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Abstract

This paper examines the degree
of Exchange Rate Pass-Through
(ERPT) to prices in 12
emerging  markets in Asia,
Latin America, and Central and
Eastern Europe. Our results,
based on three  alternative
vector autoregressive models,
partly overturn the conventional
wisdom that ERPT into both
import and consumer prices is
always higher in “emerging”
than in “developed” countries.

For emerging markets with only
one digit inflation (most notably
the Asian countries), pass-
through to import and consumer
prices is found to be low and
not very dissimilar from the
levels of developed economies.
The paper also finds robust
evidence for a  positive
relationship between the degree
of the ERPT and inflation, in
line with Taylor’s hypothesis
once two outlier countries
(Argentina and Turkey) are
excluded from the analysis.
Finally, the presence of a
positive link between import
openness and ERPT, while
plausibl e theoretically, finds
only weak empirical support.
Non-technical summary
Understanding the impact of
exchange rate movements on
prices is critical from a policy

Tom tat

Bai bao nay khao sat mic truyen
dan ty gia hoi doai (mac chuyén
qua cua ty gia hdi doai) vao cac
muc gia ¢ 12 thi truéng méi noi
thuoc chau A, M¥ Latinh, Trung
va Pong Au. Dya trén ba mo hinh
vector tu hoi quy khac nhau, céac
két qua cua chiing toi da thay doi
phan nao quan niém cho rang hiéu
rng truyén dan ty gia hoi dodi vao
ca muc gid tiéu dung va nhap
khau & cac qudc gia “méi noi”
ludn cao hon cac qudc gia “phat
trién”.

Ddi véi céc thi trudng mai noi chi
c6 lam phat mot con s6 (dang cha
y la cac qUOc gia chau A), ching
t6i thdy rang muc truyén din vao
gid ca nhap khau va tiéu dung
thiap va khdng khac nhiéu so vai
cac nén kinh té phat trién. Bai bao
cling tim dwgc mét bang ching
vitng chac vé mdi quan hé tich
cuc gitra muc ERPT va lam phat,
phU hop vai gia thuyét caa Taylor
khi da loai trir hai truong hop
ngoai 1€ ra khoi phép phan tich (
Argentina va Tho Nhi Ky ). Cubi
cung, viéc xét dén méi lién heé tich
cuc gitta mo ctra nhap khau va
ERPT trong khi c6 vé hop Iy vé
mat ly thuyét lai it phd hop véi
thuc té.

Tom tat dé hiéu

Kién thac ve tic dong cia cac qua
trinh bién dong ty gia hoi doai dén
gid ca rat quan trong khi nhin tur




perspective in order to gauge
the appropriate monetary policy
response to currency
movements.

Empirical studies have shown
that movements in the exchange
rate and prices do not go one to
one in the short to medium run.
An extensive theoretical
literature, which has developed
over the past three decades, has
identified various expl anations
why exchange-rate pass-through
(ERPT) to import and
consumer prices is incomplete.
Empirical analyses have also
provided evidence of
considerable cross-country
differences in the ERPT. A
major argument in this respect
was suggested by Taylor
(2000), who put forward th e
hypothesis that the
responsiveness of prices to
exchange rate fluctuations de
pends positively on inflation.

This paper examines the degree
of ERPT to prices in 12
emerging markets in Asia, Latin
America, and Central and
Eastern Europe. To achieve this,
we employ a modelling strategy
that was developed for
advanced countries by McCa
rthy (2000) and applied by
Hahn (2003) to the euro area.
We estimate vector
autoregressive  models, which
include in the baseline case as

gbc do chinh sach dé c6 thé danh
gia chinh sach tien té phu hop véi
nhirng bién dong tien té.




variables output, the exchange
rate, import and consumer
prices, a short-term interest rate,
and oil prices. This vector
autoregressive approach allows
for the likely endogeneity
between our variables of
interest. Exchange rate shocks
are id entified by appropriately
ordering the variable of interest
and applying a recursive
identificati on scheme. As the
ordering of the variables may
matter, we conduct a sensitivity
analysis for different alternative
orderings of the variables. For
comparison purposes, we also
estimate comparable models for
a benchmark of developed
economies, namely the euro
area, the United States and
Japan.

