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Abstract

The global economic situation experienced a fundamental changes with the
collapse of Bretton Woods system in 1970s: Most countries had begun to imple-
ment floating exchange rate system; the volatility of the major currencies in the
world has been growing gradually; and the influence of the exchange rate on the
entity economy and financial markets of all the countries in the world has been
increasing gradually. At the same time, the influence of the fluctuation of asset
prices on the entity economy was increasing gradually and the drastic fluctuation
of the asset prices may lead to the financial crisis which is characterized by cur-
rency crisis and banking crisis.

According to international experience, the appreciation of local currency is
always accompanied by the fluctuation of asset prices, which will seriously af-
fect the domestic macro economic stability and financial security in the process
of exchange rate system reform. The real economy will be trapped which may e-
ven cause the economic crisis and long — term economy recession, especially af-
ter the burst of asset price bubble. Thus, how to regulate exchange rate and as-
set prices effectively in the process of exchange rate system reform becomes the
focus concerned by both the domestic and foreign scholars and financial regula-
tion departments.

With the increase of fluctuation range of RMB exchange rate, the asset
prices which is represented by the stock price and real estate price also experi-
enced significant fluctuation in the process of the appreciation of RMB, since
the implementation of the RMB exchange rate system reform of China in 2005.
Along with the increasing of fluctuation range of RMB exchange rate, it is nec-
essary for us to deeply study the interaction mechanism between the exchange

rate and fluctuation of asset prices, so as to deal with the relationship between
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exchange rate and asset prices effectively and avoid the harm to real economy
caused by the great fluctuation of exchange rate and asset prices in the process of
Macro — control in the context of the spreading of European sovereign debt crisis
and the slowing recovery of the global economy. It is not only very important in
the theory and practice, but also the problem which we must consider in the
process of the formulation of exchange rate policy and monetary policy.

In this context, this book researches the interaction mechanism of the ex-
change rate of RMB and asset prices. It consists of five parts, divided into 8
chapters. The first part (chapter 1) is the introduction, the fifth part ( chapter
8) is the conclusion and prospects, and the rest parts are the body.

The first part ( Chapterl ) is the introduction. Chapterl summarizes the
background and the significance of the research, the literature review, the
structure of the research, the method of the research and the possible innova-
tions, and then illustrates some relevant terms and the research scope of this pa-
per briefly.

The second part ( Chapter 2 and Chapter 3) is the theoretical analysis.
Chapter 2 introduces the basic theory of the fluctuation of exchange rate, the
fluctuation of asset prices and relationship between the exchange rate and asset
prices, which places the theoretical foundation for the analysis of the mecha-
nism of exchange rate and asset prices. Chapter 3 does the overall analysis on
the mechanism of exchange rate and asset prices from the angle of macroscopic
general equilibrium analysis by the method of joining the asset price to the fa-
mous Mundell — Fleming model to improved this model in the framework of the
complete and open economy. Based on this, this part adds the herding behavior
and positive feedback trading in the behavior finance of which assumptions fit
the market reality more to the macroscopic general equilibrium analysis to make
interaction mechanism of macroscopic general equilibrium analysis with certain
microcosmic foundation, and then subdivides the interaction mechanism of ex-
change rate and asset prices into the expected effect, wealth effect, liquidity
effect and spillover effect according to different channels to build up a theoretical
analysis framework by the method of combining macroscopic and microscopic for

this paper.
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The third part ( Chapter 4 and Chapter 5) is the empirical analysis. Chap-
ter 4 does an empirical analysis on the interaction mechanism of the RMB ex-
change rate and Chinese asset prices by the SVAR model, and then draws the
conclusion that: firstly, there is a exchange rate to asset price transmission
mechanism in our country. Secondly, the asset prices to exchange rate trans-
mission mechanism in our country is weak. In addition, there is significant in-
teraction mechanism between stock price and real estate price in our country.
On the basis of the empirical analysis of the Chapter 4, Chapter 5 makes the
empirical analysis of the transmission mechanism of RMB exchange rate to Chi-
nese asset prices by state space model to break through limitation of fixed param-
eters in the SVAR model, and then draws the conclusion by the contrast of elas-
ticity of asset prices to various factors. Since RMB exchange rate system reform
in 2005, the influence of the RMB exchange rate, money supply and the ex-
pected rate of return on asset prices have been increasing gradually on the
whole. From the longitudinal comparison, the effect of exchange rate policy is
slightly larger than that of monetary policy on the prevention of asset prices fluc-
tuation. From the horizontal comparison, the regulation on the stock price by
the exchange rate policy and monetary policy is more efficient than the regulation
on real estate price.

The fourth part ( Chapter 6 and Chapter 7) is about the solutions to the
problems. Based on the introduction of the regulation policies and the effects in
the process of exchange rate reform of Japan, Germany and Taiwan China,
Chapter 6 compares the different regulation strategies and their effects on the e-
conomies in the process of exchange rate system reforms of Japan and Germany,
and the influences on the entity economy after the burst of asset bubble in the
process of exchange rate system reform of Japan and Taiwan China. Through the
comparison, Chapter 6 provides some experience and reference that prevent the
volatility of RMB exchange rate and asset prices in the process of RMB exchange
rate system reform for this book. According to the conclusion of the empirical a-
nalysis and the related international experience in the process of exchange rate
system reform, Chapter 7 proposes that we should promote the reform of RMB

exchange rate formation mechanism steadily to avoid the volatility of the ex-
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change rate and asset prices; improve the monetary policy control system gradu-
ally to control the monetary liquidity reasonably; improve the control strategy
according to the difference of assets nature in order to guide public expectation
effectively to deal with the relationship between exchange rate and asset prices
and then to perfect the interaction mechanism between RMB exchange rate and
asset price in the context of the spreading of the European sovereign debt crisis
and the slowing recovery of the global economy.

The fifth part ( Chapter 8) is the conclusion and prospect. Chapter 8 sum-
marizes the main conclusions and contributions of this paper, and then points
out the shortcomings and discusses the problems to be further studied.

Compared with the several similar domestic and foreign researches, the
main innovation of this book lies in two aspects. One is the theoretical research
aspect, and the other is the empirical research. On the theoretical research as-
pect, this book adds the herding behavior and positive feedback trading in the
behavior finance of which assumptions fit the market reality more to the macro-
scopic general equilibrium analysis to make interaction mechanism of macroscop-
ic general equilibrium analysis with certain microcosmic foundation, and build
up a theoretical analysis framework by the method of combining macroscopic and
microscopic for this paper. On the empirical research aspect, this book uses the
SVAR model and state space model at the same time to analyze the interaction
mechanism between RMB exchange rate and asset prices volatility and provides
more detailed evidence to increase the science and reliability of the policy sug-
gestion, which provides the theoretical and practical basis in the implementation
of related policies for the policy makers. Especially, the application of state
space model with variable parameters overcomes the previous research defects
based on historical data and then proposes the suggestions. Based on this, this
book provides some more powerful empirical basis for the suggestions of the pre-
vention of the volatility of the exchange rate and asset prices effectively in the
trend of the fluctuations of RMB exchange rate gradually in the future. So this
research has some academic value and practical significance.

Keywords: RMB Exchange Rate  Stock Price  Real Estate Price
SVAR Model State Space Model
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