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Abstract

Price is the internal value of a currency, and exchange rate ex-
ternal value. Exchange rate pass-through studies the extent to which
the external value change affects the internal value change, and how
fast the speed is, and has grown to be a hot topic in international eco-
nomics. The monetary change is at the roots of economic change, mo-
netary growth will lead to changes in both price and exchange rate.
Under floating exchange rate regime, the impact on the domestic price
of exchange rate change results from monetary factors and real factors.

This thesis comprises five chapters, each with a different focus.
The first two chapters concentrate on monetary analysis, and the next
two chapters combine monetary and real analysis, the last chapter put
the above theories and analyses into practice in the Chinese economic
context.

Chapter 1 explores price dynamics in monetary growth. After an-
alyzing the dynamic change in monetary supply, it presents a simple
model to consider the optimal monetary supply in less-developed
countries. As Mckinnon(1973) pointed out, most of the developing
countries are depressed far from the optimal monetization point, which
highlights the importance of monetary reform in helping economy on
the effective monetary expansion path.

Money determines the change in nominal and real national in-

come, and the feature of monetary economy lies in expectation uncer-
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tainty. In a world full of uncertainty, money is important in bridging
the present and the future.

The direct effect of monetary expansion is to lower nominal inter-
est rate, and demand and cost pressures that ensue will push future
price level upwards. Under the assumption of nominal supply of base
money as the official policy means, Bruno and Fischer (1990) pre-
sented a model explaining monetary growth and inflation.

Chapter 2 discusses the exchange adjustment caused by monetary
growth in the framework of exchange rate determination theories,
which constitute the logic starting point in the analysis of exchange
rate. Exchange rate determination theories have become one of the
most studied topics among economics, and overshooting model by
Dornbusch (1976) is undoubtedly one important exchange rate theo-
ry. Dornbusch overshooting theory emphasizes the interaction between
the slow adjusting goods market and fast adjusting asset market, and
provides the core element in exploring modern thought of exchange
rate theory. The short run impact of monetary expansion is totally
dominated by asset market, while in the long run goods market and
asset market together determine the exchange rate level. The effective
market hypothesis points to the great difference between anticipated
and unanticipated monetary expansion.

The use of portfolio balance model in explaining the short-run
and long-run exchange rate adjustment can date back to Cooper
(1969), and even to Hume ( 1752 ). This approach contains the
short-term effect of monetary expansion, the dynamic and non-mono-
tonic adjustment of exchange rate, and the role of domestic price level.

In monetarist’s view, exchange rate is a monetary phenomenon,
so is price level (inflation). The combination of monetary factors and
real factors will play a greater role in economic analysis; exchange

rate pass-through can therefore be discussed monetarily and really



from various perspectives, such as exchange rate determination, ex-
change rate change and pass-through stages, and so on. The reasons
behind incomplete exchange rate pass-through lie in monetary and real
factors, and incomplete pass-through will have an impact on
real economy.

Chapter 3 is to discuss the interrelation between exchange rate
volatility and exchange rate pass-through. There is increasing devia-
tion and growing frequency from PPP, as a consequence the lasting
volatility of exchange rate results in the time lag of exchange rate
pass-through being longer.

Exchange rate disconnect refers to the failure of rational expecta-
tion model in explaining exchange rate movement ( Obstfeld and Ro-
goff, 2000). Market microstructure theory develops fast in recent
years ( Lyons, 2001), there are so many noise traders in exchange

rate market ( Summers, 1986; De Long, 1990) , while the order flow

acts as one of the most important information sources ( Cheung and ——F+——

Wong, 2000; Yap, 1998a; Goodhart, 1988 ). On the other hand,
currency substitution will produce the non-systematic movement in ex-
change rate ( Boyer and Kingston, 1987), and Balassa — Samuelson
effect explores the departure of exchange rate from PPP.

Exchange rate movement influences exchange rate pass-through,
and vice versa. The choice of pricing currency and pricing behavior of
firms will exert the degree of exchange rate pass-through ( Obstfeld
and Rogoff, 1995) ; nevertheless, the low exchange rate pass-through
possibly indicates the high volatility of exchange rate ( Xrugman,
1989 ; Betts and Devereux, 1996).

Chapter 4 is devoted to incompleteness of exchange rate pass-

through, price only reacts fragmentarily to exchange rate change in
the short run. If the law of one price holds, exchange rate pass-

through will be complete. Exchange rate pass-through will be a num-
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ber between O and 1 in the framework of overshooting model along
with portfolio balance model.

Exchange rate change generally affects export-import prices first,
then domestic production price, and finally domestic consumption
price ( Jonathan McCarthy, 2000 ), therefore the degree of pass-
through will vary at different stages. The pass-through coefficients in
emerging markets and developed countries go down from 1990s on-
wards.

The reasons why exchange rate pass-through is incomplete in-
clude the failure of the law of one price, market structure and indus-
trial organization ( Menon, 1996; Yushi Yoshida, 2003 ), sunken
costs ( Baldwin and Krugman, 1989; Dixit, 1989 ), market shares
(Krugman, 1989; Froot and Klemperer, 1989) , expectation ( Pars-
ley, 1995), economic openness ( McCarthy, 1999), etc.

Other things equal, the rapid pass-through will decrease expend-
iture — switching effect. And the lower exchange rate pass-through,
the greater devaluation would be necessary to improve trade balance
( Giovxnni P. O. , 2002). There is no one — to — one correspondence
between domestic prices and exchange rate change, exchange rate
pass-through could be the operation target of monetary policy.

Chapter 5 analyzes the macro exchange rate pass-through in Chi-
na. Rapid economic development will inevitably lead to rapid expan-
sion of monetary supply, money functions enhance gradually.

The exchange rate equation from 1979 to 2004 shows that
Renminbi nominal effective exchange rate falls with increasing money
supply, and the strong performance of Chinese economy will cause
devaluation tendency in Renminbi. The answers for these two puz-
zles, besides assumption restrictions of traditional exchange rate theo-
ries, would possibly be found in the background of economic transi-

tion and institutional reform.



1979 - 2004 inflation single equation indicates the persistence of
CPI, CPI is positively related to productivity, lagged M2 growth rate,
and it is negatively related to lagged trade openness and nominal ef-
fective exchange rate. While 1985 ~ 2004 econometric test shows the
cointegration relationship among CPI, M2 growth rate, financial open-
ness and nominal effective exchange rate, and the degree from ex-
change rate change to price becomes higher. In addition, we use
VAR to analyse the RMB exchange rate pass-through with some new
findings.

China’s monetary policy should consider the degree of exchange
rate pass-through to increase efficacy, and Renminbi should strength-
en flexibility to better suit economic development. One of the objec-
tives of monetary reform is to offer a stable and predictive monetary
structure.

There are four innovations from the thesis: besides the study an-
gles, this paper explores the two-way interaction. In addition, the
thesis discusses the pass-through coefficient from different perspec-
tives including exchange rate determination theories, pass-through
stages and market structure, and then looks at the reasons behind in-
completeness of pass-through degree and its impact on monetary and
real economies. Finally, the paper studies the macro pass-through re-
ality in China, and tries to offer reasonable explanations for the

Renminbi exchange rate puzzles.

Key words: monetary growth, exchange rate adjustment,
price dynamics, exchange rate pass-through,

economic growth.
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