
Pass-Through of Exchange Rate Shocks on Inflation:
A Bayesian Smooth Transition VAR Approach
Working Paper No. 930 Keep in mind
The series Working Papers on Economics is published by the Office for Economic Studies at the Banco de la
República (Central Bank of Colombia). It contributes to the dissemination and promotion of the work by
researchers from the institution. This series is indexed at Research Papers in Economics (RePEc).

On multiple occasions, these works have been the result of collaborative work with individuals from other
national or international institutions. The works published are provisional, and their authors are fully responsible
for the opinions expressed in them, as well as for possible mistakes. The opinions expressed herein are those of
the authors and do not necessarily reflect the views of Banco de la República or its Board of Directors.

AUTHOR OR EDITOR Hernán Rincón Norberto Rodríguez
Determining the exchange rate pass-through on inflation is a necessity for central banks as well as for firms and
households. This is an apparently easy and intuitive task, but it faces high complexity and uncertainty. This
paper examines the nature of the pass-through and quantifies historically their short and long-term impact on
prices along the distribution chain. The paper uses monthly data from a small open economy and a smooth
transition autoregressive vector model estimated by Bayesian methods. The main findings are that pass-through
is incomplete, endogenous and then changes over time, nonlinear and asymmetric in the short and long terms to
exchange rate shocks and to the state of the economy (i.e., pass-through is nonlinear state-dependent). The three
main policy implications of our findings are: Firstly, models used in central banks for policy making need to be
adjusted to the incomplete, endogenous, nonlinear and asymmetric nature of pass-through. Secondly, there
should not be a specific rule on pass-through on inflation for policy making, even in the short term. Thirdly,
uncertainty about pass-through estimates increases rapidly after two years of the shock.".
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