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Introduction Context

ion of the paper

Context

@ No clear-cut result regarding the direction (literature) and
size (different sample period) of the relationship between
exchange rate & oil price.

@ Strong increase in volatility of exchange rate and oil price
since 1970 (end of Bretton Woods, takeover of OPEC in
1973-1974).

@ Increasing financialization of commodity markets (since
1993-2000).

@ Petrodollar recycling and commodities labeled in USD
(reinforced the link between HWWI and oil price).
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Introduction Context

Motivation of the paper
Literature

Motivation of the paper

@ A better understanding of the relationship between Oil Prices
and Exchange Rates.

@ Assessing the time-varying nature of the relationship in order
to reconciliate different findings in the literature (context 1).

@ Assessing the growing impact of financialization in influencing
the relationship.
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Introduction Gontext

Motivation of the paper
Literature

Literature

Oil price causes USD
@ Positive link: Amano and Van Norden (1998a,1998b),
Bénassy-Quéré et al. (2007), Chen and Chen (2007).

@ Negative link: Lizardo and Mollick (2010), Bénassy-Quéré et
al. (2007) (from 2002 to 2004), Reboredo et al. (2014).
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USD causes oil prices

@ Negative link: Sadorsky (2000) and Krichene (2007).
@ Positive link: Zhang et al. (2008).
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Introduction Gontext

Motivation of the paper
Literature

Literature

Oil price causes USD
@ Positive link: Amano and Van Norden (1998a,1998b),
Bénassy-Quéré et al. (2007), Chen and Chen (2007).

@ Negative link: Lizardo and Mollick (2010), Bénassy-Quéré et
al. (2007) (from 2002 to 2004), Reboredo et al. (2014).

USD causes oil prices
@ Negative link: Sadorsky (2000) and Krichene (2007).
@ Positive link: Zhang et al. (2008).

Bilateral causality
Percebois (2009) and Benhmad (2012).
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Methodology

Methodology: TVP-VAR

@ The Time-varying parameter VAR model:

Bt Yt = dt + Cl,t thl +---+ Cp't thp + ZtUt (structural)
Yi’ = ¢+ Al,t th]_ + -+ Ap,t Yt*P + € (reduced form)

where A, = B;1Cpt, ¢ = By 'd; and €, = B '%,v;.
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Methodology

Methodology: TVP-VAR

@ The Time-varying parameter VAR model:

Bt Yt = dt + Cl,t thl +---+ Cp't thp + ZtUt (structural)
Yi’ = ¢+ Al,t th]_ + -+ Ap,t Yt*P + € (reduced form)

where A, = B;1Cpt, ¢ = By 'd; and €, = B '%,v;.
@ Change in the relationship between variables over the sample
period comes from 3 sources:

@ The contemporaneous relationship B;.
@ The propagation mechanism or dynamics of the model Cp ;.
© The size of the volatility of variables X;.
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Methodology

Why the relationship should be time-varying?

@ Strong increase in the volatility of foreign exchange market
and oil price. In contrast, great moderation for real activity.
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Why the relationship should be time-varying?

@ Strong increase in the volatility of foreign exchange market
and oil price. In contrast, great moderation for real activity.

@ Different nature of shocks underlying the dynamics of oil price
(Kilian (2009)).
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Methodology

Why the relationship should be time-varying?

@ Strong increase in the volatility of foreign exchange market
and oil price. In contrast, great moderation for real activity.

@ Different nature of shocks underlying the dynamics of oil price
(Kilian (2009)).

© The growing financialisation of commodities markets.
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Methodology

Methodology: TVP-VAR

@ Parameters of interest evolve according to:

Ky = Qp—1 + Wi (fOI’ Ap,l’)
bt = bt_]_ —+ Ct (fOI’ Bt)
hi’ ht—l + 171, (for Zt)
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Methodology

Methodology: TVP-VAR

@ Parameters of interest evolve according to:

Ky = Qp—1 + Wi (fOI’ Ap,l’)
bt = bt_]_ —+ Ct (fOI’ Bt)
hi’ ht—l + 171, (for Zt)

@ Advantages of this specification:

@ model possible abrupt break in the evolution of parameters.
@ model gradual changes in the relationship between variables.

@ Estimation is conducted using Bayesian Gibbs Sampling
methodology (and forward and backward Kalman filter).

Oil price and exchange rate (by Tovonony R.) Séminaire FIME (2014)



Elasticity between Oil price and effective USD
Elastici e

€ Qil pr and H /|
Results etw e

Brent and Effective USD

Cantemparaneous link ( b, ) between BRENT and USD
R L L L L L L L B I L L L L L L L L L B B e R
|~ Volcker (FED) b Plaza jrgreement |~ Asian crisis - 2008 crisis
) k— Louvre Agreerhent
M
v {
4%

Y ]
, AN

/( A

f,
>

N\ o~
\,/ /\/v N\J/”/

t— Second oil shock

Elasticity (left axis)
- --=--=- Brent (right axis)
k- Ojl counter shack [« First Gulf War - Irag War — — USD (right axis)
P T A O U A P U N AN OO A MO NP NI IO O IO O A
EEEEE8zeggzeegze eg8ze2iEezg28ze28zg8Es882c ¢ 2

QOil price and exchange rate (by Tovonon

R.) Séminaire FIME (2014)



