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ABSTRACT

Traditional open economy macroeconomics usually assumes that the Law of One Price
holds. However, the actual data always cannot support the Law of One Price. At 1970s, the
advent of floating exchange rate after the breakdown of the Bretton Woods system was greeted
with enthusiasm, as it was felt that currencies had moved way off their equilibrium rates during
the Bretton Woods era. However, the initial enthusiasm about the expected equilibrating role
of floating exchange rates began to wane as the trade balances of major trading nations contin-
ued to show remarkable resilience to such changes. This has led to a frantic search for explana-
tions to account for this ‘ adjustment puzzle’ . In this context, a number of authors have been
motivated to step back and examine more closely the underlying relationship between exchange
rates and prices of internationally traded goods, now popularly known as the exchange rate
pass-through relationship.

The focus on exchange rate pass-through has transferred a few times. The early literature
draws from the industrial organization literature and focuses on the relationship between the ex-
change rate pass-through and industry characteristics such as market structure and the nature of
competition. However, the later studies found that the exchange rate pass-through was incom-
plete and decreasing. So they tried to explain the decreasing exchange rate pass-through effect.
Generally speaking, the models are partial equilibrium in nature, that is, they focus on the
response of prices to an exogenous movement in the nominal exchange rate.

Obstfeld and Rogoff (1995) developed a model of international policy transmission that
embodies the main elements of the inter-temporal approach along with short-run nominal price
rigidities and explicit micro-foundations of aggregate supply, and gave rise to the theory of the
so-called New Open Economy Macroeconomics (NOEM). NOEM is a class of optimizing dy-
namic stochastic general equilibrium (DSGE) models for open economies with imperfect com-
petition and nominal rigidities. The issue of exchange rate pass-through has received much at-
tention in the NOEM literature. In the basic model of Obstfeld and Rogoff (1995), LOP holds
and the exchange rate pass-through is complete. Many of the assumptions in the Obstfeld and
Rogoff (1995) model have been modified in subsequent work, such as the specification of
nominal rigidities, the choice of denominating currency, Pricing-to-Market, distribution sec-
tor, imported intermediate goods, and the elasticity of demand. Under the modified assump-
tions, the LOP no longer holds, and the exchange rate pass-through becomes incomplete. The
NOEM approach offers several attractions. The presentation of explicit utility and profit maximi-
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zation problems provides welcome clarity and analytical rigor. Moreover, it allows the researc-
her to conduct welfare analysis, thereby laying the groundwork for credible policy evaluation.
Most importantly, the NOEM provide an analytical framework that is relevant for policy analysis
and offers a superior alternative to the Mundell-Fleming model , under which such issues as the
volatility of exchange rate, the international transmission of monetary policy, the coordination
of macroeconomic policies, the optimal monetary rules, the choice of exchange rate regime,
the balance of payment and the terms of trade were discussed.

The research on RMB exchange rate pass-through started at about 1990s, and mostly were
partial equilibrium and flexible price models in nature. One important question in assessing the
partial elasticity of prices with respect to the exchange rate is that the marginal cost is not di-
rectly observable. The typical pass-through paper treats costs as directly observable, measured
by cost indices such as CPI or PPI. These indices may be reasonable measures of average cost
incurred domestically, but are unlikely to be good measures of marginal cost. Furthermore
cost indices may introduce measurement error in a way that biases the coefficients toward find-
ing incomplete pass-through and excess mark-up adjustment. The fixed effect model could avoid
the marginal cost measurement error. Under the settings of segmented markets and monopoly
firms, the fixed effect panel data analysis shows that China’s exporting industries admit pricing-
to-market strategy during the price-setting process. Although RMB has appreciated significant-
ly, China’s exporting firms may decrease their markups and profit margin making the pass-
through of exchange rates changes to targeting market currency prices is incomplete. From that
point of view, the appreciation of the RMB may not necessarily weaken the advantages of
China’s exporting commodities. Therefore, RMB’s appreciation may not necessarily perform
well in resolving Sino-US trade imbalances.

