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Chow identifies problems with the Frankel-
Wel regression with RMB on the RHS

del = y + byspde P + Spyrde VR + Sypyde BN

« Un-orthogonalized RMB creates a multi-collinearity problem

« Orthogonalized RMB is still subject to a simultaneity problem
due to common shocks affecting the movements of the RMB
and other Asian currencies

O Comments: Common factors do not create simultaneity
problems

O Perhaps, Chow is concerned about the possibility that the
RMB movement is influenced by other Asian currencies’
movements (i.e., the RMB basket includes currency i)




Chow uses two sets of VAR models for
each Asian currency

de, = fo + Z£:1 Bir(L) de¢_y + &
where B, (L) is a4 X4 matrix of lag polynomials

(1): Aet= (Ae us t,Aeﬂt,Aejp;yt,Ae;'t)
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(2) Aet = (Aermb £ Aeﬂ £ AQM ¢ Ae; t)
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Chow obtains impulse responses of
currency | to a shock to the US dollar and
a shock to the RMB exchange rate

e Obtain impulse responses of de ;  foa shock to de_us , in the

rmb’ rmb’
VAR equation under (1)

« Also obtain impulse responses of de : toa shock to dermp . In

usd’ usd’
the VAR equation under (2)

« Chow finds that a US dollar shock had a significant impact on
Asian currencies before the GFC, but its impact declined after
the GFC, and that the a RMB shock had either a stronger or a
similar impact on Asian currencies, in comparison to a US
dollar impact, in the post-GFC period

* Chow concludes a de facto RMB bloc has not emerged in Asia
« But are the two impulse responses really comparable?




Suggestions (1)

* To address the issue of common shocks, the VAR
should include some exogenous global or regional
shocks (z; = oll prices, VIX, etc):

— :80 +Z£:1:Bk(L)Aet—k+Z] 1 ] ]+ €

 To verify potential simultaneity problems for the
RMB, run the F-W equation for the RMB by
Including other Asian currencies on the RHS and
show that at least some emerging Asian
currencies are statistically significant

AetRMB N4 + 6USDAetUSD + 6EURAetEUR + 6YENAetYEN
+ 6WONAetW0N + -+ 6NTDAetNTD + gt



Suggestions (2)
The VAR equation to be estimated may be:
de, = fo + Z£=1 Bir(L) Ae¢_y + 2§=1 az; + &
where S, (L) is a5 x5 matrix of lag polynomials,

Ae, = (Aeus ., Aeeur , Aejpy , Aermp , A€ i )
sart  sart sart sart sart
Here the RMB variable is either orthogonalized
(residuals from a F-W regression using the US dollar,

euro and yen) or un-orthogonalized

Then conduct impulse response analysis for a US
dollar shock or a RMB shock

Also obtain variance decomposition of de_: _and find

the contribution of variation of US dollar s jocks and
RMB shocks to the variation of de :

sdr’



Is there a RMB bloc in Asia in the post-

GFC period?
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e Chow concludes

that the results do
not support the
claim that a de facto
RMB bloc has
already emerged in
Asia

However, it is hard
to arrive at this
conclusion, given
the current results

She may get a
different result by
using the suggested
VAR with
orthogonalized RMB
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