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Abstract

People’s bank of China announced that RMB abandoned pegging to US dollar
and moved to managed floating exchange rate regime, in which RMB’s determination
is based on market supply and demand with reference to a basket of currencies, on
July 22, 2005. The announcement indicated that the reformation of China’s exchange
rate system might enter a wholly new era. As a result of it, speculations in the new
regime spread widely in the finance market, they wonder if RMB really behaves as
announced or still pegs to the US dollar, showing “fear of floating”, which is popular
in other emerging countries? If there is a curreny basket, what is the real distribution
of weights? Are they different from the optimal ones?

Thus, we study the optimal weights of the RMB currency basket theoretically
firstly, the results show that the dollar and euro should be 40% and 32%, the yen and
other currencies should occupy the remaining 28%.

Then we estimate the trends of weights of each currency since July 2005, based
on multiple linear regression and rolling regression model. It shows that the weight of
the US dollar is still 91%, followed by the euro, some currencies in the basket even
show insignificant. Obviously, the actual weights are far away from the optimal. It is
concluded that RMB is still pegged to the US dollar to a remarkable extend.

Furthermore, we get the RMB exchange rate conversion factor based on the
TV-AR model. The tiny conversion factor estimated indicates that PBOC is quite
discreet during the reformation of RMB’s foreign exchange rate regime.

This dissertation includes four parts:

Chapter One reviews the course of RMB reformation since 1949, and discusses
the benefits and defects of managed floating exchange rate system.

Chapter Two introduces the empirical analysis methods and models used in this
dissertation.

Chapter Three introduces and explains this dissertation’s empirical result.

Chapter Four makes conclusions and some corresponding proposals as logical

end of this dissertation.

Key words: currency basket; rolling regression; TV-AR
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