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Abstract

This paper provides an empirical analysis of the decomposition of UK real exchange rates
into the relative price of traded goods and the ratio of the relative price of non-traded to
traded goods, and tests the prediction that deviations from the law of one price in tradable
goods dominate real exchange rate variability only in the short run. UK bilateral real
exchange rates are examined relative to a sample of six main OECD partners. The
existence of a long-run relationship between real exchange rates and these corresponding
relative price ratios is analysed using cointegrated vector autoregressive models. These
show only limited evidence of a cointegrating relationship. The paper quantifies the
severity of the deviations from the law of one price, and shows that these deviations are
persistent relative to the length of the sample period. This motivates the use of a
multi-country panel cointegration-testing framework, which produces evidence of a
long-run relationship between the real exchange rate and the non-tradable component.

Key words: Real exchange rates, Balassa-Samuelson, half-life measures, (panel)
cointegration.

JEL classification: C32, F30, F31, F47.



Summary

Empirical real exchange rate studies mainly reflect one of two views of real exchange rate
behaviour. Purchasing power parity (PPP) assumes that any measure of the real exchange
rate is mean-reverting in nature and therefore constant in the long run. An alternative
hypothesis makes a distinction between the empirical behaviour of the tradable and
non-tradable components of the real exchange rate. This approach assumes that
cross-country differences in the prices of tradable goods expressed in the same currency
should eventually be eliminated, that is the Law of One Price (LOOP) across tradable
goods between countries holds. In this case, the long-run movements in real exchange
rates are related to movements in the ratio of the relative price of non-tradable and tradable
goods between countries.

Based on evidence in the literature it seems sensible to assume that the real exchange rate
contains a unit root. We carry out unit root tests on the data, which show this assumption is
appropriate. Although this phenomenon is not consistent with PPP, it can be reconciled
with the second approach; that national price indices have non-tradable components,
which in turn affects real exchange rate behaviour. In this context, short to medium-run
deviations between the real exchange rate and the ratio of the relative price of non-tradable
and tradable components are possible. These occur as a consequence of temporary
deviations from the LOOP. Hence LOOP deviations can only dominate the variability of

the real exchange rate in the short to medium run.

In this paper we test this hypothesis for movements in UK real exchange rates relative to a
sample of six main OECD partners. The identification of a long-run relationship between
the real exchange rate and the ratio of the relative price of the non-tradable and tradable
components requires us to choose a method for constructing these components.
Determining precise indices that accurately capture the price of traded and non-traded
goods is virtually impossible. Given these inevitable constraints we use two different
methods to construct indices to capture movements in the prices of traded and non-traded
goods in each country in our sample. One method decomposes the consumer prices index
into its tradable and non-tradable components; the other uses the producer prices index as
a proxy for tradable goods prices.

The analysis presented examines the existence of a long-run relationship between bilateral
UK real exchange rates and the corresponding relative prices of non-traded to traded
goods. Consistent with the findings elsewhere in the literature, using cointegrated vector



autoregressive (VAR) models for these series, otherwise known as vector error correction
(VEC) models, we find little support for the LOOP; there is only limited evidence for a
cointegrating relationship in the dollar and euro bilateral rates. Using an autoregressive
model for the relative price of tradable goods, we quantify the severity of the deviations
from the law of one price. This provides evidence that such deviations are persistent
relative to the time span of our data set. This finding motivates the use of a multi-country
panel cointegration-testing framework. It provides evidence for a cointegrating

relationship between the real exchange rate and the relative price of non-tradable goods for
the United Kingdom, using both the CPI and the PPI-based decompositions.

Out-of-sample evaluation shows that the estimated time series based cointegrating VAR
models are inferior to a naive random-walk model. But we find evidence that a novel panel
VEC approach can, for most bilaterals, provide a significantly more accurate prediction of
movements in the real exchange rate than a random-walk model. Our results show that by
using a panel-data framework we are able to identify a long-run relationship between
bilateral UK real exchange rates and the corresponding relative prices of non-traded to
traded goods.



1 Introduction

The behaviour of real exchange rates has long been a focus of academic research.
Empirical real exchange rate studies mainly reflect one of two views of real exchange rate
behaviour. Purchasing power parity (PPP) assumesthaneasure of the real exchange

rate is mean-reverting in nature and therefore constant in the long run. An alternative
version, as first proposed by Balassa (1964) and Samuelson (1964), makes a distinction
between the empirical behaviour of the tradable and non-tradable components of the real
exchange rate. In this approach it is assumed that the ‘Law of One Price’ (LOOP) holds, ie
cross-country differentials in the price of tradable goods expressed in the same currency
should eventually be eliminated. Long-run movements in real exchange rates are therefore
related to movements in the relative price ratio of non-tradable and tradable components.

The PPP view of real exchange rates is not founded on strong empirical evidence.
Standard time series tests based on the augmented Dickey and Fuller (1979) (ADF) unit
root test cannot in general reject that real exchange rates are non-stationary, see eg Mark
(1990). As ADF tests are known to have low power, many researchers in the field have
reverted to the use of panel unit root tests. However, when properly executed, these panel
unit root tests do not provide overwhelming evidence for PPP either, see eg O’Connell
(1998). Based on these observations from the literature it seems appropriate to assume that
the real exchange rate contains a unit root. Although this phenomenon is not in compliance
with PPP, it can be reconciled within the view that national price indices have non-tradable
components and this in turn affects real exchange rate behaviour. Translated into
non-stationary time series jargon, this implies that the real exchange rate and the relative
price ratio of non-tradable and tradable components are cointegrated. In this context, short
to medium-run deviations between the real exchange rate and the relative price ratio of
non-tradable and tradable components are possible, and they occur as a consequence of
temporary deviations of the LOOP. Hence, LOOP deviations can only dominate the
variability of the real exchange rate in the short to medium run.

Several studies have tried to test the prediction that LOOP deviations dominate real
exchange rate variability only in the short to medium run. Engel (1999), on a sample of US
bilateral real exchange rates with other major OECD economies for the period 1962-95,
shows that changes in the international relative price of traded goods account for the
overwhelming majority of the overall variance of real exchange rate changes. The same
conclusions can be drawn for other bilateral real exchange rate pairs, see eg Engel (2003).
Using quarterly data from 1980 to 2000 for a 52-country sample; Betts and Kehoe (2001)
have done the same and they find that their measure of the relative price ratio of



non-tradable and tradable components is slightly better able to account for long-run real
exchange rate variability for countries which have relatively close trade ties, albeit that the
explained proportion never exceeds one third. Kakkar and Ogaki (1999), on the other
hand, focus on the cointegration relationship between the real exchange rate and the
relative non-tradables/tradables price ratio, and they are able to find evidence for this
cointegration relationship in a 1929-88 sample of different bilateral pairs among a group
comprising Canada, Italy, Japan, the United Kingdom and the United States. However,
utilising both time series and panel techniques Drine and Rault (2002) have to reject the
empirical appropriateness of cointegration between real exchange rates and relative
non-tradables/tradables price ratios on a 1970-93 sample of annual effective real exchange
rates for eleven OECD countries. Hence, both variance decompositions of tradable price
ratios and cointegration tests on real exchange rates and relative non-tradables/tradables
price ratios provide, at the most, mixed evidence in favour of LOOP.

In this paper we consider movements in UK bilateral real exchange rates relative to a
sample of six main OECD partners from the perspective that price movements in the
non-tradable components of the respective price indices have an impact on long-run real
exchange rate behaviour. Determining precise indices that accurately capture the price of
traded and non-traded goods is virtually impossible. Notwithstanding these inevitable
constraints, we construct indices to capture movements in the prices of traded and
non-traded goods in each country within our sample. This allows us to analyse the
existence of a long-run relationship between UK bilateral real exchange rates and the
relative price ratio of non-tradables and tradables.

