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Abstract

Exchange rate pass-through theory draws attentorthé dynamic relationship
between exchange rate and price level, with a apeonphasis of incomplete pass
through from exchange rate to domestic price leuel to micro and macro factors in
a global market. Based on the real scenario of €@reconomy since its entry into
WTO, large volumes of international fluid capitdFC) might have played an
important role in accelerating China’s domestidatién. This paper at first improves
the indirect way of measuring IFC by taking a difetial approach based on the
ownership of enterprises, so that a more accustt@a&tion of IFC under the cover of
international trade surplus could be reached. Hsergial assumption of this method
is that the share of real surplus in the total nawof international trade will evolve at
a fixed rate over time. Thereafter, with the moyntbata from 2002 to 2011, an
unrestricted vector autoregression (VAR) is essfigld based on exchange rate
pass-through theory. The impulse-response anaiews that import price index (IPI)
is more sensitive to exchange rate fluctuation @vbdnsumer price index (CPI) reacts
only mildly. The pass-through effect from nomintieetive exchange rate of RMB to
CPl is about 4.3%. Meanwhile, the variance decomipasindicates that IFC stands
in a better position, compared with nominal effeetiexchange rate, to influence
China’s domestic inflation. 11% of CPI's fluctuati@ould be statistically explained
by IFC, while only 2.5% could be credited to nonhieffiective exchange rate. Given
the outcome of unrestricted VAR, China should hagte reform not only on a
market-determined exchange rate, but also on a-gmelinded system of IFC
surveillance and foreign currency control.
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Lag LogL LR FPE AlC 5C HQ
0 916.4909 NA 3.02e-15 -16.40524 -16.25878*  -16.34583
1 975.3861 110.3621 2.00e-15% -16.81777*  -15.79254 -16.40186%
2 1008.694 58.81476 Z11e-15 -16.76927 -14.86528 -15.99658
3 1034.061 42.04922 2.60e-15 -16.57768 -13.79492 -15.44879
4 1067.092 51.18357* 2.81e-15 -16.52419 -12.86266 -15.03881
5 1089.369 3210997 3.77e-15 -16.27691 -11.73662 -14.43505
G 1109.923 27.40604 5.32e-15 -15.99862 -10.57956 -13.80026
7 1145.670 4379774 5.89e-15 -15.99405 -9.696225 -13.43921
] 1191.240 50.90769 5.67e-15 -16.16649 -8.989901 -13.25516
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Period 5E D(CIP) IF D(MEER) D(IPIy D(CFI) D{M2)
1 0.995563 1.526308 1.041351 1.995617 0.088775 95.34795 0.000000
2 1.030206 1.667764 8.732716 1.751381 1.877594 85.08135 0.889195
3 1.033421 1.616895 10.34801 2.030484 1.897228 82.65024 1.457136
4 1.033691 1.601780 10.81628 2.080668 1.947167 51.94890 1.605203
5 1.033763 1.597728 10.96454 2107285 1.955075 81.72885 1.646530
G 1.033785 1.596433 11.011849 2115751 1857835 81.65891 1.659182
7 1.033791 1.596037 11.02644 2118531 1.958589 81.63726 1.663151
8 1.033793 1.595915 11.03090 2119374 1.958832 81.63060 1.664375
9 1.033794 1.595877 11.03228 2119634 1.958905 81.62855 1.664751
10 1.033794 1.595866 11.03270 2119715 1.958928 81.62792 1.664867
1 1.033794 1.595862 11.03283 2.119739 1.958935 81.62773 1.664902
12 1.033794 1.595861 11.03287 2119747 1.8958937 81.62T67 1.664913
13 1.033794 1.595861 11.03288 2119749 1958938 81.62765 1.664917
14 1.033794 1.595861 11.03289 2119750 1.958938 81.62765 1.664918
15 1.033794 1.595861 11.03289 2119750 1.958938 81.62764 1.664918
16 1.033794 1.595860 11.03289 2119750 1.958938 81.62764 1.664918
17 1.033794 1.595860 11.03289 2119750 1.958938 81.62764 1.664918
18 1.033794 1.595860 11.03289 2.119750 1.952938 81.62764 1.664918
19 1.033794 1.595860 11.03289 2118750 1958938 81.62764 1.664918
20 1.033794 1.595860 11.03289 2.119750 1.958938 81.62764 1.664918
21 1.033794 1.595860 11.03289 2119750 1.958938 81.62764 1.664918
22 1.033794 1.595860 11.03289 2119750 1.958938 81.62764 1.664918
23 1.033794 1.595860 11.03289 2119750 1.958938 81.62764 1.664918
24 1.033794 1.595860 11.03289 2119750 1.958938 81.62764 1.664918

