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The Paper in One DAG

Trade Shock FX Return

Direct Financial Connections (−)

Financial Connections

Indirect Financial Connections (±)

How a trade shock moves the exchange rate — mediated by direct and indirect financial connections



Strengths of the Paper

1 A clean N-country extension of Gabaix–Maggiori (2015)
Neumann-series representation (Lemma 2) makes the direct vs. indirect effect transparent and tractable. 
Proposition 2 gives the sign of dampening vs. amplification a precise sufficient condition.

2 Direct mapping from model to data
BIS LBSR by residency measure the bilateral intermediation capacity
Gross-positions-as-Λ is well-defended both theoretically and empirically
Instrument financial connections with GIV to strengthen identification

3 Predictions match the data at the right margins
Asymmetric prediction survives in a long panel.
Figure 5's size-monotonicity that δ strictly increases with the large-country threshold is exactly what 
Proposition 1(iv) predicts, and would be hard to engineer if the model were wrong.
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P A R T  I

Comments on the Model

1. Strong assumption that trade shares equal country size

2. Absence of Portfolio choice and asset-pricing structure



Comment 1. Strong assumption that trade shares equal country sizes

The model imposes a very strong structure on trade:
 Import demand weights are tied to country size

 Country size enters the financial propagation matrix

 The same size object becomes central in both trade and finance

This is analytically convenient, but it blurs two separate channels:
 Trade-network structure

 Financial-network structure

Is it possible to do the following?

 Generalize the model to an arbitrary trade-share matrix, not one pinned to country size

 Derive the propagation equation with both a trade matrix and a financial matrix

 Show analytically when financial network effects survive after conditioning on trade network structure
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Comment 2. Absence of Portfolio choice and asset-pricing structure

The model extends Gabaix and Maggiori (2015), but strips away much structure:
 Zero net interest rates

 Exogenous portfolio flows

 No endogenous asset demand beyond local bonds

 No risk premia except those embedded in intermediaries’ constraints

Potential solutions:

 Justify stripped-down mechanism

 Show that the empirical results  are robust to broader asset-pricing forces

 Show results survive once interest rates and risk premia can absorb some of the external imbalance

 Endogenize portfolio demand for foreign assets
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P A R T  I I

Comments on the Empirics

3. The “trade shock” measure

4. Indirect financial connection

5. Representativeness of bilateral banking position

6. Endogeneity concerns

7. Exchange-rate disconnect literature

8. Model and estimation clarification



Comment 3. The “trade shock” measure

The paper identifies "trade shocks" via residuals from PCA on net exports:
 Residuals from a factor model are not exogeneous and can reflect many things:

 Import/Export demand

 Commodity price movements

 Terms-of-trade shocks

Show that the trade shocks are informative 

or use external instruments for trade-balance shocks

 For the US: tariff shocks (Fajgelbaum et al., QJE 2020)

 For commodity-exporting EMs: world commodity-price shocks (Fernández et al., JIE 2017) 

 For a broader sample: VAT-rate changes (Benzarti–Carloni, AEJ-EP 2019)—administrative 

shocks to import demand that are orthogonal to the financial cycle.
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Comment 4. Indirect financial connection

Indirect financial connection is measured by the eigenvector centrality of the 
banking network:
 Gross banking positions reflect many things besides intermediation elasticity

 It captures overall network prominence, not necessarily the exact shock-propagation channel the 

theory describes.

More direct measures of based on the network origins (Acemoglu et al., 2016): 
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Comment 5. Representativeness of bilateral banking position

Proxy for Λᵢⱼ using bilateral banking positions
 Banks are only a slice of cross-border intermediation

 Non-bank financial institutions now hold over half of cross-border financial assets globally (FSB, 

2025)

 Price matters more than positions for cross-border intermediation

Suggestions:

 Show that the results are robust to variations in banking intermediation

 Robustness tests using bilateral portfolio/investment positions

 Portfolio Investment Positions by Counterpart Economy (formerly CPIS)

 Direct Investment Positions by Counterpart Economy (formerly CDIS)
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Comment 6. Endogeneity concerns

Endogeneity concerns
 The paper does a nice job using granular IV for the validation exercise with equity flows. 

 The regressions linking indirect connections, trade shocks, and future exchange-rate returns remain 

mostly reduced-form panel regressions.

 Trade shocks and financial connections may co-move in crisis states.

 Capital gains may affect both foreign exchange return and financial connection

Suggestions:

 Push the identification strategy from Section 4.1 further into the main regressions.

 Run event-style exercises around clearly identified banking network disruptions.

 Include interactions with global financial conditions
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Comment 7. Exchange-rate disconnect literature

Exchange-rate disconnect literature:

 Exchange rates are unpredictable from macroeconomic fundamentals (Meese and Rogoff, 1983)

 Financial shocks must drive ~90% of exchange-rate variance; trade fundamentals matter only 

conditionally (Itskhoki & Mukhin, 2021)

 Financial shocks are the dominant driver, and the relationship between flows and FX is highly state-

dependent (Lilley, et al., 2022; Itskhoki & Mukhin, 2021, 2025)

The paper:

 Assumes inelastic capital flows—exactly what the disconnect literature requires.

 Adds to this strand of literature that the relation between trade shocks and FX depends on the 

financial connection (direct or indirect)
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Comment 8. Model and estimation clarification
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Comment 8. Model and estimation clarification
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 Why not include the direct financial connection in the identification of the indirect financial 

connection?

 Do the roles of indirect financial connection vary with other state dependent variables like 

convenience yield, scale or nature of trade shocks?

 Does the difference between large and small economies also apply on direct financial connection?

 Are these results robust to additional controls like interest rate difference, alternative measures of 

trade shocks…?

 Why direct financial connection falls during crisis period while indirection financial connection 

stabilizes?

 Are trade shocks informative? Escalate during trade tensions during the US-China trade war, when 

the US imposed additional tariffs on steel import from Canada, Australia, etc in 2018?



Conclusion
A new financial-network mechanism for FX, distinct from existing trade-network and direct-intermediation channels

W h a t  i t  a d d s  t o  e x i s t i n g  l i t e r a t u r e

Inelastic FX (bilateral)

Gabaix–Maggiori (2015)
Koijen–Yogo (2020)
Camanho–Hau–Rey (2022)
Fang (2021)
Du–Hébert–Wang (2023)

→ Direct intermediation; 
2-country focus.

Trade-network FX

Richmond (2019)
Jiang–Richmond (2023)
Hou–Sarno–Ye (2024)
Pellegrino–Spolaore–Wacziarg 
(2025)

→ Trade topology drives risk 
premia; financial frictions 
absent.

Banking-network spillovers

Bruno–Shin (2015)
Correa–Paligorova–Sapriza–
Zlate (2021)
Minetti–Romanini–Ziv (2024, 
2025)
Bahaj–Fuchs–Reis (2024)
→ Network of banks matters; 
FX returns not central.
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