Until now, it is not common to study the RMB exchange rate pass-through within the NO-
EM framework. Considering the fact that processing trade plays an important role in China’s
balance of payment, this thesis develop a dynamic general equilibrium model within the NOEM
framework to study the exchange rate pass-through effect in processing trade. The small country
model consists of a competitive final goods market, a monopolistic competitive intermediate in-
put market. The intermediate goods firms set their prices following the Calvo manner, and the
denomination currency involves local currency and producer currency respectively. A reduced
version model shows that the influence of exchange rate variability on the domestic price level
depends on the ratio of producer currency pricing foreign intermediate inputs firms, the expec-

tation on exchange rate changes, and the lagged exchange rate changes.
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ty, PPP) MISI 5. ZJE, AMTXFF A8 51030 2R U R FR T % — 4 % At Al
W43 7 F-H B 5 A AR S, T P v R x4 0 WS S [ N B Ak
T, XF—ERHAEREESGE BRI, AR RS B8 2 SR
IR - 148 % 1D (Marshall-Lerner condition) , #RTfj, HARA K ik SCHEBFIEIE S5 AE K 2 4L

@  BITERIER AF A T 5 E AR RTIR T, R —E AUk O O F R AR Z MUK T L, AR
2% E 5 T WA AT ARG HE PR . SRR — S48 2 (e % T R (B8 R LA 5E 4 A% 3 3 LAAS i 3
B89k R, BN 5E 42 BT RAE RN

4.
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EAE, BEUR - BRI, (B2 EEUR - 98 2 IR TCTE AT Rt e Tl i
S HAE B IR A N, 20 HEZE 80 AEARAIIN, S&TTi KR FHEIF A B3 MR SE [
kSRR, 7E 20 40 80 4RAUHhSESTE sk, TEENR AR HEK BN L E R LA
RRH ) B4 5t 30% ~40% o SETTTHE G AP E T R 4EFF & EREAATA H DMk, N
1775 BRI Ab 7 B A AR R S e AR R (BB ME, AT, 2010), Krugman
(1986) & Dornbusch (1987) Frzky “WAiEM”, X FXFHEMMRHED TILRE
i# (exchange rate pass-through)® BF5E )24 .

IR, 3 I8 ORICFRAE 2 R 3 LUAS i A9 3 FLR AR IR 2@, 4 Me-
non (1995) AAICHAE B4 AR S) S BAE L) B AR BT MAR M 09 52 5 i 40 4% 10 AR
J&, Goldberg F1 Knetter (1997) %5 AL R M &AL 13 00 E L AIL R s — 4 0 T3
e OIS AR B 1 K/, TEE G TR T B WA T FHER T, #H BRE — €
(Law of One Price, LOP) HUS7. #RT0, TEBLSEH BT 285 WA LA KOG 55 T 5 BE 22 1)
FAAE, — M ARG SE 7 - M A1 JE 145 B SHIE A B S HF . BEAE BB I & e 5 4540 1Y
AR AEAR[R] B B AT T A% 3o 0] AT 5 00 R s BB 2 R AR AR, — BRI,
TEJR B BHESE T X R S A SRR EEED TUUT 3 4 : — e, LR
e ST EMS. WXt FILRATE A% R AT 3 24 P e i i i R A% 8 1Y
RE . FROCRL T R ARSI .

