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Abstract

The effective exchange rate is a comprehensive measure of the ratio and value of a
country’s currency to major foreign currencies, and the traditional theory holds that the
effective exchange rate depends mainly on trade or current account balances. Through the
observation of China’s Balance of Payments and the real effective exchange rate of RMB
issued by the Bank for International Settlements, this paper finds that the changes in trade
scale and current account balance are not sufficient to explain the short-term fluctuations of
the effective exchange rate. The “net error and omission” items, which are theoretically
random statistical errors, have significant non-random characteristics. The paper further
shows that, in addition to international trade factors, changes in effective exchange rate of
RMB are also affected by the trend of the international leading currency (USD Index) and
lag effects of statistical errors and omissions. Because of the close relationship between
statistical errors and omissions and hidden capital flows and international “hot money”, this
means that “hot money” in and out may be one of the main factors leading to short-term
fluctuations in the effective exchange rate of the RMB.

Keywords: Effective Exchange Rate, Double Surplus, Balance of Payments, Hot Money,
Lag Effects
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