Our results confirm that ERPT
declines across the pricing
chain, i.e. it is lower on
consumer prices than on import
prices. There is also evidence of
low ERPT for developed
economies, particularly in the
case of the US and, for
consumer prices, in Japan. In
line  with previous studies
ERPT is found to be somewhat
higher in the euro area than in
the US, both for consumer and

import prices. Our analysis also
partly overturns the
conventional wisdom that ERPT
1s always higher in “emerging”




than in “developed” countries.
For emergi ng economies with
one-digit level of inflation
(most notably the Asian
countries in our sample), ERPT
Is low and not very dissimilar
from the levels prevailing in
devel oped economies. More
gene rally, the paper finds broad
confirmation for a positive
relationship between the degree
of the ERPT and inflation, in
line with Taylor’s hypothesis.
This result b ecomes apparent
only after two outlier countries
(Argentina and Turkey) are
excluded, given the est imation
difficulties associated with the
severe macroeconomic
instability experienced over the
sample in these two countries.
Finally, the presence of a
positive link between import
openness and ERPT, while
plausibl e theoretically, finds
only weak empirical support.

1. Introduction

Over the past two decades a
large economic literature on
exchange rate pass-through
(ERPT) has developed. Starting
from different stand-points, the
empirical literature examines
the role played by ERPT in
small and large economies.
Studies conducted for the case
of developed countries include




Anderton (2003), Campa and
Goldberg (2004), Campa et al.
(2005), Gagnon and lhrig
(2004), Hahn (2003), lhrig et al.
(2006) and McCarthy (2000).
There is also a burgeoning
literature applied to emerging
market economies, including
Cross-country comparisons as in
Choudhri and Hakura (2006),
Frankel et al. (2005) and
Mihaljek et al. (2000).

Economists have traditionally
made the simplifying
assumption that the prices of
tradable goods — once expressed
in the same currency - are
equalised across countries, i.e.
that the purchasing-power parity
condition (PPP) holds.
Empirically,  however, this
assumption has found in general
little support, at least in the case
of small samples and in the
short to medium run. In line
with  this  evidence, the
theoretical literature deve loped
over the past two decades has
provided different explanations
why the ERPT is incomple te.
In his seminal paper, Dornbusch
(1987) justifies incomplete
pass-through as arising from fi
rms that operate in a market
characterised by  imperfect
competition and adjust their
mark-up (and not only prices) in
response to an exchange rate




shock. Burstein et al. (2003)
instead emphasise the role of
(non-traded) domestic inputs in
the chain of distribution of
tradable goods. Bu rstein et al.
(2005) point to the
measurement problems in CPI,
which ignores the quality
adjustment of tradable goods
large  adjustment in  the
exchange rate. Another line of
reasoning stresses more the role
that monetary and fiscal
authorities play, by partly
offsetting the impact of changes
in the exchange rate on prices

(Gagnon and lhrig, 2004).
Devereux and Engel (2001) and
Bacchetta and van Wincoop
(2003) explore instead the role
of local currency pricing in
reducing the degree of ERPT.

Corroborating these various
theoretical  approaches, the
empirical literature for both
advanced and emerging
economies has found evidence
of incomplete ERPT. These
studies also find evidence of
considerable differences across
countri es, leading naturally to
the question of what are the
underlying determinants of
pass-through. Taylor (2000) in
particular has put forward the

hypothesis that the
responsiveness of prices to
exchange rate  fluctuations
depends positively on inflation.




The rationale for this involves a
pos itive correlation between
the level and persistence of
inflation, coupled with a link
between inflation persistence
and pass-through. The latter link
can be expressed as follows:
The more persistent inflation is,
the less exchange  rate
movements are perceived to be
transitory and the more firms
might respond via price-
adjustments.