The remainder of this paper is organised as follows. In Section 2 we briefly describe how
the real exchange rate can be decomposed into an international relative price of tradable
goods and a relative price ratio of traded and non-traded goods. We describe the data used
in our analysis. A cointegration model for each of our bilateral pairs is utilised in Section 3
to test the empirical validity of the long-run real exchange rate relationships described in
Section 2. We also try to quantify the severity of LOOP deviations through the estimation

of the half-lives of LOOP deviations. Small multi-country panel structures are utilised in
Section 4 in order to improve upon the time series methods used in Section 3. Both time
series and panel versions of our long-run real exchange rate models are evaluated in an
out-of-sample context in Section 5. Finally, Section 6 contains concluding remarks.
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2 Real exchange rates: definitions and stylised facts

In general terms, the real exchange rate between the United Kingdom and another country
can be described as the relative aggregate price levels of the countries expressed in the
same currency, ie

G = st +prt —py (1)
whereg; is the logarithm of the real exchange ralg s; is the logarithm of the nominal
exchange rate; for the foreign currency expressed in pounds sterfihgy¥ is the
logarithm of the UK aggregate price leveYX andp; is the logarithm of the foreign
aggregate price levét. In order to link the movements in the real exchange rate to
movements in the relative price ratio of the tradable and non-tradable components, we
write the aggregate price level as the geometric weighted average of the price of the
tradable goods componeAtT): and the non-tradable goods componefw):, that is

i i

P} = Ci[P(T)* [P(N)]' ™, i=UKorx (2)
where(C; is a stationary measurement error. In logarithms equéBpbecomes:

pp = ci+a'p(T) + (1 - a")p(N); 3)

The logarithm of the real exchange rate can be defined as the sum of the cross-country
difference in measurement error, the cross-country traded good price tatitd the
relative price ratio of non-tradable and tradable compongnts

@ =0+ +y (4)
where
0 = ¢ — ¢
Ty = St + p(T)%JK —p(T);
ye = (1= a")[p(N) = p(1)7] = (1 = o) [p(N); — p(T)7]

Cross-country differences in tradable goods and the degree of nominal price stickiness
induce deviations from the LOOP. According to the LOOP, cross-country price
differentials expressed in one currency provide economic agents with arbitrage
opportunities which would induce them to ship tradable goods to other countries and
therefore these price differences would disapp@ane therefore assume that these LOOP
deviations die out in the long run, ie

Ty = Pt (5)

(1) As a consequence a rise in the nominal exchange rate indicates an appreciation of sterling and thus a
rise ing; indicates a real appreciation for the United Kingdom.
@) In the LOOP world it is explicitly assumed that economic agents do not face transport costs.
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wherey, is a zero-meaii(0) deviation. Combining4) with (5) the log of the real
exchange rate can now be written as

G =04y + (6)
whered = E(cfX — ¢) reflects the average level of relative measurement error, and
pe = (e —¢f) = 0] + o ~ 1(0)

with mean zero. Thus, according(i®), the real exchange rate can contain a stochastic
trend wheny; contains a stochastic trend.

There are three potential explanations for why the non-traded/traded relative price ratio

can contain a stochastic trend, which would induce the real exchange rate to be non-mean
reverting. First, Balassa (1964) and Samuelson (1964) have argued that in fast-growing
economies productivity growth in the traded goods sector is higher than in the non-traded
goods sector and thus the relative price of non-traded/traded goods for such an economy, ie
v, would rise quickly. Consequently, if for example the United Kingdom grows faster than

a foreign economy, the corresponding bilateral UK real exchange rate will exhibit a
sustained appreciation. Another explanation is based on relative factor endowments, as put
forward by Bhagwati (1984). As services are relatively labour intensive in production and
goods relatively capital intensive, capital abundant countries have a comparative advantage
in producing goods, causing a sustained rise injtHer those countries. Finally,

Bergstrand (1991) focuses on the relative demand structure among countries and its
influence on the behaviour @f. This approach assumes non-homothetic tastes of agents
and also that non-traded services are luxuries in consumption and traded commodities are
necessities. Therefore, if a country becomes relatively wealthier than other countries it will
exhibit a relatively higher demand for non-tradables, which in turn causes a sustained
increase in theg; for that country. Hence, based on one or more of these three

explanations, we would expect to find cointegration between the log real exchange rate

and the log relative non-tradables/tradables price rgti@msed on the proportionality

between the two variables as(i6).

In modelling real exchange rate movements accordir{g)tand(6), we have to choose

how to measure the price of tradable and non-tradable goods within the respective
economies. Following Engel (1999) and Betts and Kehoe (2001) we use two approaches.
In the first approach, we assume that a producer price index (PPI) has a higher weight on
traded goods than a consumer price index (CPI), we can proagdy; by:

z; = s; + p(PP)YX — p(PPI);
v = [p(CP — p(PP)Y] — [p(CPI); — p(PPI;]
We denotg7) as the PPI-based specification. One problem with this PPI-based

(7)
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decomposition is that it measures the relative price of non-traded goods as simply the
difference between the real exchange rate and the tradables componenstygie- ;.
Measurement error in these two series may then imply a negative correlation between
andy;. Our alternative approach decomposes the CPI into components that are related to
tradable and non-tradable goods pricesGPI-T) and P(CPI-N) respectively).

Consequently,

z; = s; + p(CPI-T)PX — p(CPI-T);
ye = (1= a")[p(CPI-N)YX — p(CPI-T)™] — (1 — o) [p(CPI-N); — p(CPI-T);]
A more detailed description of the data can be found in Appendix A.

(8)

We will now turn to the stylised properties of our data, before we subject it to a more
rigorous analysis. UK bilateral real exchange rate movements appear to be without any
mean-reverting tendencies over the period 1976 to 2002. In Table A we conduct ADF unit
root tests on all the UK real exchange rate bilaterals, as well as their compgnantk:,,

over the 1976-2002 sample. The table shows that we are unable to reject the null of
non-stationarity for the monthly real exchange rate for any bilateral pair.

This apparent lack of mean reversion implies, as may have been expected, the empirical
failure of PPP for UK real exchange rates. However, LOOP may still hold, through a
long-run relationship between the real exchange rate and the relative price ratio of
non-tradables and tradables between countries. From Table A one notices that, in general,
¥ contains a stochastic trend, irrespective of which price index is used to construct this
measure. But the results in this table also indicate that the relative tradables, grasea

unit root, indicating that LOOP also fails to hold across tradable goods.

Charts 1 to 7 show the relationship betwegn:; andy, over the sample period for the
France/UK, Euro/UK, Germany/UK, Italy/UK, Canada/UK, Japan/UK and US/UK
bilaterals using both our CPI and PPI-based decomposition of the real exchangerfate in
andy;. Theg andy; series show a certain amount of co-movement, although the strength
of the relationship betweep andy; varies across the sample period, the bilaterals
considered, and the method of decomposition used. If we look at the US/UK bilateral for
both the CPI and the PPI-based measures, movements in the real exchange rate and the
relative price ratio of tradable and non-tradable goods follow a similar trend during the
early 1980s, but the disconnection between the movementsaatly; increases towards

the end of the sample. For the other sterling bilaterals the trends ip dmely; series

appear closer, but we still observe substantial persistent deviations bejvesety;.

When we compare in Charts 1 to 7 theandy, series, on the one hand, with theseries,

on the other, it becomes apparent that¢h@ndzx; series share a comparable degree of

13



Table A: Unit root tests on the components of the major real sterling exchange rate relationships,
1976:01-2002:04)

qt Ycpit YPPLt TCPIt TPPLt
Canada/UK -2.25  (3) —0.81 (12) -1.98 (2) -2.14  (3) —-248 (3)
EMU/UK —-2.15  (3) -1.67 (12) - -2.16 (2) -
Germany/UK  —2.26  (7) -2.07 (12) -2.07 (12) -1.73 (1) —-1.87 (1)
France/UK -2.27  (3) —0.51 (12) - —-2.22  (2) -
Italy/UK —-1.95 (3) —0.53 (12) —3.23" (12) -2.07  (3) -1.37  (3)
Japan/UK —2.10 (10) -2.02 (9) —1.45 (11) —1.84 (10) —2.69* (10)
US/UK -2.53  (4) —2.84* (8) -0.89 (12) —-243  (3) —2.08 (2)

(@) The columns contain values of the augmented Dickey and Fuller (1979) t-statistic of the null hypothesis tha
series contains a unit root using the ADF test regression with an intercept term. The values in parenthes
the number of lagged first differences in the corresponding ADF test regression, where the appropriate nu
is selected by starting with 12 lagged first differences and decrease this number until the parameter of th
lagged first difference is statistically different from 0. Note that due to incomplete PPI data we do not ref
ADF test results for the PPI-based decomposition in the case of the EMU and France and only for the 1981-
sample in the case of Italy (see Appendix A).* &) [***] indicates a rejection of the null of a unit root at the
10% (5%) [1%] significance level, based on (finite sample) critical values from MacKinnon (1991).
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Chart 1: Logarithms of real exchange rate vs. relative non-tradables/tradables goods price
ratio and relative tradable goods price: France/UK
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The charts compare the log real exchange rate with the log relative non-tradables/tradables goods
price ratio {;) and the log relative tradables goods prieg)(using the CPI-based decomposition of the

real exchange rate. Due to incomplete French PPI data the PPI-based decomposition is not shown (see
Appendix A).

persistence, suggesting that deviations betwegandy, are most likely driven by

deviations from LOOP. Note that although the 1976-2002 sample spans different exchange
rate regimes, the dynamics of the relevant bilateral rates seems not to have been affected a
lot by that, eg the fall in the real value of sterling relative to the European currencies

during the 1992 ERM crisis is not exceptional from a historical point of view.

