term Premia
By 2.65




T, What are the channets through which monetary policy affects
the exchange rate?

« Alternative approach: model-based decomposition of
yields into expected rates and term premium components

To changes in the 10-year US Treasury (fitted) yield
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Change in the 10-year US Treasury (fitted) yield (Basis Points)



Il. What are the channels through which monetary policy affects
Xxchange rate?

To changes in the 10-year US Treasury average
expected short rate component

1.5

To changes in the 10-year US Treasury term premium
component
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Change in the 10-year US Treasury average expected short rate component (Basis Points) Change in the 10-year US Treasury term premium component (Basis Points)




Dollar and 2-year Forward OIS Differentials
on FOMC Announcements Percent

slope = 0.021
(Jan 2010-Apr 2214)

1-day change in major dollar index

-45 -35 -15 -5 5 15
1-day change in OIS differential”

* Difference between U.S. and AFE market-implied 1-month policy rates.
2 years forward.




Dollar and 2-year Forward OIS Differentials
on FOMC Announcements Percent 3

slope = 0.021

slope = 0.045
(June 2014-Present)

1-day change in major dollar index

-5 5 15
1-day change in OIS differential*

* Difference between U.S. and AFE market-implied 1-month policy rates.
2 years forward.




I11. Has the effect of monetary policy on the exchange rate
Increased over time?

Figure 4: Time-varying impact of monetary

policy shocks on exchange rates b Very narrow confidence bands — Why7

* Would be good If FKS did a parameter stability test.

2010 2011 2012 2013 2014 2015
Events

h) AUD estimation of 3,4 by time



I11. Has the effect of monetary policy on the exchange rate
Increased over time?

Figure 3: Time-Varying Reaction to Policy Surprises

FOMC Announcements, Major Currencies Index ® RO”lng regreSSK)nS |n CurCUI‘U (2016)
—— 2-yearrolling ' — Swings In sensitivity over time

- e cyumulative

full sample _ — Not clear there Is concerted uptrend

* What causes these swings In sensitivity?

— FKS consider some structural reasons for
persistent uptrends in sensitivity,

2010 2012 2014 — but more conjunctural explanations might be
' worth exploring.
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. How do you compare effect of apples
policy) and oranges (unconventional polit

— Different units

* Basis points (conventional) vs. $billions (Q'
(guidance).

 Solution: Measure all by their effect on yields.

» Caveat: If we need huge QE program to get the same e
10-year yield as a 25bp rate-cut, are the two really equival

¢
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_ 1guish conventlona
unconventlonal pollcy actions?

— One approach: comparing the effect of monetary [
pre-GFC period of conventional policies with the e
post-period of unconventional policies.

— Glick and Leduc (2015) find that these policies had a ¢
effect in the post-GFC period than the pre-GFC period, im
a larger effect of UMP.

&




-~ IV. Do unconventional monetary policy actions have greater
N 3 .
‘T_EffECtS on the exchange rate than conventional actions?

e Glick and Leduc (2015) results:

Short-Term Path Surprises

Conventional Unconventional

100

-100 -50 0 50

-150

=
2
2
@
-
L]
o
<
@
<
g
[
i
=
[0}
H
o)
©
@©
=
£
[
2
@
<
(&)

-200

-_— e Problem: how do we know that greater effects in the

unconventional period not due to changes In exchange rate
sensitivity over time?
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S W efects of explicitly
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» Does their strategy fully addresses this issue?

— Post-GFC periods, relatively few conventic
most actions were mainly QE and forward g
fully control for time-varying-sensitivity problem.

— Not surprising that authors find very mixed results:

« For UMP in general, find significantly greater effects on
exchange rates than conventional for US, not euro area or U

5 » For FG, marginally significantly greater effects in all 3
\ : countries for the 2-yr yield, not the orthogonalized 10-yr yield.




_— IV. Do unconventional monetary policy actions have greater
’ effects on the exchange rate than conventional actions?

Changes in daily 2-year yield and front e |s the comparison of conventional and

month fed futures Basis points 30 ! | | ) ” h
Jan. 1995 - Aug. 2008 unconventional policies all that
20 useful?

10

Slope = 0.457 °  UMP includes many different

R2=0.210 ' 10 actions (negative rates, QE,

20 guidance, etc.)
-30

Change in 2-year US yield

-40 i -
20 -0 0 10 20 « Conventional policies have

Change in front-month fed futures (basis points)

varying impact on long-run interest
rates.




ntral banks have

an of other ceMs?

Table 4: Response to expectations

/ I A A v 2 ., A/ 10yl
A S = (v —+ ,‘-“!je:cpﬂ"f P “S‘t Y + J.:f_'),tpi‘-*'[P l.Srt Y + €t

U.S. Euro area Japan U.K. Australia Switzerland Canada

4.66 121 3.94 5.41 11.31 7.00
(0.00) (0.38)  (0.00)  (0.00) (0.00) (0.00)

Authors find smaller effect for Fed decisions on exchange rates than
decisions of other central banks.

They argue this may be due to larger spill-overs of Fed decisions to
foreign interest rates.

However, in Table 9 they find little spill-over of Fed decisions to
foreign interest rates.



V. Do monetary policy actions of some central banks have
':m"g"
&ater effects on the exchange rate than of other central banks?

Pass Through of Forward OIS Rate Changes on Central Bank Meeting Dates

A(Foreign OIS)= o + FA(Home OIS)

US=EA. US.=UK US.=J.A.

0.37%* 0.46%** 0.02

EA=US.  EA = UK EA = JA.

0.37%** 0.40%** 0.04**

* Our results indicate significant interest rates spillovers

- from US actions to other countries.

 [ssue of the mix of exchange rate responses and interest-

rate spillovers from monetary policy actions a very live
ISSue.



Careful, detailed, and comprehensive ana
e Clear descriptions of methodology and resu
o Addresses key Issues In areas.

« Lots more interesting research on this to be done!
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