The evidence across different
studies appears overall
supportive  of the Taylor
hypothesis. The positive
relationship between the degree
of pass-th rough and inflation
appears to emerge
morestrongly, however, when
emerging markets are incl uded
in the sample period under
review (see in particular the
panel data evidence in Choudhri
and Hakura, 2006). This may be
not surprising, as the theoretical
argumentation of Taylor
becomes more meaningful for
higher rates of inflation.

Another important determinant
of ERPT, from a theoretical
standpoint is the degree of trade
openness of a country. The most
Immediate connec tion between
the two variables is positive: the
more a country is open, the
more movements in exchange
rates are transmitted via import




prices into CPl changes.
However, the picture becomes
more complex once we take into
account that inflation could be
negatively  correlated  with
openness, as empi rically found
by Romer (1993).

This gives rise to an indirect
channel, whereb y openness is
negatively  correlated  with
inflation and, taking into
account Taylor’s hypothesis, the
degree of pass-through. The
direct and indirect channels go
In opposite directions and the
overall sign of the correlation
between  pass-through  and
openness can thus be either
positive or negative.

The present paper reviews the
results from the lite rature,
exploring the magnitude of the
ERPT and the differences
across countries by estimating
vector autoregressive (VAR)
models for emerging market
countries and for the main
industrialised economies, i.e.
the euro area, the United States
and Japan which are used as a
cont rol group. A simultaneous
equation approach is used in
order to allow for potential and
highly  likely  endogeneity
between the variables of
interest. Simply ignoring such
simultaneity, as is often done in
single equation approaches,
would result in simultaneous




equation bias. The chosen
modelling framework IS,
moreover, appealing as it allows
one to trace out the dynamic
responses of variables to
exogenous shocks over time.
The literature so far has
estimated either single e quation
models or systems of equations
for one specific country, or else
set up single equation models
for a larger set of countries (e.g.
Choudhri and Hakura, 2006,
and Mihaljek et al., 2000). In
this study instead, we apply our
system  approach to a
considerable number of countri
es in the world’s three main
emerging  market  regions,
namely, Asia, Latin America,
and Central and Eastern Europe.
At the same time, we use the
same approach to the three
major industr ial economies,
which ensures comparability
across the country results. By
estimating each country model
over the longest possible time
horizon, we moreover aim at the
highest possible degree of
precision of the pass-through
estimates for each country. In
this respect, an important
ingredient to the analysis has
been the creation of a suitable

and comparable database for
each country at the quarterly
frequency, which represents a
major challenge given the data
availa bility and quality for

. Xét trén phuong dién nay,
mét thanh phan quan trong trong
qua trinh phén tich la su xay dung
cac co so dir liéu so sanh va thich
hop cho mdi quéc gia véi tan suat
hang quy, d6 la mdt thach thuc
I6n vi nd doi hoi phai cé san dir
liu va nam bit duoc nhitng diém




emerging market countries. This
has also helped us meeting the
requirements of a system
approach based on a relatively
high number of variables in
order to allow for sufficiently
rich  dynamics and to avoid
omitted variable bias.

dac trung cua cac quoc gia mai
noi. Piéu nay ciing gitp ching ta
dap ng cac yéu cau cua mot
phuong phap tiép can hé théng
da trén mot sb lwong bién tuong
dbi 16n cho phép nhiing qua trinh
dong hoc phong pha hon va tranh
sai léch do bo s6t bién.




Sau d6 chung t6i s& sir dung két qua thu duoc tir qudc gia cua chiing toi dé kiém ching nhan dinh
rang ERPT & cac thi trudng méi ndi cao hon so vaéi cac nén kinh té cong nghiép hoa, dong thoi so
sanh twong quan cac kiéu hiéu ¢ng truyén dan cua ty gia vao lam phat & cac thi truong nay theo
quan diém cua McCarthy (2000) va Choudhri, Hakura (2006). ERPT & céc thi truong méi ndi cao hay

thap c6 ¥ nghia quyét dinh ddi voi can bang thuong mai ciing nhu Iya chon co ché ty gia hdi doai cia mot
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van dé (xem, vi du Favero, 2001). V/6i su xuét hién cia cointegration, phuong phap dau

tién (wdc tinh theo mire d6) s€ gap phai