3 LOOP deviations in a time series context

In this section we analyse the existence of a long-run link between several bilateral UK
real exchange rates and the corresponding relative price ratio of non-tradables and
tradablesy; in (4). The analysis utilises both cointegrated vector autoregressive (VAR)
models forg; andy;, as well as univariate autoregressive (AR) modelscfoSection 3.1
describes both the underlying cointegrated VAR model and the AR-based estimates of the
half-lives of shocks to the relative tradables price ratioSection 3.2 presents the results
from both types of analysis.
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Chart 2: Logarithms of real exchange rate vs. relative non-tradables/tradables goods price
ratio and relative tradable goods price: Euro/UK
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The charts compare the log real exchange r@adenith the log relative non-tradables/tradables goods price
ratio (y;) and the log relative tradables goods priag)( using the CPI-based decomposition of the real
exchange rate. Due to incomplete French and Italian PPI data the PPI-based decomposition is not shown
(see Appendix A).

3.1 Method

In order to test for cointegration betwegrandy; in (4) the vector error correction (VEC)
framework of Johansen (1991) is used, ie

12 p—1
AZt = ZXSDS+Q(,BI _IBO/) thl _'_ZFJAZti] +€t (9)
s=2 Jj=1

In (9), the2 x 1 vectorZ; is given by:

Zi= (g w)

AZy =7y — Zy1, Zy—1 = (Z)_, 1), D is a zero-mean seasonal dummy apds a2 x 1

vector of white noise disturbances. The r vectorg, is a vector of intercept terms,

andg are2 x r matrices of adjustment parameters and cointegrating vectors, respectively,
andr is the cointegrating rank value of VEC mod@). Note that this specification of the
deterministic part of9) implies that the intercepts appear only in the long-run
relationships.

The Johansen (1991) likelihood ratio statistic for the nult obintegrating vectors versus

the alternative of a stationary VAR model can be used to determine the proper value of the
cointegrating rank in (9). Once the proper cointegrating rank has been determined,
likelihood ratio tests can be used to test restrictions on ttw@ntegrating vectors. As these

16



Chart 3: Logarithms of real exchange rate vs. relative non-tradables/tradables goods price
ratio and relative tradable goods price: Germany/UK
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The charts in the first row compare the log real exchange rafe wWith the log relative non-
tradables/tradables goods price ragjg @nd the log relative tradables goods prieg (using the CPI-based
decomposition of the real exchange rate. The second row contains the same comparisons using the PPI-based
decomposition of the real exchange rate.
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Chart 4: Logarithms of real exchange rate vs. relative non-tradables/tradables goods price
ratio and relative tradable goods price: Italy/UK
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The charts in the first row compare the log real exchange rafe with the log relative non-
tradables/tradables goods price ragjg @nd the log relative tradables goods prieg(using the CPI-based
decomposition of the real exchange rate. The second row contains the same comparisons using the PPI-
based decomposition of the real exchange rate, which starts in 1981 due to incomplete Italian PPI data (see
Appendix A).
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Chart 5: Logarithms of real exchange rate vs. relative non-tradables/tradables goods price
ratio and relative tradable goods price: Canada/UK
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The charts in the first row compare the log real exchange rafe wWith the log relative non-
tradables/tradables goods price ragjg @nd the log relative tradables goods prieg (using the CPI-based
decomposition of the real exchange rate. The second row contains the same comparisons using the PPI-based
decomposition of the real exchange rate.
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Chart 6: Logarithms of real exchange rate vs. relative non-tradables/tradables goods price
ratio and relative tradable goods price: Japan/UK
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The charts in the first row compare the log real exchange rafe wWith the log relative non-
tradables/tradables goods price ragjg @nd the log relative tradables goods prieg (using the CPI-based
decomposition of the real exchange rate. The second row contains the same comparisons using the PPI-based
decomposition of the real exchange rate.
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Chart 7: Logarithms of real exchange rate vs. relative non-tradables/tradables goods price
ratio and relative tradable goods price: US/UK
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The charts in the first row compare the log real exchange rafe wWith the log relative non-
tradables/tradables goods price ragjg @nd the log relative tradables goods prieg (using the CPI-based
decomposition of the real exchange rate. The second row contains the same comparisons using the PPI-based
decomposition of the real exchange rate.
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tests are conducted conditional on the cointegrating rank they have standard limiting
distributions. Validity of one of the real exchange rate models from Section 2 within VEC
(9) implies a reduced rank value= 1 and a cointegrating vector, normalisedgnequal
to(3 —B}) = (1 —1 —c¢), which complies with(6). Hence, this implies testing the
restriction

ﬁq + 5@/ =0 (10)
on the unnormalised cointegrating vectorgién (9)).

VEC model(9) is a bivariate system of the log real exchange gatnd the log relative
non-tradable/tradable price ratjg indicating that the cointegration model igrdoes not
allow for an 1(1) log relative tradables priag to have an effect og. If an I(1) =, had

been allowed for, then this would have meant that international goods arbitrage
opportunities would never be utilised, ie LOOP deviati@@swvould be permanent. None

of the economic models available in the literature allow for this, as it essentially assumes
the absence of any international trade linkages. Phenomena like shipping costs,
pricing-to-market and so on can cause persistent 1(0) movementsaimd(5), however,

and when we compare the equilibrium errors fr@hwith (6) one can observe that the
degree of equilibrium error correction {8) is implicitly determined by the persistence of
both LOOP deviationsg; in (5) and relative measurement erréygsee(4)). If one or both

of these sources of equilibrium errors are very persistent relative to the available span of
the data, Otero and Smith (2000) show that the VEC-based cointegration framework is
often unable to detect the presence of cointegration. From an economic point of view,
identifying the degree of persistence of LOOP deviations is of interest as it gives an
indication of the severity of the failure of the ‘Law of One Price’. Hence, as a complement
to the cointegration test results, the half-life of a shock to the relative tradablespisce

also computed.

In order to compute the half-life of a shock to a bilateralan AR{p) model is estimated
for ay:

p
x = 0p + Z 5ja:t_j + v (11)

j=1

wherey; ~ i.i.d.(0,02). Based or{11), one can compute the impulse response function of a
unity shock tar;, ie howx, behaves in the future when there is a unity shock neteris
paribus The half-life ofz; can now be defined as the number of years necessary for a
unity impulse tar; to have dissipated by 50%. In contrast to the more traditional measure
In(0.5)/In(3_%_, 4;), the impulse response-based measure of the half-life is valid
irrespective of whether; contains a unit root or not as the individuas in (11) always

have a normal limiting distribution, see Inoue and Kilian (1999). As the impulse response
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function of (11)is a non-linear function of th&s, it is convenient to use a bootstrap
procedure to compute confidence intervals for the estimates of the half-life in order to deal
with the small sample bias due to this non-linearity.

Whenuz; is very persistent, however, OLS estimates of the parametétd jare biased
downwards in finite samples. This small bias in the parameter estimates, in combination
with the non-linearity of the impulse response function coefficients, will result in a skewed
and biased estimate of the impulse response coefficients. As a consequence, the half-life
estimate will also have a skewed and biased distribution. Computing confidence intervals
around this biased half-life estimate through traditional bootstrap procedures will not
circumvent this, as traditional bootstrap procedures are based on the biased OLS estimates
of (11). As an alternative, the impulse response-based half-life estimatasf

constructed, following Kilian (1998), through a bootstrap-based mean-bias corrected
estimate of11). This bootstrap-based mean-bias corrected estimdteldin turn is used

in a double bootstrap procedure, in order to generate confidence intervals around the
mean-bias corrected half-life estimatexef Appendix B provides a more detailed
description of how the bootstrap-based mean-bias corrected half-life estimates and the
corresponding confidence intervals were computed.

3.2 Cointegration results

Monthly data over the 1976-2002 period for the bilateral relationships of Canada, France,
Germany, Italy, Japan and the United Statissa-visthe United Kingdom were used to

test the long-run appropriateness of the real exchange rate relatig¢dktiippugh
cointegration analysis. As explained in Section 2, there are several ways in which the real
exchange rate can be decomposed into tradable and non-tradable parts. The PPI-based
decompositior{7) and the CPI-based decompositi@) were both used to get different
measures of the log relative non-tradables/tradables priceyafo

We constructed a VEC model liK8) for each bilateral relationship based on our different
measures of the log relative non-tradables/tradables pricegafitne lag ordep in (9)

was selected based on a general-to-specific approach in which a likelihood ratio test
statistic was used to test the appropriateness of an upper-bound lag order in an unrestricted
VAR of ¢; andy, in levels. If the upper-bound lag order is insignificant, the lag order was
decreased and again a likelihood ratio test was conducted to see whether this lag order is
appropriate and so on. In this study, the upper-bound lag order is set egualitband

tested downwards. For robustness, the presence of residual autocorrelation at the selected

() Appendix A contains a more detailed description of how the data were constructed.
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lag order was checked for, and if any residual autocorrelation is detected, the lag wrder
this unrestricted VAR in levels was increased until this phenomenon disappears. The
overall results can be found in Table B.