Cholesky Qrdering: D(CIP) IF D{NEER) D{IPI) D(CPI) D{M2)
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Sample: 2002M01 2011M12
Lags: 1
Null Hypothesis: Obg F-Statistic Prob.
IF does not Granger Cause CIP 119 0.0[.602 0|8995
CIP does not Granger Cause IF 0.0394 Q.843
NEER does not Granger Cause CIP| 119 4.41296 0.0378
CIP does not Granger Cause NEER| 0.34622 0|5574
Date: 04/2912 Time: 08:48 IP1 does not Granger Cause CIP 119 1.11819 0{2925
Sample (adjusted): 2002M02 2011012 CIP does not Granger Cause IPI 0.27423 0.6015
Included obsemvations: 119 after adjustments
Trend assumption: Linear deterministic trend (restricted) CPI does not Granger Cause CIP 119 3.374 0[{0688
Series: CPICIP IF NEER IPI M2 CIP does not Granger Cause CPI 4.29503 00404
Lags interval (in first differences). No lags
M2 does not Granger Cause CIP 119 1.94652 0/1656
Unrestricted Caointeqration Rank Test (Trace) CIP does not Granger Cause M2 0.83389 0.363
Hypothesized Trace 0.05 NEER does not Granger Cause IF 119  0.0p374 0.76
Mo. of CE(s) Eigenvalue Statistic Critical Value Prob.* IF does not Granger Cause NEER 15.5008 0/0001
None * 0662091 286.9420 117.7082 0.0000 IPI does not Granger Cause IF 119 0.7¢558  0)3834
Atmost1*  0.444200 1578204 8280380 0.0000 IF does not Granger Cause IPI 10.6294  0.po15
Atmost2* 0.327602 87.91582 G3.87610 0.0001
Atmost3 0153775 4068412 4291525 0.0822 CPI does not Granger Cause IF 110 0.31278  o|5771
Atmost4 0107853 2081467 2587211 0.1874 IF does not Granger Cause CPI 11.2636 00011
Atmosts 0.059294 7.273858 1251798 0.3168
M2 does not Granger Cause |IF 119 0.07882 07794
Trace testindicates 3 cointegrating eqnis) at the 0.05 level IF does not Granger Cause M2 1.69323 0.p011
* denotes rejection of the hypothesis at the 0.05 level
*MacKinnon-Haug-Hichelis (1999) pvalues IPI does not Granger Cause NEER 119 23.5251 4.0DE-06
NEER does not Granger Cause IP| 4.4662 0.0367
Unrestricted Cainteqration Rank Test (Maximum Eigenvalue)
- CPI does not Granger Cause NEER 119 16.4726 9.0PE-05
Hypothesized MaxEigen —  0.05 NEER does not Granger Cause CPl| 8.5p864 _ 0/0042
Mo. of CE(s)  Eigenvalue Statistic Critical Value Prob.*
. M2 does not Granger Cause NEER 119 10.8598 0[0013
None 0562091 1201126 4449720 0.0000 NEER does not Granger Cause M2 10.9789  0Joo12
Atmost 1+ 0.444290 §9.91355 3833101 0.0000
Mmost2* 0327602 472370 3211832 0.0004 CPI does not Granger Cause IP| 110 0.7b129 _ 0|3879
Atmost3 0153775 1986045 2582311 0.2507 IP1 does not Granger Cause CPI 2.40593 __ 0[1236
Atmost4 0.107553 13.54081 19.38704 0.2864
Atmost 5 0038234 7273858 1251798 0.3168 M2 does not Granger Cause IPI i19  1.40767 _ 0]2379
R - R R IP| does not Granger Cause M2 6.91613 0.p097
Wax-eigenvalue testindicates 3 cointegrating eqn(s) atthe 0.05 level
* denotes rejection of the hypothesis atthe 0.05 level M2 does not Granger Cause CPI 110 28b7a4 olo293
“ackinnon-Haug-ichelis (1999) p-vzlues CPI does not Granger Cause M2 0.38211__ 05377
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Period  SE D(CIP) IF D(NEER) DIIPI) DICPI) D(M2)
1 0005562 1526308  1.041351 2123035 0135203 0510502  (0.062479
2 1030206 1667764 8732716 1860215 1545672 8498322 1201518
3 1033421 1616895  10.34801 2251097 1524231 8259696  1.552800
4 1033891 1601780 1081628 2338557 15409575 8190718 1786630
5 1033763 1597728 1096454 2374677 1552144 8160069 1820224
6 1033785 1596433  11.01189 2386121 1553166 8162178  1.830616
7 1033791 1596037 1102644 2389848 1553407  B160043 1833838
8 1033793 1595915  11.03000 2390981 1553488 8150387  1.334838
9 1033794 1595877  11.03228 2391331 1553513 8150186 1835144
10 1033794 1595866 1103270 2391438 1553520  B159124 1835238
11 1033794 1595862  11.03283 22391472 1553523 8150104  1.835267
12 1033794 1595861  11.03287 2301482 1553523 8150000  1.335276
13 1033794 1595861 1103288 2391485 1553524 8159097 1835279
14 1033794 1595861  11.03289 2391486 1553524 8150096  1.835280
15 1033794 1595861  11.03280 2301486 1553524 8150006  1.335280
16 1033794 1595860 1103289 2301486 1553524 8159006 1835280
17 1033794 1595860  11.03289 2391486 1553524 8150096  1.835280
18 1033794 1595860 1103289 2391486 1553524  B159096 1835280
19 1033794 1595860  11.03289 2391486 1553524 8150006  1.335280
20 1033794 1595860  11.03289 2391486 1553524 8150096  1.835280
21 1033794 1595860 1103289 2391486 1553524  B159096 1835280
22 1033794 1595860  11.03289 2391486 1553524 8150006  1.335280
23 1033794 1595860  11.03289 2391486 1553524 8150096  1.835280
24 1033794 1595860 1103289 2391486 1553524 8159096 1835280

