NBER WORKING PAPER SERIES

MARKET STRUCTURE AND THE PERSISTENCE OF
SECTORAL REAL EXCHANGE RATES

Yin-Wong Cheung
Menzie D. Chinn
Eiji Fujii

Working Paper 7408
http://www.nber.org/papers/w7408

NATIONAL BUREAU OF ECONOMIC RESEARCH
1050 Massachusetts Avenue
Cambridge, MA 02138
October 1999

We thank Mike Dooley, Daniel Friedman, K. C. Fung, Linda Goldberg, Ken Kletzer, Manuel Pastor, Jr.,
Donald Wittman, the participants of the Purchasing Power Parity session of the 1999 AEA Annual Meetings,
and the Economics Brown Bag Seminar at UCSC for their comments on earlier drafts. This research is
supported by funds from the UC Pacific Rim Research Program. The views expressed herein are those of the
authors and not necessarily those of the National Bureau of Economic Research.

© 1999 by Yin-Wong Cheung, Menzie D. Chinn, and Eiji Fujii. All rights reserved. Short sections of text,

not to exceed two paragraphs, may be quoted without explicit permission provided that full credit, including
© noatice, is given to the source.



Market Structure and the Persistence of Sectoral
Rea Exchange Rates

Yin-Wong Cheung, Menzie D. Chinn, and Eiji Fujii
NBER Working Paper No. 7408

October 1999

JEL No. F31, F40, L16

ABSTRACT

We examine the relationship between market structure and the persistence of U.S. dollar-
based sectoral real exchange rates for fourteen OECD countries. Our empirical results based on
disaggregated data suggest that differences in market structure significantly determine the rates at
which deviations from sectoral purchasing power parity decay. Specifically, industries with alarger
price-cost margin are found to exhibit lower parity reversion of their sectoral real exchange rates.
Further, as the degree of intra-industry trade activity increases, sectoral real exchange rate
persistence becomes more pronounced. These findingsimply that an imperfectly competitive market

structure contributes to the well-documented persistence in real exchange rates.
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Table 8: Effects of Price Markup, Price-Cost Margin, and Intra-Industry Trade on Real

Exchange Rate Persistence

Price Markup Price Markup and Price Markup and Price Markup, Intra-Industry
Price-Cost Margin Intra-Industry Trade Trade, and Price-Cost Margin

ML OoLS ML OoLS ML OoLS ML OoLS
Price-Cost Margin 7380** 1.0591** .6299** .8890*
(PCM) (.3215) (.4705) (.3123) (.4563)
Intra-I ndustry .1854%** .2078** 1649 ** .1690*
Trade (1IT) (.0545) (.0909) (.0520) (.0880)
Price Markup .0026 .0561 .0469 1129 0428 1013 0742+ .1328**
(MKUP) (.0402) (.0740) (.0438) (.0748) (.0424) (.0730) (.0407) (.0650)
Trade Openness ~ .0442 0621 .0904* ** .1290** .0649** .0807 .0928** 1179*
(OPEN) (.0311) (.0572) (.0346) (.0621) (.0316) (.0550) (.0369) (.0589)
Inflation -.5037 -.8797 -.8383 -1.3340 -4670 -.7961 -.6475 -.9680
(INF) (.8559) (1.2149) (.8035) (1.1736) (.7295) (1.1546) (.6878) (1.0915)
Government 6510 8971 5658 8279 6025 7051 6061 8457
Spending (GOV)  (.4496) (.7036) (.4568) (.6702) (.4228) (.6736) (.4177) (.6106)
Exch. Rate 2098 9573 1.8797 3.8376 -7711 -2112 1520 1.4348
Volatility (SVAR)  (2.1220) (2.7523) (1.9990) (2.9151) (2.0050) (2.6640) (1.7047) (2.6541)
Geographical 0415 0414 -.0195 -.0704 .0616 0752 .0309 .0140
Distance (DIST)  (.0833) (.1094) (.0774) (.1154) (.0775) (.1050) (.0658) (.1037)

1334 -.0598 2759 2920 -.2435 -.5408 -.2277 -4110
Constant (.4857) (.6986) (.4501) (.6829) (.4687) (.6962) (-3996) (.6495)
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Notes: The price markup results are based on equation (15) in the text. The other results are obtained by adding the

price-cost margin, intra-industry trade, and both price-cost margin and intra-industry trade variables to (15), respectively.

The entries under the heading “ML” present the maximum likelihood estimation results of the truncated regression. The
entries under the heading “OL S’ present the results obtained by ordinary least squares. ***, ** and * indicate 1, 5, and
10% statistical significance, respectively. The standard errors are provided in the parentheses.
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Figure 1: Half-lives of PPP deviations from various studies.
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