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ABSTRACT

This paper investigates the relationship between real exchange rate and outputs in
China, researching monthly data is over the period from January, 2000 to December,
2010. Applying the cointegration test of Johensen (1988) and VECM, the am of
empirical evidence is to discuss the long run equilibrium relationship and causality
between the variables. Besides, forecast error variance decomposition is used to
analysis the responses of each variable’s impulse. The empirical results are summarized
as follows: Firgt, there is a cointegration between the industrial production index, real
exchange rate of Renminbi, money supply and the trade/output ratio according to the
result of Johansen’s cointegration test. The depreciation of RMB will increase the
outputs and international trade development indeed promotes economic growth.
Reverserly, the increasing of money supply will decrease economic growth. Second,
according to the results of VECM, there is the unidirectional relationships running from
industrial production index to real exchange, money supply and trade/output ratio.
Besides, there is also the unidirectional relationships running from rea exchange to
money supply and trade/output ratio. Furthermore, the bidirectional relationship is
detected between money and trade/output ratio. Finally, the results of forecast error
variance decomposition demonstrate that the most exogenous variable is the industrial

production index, and trade/output ratio is the most endogenous variables.
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