Cholesky Ordering: D(CIP} IF D{M2) D{NEER) D(IP1) D(CPI)

d(cip)

ifc

2.38%

ifc > 12'3) 15 6)1'3') 123') 17

8

Period  SE D(CIP) IF D(NEER) DOPI) D(CPI) D(M2)
1 00995563 1573802 0093968 1095617 0088775 05347095  0.000000
2 1030206 1772543 8627937 1751381 1877594 8508135  0.889195
3 1033421 1721447 1024346 2030484 1897228  B265024 1457136
4 1033691 1705571 1071249 2080668  1.947167 8194890 1505203
5 1033763 1700841 1086142 2107285 1055075  B172885 1646530
6 1033785 1699342 1000898 2115751 1057835  £1.65801  1.550182
7 1033791 1698882 1092359 2118531 1058589  B163726 1663151
& 1033793 1698740 1092808 2119374 1058832 8163060  1.564375
9 1033794 1698507 1092946 2119634 1058905  B162855 1664751
10 1033794 1508684 1002088 2119715 1958028 8162702  1.564867
11 1033794 1698680 10093001 2119739 1058935 8162773 1564902
12 1033794 1508678  10.93005 2119747 1958037 8162767  1.5664013
13 1033794 1598678  10.93007 2119740 1058938 8162755  1.564917
14 1033794 1508678  10.93007 2119750  1.958038 8162785  1.564018
15 1033794 1598678  10.93007 2119750 1058938 8162764  1.564918
16 1033794 1508678  10.93007 2119750  1.958038 8162764  1.564018
17 1033794 1598678  10.93007 2119750  1.058938 8162754  1.564918
18 1033794 1508678  10.93007 2119750  1.958038 8162784  1.564018
19 1033794 1598678  10.93007 2119750 1058938 8162764  1.564918
20 1033794 1598678 1093007 2119750  1.958038  £162764  1.564918
21 1033794 1698678  10.93007 2119750 1058938  B162764 1564918
22 1033794 1598678 1093007 2119750  1.958038  £162764  1.564918
23 1033794 1698678 1093007 2119750  1.058938  B162764 1564918
24 1033794 1598678 1093007 2119750  1.958038  £162764  1.564918