The upper panel of Table B reports the results for the PPI-based decomp(a&)tndithe

real exchange rate. In general, the null of no cointegration could not be rejected. Only in
the case of the US/UK relationships was evidence for one cointegrating vector found. For
this bilateral relationship the restriction of long-run proportionality betwgemdy; (ie
restriction(10) on the cointegrating vector i{®)) was accepted.

As can be observed from the lower panel of Table B, the evidence for a cointegrating
relationship between the log real exchange gatnd the relative price ratio of
non-tradables/tradablgswas more frequent for the CPI-based decompos{i@)nWith

the exception of the Canada/UK, Italy/UK and Japan/UK relationships the null of no
cointegration for the remaining bilateral relationships could be rejected. However, for the
EMU/UK relationship, as shown in the third column of the table, the possibility that the
corresponding VEC system has more than one cointegrating vector could not be rejected,
and thus it cannot be assumed that the representati®) imvalid. For the remaining 3
cointegrating relationships identified, the restriction of long-run proportionality betyeen
andy; for the France/UK and Germany/UK bilaterals can be accepted. Hence, there seems
to be somewhat stronger evidence of a valid cointegrating relationship bejweseahy,

for the bilateral ratesis-a-visEuropean countries, which might reflect the fact that
transportation costs for goods are lower between the United Kingdom and other European
countries, than for inter-continental tratfé These findings are consistent with those in

Engel (2003).

3.3 Half-lives of LOOP deviations

The traded goods exchange ratg,measures the deviations of the real exchange ¢ate,
from the relative price ratio of non-tradables/tradabiesT he cointegrating relationship
as modelled ir{9) and(10) implies stationarity in the deviations from the LOOP. The
results in Section 3.2 provide mixed evidence that this model is valid for all the real
exchange rates within the sample. In some cases it is difficult to identify a proportional
relationship between the real exchange rateand the relative price ratio of

@) In an attempt to model real exchange rate dynamics across OECD countries through real interest rate
differentials Chortareas and Driver (2001) are more successful when they focus on small open economies
than when they focus on the G7 economies. This may suggest that a large degree of openness to
international trade of the countries used in a data sample could improve our ability to model real exchange
rate dynamics properly.
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Table B: Cointegration tests for the long-run real exchange
rate relationship (6), 1976:01-2002:0®@

p LRO[2) LR(12) LR(3+8,=0)

PPI-based decomposition

Canada/UK 6 1547 4.61

Germany/UK 6 12.91 3.11

Italy/UK 3 15.72 4.30

Japan/UK 9 16.90 6.30

US/UK 1 18.85* 3.13 2.04
(0.15)

CPI-based decomposition

Canada/UK 8 15.45 4.62

EMU/UK 9 27.16"* 8.52*

France/UK 10 32.21"**  4.63 0.01
(0.94)

Germany/UK 7 23.21* 7.44 1.31
(0.25)

Italy/UK 6 8.90 1.92

Japan/UK 8 9.80 2.28

US/UK 3 2078  4.10 3.00
(0.08)

90% 17.79 7.50

95% 19.99 9.13

99% 24.74 12.73

(@) The column denoted withp' contains the order of first differences
in (9). LR(r|2) denotes the values of the Johansen (1991) likelihood
ratio test statistic foy: rank{3’) = r versusH;: rank@3’) = 2
in (9). The symbol (**) [***] indicates rejection ofi; at the 10%
(5%) [1%] significance level. The row ‘90%’ (‘95%’) ['99%’] con-
tains the asymptotic 90% (95%) [99%)] quantile for iR} under
the null, see Johansen (1996, Table 15.2). The column denoted with
LR(5, + B, = 0) contains, ifr = 1 is accepted, the likelihood ratio
test of the restrictior;ﬁq + By = 0 and the corresponding?(1) p-
values are reported in parentheses. Note that due to incomplete PPI
data we do not report half-life estimates for the PPI-based decompo-
sition in the case of the EMU and France and only for the 1981-2002
sample in the case of Italy (see Appendix A).
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non-tradables/tradableg, This lack of significant evidence could be due to a lack of
statistical power in the time series analysis. If so, it would be useful to consider the
properties of the data if the restriction of long-run proportionality is imposed, ie to assume
that the deviations from the relationship, as measured jgre stationary.

Half-life analysis calculates the expected time period for a LOOP deviation to decay by
50%, and therefore allows the severity of the LOOP deviations in the sample to be
guantified. As explained in Section 3.1, an AR model [ik&) with corrected estimates of

the AR parameters was used to produce mean unbiased half-life estimatemftire

presence of serial correlation and small sample bias. Table C presents the estimated mean
unbiased half-lives for each of the relative tradable goods prices using both the CPI and the
PPIl-based measures. The point estimates suggest the half-lives are large, ranging from 2 to
50 years. Although for the majority of the sample the estimated half-life is less than 10
years, for Italy it is consistently much larger than that across the different decompositions,
which possibly reflects the large and persistent real depreciation of the Italian currency
vis-a-visother European currencies after the ERM crisis in 1992. Bootstrap-based
confidence intervals which measure the precision of the implied estimated half-lives were
also calculated, see also Appendix B. The width of the confidence intervals reported are
consistent with the findings for the cointegration analysis in Section 3.2. The absence of a
proportional relationship implies that the existence of a unit root in the tradable goods

price cannot be ruled out for these data, which is also consistent with the ADF tests in
Section 2. The 95% confidence intervals for the half-life estimates in Table C indicate that
in general the upper bound of the estimated confidence intervals, with the sole exception of
the Japan/UK bilateral using the PPI-based decomposition, is approaching infinity.

The standard time series-based cointegration approach used in Section 3.2 seems unable to
identify a proper long-run relationship between the real exchange and the relative
non-tradable/tradable price ratio ag@). Given that the point estimates of the half-lives
generated for most relative price ratvs-a-visthe United Kingdom in the sample are

large relative to the time span of the data, this may not be surprising. These high and
variable half-lives imply that the sample may not be long enough to capture any mean
reversion in the deviation between the real exchange rate and the relative
non-tradable/tradable price ratio.

There are a number of reasons why the rate of mean reversion in the deviation between the
real exchange rate and the relative non-tradable/tradable price ratio can be perceived to be
low. First, in our framework the deviation between the real exchange rate and the relative
non-tradable/tradable price ratio is assumed to be composed of the relative tradable price
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Table C: Estimated half-lives for relative tradable goods prices,
1976:01-2002:04

CPI-based decomposition

PPI-based decomposition

Lags HL 95% ClI Lags HL 95% ClI
Canada/UK 4 525 [1.58,00) 4 5.92 [1.75,00)
France/UK 3 5.00 [1.92,00) - - -
Germany/UK 9 6.42 [1.83,00) 5 11.00 [1.50,00)
Italy/UK 7 2392 [1.50,00) 4 4730 [1.30,00)
Japan/UK 11 35.17 [3.08,00) 10  2.17 [1.33,7.58]
US/UK 3 8.75 [1.58,) 3 8.80 [1.60,00)
EMU/UK 8  14.30 [1.90,00) - - -

(2) Columns denoted with ‘HL’ are the mean unbiased impulse response-based
half-life estimates of the tradable price ratip based on(11) with corre-
sponding lag order reported in columns ‘Lags’, whereas columns denoted
with ‘95% CI’ are the corresponding 95% confidence intervals. All the point
and interval estimates are based on the procedures of Appendix B. Note that
due to incomplete PPI data we do not report half-life estimates for the PPI-
based decomposition in the case of the EMU and France and only for the
1981-2002 sample in the case of Italy (see Appendix A).
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ratio and the relative demeaned price index measurement error{@s @ompositions of

price indices can change systematically, which can result in very persistent behaviour of
the relative measurement error te#mOn the other hand, the results of the half-life

analysis on the relative tradable goods prices are consistent with the hypothesis that
deviations from LOOP could be due to shipping costs. Frictions in the costs of transferring
physical goods between countries imply that the difference in the common currency price
of tradable goods at home and abroad has to reach a certain level before it becomes
profitable for producers to ship their produce abroad. Dumas (1992) and Obstfeld and
Rogoff (2001) build theoretical models in which this type of non-linear adjustment in
relative prices of tradable goods due to shipping costs can increase the adjustment time for
shocks to the relative tradable price and/or real exchange rate. Obstfeld and Taylor (1997)
and Taylor, Peel and Sarno (2001) find some empirical support for this using non-linear
time series models. Finally, the measures of the relative tradable goods price could be
affected by dynamic aggregation bias. The dynamics of the individual relative prices
which make up the measuressgfcan potentially be heterogeneous in nature. Imbs,
Mumtaz, Ravn and Rey (2002) claim that ignoring the heterogeneous dynamics of the
different components in constructingcould result in overstating the degree of

persistence in this;.

