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How Important are Nominal Shocks in Driving Real
Exchange Rates?
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Summary

Most of the extant literature identifies the sources of real exchange rate fluctuations by means
of structural VAR analysis using long-run identification restrictions only. This paper presents
an analogous decomposition on the basis of a simple textbook model of exchange rate deter-
mination, where identification is achieved after a suitable triangularization. This identification
strategy allows for a calibration on the basis of the contemporaneous restrictions implied by
the model. In order to facilitate a comparison with the results from the structural VAR stud-
ies, very similar data are used here as well. These are quarterly data collected on the bilateral
exchange rates for the Deutsche Mark, the British Pound and the Japanese Yen, all relative to
the U.S. Dollar. The implied impulse response functions of the model exhibit impact reactions
of the exchange rate following either a monetary (nominal) or a real shock, thus conforming
to the asset price property of exchange rates. This is in contrast to the delayed exchange rate
responses typical in the structural VAR studies. Moreover, the variance decompositions indi-
cate a dominant role for real shocks, with nominal shocks recognizable at best only in the short
run. These results correspond quite closely to those obtained from structural VARs.

Zusammenfassung

Zur Identikation der Einflussfaktoren realer Wechselkursbewegungen kommen in der Liter-
atur überwiegend strukturelle VAR Ansätze mit ausschließlich langfristigen Identifikationsre-
striktionen zum Einsatz. In der vorliegenden Arbeit wird eine analoge Zerlegung auf der Ba-
sis eines einfachen Wechselkursmodells vorgestellt, welches zuvor in eine schätzbare Dreiecks-
form überführt wird. Diese Vorgehensweise ermöglicht eine Kalibrierung auf der Basis der
Kurzfristrestriktionen des Modells. Um eine Vergleichbarkeit der Modellergebnisse mit jenen
der VAR Ansätze zu ermöglichen, erfolgt die empirische Analyse, ähnlich wie in den VAR
Studien, auf der Basis von Quartalsdaten für die bilateralen Leitwährungskurse der deutschen
Mark, dem britischen Pfund und dem japanischen Yen, jeweils gegenüber dem U.S. Dollar. Die
resultierenden Impulsantwortfunktionen des hier vorgestellten Ansatzes weisen im Gegensatz
zur verzögerten Anpassung im Rahmen der VAR-basierten Analysen eine unmittelbare Wech-
selkursreaktion im Gefolge von monetären (nominalen) und realwirtschaftlichen Schocks auf
und genügen damit der Vermögenspreiseigenschaft von Wechselkursen. Ferner zeigt sich, dass
den realwirtschaftlichen Störungen im Rahmen der Varianzzerlegungen eine dominante Rolle
zufällt, während nominale Schocks allenfalls in der kurzen Frist nachweisbar sind. Letztere Re-
sultate bestätigen dabei im Großen und Ganzen die aus den VAR Studien bekannten Ergebnisse.

traditional exchange rate models. The financial markets view has first been expounded in
the disequilibrium approach of Dornbusch (1976), in which money market disturbances
lead to excessive exchange rate volatility in an environment of sluggish price adjustment.
In contrast, the real economy view originates from the work of Stockman (1980, 1987),
Lucas (1982) and Hsieh (1987). In these models, exchange rate movements are equilibrat-
ing responses to disequilibria in output markets caused by aggregate demand or aggregate
supply disturbances.
Whether or not exchange rate movements are excessive or equilibrating cannot easily
be determined as the underlying shocks are generally unobservable. Some authors have
attempted to extract nominal and real shocks from time series on real exchange rates by
means of Blanchard-Quah (1989) type structural vector autoregressions (VARs). These
VARs achieve identification of the underlying shocks by exclusively relying on long-run
restrictions such as the long-run neutrality of money or a long-run vertical Phillips curve.
Using monthly and quarterly data for major bilateral exchange rates post-BrettonWoods,
Lastrapes (1992) and Clarida and Galì (1994) find nominal shocks to account for a max-
imum of one third to one half of overall real exchange rate variability at short horizons
of up to one year with their importance diminishing quickly as the forecast horizon is
extended. Modeling a higher-dimensional structural VAR system, Weber (1997) finds
nominal shocks to be even less important in accounting for real exchange rate variabil-
ity.More recently, Astley and Garratt (2000) show nominal shocks to be of little relevance
as a source of real exchange rate variability in U.K. data, accounting for less than 10%
of real sterling fluctuations.1

The structural VAR approach has been criticized in a number of respects. For exam-
ple, Faust and Leeper (1997) demonstrate that the use of infinite-order restrictions on
a finite-order VAR yields reliable estimates only if the reduced-form VAR is the correct
representation. Faust and Rogers (2000) point out that a curious yet general result of
structural VARs implies that nominal shocks induce the exchange rate to overshoot its
long-run level, but that the peak of the overshooting response occurs only four to twelve




