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The Impact and Mechanism of Dollar Exchange

Rate on Firm Investment
TAN Xiaofen (Beihang University, 100191)
CAO Qiangian, GOU Qin ( Central University of Finance and Economics, 100081 )
LI Xiang ( Peking University, 100871)

Abstract: The US dollar plays a key role in the international monetary and financial system. The dollar
exchange rate has important impact on cross-border capital flows denominated in USD and the real economic
growth through global financial markets. The dollar appreciation cycle is often accompanied with a decline in
real GDP growth in emerging economies. As more and more countries open up their capital accounts, it’s
important to cope with external risk shocks and build up a feasible regulatory system to reduce the negative
impact of US dollar exchange rate on macroeconomic development and individual behaviors at the micro level.

This paper focus on how the US dollar exchange rate affects corporate investment. Exchange rate
fluctuations can affect investment activity through both the trade channel and the financial channel. The
traditional trade channel operates through net exports. Specifically, dollar appreciation means the relative
depreciation of the local currency, which will improve the export competitiveness of domestic products. Firms
are motivated to increase investment by increased export revenue and cash flows. By contrast, the financial
channel operates through exchange rate fluctuations which trigger valuation changes, balance-sheet adjustments
and shifts in risk-taking. Global financial risk and investment uncertainty increase when the US dollar
appreciates. Internal risk control and external regulatory constraints limit the lending ability of global banks.
Specifically, firms which borrowed in dollars to finance domestic real assets will suffer from the balance sheet
effect and valuation mismatch when the US dollar appreciates. From the standpoint of creditors, the weaker
credit position of borrowers increases tail risk in the credit portfolio, and reduce their global cross-border bank
lending supply. Because of the reduction in global credit supply and increased financing costs, available cash
flow for investment declines and investment activities are restrained. So the US dollar exchange rate affects
corporate investment through two opposing channels.

Using data of non-financial firms from 2000 to 2019, this paper empirically explores how the US dollar’s

nominal effective exchange rates affect corporate investment. The results show that dollar appreciation
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significantly depresses corporate investment through the financial channel and encourages investment through the
traditional trade channel. But the financial channel dominates. Compared with the bilateral exchange rate and
the euro exchange rate, the US dollar exchange rate shows the particularity as a barometer of global liquidity.
Bilateral exchange rate operates mainly through the trade channel while the dollar’s nominal effective exchange
rate operates through the financial channel. What’s more, it shows a more significant effect on emerging
economies than on developed economies. The 2008 global financial crisis further amplified such negative effect.
The relationship between the US dollar exchange rate and corporate investment was not significant until the
outbreak of the 2008 financial crisis. Domestic financial development, central banks’ foreign exchange
intervention and macro-prudential policy can help alleviate such negative impact.

This paper contributes to existing literature by revealing that the US dollar exchange rate is a barometer of
global credit supply and provides evidence at the firm level of how its exchange rate affect the growth and
stability of real economy through global financial market. What is more, we compare and analyze the different
impacts of the bilateral exchange rate against the US dollar. The reverse causality problem is relatively smaller
for the dollar index. Our cross-border firm-level panel data further confirms the conclusion of existing literature
about the negative spillover effect of the US dollar, which is mainly drawn based on data analysis of
macroeconomy. We conduct empirical research on different financial indicators and different time periods. Such
heterogeneity analysis helps us better understand how the dollar exchange rate exerts its effects and provides
more detailed policy recommendations for dealing with the spillover effects.

The findings of this paper have important implications for emerging economies to prevent external risk
shocks, enhance macroeconomic regulation, and achieve high-quality economic development. Firstly countries
should pay special attention to the financial channel of the US dollar and strengthen forwarding-looking guidance
of foreign exchange market. When dollar fluctuation significantly increases domestic financial risks or
undermines the central bank’s ability to stabilize prices, macro-prudential policy or foreign exchange
intervention can be used. Secondly, to reduce the negative spillover effects of the US dollar cycle, it’s
necessary to establish a more feasible and balanced international monetary system. Thirdly, emerging market
economies should strengthen the macroeconomic fundamentals and provide sufficient foreign exchange hedging
derivatives. Last but not least, firms should rationally structure their debt and improve profitability by
endogenous growth to reduce dependence on external financing such as US dollar loans.

Further research can examine the financial channel at the macro level, and the “triangular” relationship
between US dollar, cross border capital flows and real investment. Or we can explore the US dollar exchange
rate on other economic variables such as corporate leverage and corporate innovation. In-depth research based
on firms’ foreign debt data is also worth considering.
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