Given these possible factors it is likely that both the deviations betwesmmdy; as well as

the deviations from LOOP are quite persistent in the sample period. This, in combination
with the relatively short length of the available sample, results in a lack of statistical power
to model the relationship between the real exchange rate and the relative
non-tradable/tradable price ratio properly. One way to circumvent this problem is to use a
multi-country panel model.

4 LOOP deviations in a panel context

From the previous section it becomes clear that empirical evidence on the theoretically
appropriate long-run link between real exchange rates and the corresponding relative
non-tradable/tradable price ratio for the sample of bilateral sterling real exchange rates is
limited. This finding is especially apparent when the PPIl-based non-tradables/tradables
decomposition of the real exchange rate is used. LOOP deviations are an important source
of disturbances in the long-run link between real exchange rates and the relative
non-tradables/tradables price ratio. Indeed, the half-life estimates for the bilateral tradable
price ratios in Section 3.3 indicate that it can take up to several decades for shocks to the
LOOP relationship to die out. Moreover, the variability of the half-lives is very large.
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High and variable half-lives of LOOP deviations would make it very hard to measure any
significant mean-reversion in the tradable price ratios and consequently in the deviations
between the real exchange rate and the relative non-tradable/tradable price ratio in a
relatively short data span. Under such circumstances Shiller and Perron (1985) and Otero
and Smith (2000) have shown through Monte Carlo studies that the power of unit root tests
and VAR-based cointegration tests to reject the null of either non-stationarity and no
cointegration in the face of a persistent alternative hypothesis indeed depends on the span
of the data sample. As the 1976-2002 sample period is relatively short, methods such as
those of Johansen (1991), would be expected to have difficulty in verifying the
cointegration restriction as summarised), especially since the short-run dynamics

could be affected by the different exchange regimes prevailing during the sample period.
Alternatively, panel-based techniques can be applied in which inference is based on an
artificially extended number of observations, and that is done in this section.

In Section 4.1 we describe the multi-country panel cointegration-testing framework, which
is basically a panel generalisation of the Johansen (1991) approach. Section 4.2 reports the
estimation results from this panel framework.

4.1 Method

The VEC model9) in Section 3.2 is used to test the cointegration restrictigié)ror

each bilateral sterling real exchange rate relationship separately. However, log real
exchange rate@s-a-visthe same base country co-move with each other, as they are by
definition contemporaneously correlated. This phenomenon in itself is an argument to
analyse all the bilateral sterling real exchange rates in our sample simultaneously as
applying the VEQ9) for each bilateral relationship separately will then be based on
inefficiently estimated parameters. This, plus the problem of the short sample period, could
decrease the power of the pure time series Johansen (1991) cointegrated VAR approach.

As an alternative the implied long-run real exchange rate relatioi§hgan be analysed

within a multi-country panel setting. Drine and Rault (2002), for example, use an
11-country OECD panel of annual data to analyse the long-run relationship between real
exchange rates and the relative non-tradable/tradable price ratio using the Pedroni (1996)
panel cointegration framework, and reject the appropriateness of the that relationship. The
Pedroni (1996) framework, however, is basically a panel version of the static OLS
regression residuals-based Engle and Granger (1987) cointegration test. Monte Carlo
experiments in Groen (2002) indicate that, for multi-country panels with a small
cross-section dimension, the panel Engle and Granger (1987) class of panel cointegration
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tests has low power to reject the null hypothesis of no cointegration relative to an
alternative of persistent but temporary deviations from cointegration. A panel version of
the VAR-based Johansen (1991) cointegration approach, on the other hand, is shown to
have much more power in such circumstances. Given the limited amount of bilateral
sterling relationships in our sample, we therefore use the latter approach.

There are several ways in which a panel version of the VAR-based Johansen (1991)
cointegration test can be constructed. One way would be to follow Larsson, Lyhagen and
Lothgren (2001) and simply construct normalised cross-country averages of the individual
trace statistics from Section 3.2. Under the assumption of no contemporaneous cross-unit
correlation Larssoet al (2001) show that these normalised cross-country averages have a
standard-normal distribution. However, given that one rationale for using the panel
approach to test our long-run real exchange rate relatioriéhip the presence of

significant contemporaneous correlation across UK bilateral real exchange rates, this
assumption of no cross-unit correlation is invalid. Indeed, Monte Carlo experiments in
Groen and Kleibergen (2003, Section 5) indicate that applying the Laetsd(2001) test
when the no cross-unit correlation assumption is violated severely biases the
corresponding test results. A different approach is to construct a panel version of the
Johansen (1991) test, which takes into account the presence of contemporaneous cross-unit
dependence, and this alternative approach is now discussed in more detail.

VEC models likg(9), constructed for each of ow bilateral sterling real exchange rates,
can be stacked into one system:

AZy = Y Zox1sDs + a1 (By —=Bo1) Ziaa + YU TjaAZj + ey

AZni= Y ZoxnsDs+an By —Bon) Zni1+ X0 TiNAZN . +en

(12)
where we assunte
/
€1t 1 T'—1—pmax €1t E1t
~N©,Q), Q=-—
( E) c T — 1 — pmax Pt
ENt ENt ENt

andp,,.. = maxXps, ..., p,). Note that the disturbance covariance ma@rbof (12) is
unrestricted and the panel framework, in contrast, for example, to the Pedroni (1996) and
the Larssoret al (2001) approaches, therefore allows for cross-country correlations.
Maximum likelihood estimation of the parameters in sys{@®) under the assumption of
acommorcointegrating rank; = - -- = ry = r can be achieved with the iterative

®) In order to facilitate a convenient estimation of the disturbance covariance matrix, we utilise a
balanced multi-country panel to estimate all the parametgk2in
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Generalised Method of Moment (GMM) estimators of Groen and Kleibergen (2003).
Different possible specifications of the cointegrating vectors in our panel VEC r{ii)el
are tested:

Definition 1 In the N-country panel VEC model which corresponds w(iil2) the
following hypotheses are tested:

B(r)|A tests the null hypothesis that for each cross-sectional timé cointegrating rank
value equals versus the alternative hypothesis that for each cross-sectionalhasta
full rank value while not assuming, = --- = 3 in (12).

C(r)|A tests the null hypothesis that for each cross-sectional timé cointegrating rank
value equals versus the alternative hypothesis that for each cross-sectionahvumihave
a full rank value assuming, = --- = B8y = 31n (12).

In order to construct the corresponding likelihood ratio test statigi@ has to be

estimated both under the null and alternative hypotheses with the Groen and Kleibergen
(2003) estimation approach. These test statistics have non-standard asymptotic
distributions and the corresponding critical values are computed with the procedures from
Groen (2002, Appendix).

A crucial assumption underlying the panel VEC sys{@®)) is that there is no cross-unit
cointegration, ie the I(1) series from countrgannot be cointegrated with those of country

j fori # j. In order to establish that the results based on the aforementioned panel
cointegration test statistics are not contaminated by the presence of cross-unit
cointegration, a two-step procedure, based on Gonzalo and Granger (1995), is followed to
test whether the cross-country structur¢lil) is misspecified or nof®)

1. If the null hypothesis undd(1)|A (see Definition 1) can be accepted, it implies that for
each country-specific bivariate subsystem the non-stationarity of;hoéimdy; ; is due
to one common unit root process, which we denote as the common I(1) factor. For each
country-specific block if12) the common I(1) factor is extracted through

Yit
wherea ; is2 x 1 such that, ;e; = 0 ande; ;) ; = 1. Following Gonzalo and Ng
(2001, pages 1,542-43) we estimate; in (13) by setting it equal to the eigenvector

fir =\ ( q“) for i=1,...,N, (13)

®) As suggested by Banerjee, Marcellino and Osbat (2000) in the context of panel VEC models.
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which corresponds with the smallest eigenvalues of
o for i=1,... N,

where thex;’s are the country-specific error-correction parameters which result from the
Groen and Kleibergen (2003) iterative GMM estimatior{1i?). The specification in
(13)indicates that each of th€ common I(1) factors associated with?) is for each
cross-section unitproxied by a linear combination of ; andy; ;, which is orthogonal
to the cointegrating 1(0) combination of these two series.

