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Outline

» CIP deviation
» what
> why
» Relation with other asset pricing

» FX hedging
> local currency credit spreads

» shadow cost of balance sheet
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CIP deviation

Covered interest rate parity
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» S;: spot exchange rate in unit of foreign currency per dollar

» Ft tyn: n-period forward rate in unit of foreign currency per dollar
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Possible factors underlying the deviation
» Du et. al. (2017), Borio et. al. (2018), Avdjiev et. al. (2018), etc.
> increase in FX hedging demand

» banks and institutional investors: swap out of home currencies to fund
long-term US dollar assets

» corporates: swap out of cheap foreign currency funding

> limits to arbitrage

> regulation: cost of balance sheet

» dollar: risk-taking capacity
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FX hedging

E¢(Sie+1) — Fit

Et(Ri,t+1) = S.
1,t
_ (Et(Si,t—H) B 1+rs: _(Fie 1+ r$,t)
Si—1 1+4+ri Si—1 1+
UIP deviation CIP deviation
carry
= Bl{,t [dollartt] = gi,t(Xt)

» focus on the first term?
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Global Equity Portfolio Global Bond Portfolio

DCF hedged

DCF hedged

Cumulative payoffto $1 invested in Jan 1997
Cumulative payoff to $1 invested in Jan 1997
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» Related question: why does Out-performance seem to manifest after
GFC?
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Local currency credit spread
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> yr$ . local currency n-period sovereign yield

> y:';in: synthetic risk-free local currency n-period yield
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Changes since 2013

Basis points an 2013 = 1
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— Average bilateral exchange rate against USD (rhs)
= JP Morgan GBI-EM Diversified spread (lhs)
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Figure 1: U.S. dollar broad index and the cross-currency basis (2000-2017)
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» EMEs: Appreciation of dollar = larger spread

» G10: Appreication of dollar = more negative cross-currency basis
» EMEs vs G10: similarity and difference?

» "original sin redux” or "new dollar sin"?
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shadow price of balance sheet
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» Anomalies in swap markets (and other markets) may also relate to
balance sheet constrain.

» Joint analysis may better pin down shadow price of balance sheet?
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a. Start b. Maturity

[~ ] L~ ]

b
X ! X-S X 1 X-F
(EUR) & (USD) (EUR) < (USD)
L5 | [ e |
S: FX spot rate F: FX forward rate

Fan Dora Xia Bank for International Settlements ABFERSingapore, 2019 May 28 12 /13



a. Start b. During the term c. Maturity
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