Elasticity between Oil price and effective USD
Elastici e

€ Qil pr and H /|
Results etw e

Brent and Effective USD

Contemporaneous link ( b, ) between BRENT and USD
e~ Volcker (FED)

rrrrrrrrrrrrrrrrrrr
le- Plaza hareement

T T T T T 160
| Asian crisis K 2008 crisis
l— Louvre Agreerhent

N\ o~
\,/ /\/v N\J/”/

t— Second oil shock

Elasticity (left axis)
- --=--=- Brent (right axis)
k- Ojl counter shack [« First Gulf War - Irag War — — USD (right axis)
P T A O U A P U N AN OO A MO NP NI IO O IO O A
EEEEE8zeggzeegze eg8ze2iEezg28ze28zg8Es882c ¢ 2

QOil price and exchange rate (by Tovonon

R.) Séminaire FIME (2014)



Elasticity between Oil price and effective USD
Elastici e

€ Qil pr and H /|
Results etw e

Brent and Effective USD

Cantemparaneous link ( b, ) between BRENT and USD
R L L L L L L L B I L L L L L L L L L B B e R
|~ Volcker (FED) b Plaza jrgreement |~ Asian crisis - 2008 crisis
) k— Louvre Agreerhent
M
v {
4%

Y ]
, AN

/( A

f,
>

N\ o~
\,/ f\/ v N\J/”/

N

t— Second oil shock

Elasticity (left axis)
- --=--=- Brent (right axis)
k- Ojl counter shack [« First Gulf War - Irag War — — USD (right axis)
P T A O U A P U N AN OO A MO NP NI IO O IO O A
EEEEE8zeggzeegze eg8ze2iEezg28ze28zg8Es882c ¢ 2

QOil price and exchange rate (by Tovonon

R.) Séminaire FIME (2014)



Elasticity between Oil price and effective USD
Elastici e

€ Qil pr and H /|
Results etw e

Brent and Effective USD

Centemporaneous link ( b, ) between BRENT and USD
L e e B B B e e e M1
e~ Volcker (FED) i~ Plaza Agreement }— Asian crisis f— 2008 crisis
) k— Louvre Agreerhent
Il 1) Target revenue strategy
e } 2) Demand-driven
/et
A/ /A
“
S / v
0 /\V/\J s
/( W e, 1V

N\ o~
\,/ f\/ v N\J/”/

N

t— Second oil shock

Elasticity (left axis)
- --=--=- Brent (right axis)
k- Ojl counter shack [« First Gulf War - Irag War — — USD (right axis)
P T A O U A P U N AN OO A MO NP NI IO O IO O A
EEEEE8zeggzeegze eg8ze2iEezg28ze28zg8Es882c ¢ 2

QOil price and exchange rate (by Tovonon

R.) Séminaire FIME (2014)



Brent and HWWI

Elasticity

icity between

Results

ast Error Variance D

ity be

Contemporaneous link ( b, } between BRENT and HWWI
14

Oil price and HWWI
Oil pric

ition

>
( FEDV)

t— Second oil shack l— Oil counter shock

fe— First Gulf War

}— Asian crisis

fe- Iraq War

T
+ |- 2008 crisis

Elasticity (left axs)

- Brent (right axs)
0 T P B B A A | TP R A B O A
EEE2g8zeggzeezs 28z:223F882588°8 &

Qil price and exchange rate (by Tovonon

Juloz
Julod
Julog
Julos
Julog
Julo?
Julog

R.) Séminaire FIME (2014)

Julog
Juito
Juitl
Jul2

Juina

140

Brent



icity between Oil price and HWWI
Results asticity be Oil pric

>
ast Error Variance D ition (FEDV]

Brent and HWWI

Contemporaneous link ( b, } between BRENT and HWWI

t— Second oil shack

‘_,w._“,‘._,‘_‘.‘_‘._,‘_‘._‘w._mu
fe— Qil counter shock [ First Gulf War Asian crisis Iraq War 2008 crisis
12—

120
1
1) Spillover Energy - Industrial
2) Financialization
08
s H
o i o
w !
06 ; 60
a0
20

. Elasticity (left axs)
Brent (right axis)

ol by vt b b b b b e P e b L L 1

EEE2gzeggzegeezge g8z28zeez888c82zg8sg8:ec¢< <

Qil price and exchange rate (by Tovonon

R.) Séminaire FIME (2014)



ive USD
Wi
Results

Brent and Global activity

Contemporaneous link { b, ) between BRENT and GLOBAL-ACTIVITY

B L L L L I L L L L L L L L

ARSI LU
le Secend oil shock - Qil counter shock f— First Gulf War - Asian crisis - Irag War + - 2008 erisis

140

026 —

5
T

Elasticity

Brent

Elasticity (left axis)
- Brent (right axis)

PN TP PR I I Y .
353533353333 33333335335335%35353533333338335838538S583S53-:s3

Qil price and exchange rate (by Tovonon

R.) Séminaire FIME (2014)



and effective USD
and HWWI
Results 3 ity v Oil price and Dry-Cargo
Forecast Error Variance Decomposition (FEDV)

FEDV Brent

Forecast Enor Variance Decomposition of BRENT

018
014
[ GLOBAL-ACTIMTY
I eRENT
012
]
008 h k
006
004
00
o
O h DD o E N BTN EEE Q2 s 8D TN LR R RO E N D S8 8 ER R0 oo
E b EE OO0 OO0 DDD DD DO OO 20000080 0 8 8 900 08 890 98 - - -

Oil price and exchange rate (by Tovonony R.) Séminaire FIME (2014)




Conclusion

Conclusion

@ Relationship between oil price and exchange rate (elasticity
and volatility) is time-varying.

@ The relationship is negative since 1989: "Target revenue
strategy - Demand driven".

@ Increasing role of commodities markets in the oil price
dynamics.
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Conclusion

Backslides (BRENT/GOLD)
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Conclusion

Backslides (FEDV GOLD)

Forecast Error Variance Decomposition of GOLD
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Backslides (FEDV USD)
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