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Introduction




- Emerging literature on currency appreciation and

credit

»Use the credit-to-GDP gap, a continuous indicator of the build-up of
systemic risk recommended by the BCBS, and the new iMaPP database

- Literature on effectiveness of macroprudential policy
»Examine interaction effect of macroprudential policy in mitigating the

COntri bUtions impact of the exchange rate on credit

- Literature on capital flows and credit

»Examine the feedback effect from credit to cross-border funding in the
context of leakages of macroprudential measures

- Literature on the effectiveness of capital controls

»Examine complementary role of targeted capital controls when
macroprudential policy faces cross-border leakages




- Exchange rate movements are found to have significant

and economically strong effects on domestic credit

» An appreciation of the local exchange rate vis-a-vis the USD leads to an increase in
the credit-to-GDP gap in the next quarter.

- Macroprudential policy is found to have direct effect on

domestic credit

» Where macroprudential policy is tightened, there is a reduction in the credit-to GDP
gap in the next quarter (particularly strong when controlled for endogeneity).

Key Findings * Macroprudential policy weakens the extent to which

exchange rate movements drive up domestic credit

» Impact of an appreciation on credit-to-GDP gap is weaker where macroprudential
policies were tightened in the previous quarter (interaction effects).

Summary of

- Targeted capital controls can play a complementary role
when macroprudential policy faces leakages

» Tighter monetary and macroprudential policy can further pull in cross-border
funding, while targeted capital controls reduce it.




1) Empirical Approach and Baseline Results

2) Addressing Simultaneity and Reverse
Causality Concerns

Outline of

Presentation

3) Extension: Leakages and Complementary
Role of Capital Controls




- Sample includes 62 economies (35 advanced and 27 emerging
market economies) for the period 2000Q1-2016Q4

- Estimate a dynamic panel regression using a GMM estimator to
avoid the Nickell bias and mitigate endogeneity concerns
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Exchange rate
movements have
significant and
strong effects on
domestic credit
developments

Macroprudential
policy weakens the
extent to which

exchange rate
movements impact
credit
developments
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- Economic fundamentals may simultaneously be driving
both exchange rate and credit developments

» Could results in simultaneity bias where coefficient on the exchange rate reflects
both the causal effect and correlation through the simultaneity

Macrofinancial
fundamentals

Simultaneity

Concerns

Exchange Domestic
rates credit




- We “purge” the exchange rate from impact of
fundamental factors, by running a fixed-effect regression
of the exchange rate on fundamentals:

A*RER;; = B, A*Inflation, -
+#,A*F RGDP,
+B3A*CA_Deficit,

Approach b+ e

Exchange
rates

Two-Step

Purging
fundamentals

* We use the residuals from this
regression to replace A*RER; ;_ in
our baseline with those (lagged)
"purged” exchange rate shocks

Exchange
rate shocks




* Results from the baseline regression continue
to hold when we use “purged” exchange rates:

»Exchange rate shocks have a significant and strong effect on credit
»Macroprudential policy affects credit, both directly and indirectly

Results Wlth through reducing the impact of exchange rate shocks on credit
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- Macroprudential policy may react to credit
developments as well as affect them

» Could results in attenuation bias where coefficient on the effects of
macroprudential policy are biased towards zero (Alam et al., 2019)

Reverse Macroprudential Domestic

policy credit

Causality
Concerns

* Up until now we have addressed this by

» We lag the macroprudential indicator and control variables by one-quarter and
also include the lagged dependent variable;

» We use the Arellano-Bond difference GMM methodology which is suitable for
independent variables that are not strictly exogenous

» We focus on the interaction term, which should suffer less from an the
endogeneity bias, since changes to exchange rates are not commonly taken into
consideration when setting macroprudential policy.

- Now we go a step further
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Three-Step

Approach

1.

We estimate an ordered probit model of

the macroprudential indicator conditional

on observables

* Y-0-y change in the credit gap; change in the
real exchange rate; change in net capital

inflows; lagged policy actions; country
indicator

Probit
model

We compute the “expected”
macroprudential policy stance

* Using the probabilities obtained in 1)
conditional on the independent variables

Expected
stance

Macro-
prudential

We compute the macroprudential policy shocks

shocks, as the actual indicators minus their
expected values—these shocks are
orthogonal to credit developments (as well
as exchange rate changes)

12



- Results from the baseline regression continue
to hold when we use macroprudential policy
shocks:

»In particular, all the interaction terms are essentially the same

» At the margin, the base effects for macroprudential policy action are
measured larger and more significant compared to the baseline

RESUItS Wlth . » Overall, we find that the attenuation bias from reverse causality is
MacroprUdentlaI reduced when we use the macroprudential policy shocks
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Extension: Leakages and
Complementary Role of
Capital Controls



Extension

Macroprudential Capital flow
policy management
Currency Credit Cross-border
appreciation expansion funding

- We examine how credit and policies affect “other

investment flows” that further increase systemic risk

» Other investment flows capture cross-border funding of financial institutions (non-
core funding) and non-financial corporates.

III

» Estimation embedded in standard regression on “pull” and “push” factors

Other investment flows Credit-gap effect
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Extension: Empirical Results

Variables iMaPP based tools based tools Macroprudential policy
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Conclusions

* We examine the effectiveness of macroprudential
policy in attenuating the impact of exchange rates on
domestic credit cycles

* We find evidence that currency appreciations is
associated with subsequent increases in the credit-gap

* Tighter macroprudential policy can mitigate this effect

* Both monetary and macroprudential tightening leads

to increases in cross-border funding (leakages)
> Targeted capital controls attenuate increase in cross-border funding.

* Therefore, tradeoffs need to be considered carefully

» Policymakers may consider combining macroprudential policy with targeted
capital controls.
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