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Which candidates shocks can we eliminate? 

 Consider a candidate set of shocks for FX effects
 But which ones are compatible in the autarky limit with 

i)  Macro disconnect  𝑙𝑙𝑙𝑙𝑙𝑙𝛾𝛾→0
𝑑𝑑𝑑𝑑𝑑𝑑𝑑𝑑𝑑𝑑𝑑𝑑 𝑉𝑉𝑑𝑑𝑑𝑑𝑉𝑉𝑑𝑑𝑉𝑉𝑉𝑉𝑉𝑉

𝑑𝑑𝑑𝑑𝑑𝑑𝑑𝑑𝑑𝑑𝑑
=0

ii) FX effect                   𝑙𝑙𝑙𝑙𝑙𝑙𝛾𝛾→0
𝑑𝑑𝐸𝐸𝐸𝐸𝑑𝑑𝑑𝑑𝑑𝐸𝐸𝐸𝐸𝑉𝑉 𝑅𝑅𝑑𝑑𝑅𝑅𝑉𝑉

𝑑𝑑𝑑𝑑𝑑𝑑𝑑𝑑𝑑𝑑𝑑
≠0
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Prop. 1: Disconnect Violations

 Price, productivity, labour wedge, government 
spending and mark-up shocks all impact output or 
consumption and the exchange rate. 

 They do not pass the disconnect test!
 These shocks do not become irrelevant to macro 

variables in the autarky limit 𝑙𝑙𝑙𝑙𝑙𝑙𝛾𝛾→0
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Prop. 2: Sign Restrictions

 Only asset demand shocks imply in the autarky limit
i) a positive correlation between the terms of trade 

and the real exchange rate
ii) a negative correlation between relative 

consumption growth and the real exchange rate
iii) a UIP deviations.
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Prop. 3: Financial Disconnect as Selection Criterium 
 Financial Disconnect:

𝑙𝑙𝑙𝑙𝑙𝑙𝛾𝛾→0
𝑑𝑑𝑑𝑑𝑑𝑑𝑑𝑑𝑑𝑑𝑑𝑑 𝑃𝑃𝑃𝑃𝑙𝑙𝑃𝑃𝑑𝑑
𝑑𝑑𝑑𝑑𝑑𝑑𝑑𝑃𝑃𝑑𝑑

= 0 𝑎𝑎𝑎𝑎𝑑𝑑 𝑙𝑙𝑙𝑙𝑙𝑙𝛾𝛾→0
𝑑𝑑𝑑𝑑𝑑𝑑𝑃𝑃𝑑𝑎𝑎𝑎𝑎𝑑𝑑𝑑𝑑 𝑅𝑅𝑎𝑎𝑑𝑑𝑑𝑑

𝑑𝑑𝑑𝑑𝑑𝑑𝑑𝑃𝑃𝑑𝑑
≠ 0

 Most news shocks about persistent dividend or discount 
factor changes does not fulfil this condition.

 Contemporaneous asset demand shocks 𝜓𝜓𝑅𝑅
𝑗𝑗 (under 

domestic asset price determination) are accommodate by 
adverse exchange rate change.

 Euler eq.:
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Appraisal and Comments
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General Appraisal
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 GE research often fail to have a clear message 
 Sharp focus on autarky limit cuts through a lot of complexity

 Message: Asset demand shocks only suitable candidate 
for explaining exchange rate disconnect and volatility “near” 
autarky

 Provocative and insightful
 Helpful simplicity like in the “Redux Paper”

𝒍𝒍𝒍𝒍𝒍𝒍𝜸𝜸→𝟎𝟎



Specific Comment I: “Financial Disconnect”
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 Financial Disconnect is not a 
stylized fact

 Example: Covered Equity 
Parity
 International equity return 

differences relate to nominal 
exchange rate movement (Hau 
and Rey, 2006, 2022)

 Globalization of asset markets: 
Many asset markets have large 
participation of foreign investors, 
which suggests that foreign 
investors matter for asset price

 Which shocks do create the 
observed financial correlations?



Specific Comment II: Future FX Research
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 Which type of financial 
asset demand shocks 
matters most?
 Time varying hedging by 

funds in FX derivative 
markets (FX swaps, FX 
forwards)?

 Positive net dollar bond 
positions by foreign funds 
create large (time-varying) 
net hedging demands for 
dollar short positions 

 Liao and Zhang (2020), 
Bräuer and Hau (2022) 



Specific Comment II: Future FX Research
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 Global dealer banks 
accommodate 
foreign demand for 
FX dollar hedge, but 
cover their risk by 
dollar selling in spot 
market (synthetic 
hedge)

 High correlation of 
-0.66 between 
hedging pressure 
and dollar spot rate 
index



Specific Comment III: Volatility Variation
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 Uncertainty and asset volatility 
play a role in known FX 
transmission channels:
 VIX => Portfolio rebalancing
 VIX => Hedging demand by 

funds
 VIX => Flight to quality (EM)

 Main variables in GE models are not VIX sensitive: 
model variable disconnect 

 Difficult to incorporate time-varying uncertainty into 
GE models



Thank you!
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