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Abstract

Under the opening financial market, interest rate and exchange rate are the two
powerful adjustments of monetary market and foreign exchange market, and are the
main methods of the Central Bank monetary policy. Over the periods from 1973:3 to
present which floating exchange rates prevail in western countries, progress has been
made in the exchange rate theory and there are also lots of empirical studies explored
on the relationship between interest rates and exchange rates, but empirical evidence
has proved elusive on the theoretic link. It seems the linkage between exchange rates
and interest rates is complicated. During the course of Chinese economic reform and
opening, RMB exchange rate and interest rate liberalization is expedited and RMB
exchange rate and interest rate are utilized more frequently to regulate the economy.
What is the relationship between RMB exchange rate and interest rate and how the
two interact determine the effect of our currency policy and also influence the
policy-making of interest rate liberation and capital market opening in our country.
Based on the above reason, this paper investigates the relationship between RMB
exchange rates and interest rates, tests the exchange-rate theories and hopes to provide
some reference for the currency policy-making in our country.

Chapter 2 and Chapter 3 of this paper introduce exchange rate and interest rate
theories and analyze the actual mechanism of RMB interest rate and exchange rate
interaction. Chapter 4 studies the dynamic relationship between exchange rates and
interest rates of RMB via a multivariate Exponential Generalised Autoregressive
Conditional Heteroskedasticity (EGARCH) model. In chapter 5, unit root tests,
Johansen’s cointegration test and Classical Linear Regression Model are used to test
the Dornbusch model with RMB data. Chapter 6 employs a bivariate Markov
Switching Vector Autoregressive(MS-VAR) model to study the regime linkages in
RMB real exchange rate-real interest differential relation under different exchange
rate policies. The main viewpoints of this paper are as follows.

First, price spillover between RMB exchange rate and interest rate is unidirectional
instead of bidirectional. Evidence shows that movement of interest rates will affect
future exchange rate movements, but changes in exchange rates have no direct
impacts on future changes of interest rates. Using Granger causality tests on MS-VAR
model we get the similar result. We find evidence of causality of real exchange rate
changes from lagged real interest differentials. While the real exchange rates do not

Granger cause the real interest differential.



Second, in terms of volatility, the RMB exchange rates and interest rates exhibit
cross spillover effects. Hence, there is effective information transferring mechanism
between the two markets. It also shows there is nonlinear relationship between RMB
exchange rates and interest rates. As to the asymmetric impacts of volatility from
innovations, we find statistically significant asymmetric effects exist for RMB
exchange rates. The positive innovations of exchange rate changes have greater
impacts on conditional volatility of interest rates, but not vice versa.

Third, the Theory of Purchasing Power Parity finds no empirical support during the
period of the sample data, corresponding to the sticky price exchange-rate theory
which shows the price is sticky in a short period. As to the Uncovered Interest Rate
Parity (UIP) and real-interest-differential (RID) model, July 2005 is a very important
time breakpoint. From July 2005, our country adopts a managed floating exchange
rate regime based on market supply and demand with reference to a basket of
currencies. Our empirical study finds that the UIP was rejected before July 2005 and
is supported after July 2005. And RID model also acquires empirical support since
July 2005.

Fourth, there is strong evidence of volatility Markov regime switching in the
relation between RMB real exchange rate and the real interest differential. The
switching regimes include the high volatility regime and the low volatility regime.
The standard deviations of real exchange rate changes and of real interest differential
are both higher in high volatility regime than low volatility regime. The RMB
exchange rate reform in July 2005 is also an important event as to the regime
switching. The RMB real exchange rate changes and real interest differential both
moved into high volatility regime from low volatility regime since July 2005. It shows
exchange rate policy exercises an effect on the regime of the RMB real exchange rate

and the real interest differential.

Key Words: RMB; Exchange Rate and Interest Rate; Empirical Analysis
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