Cholesky Ordering: IF D(CIP) D(NEER) D(IPI) D(CP1) D(M2)
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VAR

2008 12 VAR
VAR 9
10
11
10

Lag LogL LR FPE AlC sC HQ
0 626.7435 MNA 3.24e-15 -16.33536 -16.15135%  -16.26182*
1 678.2196 93.460961* 2.16e-15* -16.74262%  -15.45458 -16.22786
2 700.8655 37.54463 313e15 -16.39120 -13.99913 -15.43521
3 722 6608 3269287 475e-15 -16.01739 -12.52129 -14.62018
4 760.3893 50.63570 4.96e-15 -16.06288 -11.46275 -14.22444
5 780.2503 2351952 8.81e-15 -15.63816 -9.934002 -13.35851
6 805.9961 26.42332 1.46e-14 -15.36832 -8.560123 -12.64743
7 8471091 3570344 1.84e-14 -15.50287 -7.590645 -12.34078

#

Inverse Roots of AR Characteristic Polynomial
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1 2 3 6 12 18 24
ipi 1.165455 -2.47831 -2.7087 -2.72834 -2.64702 -2.64818 -2.64818
cpi 1.056818 0.901408 0.134091 -0.19811 -0.25255 -0.25315 -0.25315
24 -2.64
VAR
24 -0.25 VAR cpi
11
Johansen
12
12 1%
Period S.E. D(CIP) IF D(MEER) D{IPIy D(CPI) D(M2)

1 1175693 2678393 3344612 1.285628 0.381952 92 30941 0.000000
2 1.247340 2.669551 10.26031 1.252063 4824902 80.92300 0.070178
3 1.254946 2 569579 11.81272 2533251 4 660453 77.893839 0485606
4 1.256051 2 5h3864 1214693 2617820 4 G7H867T 7740936 0.586157
5 1.256303 2560354 12.23860 2680071 4 668617 77.24203 0.609333
4] 1.256343 2561229 1226918 2688040 4666835 77.19198 06127234
T 1.256353 2861371 12 27679 2703625 4 GBGE118 777790 0614197
8 1.256357 2561428 12 27875 2704825 4 GE5970 7717434 0614581
9 1.256358 2561452 1227928 2705285 4665928 TTAT33T 0.614669
10 1.256358 2 561458 1227943 2705387 4 665916 777311 0614684
11 1.256358 2 561459 1227947 2705424 4 65913 7717303 0614700
12 1.256358 2561459 1227948 2705431 4665912 T7.17302 0.614702
13 1.256358 2 561460 12 27948 2705433 4 665912 777301 0614703
14 1.256358 2 561460 1227948 2705434 4 65912 7717301 0614703
15 1.256358 2561460 1227948 2705434 4665912 7717301 0.614703
16 1.256358 2 561460 12 27948 2705434 4 665911 777301 0614703
17 1.256358 2 561460 1227948 2705434 4 665911 7717301 0614703
18 1.256358 2.561460 12.27948 2705434 4665911 7717301 0.614703
19 1.256358 2 561460 12 27948 2705434 4 665911 777301 0614703
20 1.256358 2 561460 1227948 2705434 4 665911 777301 0614703
21 1.256358 2.561460 12.27948 2705434 4665911 7717301 0.614703
22 1.256358 2 561460 1227948 2705434 4 665911 7717301 0.614703
23 1.256358 2 561460 1227948 2705434 4 665911 777301 0614703
24 1.256358 2.561460 12.27948 2705434 4 665911 7717301 0.614703

