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Exchange Rate Pass-Through and Monetary Policy Rules
— Based on the Open Economy DSGE Model of China

WANG Sheng, SUN Yi-teng

Abstract: This paper develops an open economy DSGE model to study the effects of exchange rate pass-
through on choice of monetary policy tools under different price setting arrangements. We find that the
price rule of monetary policy is better than the quantitative tool in many respects under the full exchange
rate pass-through situation. However, the output gap will fluctuate in longer time and in bigger degree un-
der LCP. So both rules of monetary policy have their own advantages and disadvantages. Quantitative tool
will be more effective under LCP when home economy is affected by the productivity shocks of home coun-
tries or the cost-push shocks of foreign countries. The paper suggests that the central bank should manage
Chinese economy by both rules and take the sources of fluctuations into consideration.

Key words: exchange rate pass-through; monetary policy; open economy
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