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Transmission Channels from the Exchange Rate to the Consumer
Price Index: The Tradable Component of the CPI by Industry

Dana Orfaig*

Abstract

The transmission from the exchange rate to prices is a main component of the
transmission mechanisms from monetary policy’s tools to its objectives, and is
therefore important in formulating monetary policy. Previous studies have attempted
to analyze and understand the transmission by estimating inflation equations or,
alternatively, have divided the Consumer Price Index into tradable and nontradable
components through methods that are not based on quantitative data. This study
proposes a precise calculation of the CPI components that are affected by the
exchange rate—a calculation of the tradable component of the CPI that takes into
account the fact that every product in the consumer basket is comprised of a tradable
component and a nontradable component. Assuming that over the long term, there is
full transmission of the tradable component of the CPl—at the level of precision
calculated here—we can assume that the tradable component’s percentage of the CPI

is an estimate of the overall transmission.

The study presents the intuition behind the approach and the manner in which the
various components are calculated through quantitative data on 159 industries, taken
from input-output tables that have been classified into CPI components by industry.
Through a method that has not been previously used, the study calculates with a high
level of precision the rate of imported products out of the Consumer Price Index (27.5
percent)}—which are comprised of imported production inputs (10.9 percent) and
imported final products (16.6 percent)—and the rate of exportable products and
import alternatives by industry. The study makes it possible to estimate not only the
overall transmission over the long term, which, according to the results of this study,
is 36 percent, but also its channels—the components that create it—by industry and by

channel of effect.

* T would like to thank Edward Offenbacher, Sigal Ribon, Alon Binyamini, Shay Tsur, Roni Frish, Lior
Gallo and Itamar Caspi for their helpful suggestions.
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DMININN DY DNMOVN IWON NN TTNRD POYNN YN NNONNN NIN N N PN
2 X122 O9HNN ,DONAPN DMININ) PONN YN DIV DIPNNY DININD — OXPNON
YPNNY PAONN WY PA NIRDND NNDNN NOMP PIRD NMNVIAY NN NID D OVY .(NIY

Law of One ) Tnxn 9NN PINN YN n NNy IPIYN YONNONN ©Y0IN .O0>PNON OIXINN
Froot & ) (Purchasing Power Parity — PPP) n»pn md m»pw ypoya (Price — LOOP
DYPYN P2 IDMOPN KD ,OPYN MY DY axna v 0o YR Npy (Rogoff, 1995
INNND .YAVN INIX PNNND DIPNNN NINX OOXNXVID OX 070N PNO IXIN Sv YNNI 0YOTIN
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03 .OECD-n m»711 21-2 1Pnvn-nnwn nimd Y mYoNonn 2apnnn (X 1990 D0
,INDND MPN NP NNV NMOHPNNY NYwa D o)X (2012) de Bandt & Razafindrabe
N IMNINZ WHNWNN G0N IPNN .DXPNDN DMININN N3N INDHD NNUNNN TIND NNLVI
NNVIY NNINN IORIWN PYND HRIW P31 Yv DSGE-n Y711 ,(2012) MOISE -n 57m won
INND PONN WY NX ONMA TUNRD |, OTINNN DNOIX PON NN NNDND NNONNN PIND
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DYPNNN DY MPNNA YA NP NPYY I, 1PDID TIND ¥ POYNN YWY NTNIY
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VXN MXINN PIY IR DPHNN TTHY PHINN WWN NNDNNN DX DIYN N¥IIN 1AWN DN DAPNN °
DD DMIIPNN DOONNA (7-) 6 DIPIY) TYNN PIPNNI NNMNDNA DIPOIIN DXPIAN .OMMINIIND INIWYN
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(2013 ,& Gopinath
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DMI0NNN 9Y NNPIT NYAWN DI W TN PYDY 1y T
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DY DY) DYMIPNRN DMININN YNNI 0.18% HW MDY DY DNXIND YTIPN I9ITA 1% YW MNdo
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ANINNN IPNNN LNONN IPNNNN NNIYA DNY VI NNDNNN IXITY NNOND — NIIYT NN
MYNNNI OXPTI) NNONNM I )IND OXPNNN TR PHINN WY P2 NNONND NN P2

.D»VIMNTIN DM IOIN DY IONIVIN PYNI IWIRNN IONY 12T, MIVNDMPN NTNN

noKwn .2

odymn 2.1

DPION NMIVH MNYY

VI NNYD DNV NDI90N 29Y P PONNN MIVP NN OIRND NPIdN-NMWYN MM
10-99 NNN NPIvON-NMIVN MND NX NNDIN O7NON IWNN TARD PYNN 293y DY MY1dIN
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1995 Mmwa NH555N »93¥0 ONMNN XIN 2002 NIV DOND OTIPN
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NN ONYNNYN 1T NTIAYD .NMY VIV NI DY MMD DNDMOPY,NY 53 DY VNN YN
PYNOMY 159 S N VI

159 Dy 159 N¥ILVHIN 02571 NMMDN .NNYT MV OOV DMY MNP NI5D NMIMSN NN
(N7W3) MY’DIN DD MY DNDN GIY DY NNWN TIIRD .17 VIS NN PYNN 29)Y 19DND)
TNND AWNRD ,NYNNT DYDY .DNYY NEON PONNT NIV TIXD NN DIV OINN DIXNYY
¥ DD WHwn X Py MY 112 ,Z-1 Y 093y1 19w Dwindwn Dwamn X gy bv nnvn

NNSIND .NINN (DPAND DMIXIN) TPVIT NN DY DINMN DWNN IOy 9oN .Z-1 Y Dyl
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.DYPON NYAIND NPIDN-NMIVIN MY NPIYN NIV 795 NwNNn Dapd 1% 1 Mda

YTIV APD : )N, 071000 NIIWY DXPN DMIPDA NANY NN (Benchmark) »0>02 Mo 110 2006 Mmvo NMon 14
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LDNVN YTNN MNPH P NPIAPYN DX NN DYDY DN NI TITM ,D7NININ
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