Cholesky Ordering: D{CIP) IF D{NEER) D(IPI) D(CPI) D{M2)




Sample: 2005M08 2008M12
Lags: 1
Null Hypothesis: Obs |F-Statistic |Prob.
IF does not Granger Cause CIP 40 2.44778 0.1262
CIP does not Granger Cause IF 2.29984 0.1379
NEER does not Granger Cause CIP 40 0.4865 0.4899
CIP does not Granger Cause NEER 13.2667 0.0008|
Date: 04/29M12 Time: 08:42
Sample (adjusted): 2005M09 2008M12 IPI does not Granger Cause CIP 40 8.59637 0.0057
Included observations: 40 after adjustments CIP does not Granger Cause IPI 3.35904| 0.0749
Trend assumption: Linear deterministic trend
Series: CPI CIP IF NEER IPI M2 CPI does not Granger Cause CIP 40 8.44992 0.0061
Lags interval {in first differences). No lags CIP does not Granger Cause CPI 24.4189| 2.00E-05
Unrestricted Cointegration Rank Test (Trace) M2 does not Granger Cause CIP 40 3.3942 0.0735
CIP does not Granger Cause M2 0.6533 0.4241
Hypothesized Trace 0.05
Mo. of CE(s) Eigenvalue Statistic Critical Value Prob.** NEER does not Granger Cause IF 40 0.00859 0.9267
IF does not Granger Cause NEER 2.50621 0.1219
MNone * 0.783041 1491997 95.75366 0.0000
Atmost1* 0.642714 88.07785 69.81889 0.0009 1P1 _does not Granger Cause IF 40 0.69192 0.4108
Atmost2 0.438056 4590808 47 85613 0.0612 IF does not Granger Cause IPI 4.39608 0.0429
Atmost3 0.340731 23.85495 29.79707 0.2086
Atmost4 0164117 7.190017 15.49471 0.5557 CPI_does not Granger Cause IF 40 0.01749 0.8955
At most5 0.000484 0.019346 3841466 0.6893 IF does not Granger Cause CPI 13.6644]  0.0007
Trace test indicates 2 cointegrating egn(s) at the 0.05 level | M2 _does not Granger Cause IF 40 0.0179f 0.8943
* denotes rejection of the hypothesis at the 0.05 lavel IF does not Granger Cause M2 1.45403] 0.2355
**NacKinnon-Haug-Michelis (1999) p-values
IP1 does not Granger Cause NEER 40 10.2921 0.0028
Unrestricted Cointegration Rank Test (Maximum Eigenvalue) NEER does not Granger Cause 1PI 15.0186] 0.0004
Hypothesized Max-Eigen 0.05 CPI does not Granger Cause NEER 40 3.77202 0.059&
No.of CE(s)  Eigenvalue Statistic  Critical Value Prab.** NEER does not Granger Cause CPI 147831 0.0005
None * 0782041 51.12181 40.07757 0.0004 M2 does not Granger Cause NEER 40 1.99764 0.1659
Amost1* 0642714 4116877 3387687 0.0057 NEER does not Granger Cause W2 41346 0.0492
i} mgzig ggiggg? Egggi;i gz?g:g; 31;342- CPI does not Granger Cause IPI 40 0.00127 0.9718|
At most 4 0164117 7170672 1426460 0.4691 IPI does not Granger Cause CPI 0.63682{  0.43
Atmost5 0.000484 0.019346 3.841466 0.8893 W2 does not Granger Cause 171 20 0.24911 0.6207
Max-eigenvalue test indicates 2 cointegrating eqn(s) at the 0.05 level 1PI does not Granger Cause W2 0.59624, 0.4449
. . -
**?f;cﬁﬁfnfﬁgéinOrfwrr?e?;p&tg;gl)s ?J;Tueeg.USIevel M2_does not Granger Cause CPI 40 0.94466] _0.3374)
. o P CPI_does not Granger Cause W2 0.23098] _ 0.6336
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