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A Review and an Application to the
Real Exchange Rate of RMB

WEIPING ZHANG
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Abstract The non-stationarity of the real exchange rate under conventional unit root test
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conflicts with the Purchasing Power Parity (PPP). However, considering the transaction
costs in international arbitrage, the real exchange rate may follow a kind of nonlinear mean-
reversion. After reviewing the recent international research in this field, this paper performs
an empirical analysis to discern the nonlinearity of the real exchange rate of RMB with a con-
strained ESTAR model, and then estimates the mean-reversion speed, as well as the equilibri-
um exchange rate under PPP. The existence of the PPP relation between RMB and USD is
confirmed by the empirical results.
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