Exchange Rate Volatility and its Impact on Trade
Performance in Australia: Empirical Evidence from Aggregate,
Sectoral and Bilateral Trade Data Levels

Jinmei YANG
Bachelor of Laws (Hons)
Huazhong University of Science & Technology, China
Master of Economics
University of New England, Australia

A thesis submitted for the Degree of
Doctor of Philosophy
of the University of New England

UNE Business School
Faculty of the Professions
University of New England
Armidale NSW 2351

Australia

August 2012



Abstract

As an important macro variable, the exchange rate has a significant influence on the
whole economy. This study focuses on the impact of exchange rate volatility on trade
performance in Australia given the evidence from the Autoregressive Distributed Lag

(ARDL) bounds testing approach at aggregate, sectoral and bilateral trade data levels.

Despite the considerable amount of research that has been undertaken to analyse the
impact of exchange rate volatility on trade performance, studies of the impact of
exchange rate volatility on trade performance have reported many conflicting results
since the results are significantly influenced both by the authors’ modelling strategies, for
example, the choices of sampling period, model specification, measurements of exchange
rate volatility and countries considered, and by the contexts of their investigations. Some
studies demonstrate that there are negative relationships between exchange rate volatility
and trade performance whereas other studies show positive relationships. Some empirical
literature suggests that exchange rate volatilities may have both positive and negative
impacts on trade flows, while other studies show that there is no significant relationship

between exchange rate volatility and trade flows.

This study intends to explore new and previously unused quarterly data ranging from
1983 to 2007 and apply the ARDL bounds testing approach to estimate the effects of
exchange rate volatility on Australia’s trade performance. This study makes a
contribution to current research in various ways. First, this study develops two sets of
nominal and real exchange rate volatility, applying the most commonly used
measurements generated from moving average standard deviation (MSD) and the
GARCH models for each nominal and real exchange rate. Secondly, it is based on a
substantially longer period of quarterly data than previous studies. In addition, this study
empirically investigates the impact of exchange rate volatility on the export and import
flows of Australia from aggregate, sectoral and bilateral trade data levels, which can deal
with the aggregation bias and deepen the analysis step by step and ensure the results are

more reliable and robust.
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The empirical results from this study suggest that the impact of exchange rate volatility
on trade differs among the three different trade data levels, and can have either positive or
negative impacts on trade flows. For aggregate, sectoral and bilateral levels, volatility has
a statistically significant positive impact on trade flows in 2, 1 and 9 equations
respectively, and it has statistically significant negative impact on trade flows in 0, 8 and
4 equations respectively. This indicates that exchange rate volatility has statistically
significant negative impact on trade flows in more cases at sectoral trade data level, and it
has statistically significant positive impact on trade flows in more cases at aggregate and

bilateral trade data levels.

Our results also indicate that Australia’s exports are more sensitive than imports to
exchange rate volatility since there are more export equations than import equations (15
vs 9) in which exchange rate volatility has a statistically significant impact on trade flows.
Empirical results show that exchange rate volatility has a significant positive impact on
the export sector Resources and an insignificant positive impact on the export sector
Rural Goods. For the export sector Manufactures, exchange rate volatility has a
significant negative impact. For all three import sectors, exchange rate volatility has an
insignificant impact with a positive sign on Capital imports and negative signs on

Consumption and Intermediate imports.

Moreover, the empirical results show that there is little overall difference between the
results produced with GARCH-type volatility measures and those with MSD-type
volatility measures. As well, there is little difference between the results produced with
the volatility measures derived from the real exchange rate and the nominal exchange rate.
In addition, GDP generally has a positive impact on trade flows at all three trade data
levels, whereas Relative Price can have positive, negative or even no impact on trade
flows. All in all, the findings from this study suggest that policymakers should pay more

attention to the relative exchange rate policy and trade issues.
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