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@ In August 2015, China’'s monetary authority changed the central
parity formation system. In essence, the central parity is based on the
market supply and demand, by referring to the closing rate of onshore
exchange rate (CNY) on the previous trading day and to other major
currencies.

@ This paper observed the change in the central parity, and intended to
study the dynamics of central parity before and after the policy
change.

@ The authors also investigated the some augmented determining
factors of central parity, such as US dollar index, VIX index and the
difference between the one-month onshore and offshore forward
points.

@ Moreover, they attempted to answer the question “To what extent is
the central parity predictable”
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The dynamics of central parity is not the same before and after the policy
change.
@ Before the policy change, the offshore exchange rate (CNH) plays a
dominant role.
o After the change, both onshore and offshore exchange rates show
significant impact.
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After the change, the central parity has some new determining factors.
o Before the change, the deviation of RMB offshore rate from central
parity, US dollar index, and VIX index have explanatory power.

@ After the change, VIX index has no explanatory power; however,
onshore RMB rate and the difference between one-month onshore and
offshore forward points show significant impact.
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After the change, central parity is more predictable.

o Before the change, the inclusion of US dollar index improves the
forecasting performance.

@ By comparing the rolling regression results before and after the
change, it finds out that the direction of change of central parity is
more easily to predict.
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Methodology

An Error Correction Specification of central parity is used to study the
dynamics of central parity, and the effect of its determining factors.

@ Advantage: It helps to study both the long-run link between central
parity and CNH or CNY by error correction term, and the short-run
channel by CNH or CNY's own changes.
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A rolling regression model is also used to further study the dynamics of
central parity, for the periods before and after the policy change,
respectively.

@ Advantage: It provides robustness check to results from the error
correction model.

@ Advantage: The rolling regression provides time-varying effect of
determining factors.
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Comment (1)

@ When using rolling regressions to study the determining factors of
central parity, for rolling regression before the policy change, it has a
moving window of 200 observations, but for that after the policy
change, it has a moving window of 20 observations. The regression
results should be compared with caution. For example, it would
weaken the conclusion that after the policy change, central parity is
more predictable.

@ One possible suggestion: as the rolling regression provides
time-varying estimates, there is no need to study the role of
determining factors by splitting the sample into two. It is possible to
study the time-varying effect of determining factors by using the
whole sample, and choose a unified moving window.
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Comment (2)

@ One key change of central parity formation system is that, RMB
central parity rate should refer to the closing rate of CNH on the
previous day and a basket of currency. However, this paper does not
find evidence that the basket index is significant in explaining RMB
central parity rate, which seems to be puzzling.

@ In our state space model, which can deal with nonstationary data, we
find that the level of currency basket index is significant in explaining
the level of RMB central parity rate.
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Comment (3)

@ Does the dollar index have asymmetric effect on the RMB central
parity rate? depreciation vs appreciation.

@ Are there any threshold effects?
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Comment (4)

@ Other economic variables, such as stock market index, market liquidity
(central bank open market operation, offshore RMB HIBOR)?

@ Direct policy impact?

@ Shall we care more about the spot exchange rate?
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