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The Impact of Money Supply and Interest Rate on Exchange Rate
Analysis based on VAR Model

ZOU Zongsen', YANG Suting’
(1. School of Economics, Qufu Normal University , Rizhao, Shandong 276826 , China
2. School of Business, Qingdao University of Technology , Qingdao, Shandong 266520, China )

Abstract : This paper constructs a VAR model based on the CNY/USD exchange rate ( direct quotation ) , the
national interbank lending(30 days) monthly weighted average,and the broad money supply (M2 ) ranging from Jan-
uary 2002 to April 2019 to study the impact of the latter two variables on the first variable. The results show that the
money supply has a significant negative impact on the exchange rate, which deviates from the classic exchange rate
decision theory ;the effect of interest rate on exchange rate changes is consistent with the theory of interest rate pari-
ty , however, the coefficient sign is not significant;the exchange rate is more affected by itself. Further, by method of
impulse response function and variance decomposition,this paper finds that the impact of money supply on the ex-
change rate is greater than that of interest rate,but the contribution of the two variables to the variance of the ex-
change rate change is less than 2% . By contrast,the contribution of exchange rate to its own variance is more than
98% . Tt is suggested that China should continue to deepen the reform of exchange rate and interest rate marketiza-
tion, and unblock the transmission channels of monetary policy, thus strengthening the link between exchange rate
and monetary policy instruments such as interest rates and money supply.

Key words ; exchange rate ;money supply ;interest rate ; VAR
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