2. A VEC system likg9) is constructed for thé” common I(1) factors ., ..., fn ., With
the common factors computed in the previous step, and conduct the Johansen (1991)
likelihood ratio test for testing the cointegrating rank of this system. In order for the
structure of(12) to be valid, this VAR-based cointegration test on hheommon I1(1)
factors should indicate that these common factorsxateointegrated

4.2 Results

In this subsection, the validity of the long-run real exchange rate relatio(@hgptested

within a multi-country panel setting as summarisedby). However, we do not use all

six bilateral real sterling exchange rate pairs, as the UK real exchange rates relative to
France, Germany and Italy are likely to be cointegrated among each other. We therefore
use a 4-country panel data set, and thus 4 in (12). For of the CPI-based
non-tradables/tradables decomposition of the real exchange rate, the behaviour of the real
sterling exchange rate relationships-a-visFrance, Germany and Italy is summarised by

a synthetic real EMU/UK raté) We therefore use in our panel systéh?) data on the
Canada/UK, EMU/UK, Japan/UK and US/UK pairs. Due to gaps in the PPI data for
France and Italy, the PPI-based non-tradables/tradables real exchange rate decomposition
data on the Canada/UK, Germany/UK, Japan/UK and US/UK pairs are used in the
multi-country panel data set.

The first row of Table D reports the panel cointegration test results for the CPI-based
non-tradables/tradables decomposition of the real exchange rate relationships of the United
Kingdomvis-a-visCanada, the EMU-zone, Japan and the United States. The lag orders of
the panel VEC system for this particular panel are set equal to those of the individual VEC
models from Section 3.2 for each of the bilateral relationskb$he test results indicate

() This EMU/UK rate is a weighted average of the French, German and Italian rates based on
time-varying relative common-currency GDP weights. See also Appendix A.

®)  The usage of the individual lag orders is motivated by the ‘bottom-up’ modelling strategy for restricted
VAR models from Liltkepohl (1993, pages 182-83), where the panel VEC mdd@lcan be considered as

a restricted VAR.
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Table D: Panel cointegration tests for the long-run real exchange rate
relationship (6), 1976:01-2002:0%@

LR(B(0)|A) LR(B(1)|A) LR(C(1)|A) LR(B,+ B, =0)

CPIl-based decomp.  67.60** 16.22 24.52 0.66
(0.42)
PPl-based decomp.  60.95* 16.73 26.79 0.19
(0.67)

Critical values for the Groen and Kleibergen (2003) panel cointegration rank tests

90% 59.58 23.35 27.05
95% 63.25 25.88 29.80
99% 70.51 31.10 35.42

(a) The results in the table are based on either a panel of data on the Canada/UK,
EMU/UK, Japan/UK and US/UK relationships in case of the CPI-based decompo-
sition or a panel of data on the Canada/UK, Germany/UK, Japan/UK and US/UK
relationships in case of the PPIl-based decomposition. ColumnB(LRA) and
LR(C(r)|A) report the Groen and Kleibergen (2003) likelihood ratio test statistics
for Hy: common cointegration rank =versusH;: common cointegration rank =
2 in (12)under heterogeneous and homogeneous cointegrating vectors respectively,
see Definition 1. The column denoted with LR¢ 3, = 0) contains, ifHy: C(1)|A
is accepted, the likelihood ratio test of the restrictign+ 5, = 0 and the cor-
respondingy?(1) p-values are reported in parentheses. The row ‘90%’ (‘95%’)
['99%] contains the asymptotic 90% (95%) [99%] quantile for either BR{)|A)
and LRC (r)|A) under the null, which are computed with the procedures of Groen
(2002, Appendix), and the symbbl(**) [***] indicates rejection ofi, at the 10%

(5%) [1%] significance level.
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Table E: Cointegration tests on theN common I(1)
factors in (12), 1976:01-2002:08

CPl-based PPl-based 90% 95% 99%

LR(0]4) 45.12 46.59 49.92 53.42 60.42
LR(1]4) 20.41 21.46 31.88 34.80 40.84
LR(2]4) 8.13 10.53  17.79 19.99 24.74
LR(3]4) 2.59 1.65 750 9.13 12.73
p—1 7 9

(a) The row denoted witly — 1 contains the order of first dif-
ferences determined with AIC in a VEC system li{&) but
now for the common I(1) factorf ¢, . . ., f1, associated with
(12)underr = 1, wherefy4,. .., f4, are computed through
(13). LR(r|4) denotes the values of the Johansen (1991) like-
lihood ratio test statistic foffy: rank@3’) = r versusH:
rank(@@3’) = 4 in the VEC system folfy 4, ..., f4:. The sym-
bol* (**) [***] indicates rejection ofi, at the 10% (5%) [1%]
significance level. The row ‘90%’ (‘*95%’) ['99%’] contains
the asymptotic 90% (95%) [99%] quantile for LR{) under
the null, see Johansen (1996, Table 15.2).

that the null of no cointegration can be rejected across the four bilateral real sterling
relationships, whereas the null of 1 cointegrating vector (and thus 1 equilibrium
relationship) betweep andy; can be accepted across the panel. The results for the
CPIl-based panel in the first row of Table D, and in particular the third and fourth columns,
further show that the cointegrating vectors are identical across the four bilateral
relationships and that there is proportionality betwgeandy, in this common

cointegrating vector, as is implied i§g).

From the second row of Table D it is clear that the results for the PPI-based
non-tradables/tradables decomposition of the real exchange rate for the panel data set on
the Canada/UK, Germany/UK, Japan/UK and US/UK real rates are similar. Again, the null
of no cointegration can be rejected whereas the null that the four real rates share a common
long-run relationship between andy; can be accepted, which complies wié).

The results reported in Table D are conditional on the validity of the assumption in panel
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VEC model(12) that there is no cointegration across the individual VEC systems. In order
to assess the robustness of our panel cointegration analysis, a Gonzalo and Granger
(1995)-type test procedure is conducted to test for the absence of cross-unit cointegration
across the stochastic trends in the two multi-country panel data sets, see Section 4.1, and
the test results are reported in Table E. Comparing the results for the CPI-based and
PPI-based panels in the first and second columns of Table E, it becomes apparent that for
neither of the two panels can the null hypothesis that the country-specific common 1(1)
factors are not cointegrated with each other be rejected. These results provide an indication
that the assumption of no cross-unit cointegratio(iLi) is most likely an appropriate
assumption for both panels. This confirms the economic intuition that the behaviour of the
UK relative to the European economies should be summarised in a synthetic EMU/UK
relationship to avoid cross-unit cointegration due to the strong economic interdependence
between France, Germany and lItaly.

5 Out-of-sample evaluation

Since the seminal papers of Meese and Rogoff (1983, 1988) on out-of-sample evaluation
of structural models of nominal and real exchange rate behaviour respectively, it has
become standard practice in empirical exchange rate research to conduct this kind of
analysis. In this paper, the out-of-sample evaluation serves two purposes. First, itis a
check on the robustness of the in-sample results on the long-run relationship between the
real exchange raig and the relative non-tradables/tradables price ratitom

Sections 3.2 and 4.2. Second, it can give an indication, in particular for the panel-based
estimates, after approximately how many periods a reversion of the tradables priag ratio
to LOOP-consistent levels will ‘kick in’.

The out-of-sample evaluation method is described in Section 5.1. The results are reported
in Section 5.2.

5.1 Method

Meese and Rogoff (1988) compared post-sample predictions of both PPP-based and real
uncovered interest rate parity-based models of real exchange rate behaviour to a random
walk or ‘no change’ model at forecasting horizons up to one year. Mark and Choi (1997)
conduct a similar exercise in which they compare the out-of-sample exchange rate change
predictions of current error-correction terms, based on several structural real exchange rate
models, with those of the random-walk model at horizons up to four years. This approach
has become standard in empirical exchange rate analysis, and so is followed here; we
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compare the out-of-sample exchange rate forecasts (in levels) of @jlwr(12). Our
evaluation criterion for the log exchange rate level is the root of the mean of squared
forecast errors [RMSE]

T—h
— 1 2
RMSE = J T—to—h ; Cst+h (14)
wheret, is the first observation in the forecast periads the forecasting horizon and

es+h 1S the forecast error of the model-generated prediction of the log real exchange rate

level relative to thebservedog real exchange rate level.

