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Abstract

Chinese foreign exchange (FX) reserve is steadily increasing since the foreign
exchange management system reformation in 1994, especially in recent years, it
increases $200 billions on average. The money supply of the People’s Bank of China
(PBC) augments correspondingly due to it’s increment, and causes an inflation trend.
This dissertation mainly discusses the relevant topics of Chinese foreign exchange
reserve accumulation.

Firstly, the thesis puts forward the main sources of foreign exchange reserve
accumulation are current account surplus and foreign direct investment, Chinese
foreign exchange increment is stable. Connecting with the international tendency, it
brings forward that Asian exchange reserve accumulation are caused by the
disequilibrium international monetary system---The central countries obtain the
injection of physical resources through exporting currencies, and the peripheral
countries obtain international liquidities and financial assets.

Secondly, the thesis computes the optimal scale of foreign exchange reserve with
cointegration and H-P filter after comparing the optimal scale theories. It concludes
the Chinese foreign exchange reserve will reach $1,000 billions at the end of 2006 by
dynamic forecasting with state space model and Kalman filter. Too much foreign
exchange reserve must lead to macroeconomic fluctuation. The thesis empirically
investigates the effects on Chinese exports and imports, exchange rate, prices and so
on.

Thirdly, the thesis focuses on the direct effect of foreign exchange reserve
accumulation---money supply. It analyzes the mechanism, puts forward that the
foreign exchange reserve causes M; rise and it cointegrates with M, in the long run,
deeply explores the relation among foreign exchange reserve, M, and inflation with
VAR model and pointes out a time lag of 3 quarters and 6 quarters respectively.

Finally, the thesis makes suggestions to reduce the affections of foreign exchange
reserve accumulation: keeping foreign exchange reserve a reasonable scale and
structure, perfecting the exchange rate mechanism, strengthening the PBC’s

sterilization policies.

Key Words: foreign exchange reserve; optimal scale; money supply
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