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Abstract

In this paper, we investigate the long-run relationship between real oil prices and real exchange rates by
using a monthly panel of G7 countries from 1972:1 to 2005:10. We first test whether exchange rates are
cointegrated with real oil prices. It is shown that real oil prices may have been the dominant source of real
exchange rate movements and that there is a link between real oil prices and real exchange rates. We then
examine the ability of real oil prices to forecast future real exchange returns. Panel predictive regression
estimates suggest that real oil prices have significant forecasting power. The out-of-sample prediction
performances demonstrate greater predictability over longer horizons.
© 2006 Elsevier B.V. All rights reserved.
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1. Introduction

It is well known that real exchange rate fluctuations can be attributed primarily to non-
monetary shocks. Clarida and Gali (1994) use the Blanchard—Quah identification strategy to
estimate the share of exchange rate variability that is due to different shocks by using quarterly
US—Canada, US—Germany, US—Japan, and US—UK real exchange rate data from 1974:Q3 to
1992:Q4. They find that real shocks can account for more than 50% of the variance of real
exchange rate changes over all time horizons. Lastrapes (1992) also uses the Blanchard—Quah
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approach to estimate structural VARs and obtains similar results to those of Clarida and Gali
(1994).2

Different sources of real shocks have been investigated in Zhou (1995). Among many sources
of real disturbances, such as oil prices, fiscal policy, and productivity shocks, it has been shown
that oil price fluctuations play a major role in explaining real exchange rate movements.
Moreover, Chaudhuri and Daniel (1998) investigate 16 OECD countries and find that the
nonstationary behavior of US dollar real exchange rates is due to the nonstationary behavior of
real oil prices. Similar results are obtained by Amano and Norden (1998a,b). By using data on real
effective exchange rates for Germany, Japan, and the US, they find that the real oil price is the
most important factor determining real exchange rates in the long run. Camarero and Tamarit
(2002) use panel cointegration techniques to investigate the relationship between real oil prices
and the Spanish peseta’s real exchange rate.

In this paper, we study the nexus between real oil prices and real exchange rates for a sample of
G7 countries by using monthly panel data from 1972:1 to 2005:10. By using a panel study, we
first reexamine whether exchange rates are cointegrated with real oil prices, as has been do-
cumented in the existing literature, which comprises mainly time-series case studies of individual
countries. That is, we investigate whether pooling across currencies and using panel cointegration
techniques generate different implications for real oil prices and real exchange rates. The second
issue is to examine the ability of real oil prices to forecast future exchange rate returns in line with
research from prediction regression tests that investigate the relationship between exchange rates
and fundamentals. See, for example, Mark (1995), Kilian (1999), Mark and Choi (1997), and
Mark and Sul (2001).

This paper contributes to the literature in three distinctive ways. First, we consider different
measures of oil prices, including the world price of oil, the United Arab Emirates price of oil
(Dubai), the British price of oil (Brent), and the US West Texas Intermediate price of oil (WTI); in
previous work, only one of these oil prices has been used. Second, we pool the data and apply
tests for panel unit roots and heterogeneous panel cointegration, which may help improve the
power of the tests. Most importantly, to the best of our knowledge, this is the first paper to assess
the role of real oil prices in predicting real exchange rates over long horizons. Although other real
factors, such as productivity differentials and real interest rate differentials, have been inves-
tigated previously (see Mark and Choi, 1997), no study has yet focused on the long-horizon
forecasting power of real oil prices. In this paper, we fill this gap and explore the ability of real oil
prices to explain movements in real exchange rates in a predictive regression framework.

The rest of the paper is organized as follows. In Section 2, we present a simple theoretical
model. In Section 3, we describe the sources of data and report our country-by-country test results
for unit roots and cointegration. In Section 4, we report the panel test results. In Section 5, we use
the prediction regression test to determine whether the real oil price is able to predict real
exchange rate movements. Out-of-sample forecasting performance is also examined. In Section 5,
we also present robustness checks. Concluding remarks are provided in Section 6.

2. A simple theoretical model

In this section, we present a simple theoretical model to motivate our investigation of the link
between real exchange rates and oil prices. Suppose that both traded and nontraded goods are

% Clarida and Gali (1994) identify three shocks: supply shocks, demand shocks, and monetary shocks, whereas
Lastrapes (1992) only identifies two shocks, a real shock and a nominal shock.
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