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Nonlinear Effects of Federal Reserve's Monetary Policy on China's
Economic Fluctuation from the Perspective of Interest Margin Channel

Xu Ying, Wang Yixuan, Yu Ying (Jilin University)

Abstract The magnitude and speed of global economic fluctuation have shown a trend of "double en-
hancement", which has led the Federal Reserve to frequently switch the monetary policy to smooth the eco-
nomic fluctuation, thus making a nonlinear effect on China's economy. In the meanwhile, interest margin, as
an important medium affecting the relative yield and relative purchasing power of the RMB and the USD, ,
is playing an increasingly important role in the Federal Reserve's monetary policy shocks on China's econo-
my, thus leading the conclusions which only consider US interest rates but ignore Chinese interest rates to be
seriously lacking in practical economic significance. Therefore, this paper constructs a Markov switching vec-
tor auto-regression model with time varying transition probabilities, and examines the dynamic phenomenon
and the asymmetric transmission mechanism of the Federal Reserve's monetary policy shocks on China's
economy from the perspective of the interest margin of the RMB and the USD. It was found that the dynamic
phenomenon lies in two sides. During the period of economic depression, the Federal Reserve's quantitative
easing monetary policy caused an increase in the interest margin of the RMB and the USD, which made a
negative impact on China's economy. On the other hand, in the period of economic expansion, the Federal Re-
serve's tight monetary policy caused an decrease in the interest margin of the RMB and the USD, which also
made a negative impact on China's economy, indicating that the same monetary policy would make a differ-
ent effect on China's economy in different periods. The asymmetric transmission mechanism includes,the fol-
lowing factors. In the period of economic depression, the Federal Reserve's monetary policy mainly affects
the relative purchasing power of the RMB and the USD, and then exerts a major impact on China's macro
economy based on the current account. During the period of economic expansion, the Federal Reserve's mon-
etary policy mainly affects the relative yield of the RMB and the USD, and thus having a major impact on
China's finance market based on the capital and financial accounts. At the end of the paper, it is suggested that
the central bank of China should keep the same pace with the Federal Reserve's monetary policy. In the peri-
od of economic depression, the easing quantity instrument should be employed to deal with Federal Reserve's
quantitative easing monetary policy; and in the period of economic expansion, the tight price-based instru-
ment should be used to deal with Federal Reserve's tight monetary policy.

Key words interest margin of the RMB and the USD; federal reserve; monetary policy; China's econ-

omy
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