The forecasts are generated in a recursive manner. Outfiestiod ahead forecast is
generated at observation(ty < 7). Thus, we first estimate for a sample which runs up to
to either(9) underr = 1 for each of our bilateral rates separately(1i2) based on one
common equilibrium relationship jointly for all our bilateral rates. B@hand(12)

impose proportionality betweepn andy;. Based on these estimates we generate forecasts
for the log exchange rate levels at all forecasting horizorfor i, > 1, the exchange rate
forecasts in the individual cointegrated VAR syst@hand the panel VEC mod¢l2) are
generated in a dynamic manner, ie forecastgfandy; in the previous month are used to
generate the exchange rate forecast for the current month. These two steps are repeated for
the observationg, + 1,to + 2,...,7 — h. In order to evaluate the behaviour of our relative
non-tradable/tradable price ratio model-based forecasts, we construct the ratio of RMSE
(14) based on our recursively generated predictions from effher (12) relative to that

of the random-walk model. For the non-tradable/tradable price ratio model-based
cointegrated VEC models to be valid, these ratios should be smaller than 1.

Note that (panel) VEC models, as well as the random-walk model, impose an identical
order of integration for the log real exchange rate, ie I(1). Christoffersen and Diebold
(1998) show that foh — oo, the forecast error variance tends to infinity. Hence, a ratio of
RMSE measures, which itself is a measure of the forecast error variance, for two forecast
models that impose I(1) on the level forecasts could potentially be very close to 1. In order
to circumvent this problem, we follow Groen (2004) and simulate p-values for each of our
estimated RMSE ratios forJ1RMSE ratio = 1 versus H RMSE ratio< 1, according to a
parametric bootstrap procedure. In this parametric bootstrap procedure, an artificial 1(1)
series ofy andy; is generated for each bilateral relationship, based on a random walk for
the log real exchange rate and an autoregressive modgl (wrth identical lag order as

used in Section 3.2). These series are not cointegrated with each other in order to comply
with the null hypothesis. We then apply bd®) and(12) through the recursive forecasting
procedure on these artificial series to generate artificial equivalents of our RMSE ratios
vis-a-visthe random walk model. The artificial RMSE ratios from 5,000 parametric
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bootstrap simulations are then combined with the empirical estimates of the RMSE to
compute the p-values. A more detailed description of this parametric bootstrap procedure
can be found in Groen (2004, Appendix B).

5.2 Results

One of the most elaborate out-of-sample studies of Balassa-Samuelson type real exchange
rate models can be found in Mark and Choi (1997), and their results indicate that these
models have predictive power for real exchange rates at horizons of three to four years.
However, Mark and Choi (199 nposethe cointegration restrictions of their structural

real exchange rate models without having tested these restrictions. In the context of
monetary fundamentals-based nominal exchange rate models, Groen (1999) and
Berkowitz and Giorgianni (2001) have shown that imposing empirically invalid
cointegration restrictions will render findings of long-horizon exchange rate predictability
to be spurious. Hence, in our analysis, the specifications which yielded appropriate
cointegration restrictions in Sections 3.2 and 4.2 may be expected to have the most robust
long-run predictive power for our real sterling bilateral exchange rates.

Out-of-sample evaluation results can be found in Table F. The first column reports the
RMSE ratios for the log real exchange rate level of an individual cointegrated VAR system
using the CPI-based decomposition, the same decomposition is used in the second column
which reports the ratio for panel VEC model relative to random walk forecasts. Similarly,
the third and fourth columns again contain the ratios of RMSE of respectively the
individual VEC models and the panel VEC model, but now based on the PPI-based
decomposition. Irrespective of the choice of real exchange rate decomposition, the results
are similar for the Euro(Germany)/UK and Japan/UK real exchange rates. At shorter
horizons neither the individual VEC models nor the panel VEC models are able to
significantly outperform random-walk forecasts. However, the results for the
Euro(Germany)/UK and Japan/UK rates at the three and four year horizons indicate that in
contrast to the pure time series approach the panel VEC forecasts provide a significant
improvement over random-walk forecasts.

The results in Table F for the Canada/UK and US/UK real exchange rates are more diverse
in nature. Again, as in the case of the Euro(Germany)/UK and Japan/UK real exchange
rates, none of the (panel) VEC models are able to structurally outperform random
walk-based forecasts at the shorter horizons. However, in contrast to the
Euro(Germany)/UK and Japan/UK real exchange rates, the type of real exchange rate
decomposition is of importance for the forecasting performance of the Canada/UK and
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Table F: Forecasting evaluation of long-run real exchange rate
model (6), 1991:04-2002:02

CPIl-based decomp. PPI-based decomp.
h Ind.VEC Pan.VEC Ind.VEC Pan.VEC
Ca/UK 1 1.053 0.984 1.045 0.988
(0.644)  (0.060) (0.827)  (0.040)
12 1.025 0.913 1.192 1.051
(0.131)  (0.030) (0.977)  (0.730)
24 0.997 0.829 1.113 1.154
(0.102)  (0.020) (0.703)  (0.830)
36 0.953 0.727 1.080 1.239
(0.090)  (0.020) (0.458)  (0.820)
48 0.771 0.642 0.872 1.276
(0.042)  (0.020) (0.128)  (0.810)
Euro/UK (PPIl-based: Germany/UK) 1 1.011 0.964 0.994 0.968
(0.680)  (0.200) (0.072)  (0.170)
12 0.997 1.046 1.020 1.038
(0.139)  (0.510) (0.287)  (0.390)
24 0.980 1.014 1.036 1.007
(0.137)  (0.360) (0.286)  (0.230)
36 0.985 0.908 1.059 0.950
(0.170)  (0.200) (0.308)  (0.140)
48 0.995 0.761 1.098 0.870
(0.196)  (0.010) (0.344)  (0.040)
Japan/UK 1 0.983 0.970 0.984 0.946
(0.080)  (0.170) (0.050)  (0.120)
12 1.015 0.994 1.033 0.958
(0.325)  (0.180) (0.215)  (0.140)
24 1.016 0.963 1.054 0.930
(0.313)  (0.130) (0.213)  (0.080)
36 1.036 0.894 1.102 0.870
(0.351)  (0.080) (0.250)  (0.060)
48 1.066 0.787 1.139 0.764
(0.388)  (0.001) (0.268)  (0.001)
US/UK 1 0.988 0.944 1.006 0.957
(0.071)  (0.021) (0.380)  (0.060)
12 1.036 1.034 1.061 0.958
(0.259)  (0.530) (0.462)  (0.140)
24 1.150 1.094 1.161 0.804
(0.517)  (0.640) (0.562)  (0.050)
36 1.259 1.108 1.276 0.782
(0.558)  (0.580) (0.598)  (0.010)
48 1.455 1.106 1.480 0.759
(0.643)  (0.530) (0.676)  (0.001)

(2) The entries in the table are the RMSE ratio of long-run mdélgbased versus random walk pre-
dictions in case of predicted exchange rate levels(bk&8gwhereas the values in parentheses are the
corresponding p-values forH RMSE ratio= 1 versus H : RMSE ratio < 1 computed through
parametric bootstrap procedures similar to those described in Groen (2004, Appendix B). The fore-
casting horizons (in months) can be found under the headihgColumns with “Ind.VEC” report
the outcomes for the individual country VEC models and “Pan.VEC” those for the panel VEC model.
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US/UK panel VEC models at longer horizons, ie beyond three years. In the case of the real
US/UK rate, the sensitivity to the type of decomposition could be due to the large US/UK
nominal exchange rate appreciation/depreciation cycle of the 1980s which, according to
Chart 7, seems to have been accompanied by a more prolonged depressing effect on the
level of the CPI-baseg than for the PPI-based counterpart. The relatively large share of
commodities in Canadian output could have influenced the out-of-sample analysis of the
real Canada/UK rate. Some commodities prices behave in a manner similar to asset prices,
and thus are much more volatile than other prices. These commodities could potentially
influence the Canadian PPI index, and this could mean that the Canadian CPI/PPI-based
proxy for the movements in the Canadian non-tradables/tradables ratio would be more
volatile than the CPI tradable versus non-tradable components proxy, as is manifested by
the behaviour of the different measures in Chart 5. The degree of predictability for the

real Canada/UK and US/UK rates could thereby have been pushed beyond the four-year
horizon for certain real exchange rate decompositions.

6 Concluding remarks

The identification of a long-run relationship between the real exchange rate and the relative
price ratio of the non-tradable and tradable components requires us to choose a method for
constructing these components. In this paper the indices for the tradable and non-tradable
goods prices are constructed in two alternative ways; one which decomposes the consumer
price index into its tradable and non-tradable components, and one which uses the
producer price index as a proxy for tradable goods.

