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The Effect of Terms of Trade Shocks 

on GDP and the Real Exchange Rate 

Roni Frish and Yinon Polak
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Abstract 

This study finds empirical support for the hypothesis that a floating exchange rate 

regime moderates the effect of terms of trade shocks on real per capita GDP 

(hereinafter: GDP).� We use a structural vector auto regression (SVAR) model to 

examine the effect of terms of trade shocks on GDP and the real exchange rate. The 

model contains three variables—the terms of trade, the real exchange rate, and real 

GDP. The model’s identification restrictions are based on the assumption that the 

terms of trade are exogenous, and that an exchange rate shock has no permanent 

effect on GDP. The model was estimated for 19 advanced economies and 34 

developing economies between 1974 and 2015. The terms of trade shocks account for 

13 to 17 percent of the GDP variance and for 15 to 18 percent of the real exchange 

rate variance, with no significant difference between advanced and developing 

economies. On average, a 5 percent shock to the terms of trade led to an increase of 

0.6 percent in GDP and an increase of 2.4 percent in the real exchange rate in 

advanced economies, while in developing economies, it led to similar growth of GDP 

(0.5 percent), and a more moderate increase in the real exchange rate (1.5 percent).  

The shocks to the terms of trade had a prolonged effect on GDP and on the exchange 

rate, thereby acting in a similar manner to supply shocks.  

�

______________  

1 
The authors thank Yossi Yakhin for his large contribution to this study, and Avihai Rosenzaft 

and the participants of the Bank of Israel Research Department seminar. 
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��	���  �	���	   t  ��� �	���	 ���t  �	���	  ���t 

1 -1.76 2 -1.88 1 -2.17 1981-2015 32 �������


1 -2.04 1 -2.19 1 -1.27 1994-2015 19 ��(��

2 -1.60 1 -2.73 1 -2.68 1974-2015 39 ����� �

2 -2.56 1  -3.10* 1 -1.00 1974-2015 39 ��	��� �

1 -1.61 2 -1.77 2 -2.02 1974-2015 39 ������

2 -2.23 2 -2.13 2 -1.42 1974-2015 39 ���	�(

2 -1.24 1 -2.19 1 -2.28 1981-2015 32 ����

2 -2.76 1   -3.41** 1 -2.72 1974-2010 34 �����


1 -1.17 1 -2.02 1 -2.16 1981-2015 32 �����


2 -2.50 1 -2.20 1   -3.24** 1974-2015 39 �
���

1 -1.74 1 -2.24 1 -1.15 1981-2015 32 �����


1 -1.58 1 -2.18 1 -1.30 1981-2015 32 ���

1 -2.02 1 -2.85 2 -1.66 1974-2015 39 �����

2 -1.62 1   -3.75** 1 -2.41 1981-2015 32 ���$����'

2 -1.62 2 -2.65 2 -0.68 1974-2015 39 ��(����

1 -2.34 1  -3.02* 1 -2.43 1981-2015 32 ����

1 -1.86 2  -3.18* 1 -2.55 1974-2015 39 �����

2 -2.16 1 -2.70 1 -1.77 1981-2015 32 �������

1 -1.67 1 -2.71 2 -1.49 1981-2015 32 ����


1 -1.50 2 -1.29 1 -1.52 1981-2014 31 ���� (�


1 -1.07 2 -1.62 1 -0.80 1981-2014 31 �������

1 -2.09 1 -2.49 1 -1.64 1981-2014 31 ��'��� �

2 -1.95 1 -1.95 1 -2.17 1981-2014 31 ���	�

1 -1.70 1 -0.92 1 -2.30 1981-2014 31 �'*�	�� ���
��
����

1 -1.33 1 -2.43 1 -1.28 1981-2014 31 ���	����

1 -1.81 1  -3.18* 1 -1.67 1993-2014 19 �(���� �

1 -1.38 1 -2.52 2 -1.31 1981-2014 31 ����������� �

2 -1.35 1 -2.33 1 -1.06 1981-2014 31 ������/��

1 -2.11 2 -2.02 2 -1.60 1981-2014 31 �������	���� ���

1 -1.30 1 -2.14 1 -0.64 1981-2014 31 ������


1 -1.83 1 -0.94 1 -1.34 1986-2014 26 ������	���
��(

1 -1.55 1 -1.30 1 -2.54 1981-2014 31 ����(

2 -2.43 1 -2.27 2 -2.00 1981-2014 31 ���	(

1 -1.47 1  -3.09* 1 -0.13 1981-2014 31 ��
(

2 -1.98 1 -2.34 1 -0.96 1981-2014 31 �����

1 -1.21 1 -2.41 1 -2.12 1981-2014 31 ��'�	� �

1  -3.20* 1 -1.73 1 -1.67 1989-2014 23 ����	

2 -2.19 2 -0.59 1 -1.38 1987-2014 25 �
�(����

2 -1.30 1 -2.65 1 -1.09 1981-2014 31 ���(��

1 -1.66 1 -0.87 1 -2.36 1981-2014 31 ������

2 -2.09 1 -0.79 1 -1.27 1981-2014 31 �
�(��

1 -1.74 1 -1.63 2 -1.40 1981-2014 31 ����������

1 -2.07 1  -3.15* 2 -1.33 1981-2014 31 ���(���

2 -1.35 2  -2.95* 1 -0.96 1981-2014 31 �����
�����

1 -1.90 2 -1.16 1 -2.27 1981-2014 31 �(��

1 -1.65 2 -2.06 1 -1.42 1981-2014 31 �������

1 -2.42 1 -2.45 1 -1.63 1983-2014 29 ���(�


1 -1.72 1 -1.49 1 -2.31 1981-2014 31 �
�(���


1 -2.05 1 -2.06 1 -0.93 1989-2014 23 ���	'
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�����$$    

No separate legal tender 1 

Pre announced peg or currency board arrangement 1 

Pre announced horizontal band that is narrower than or equal to +/-2% 1 

De facto peg 1 

Pre announced crawling peg 2 

Pre announced crawling band that is narrower than or equal to +/-2% 2 

De factor crawling peg 2 

De facto crawling band that is narrower than or equal to +/-2% 2 

Pre announced crawling band that is wider than or equal to +/-2% 3 

De facto crawling band that is narrower than or equal to +/-5% 2 

Moving band that is narrower than or equal to +/-2%  3 

Managed floating 3 

Freely floating 4 

Freely falling 5 

Dual market in which parallel market data is missing. 6 
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