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Abstract

Equilibrium rate of exchange covers two meanings: one
refers to the nominal equilibrium exchange rate in the market,
and the other means macro real equilibrium exchange rate. This
paper can be divided into three aspects: (1) Empirical analysis of
the nominal equilibrium exchange rate that satisfies the market e-
quilibrium conditions of both arbitrage and supply — and — demand
market. (2) Empirical analysis of macro real equilibrium ex-
change rate that fulfils internal — and — external equilibrium ex-
change rate, and working out the real equilibrium exchange rate
index. (3) On the basis of empirical analysis conclusion, working
over the RMB exchange rate policy which combines “basically
stable” and “moderately resilient”, and offering policy sugges-
tions about the mechanism reform on RMB rate forming.

The theory of tradable goods Purchasing Power Parity ex-
plains the effect of arbitrage in the international commodity mar-
ket in shaping the market nominal exchange rate. Interest Rate

Parity theory interprets the role of arbitrage in the international
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financial market in deciding the market nominal rate of exchange.
Balance of Payments Adjustment Theory makes clear the influ-
ence of supply — and — demand alteration in domestic foreign ex-
change market on market nominal exchange rate. The paper em-
pirically analyses the exchange rate equilibrium condition in RMB
market from four aspects respectively: Sino = US Purchasing
Power Parity , Sino — US Interest Rate Parity , the change of
China’s international payment composition, and foreign exchange
market expectation. The main conclusions are as the following:
First, although PPP has some limitations in interpreting RMB
exchange rate, its fundamental function does exist in deciding the
exchange rate; secondly, metrological test outcome doesn’t sup-
port the influence of real interest rate parity in forming RMB
nominal exchange rate, but it affects exchange rate by other
means; thirdly, the influence of current account in international
payment composition on RMB exchange rate is weakening, while
that of capital account is strengthening; fourthly, market expec-
tation affects RMB exchange rate to some extent; fifthly, in re-
cent years, RMB nominal exchange rate is under the pressure of
appreciation.

Theoretical models related to equilibrium real exchange rate
mainly include fundamental factor, natural equilibrium and be-
havior equilibrium real exchange rate models. The theoretical

models of representative equilibrium realistic exchange rate in de-
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veloping countries primarily are Edwards, Elbadawi and Montiel
models. Utilizing the equilibrium real and activity equilibrium ex-
change rate models of developing countries, on the basis of care-
fully choosing explanatory variable of basic economic factors, this
article establishes empirical equations estimating RMB equilibrium
real exchange rate. It utilizes the analysis of co — integration to
estimate the empirical equation, then working out real equilibri-
um exchange rate index, and then inferring the misalign of RMB
real exchange rate, finally comparing the outcome of estimation
and the hypothesis of theoretical model. The main conclusions are
as the below: (1) From 1980 to 1995, RMB equilibrium real
exchange rate is generally on the tendency of depreciation, and
the depreciation degree is comparatively high. The accumulative
total of depreciation rate is 69.74 % for 15 years. From 1995 to
2003, it turned out to continuous appreciation, but the speed
was extremely slow. The grand total of appreciation is 6.98 %
for 8 years. (2) After 1995, the improvement of comparative la-
bor productivity determines that RMB equilibrium real rate tends
to appreciate in the long run. (3) RMB real exchange rate, in the
form of real effective rate index, is mainly on the condition of un-
dervaluation in most years, except the overvaluation from 1982
t01985 and in 2001. The undervaluation rates of 1988 and 1993
reached 24.87% and25.43% respectively. In the year of 1985

and 1997, the real exchange rates areclose to macro equilibrium
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level. (4) In comparison with equilibrium real rate, the ex-
change rate of 2002 underestimates by 3.28% . In 2003, the
real rate continues to depreciate by 4.89% . In reality, the per-
ceivable real rate is deviated from the macro equilibrium real rate
of ideal condition. (5) The current RMB exchange rate is not
stabilized on the level of macro equilibrium rate. RMB nominal
rate is under the pressure of appreciation and it can be raised up.

The aim of exchange rate system reform is keeping the rate
flexible to some extent, and meanwhile comparatively stable. On
the current condition of RMB rate breaking away from equilibri-
um level and under the pressure of appreciation, our rate forming
mechanism should, on one hand, making capital account convert-
ible gradually, and on the other hand, returning to managed
floating rate system. Step by step, we should enhancing exchange
rate flexible by furthering capital convertible, and promoting cap-
ital convertible by accelerating exchange rate flexible. By means
of mutual promotion and interaction, the ultimate goal is to build
managed floating rate system, in which capital account is com-
pletely convertible, basically stable and moderately resilient. The
policy suggestions are as the following: First, make sure to pro-
mote capital account convertible in sequence and gradually, while
in an environment of stable macro economy and healthy financial
system. Secondly, the design and adjustment of exchange rate

forming mechanism should aim at market — centered reform. In



Abstract 5

the short run, we should relax various restrictions on foreign
market exchange, and in the long run, cultivate and develop for-
ward exchange market. Therefore, we have to put forward the
market — centered reform of interest rate. Thirdly, perfect the
exchange intervention system of central bank. We should set up
reasonable equilibrium exchange target by analyzing whether the
real rate level is continuously deviated from market equilibrium
and real equilibrium, then adopt suitable intervention policy. On-
ly if dollar maintains its position as world ’s standard currency,
we should go on to take the exchange rate of RMB to dollar as the
fundamental rate to calculate other currency exchange. However,
we ought to apply dollar — based exchange policy or adjust the rate
of RMB to dollar according to the market change of dollar or bas-
ket currency. But note that this adjustment is temporary and con-
fidential. The adjusted is dollar basic rate, not sticking to basket

currency.

Keywords: RMB Exchange Rate/Market Equilibrium/Real

Equilibrium
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