The case for movements in real exchange rates being determined by movements in the
relative prices of non-traded and traded goods is not supported by strong empirical
evidence. Using a wide sample of bilateral exchange rates Engel (2003) shows that it is
changes in the prices of traded goods between countries which accounts for nearly all the
movements in real exchange rates. And he concludes that deviations from LOOP occur
because of the existence of transportation costs and sticky nominal prices so that nominal
exchange rate changes are not passed through to consumer prices in the local currency.
These findings are consistent with other studies that use alternative methods for
constructing the non-traded and traded goods indices, such as the PPI-based measure used
by Betts and Kehoe (2001), and approaches that utilise both time series and panel
techniques such as Drine and Rault (2002).

The analysis presented here examines the existence of a long-run relationship between UK
bilateral real exchange rates and the corresponding relative prices of non-traded to traded
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goods. Using cointegrated VAR models for these series, the findings are not strong; there
is only limited evidence for a cointegrating relationship in the US and euro bilateral rates.
Using an AR model for the difference between these components, the tradable exchange
rate, quantifies the severity of the deviations from the law of one price, and provides
evidence that such deviations are persistent relative to the length of the sample. This
motivates the use of a multi-country panel cointegration testing framework. Such a
framework provides evidence for a cointegrating relationship between the real exchange
rate and the relative price of non-tradable goods for the United Kingdom using both the
CPI1 and the PPI-based decompositions. This confirms that structural changes in sterling
bilateral real equilibrium exchange rates, which could be caused by a number of different
possible factors, as discussed in Benigno and Thoenissen (2002), cannot be ruled out.

Perhaps unsurprisingly, out-of-sample evaluation shows that the estimated time series
based cointegrating VAR models are inferior to a naive random-walk model. But utilising
the panel VEC approach of Groen and Kleibergen (2003) can for most bilaterals provide a
significantly more accurate prediction of movements in the real exchange rate than a
random-walk model. Hence, our results describe the behaviour of UK bilateral real
exchange rates with respect to the Law of One Price over the past 25 years, and show that
using a panel modelling approach is superior to modelling the individual time series.
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Appendix A: Data

We construct the UK real exchange as defineflLinvis-a-visthe six main OECD trading
partners. We also construct a Euro/UK real exchange rate that prior to 1999 is a weighted
average of the German, French and Italian real exchange rates. The weights used are time
varying, as in Beyer, Doornik and Hendry (2001), determined by relative GDP measured

in a common currency, where industrial production indices are used to interpolate
quarterly GDP series to construct a monthly GDP series. The nominal exchange rate data
are taken from the International Monetary Fund'’s International Financial Statistics
CD-ROM. The consumer price indices for each country are taken from Datastream’s
OECD database. The data are monthly from January 1976 to April 2002, giving us 316
observations for each exchange rate.

As noted in Section 2, in modelling real exchange rate movements according to equation
(4) we must choose how to measure the price of tradable and non-tradable goods in each
country. Two approaches are used in this paper. The first assumes that a producer price
index (PPI) has a higher weight on traded goods than a consumer price index (CPI). The
measures used are given (Y. The consumer price index (CPI) and producer price index
(PPI) are also taken from the International Monetary Fund’s International Financial
Statistics CD-ROM, and again the data are monthly from January 1976 to April 2002. The
exceptions to this are Italy where we only have PPI data from January 1981, and France
where we only have PPI data from 1993 onwards. Due to the lack of data for Italy and
France for the PPIl-based measure, we do not construct a tradable and non-tradable
decomposition for the euro. Within the panel-data model in Section 4 we use the
German/UK bilateral in place of the euro.

In the second approach we decompose the CPI into components that can be related to the
tradable and non-tradable goods as in equd8nThe tradables component is constructed
from the commodities and food subindices. The non-tradables component is constructed
from services and housing. The data for all countries except the United Kingdom are taken
from Datastream’s OECD database. Seasonally unadjusted monthly data for allatgems (

all goods less foodaglf), food (), services less renslf), and rent() are used. UK

consumer price data are not available. Instead we use seasonally unadjusted monthly data
for the UK retail price index, which is equivalent and is obtained from the ONS. The
services less rent price index is only available for the United Kingdom from 1976 onwards,
as service data are only available from this point. Hence, our data set cannot begin earlier.
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The weights used to construct the price indices for tradable and non-tradable good for each
country are taken from the OECD’s Main Economic Indicators. The weights used for each
country are the weights used in constructing the CPI for that country. We construct the
tradable and non-tradable price indices for each country by

pCPIT: = (2 Yaatri+ (52 ) 1

¢1+ ¢2 b1+ P2
A-1
p(cpl_N):<1 ;53 ¢)sln+(1_1¢1qj¢2¢_¢3)n (A-1)
— Y1 T @2 — P1 — @2

where

¢1 = weight of all goods less food in price index
¢2 = weight of food in price index

¢3 = weight for services less rent in price index

¢4 = weight for rent in price index.

This method differs slightly from that used by Engel (2003) where the price indices for all
countries are constructed using the weights used in the 2001 US consumer price index. We
construct a Euro CPI-based decomposition by taking a weighted average of the France,
Germany and Italy series, again using relative GDP measured in a common currency to
construct time-varying weights as in Beyadral (2001).
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Appendix B: Mean unbiased half-life estimates

Bias corrections for the univariate AR modell) are crucial for getting appropriate,

unbiased impulse response-based estimates of the half-life of the tradable prieg rAso

in Kilian (1998), we use data resampling algorithms to estimate both the OLS mean bias of
the parameters i(iL1) and the confidence intervals of the bias-corrected impulse
response-based half-life estimates. The resampling algorithms are based on the
bootstrapping principle, and within the context of a linear regression model bootstrapping
implies that one generates artificial data from the estimated model by random drawing
‘new’ disturbance series from the original regression residuals and feeding these into the
original estimated model.

The bootstrap-based mean unbiased half-life estimates are obtained as follows. Estimate
(11) with OLS, and use the corresponding OLS estimages, ..., 4, and OLS residuals
v, ..., to generatd’ + 50 artificial observations of, through

p
wf =00+ Y i+ (B-1)
j=1

where we use the firgtobservations om; from the historical sample as the initial values
and they;’s areT + 50 random drawings fromy, ..., op. We delete the first 50
observations of; in order to deal with initial value bias, and use the remaining
observations on; to estimatg11)yielding a new set of parameter estimaf@s&k, . ,3;.
We repeat this 1,000 times and based on the 1,000 sets of parameter estimates
05(s), 01(s),...,05(s) (s = 1,...,1000) we can approximate the mean OLS bias as

05(s) — b
1000 I N
0y(s) — 6
_ 1 1(s) 1 (B-2)
1000 & :
0%(s) — 0y
Utilising (B-2) we can construct the mean unbiased parameter valu€sifipr
50 50
0 0
N A (8-3)
SZ’ SP

and based on these we construct the mean unbiased impulse response functionder
a unity impulse, which in turn provides us with an unbiased estimate of the half-life of
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In order to get the confidence intervals for our unbiased half-life estimates, we have to

generate bootstrap samples:pby random drawings from the mean unbiased residuals of
(11)

p
ﬁt:xt—go—zgjxt,j, t=1,....T (B-4)

j=1
The confidence intervals are computed through the following steps:

1. Generat@ + 50 artificial observations on, through

p
vf=0d0+ Y i+ (B-5)
j=1
where (o, 01, ...,0,) are defined ifB-3), thev;*'s areT + 50 random drawings from

(B-4) and the |n|t|al values are the firstistorical values of;. After deleting the first 50
observations we estimaf&1) resulting in new set of parameter estimatgss;, .. ., 5.
2. Generate 1,000 artificial samplesiof- 50 observations through

Tt = of + Z o PRz (B-6)

wheredy, 6%, ..., 0% are the result of step 1 amgf* is a random drawing from the
residuals ofr} — of — y- th jfort=1,....T (thex;’s are the artificiak's from
step 1). For each of the 1,000 artificial samples we delete the first 50 observations and
estimatg(11), yielding 1,000 sets of new parameter estimates. We use these through
(B-2) and(B-3) to construct mean unbiased equivalentg;ofd;, ..., 5% from step 1,
which we denote ag;, 47,...,4;.

3. Usingd;, 4%, ... ,5; from step 2 we construct the impulse response function under a unity
impulse. This impulse response function in turn is used to compute a half-life estimate,

ie the number of periods after which 50% of the unity shock has been dissipated.

We repeat the aforementioned steps 5,000 times, which gives us a sample of 5,000 half-life
estimates. These 5,000 estimates are used to computetiatl — o percentile interval
endpoints of the mean unbiased half-lives. Hence, in order to get both a point estimate of
the mean unbiased half-life and the corresponding confidence intervals we use in total

1000 + (5000 x 1000) simulations.
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