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Summary: As interest rate exchange rate and capital account reforms accelerate the Chinese financial market faces
unprecedented challenges. Most studies show that factors such as capital control transaction cost and limited arbitrage
render the relationship between the interests and forward exchange rates as nonlinear and time-varying on a non-flat-rate
parity curve. This paper builds a time-varying theoretical model to identify the relationships between the interest rate

exchange rate and international capital flow based on the current market situation in China where the monetary authority
implements a managed floating exchange rate system and capital control. Using monthly data for 1997M01—2016M04 we
establish a vector autoregressive model with time-varying parameters to estimate their relationships. Unlike the traditional
constant VAR model our framework can effectively derive the dynamic relationships between the three variables over time.
The model can also be used to evaluate the effectiveness of a non-lat—rate parity curve in China.

We analyze the effects of the market-oriented reform of the interest rate the exchange rate system and capital account
liberalization on the interest and exchange rates and international capital flow. The results show that if the difference
between the onshore and offshore RMB interest rates exceeds the threshold value the effect of the interest rate on the
exchange rate is positive as is the effect of an interest rate shock on the international capital flow. However if the
difference between the onshore and offshore RMB interest rates is below the threshold value the exchange rate depreciates
or remains unchanged and the positive effect of an interest rate shock on the international capital flow declines
substantially. Thus currency appreciation and interest rate expectation promote international capital inflows if and only if
the risk premium is sufficiently large making the effects of the interest rate and the exchange rate on the international
capital flow time-varying conditional on the risk premium. These findings make a useful contribution to the literature.

The analysis of time-varying variance decomposition shows that the effect of interest rate changes on the exchange rate
and international capital flow is relatively limited. The transmission mechanism from the exchange rate to the interest rate is
almost ineffective although it is relatively effective from the exchange rate to the international capital flow. In sharp
contrast the effect of the international capital flow is limited on the interest rate but highly significant on the exchange rate.
The reasons the effects of interest rate changes on the international capital flow and exchange rate are limited are twofold.
First the monetary authority still controls the capital account which weakens the price transmission effect of interest rate
changes on the other two variables. Second the monetary authority controls the exchange rate volatility range which results
in the interest rate parity not holding well.

Thus the most urgent strategy of the three major financial market reforms is to improve the transmission mechanism of
the interest rate to the exchange rate to further expand the range of RMB exchange rate fluctuations and liberalize capital
accounts which would improve the transmission effectiveness of monetary policy on international capital flow. It is therefore
suggested that market-oriented reforms be implemented in the interest rate liberalization-exchange rate market reform-capital
account liberalization sequence to prevent China from suffering a systematic financial crisis arising from unexpected capital
flight.
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