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Extension of Mundell-Fleming Model and RMB Exchange Rate Dynamics
ZHAO Zhijun'? LI Rui’ ‘
(1. Chinese Academy of Social Sciences,Beijing 100836 ;
2. Xinjiang University of Finance and Economics, Urumqi 830012 ;
3. Beijing Municipal Development and Reform Commission, Beijing 100031 )

Abstract ; This paper reviews several controversies over RMB exchange rates,and reveals the international monetary
system background of persistent imbalances of international payments. In connection with that the situation that Mundell-
Fleming model , designed for a single small economy under Bretton Woods System, is no longer relevant to analysing RMB
exchange rate and imbalances of international payment, this paper extends Mundell-Fleming model to the one that includes
two big countries,and finds that there is a nonlinear relationship among exchange rates, interest rates and income of two
countries, which can provide another theoretical explanation for the deviation of exchange rate from its baseline and
imbalances of international payment. Moreover , the paper believes that it is necessary to adopt flexible exchange rate regime

and strengthen coordination of macroeconomic policies between big countries. Using the VEC model , this paper estimates
both RMB nominal effective exchange rate and RMB-USD exchange rate, finding that both are currently overvalued and
may experience depreciation for some time in the future.

Keywords ; big country model ; exchange rate ;imbalance of international payment ; Mundell-Fleming model
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