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ShH GRED (TR SAR AR, 330 /& A SO T F Al v (R AL
TREEYLI A, FRATTLE STE ST o A FH e 2080 2 30 S 2 i R0 ALY o g )i Al
PR H—, MRS AT, RN A 7 AR G IE, R R
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12470y 17470k 30 47k 38 47k 48 ATMLAT 49 A7k AT il i R A . AR BEH
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Exchange Rate Volatility, Production Network and Stock
Market Risk during the Sino-US Trade Friction

ZHOU Yinggang XIAO Xiao

(Center for Macroeconomic Research/School of Economics/Wang Yanan Institute for Studies
in Economics, Xiamen University;
Wang Yanan Institute for Studies in Economics, Xiamen University)

Abstract: Sino-US trade friction has created a major challenge to China's efforts to ensure
high-level opening-up and maintain production and supply chains. Previous studies have discussed
the impact of trade frictions on consumption, employment, economic welfare, and industrial
output. This paper examines financial market risks in China and the U.S. against the backdrop of
recent trade frictions, and in particular the impact of the expected exchange rate change on stock
market returns. An empirical spatial auto-regressive (SAR) model is derived from a static general
equilibrium model, in which the production network measured by the input-output table is used as
the spatial weight matrix, which is then given economic meaning. Based on the SAR model, the
direct impact of exchange rate changes on the stock market and the indirect impact through the
production network are estimated. We further calculate the direct and indirect impacts on various
industries and assess the average impacts on industries subject to tariff sanctions versus those not
subject to sanctions.

The main findings are summarized as follows. First, during the trade friction period, the
expected exchange rate change has significant negative impact on stock market returns in China
and the United States. Indicating that the correlation between the stock market and the foreign
exchange market increased during the friction period. Second, expected bilateral exchange rate
changes between China and the United States not only directly affect the stock returns of various
industries but also affect a certain proportion of the network because of the production links
between industries. The proportion of network effects is 50% in the Chinese sample and 37% in
the American sample, which reflects the stronger links between Chinese industries. Third, on
average, both industries affected by tariff sanctions and those not affected are influenced by
exchange rate changes; the latter is more affected through the network.

The findings have important policy implications. First, trade frictions have mutually



damaging consequences. Therefore, we should strengthen communication and cooperation
between countries. Second, the linkage between the foreign exchange market and the stock market
is enhanced during the period of trade friction. Therefore, special attention should be paid to
high-level risk and cross-market contagion in periods of economic and financial turmoil. Third,
the connection between the entity units (such as a production connection) can transmit the impact
of financial shock (such as the impact of exchange rates on the stock market). Therefore, we
should take into account the factors at the entity level when attempting to prevent and resolve
financial risks. Finally, as an economic power, China should accelerate the improvement of the
industrial chain, promote economic internal circulation, and enhance its ability to resist external
shocks.

This study contributes to the literature in several ways. First, this paper examines the impact
of Sino-US trade frictions on the financial market, studies the financial market risk magnified by
inter-industry production linkages and gives some new insight from the perspective of industrial
linkages. Second, most studies of trade frictions focus on their impact on entity-level activities.
From the perspective of the production network, this paper compares and analyzes the changes in
the financial markets of China and the United States in a period of trade frictions, focusing on the
impact of exchange rate changes on stock market returns. Finally, this paper uses a new method to
estimate and decompose the impact of exchange rate changes, and it obtains several new findings.
Using the SAR model, with the production network as the spatial weight matrix, this paper
quantitatively evaluates the direct impact of exchange rate changes on the stock market and the
network impact caused by inter-industry production links.

Keywords: Production Network, Direct Effects, Network Effects, SAR Model
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