(—) —hEREMIHFH

B G R TF AT R WA B 18 W € B bR o — R ki, R R (7 % ol A
REXS [A] BT 7= i (R 32 oy A 7 R GE s, PR, [RDJS i B AR R A R T 4 _E R 2
M. SZAX, SO —RERTEE RaEITY, WRE TS, — RO RRE e
M EAECE s B, T E 85 IR 55 AR PR R — R TR A A
e, AR EB MAEARE AN AR, FRGEASAR =TT e, Fi, B
A ARSI, WK A T A B AL AN (R S A8 7 A TR

Hf—HEmE, PG — MFERR NS S THPr A, Hifise sl
YR — i, aEIMGEWRE ) RAAAET %)) (market power) | [RIA X [R] 57 i
T e X AR AR B HAR , TR — 5% TUPRRA B M4 . SR, —Aferigifde
IR Rt sty Wi ERET LR — Kk, fltn, —AS2EW) RE bR
JEAKERE F AT INRGE B, (I, QRIE O E B RAFRAS, s AN [E] T 1]

@ XFF “exchange rate pass-through” (9EHIF, ENMA “ILRMES”, “ILEEE". “ILE@
O ICRENET AR, AP CICRMGE X

@ P AR RGN RRIE L, SERZ A SCE L, PR b, 3R S AS L 2 50 i
RO AR, T LR S X P A . AR PR E RS . BRSNS . BRI s AR
Wi, AT LI R AR S R AR SRR R T SR A%, A TR AT SeqE i th 2 48 D MG 8 1Y
J7SRE s

@  gbr b, HAEM RSB A SE SO RS 0 — N EE R R R, nDE A s R
BOLRATE AL w5 R R
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MITE SR, IR AZBWT) RSt ICiEAE AR Hbnii g LT 2200t , i 2w
R E— ki .
KF— KT E S, EEAEZE e R ERD A PR 3 # KA Tl i — i 2 .
[Fi) 52 A 57 5 1 it A AN (] L R A 1 B8y [ —Fefr 6% T s 12 ok — B0 . — 2 B ST ) T
RAMA: OEFEARSERENSRT AR, ]/, B, 555 M A R i 2
TEAHRN; OFBETEN; QBHMA . 284 (distribution costs) 554 A
(resale costs) LG MARNE; @XBAZE; OMAEAT RIGIHE ., —Hr e &7 E
PR Y 5L [ 5 T 52 55 7 o AE R [ A RS A A, IR AR 2 15 5 [ A 0 A% 4[]
I FEn, WREEF =S e — e, A
pi=Ep’ (L.1)
Hr, p, AAREMATNAS, p” FHMEGETHRROE SO, E RN EER N %
P B RGHC 3, SRS FRE e = 5 — 4 AR AT (R R IR A ST, WUFR 22 M i —
KT (Integrated World Market ) 415 — i H %t T WA~ [ S 10 1) T A 5 4T 1 37
U R 33K A ) 5% 1) 4 %ot D) S 7 S A I
P = EP" (1.2)
Hrp, P Y5 P4y 53R AR E 550 ME B k& K
TR, BHRA S8 AR 5T AR R 2 A (B S0 H AR LA K, T L
PR IS G — W IR & 057, 4axd MK 7 iy FH M2 30 T A K BRI, PRt 5 2 %t
— A A S L I K - B AT B I . W RS i A e T B A (NS S BE &)
Wi T —M e BRI SE S - RS, MIEM AT E SR TRENMEE, fEXFE
HLF:
p; = akp; (1.3)
P = aEP" (1.4)
Hr, o RRELPRILE, SFRRATMESHMMEA S, R o« B, B
AP E B R —FEE = (— AT ETF) AR O E D R & A2 s, BRI ENC
R E T L E TR EME KF) ZBeE a2, R —feEd (WK
) or. UARFERNTF:
E -E,_, _ P, -P,, ~ P’ -P], (1.5)
El—l Pl—l P,tl
TESCUESHrHh, X FHA& 51056 2 8] 5C R A5 [ AR ) — RO i 5 oA -
po=a+0X, +yE, +¢Z, + ¢, (1.6)
Horpr, AR RO EOE, p IE—r= i ks, X b FEAESI AR (—Fk
ARG i AR B, O F TR R ) , E IR, Z Fon Hpbishl A&, ¢ h
RN, ¢ TR A 2
St — 1 5 A TG 56 (149 AS ) STk A7 A Y 3 B O AE T, AR AT Y ) R e R 2




