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Our analysis focuses on the evaluation

Exchange-rate regimes and capital-market

liberalization, in the presence of sudden stops.
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We challenge two established puzzles in the

international macroeconomics. The first puzzle

is the failure of the literature to find any

systematic difference in the macroeconomic

process across exchange rate regimes. The

second is the absence of any empirical relation

between macroeconomic performance and

capital-account liberalization.
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The literature ignores a latent crisis state of the

economy, which is summarized by an estimated

probability of crisis.
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Positive Effects: By fixing their currencies to

international moneys (the Dollar, the Euro, or

the Yen), fiscally-disciplined emerging

economies, could rapidly accumulate exchange

reserves through export growth, are able to

maintain a high saving ratio, and can provide

certainty to business and profit margins to

investors. Such policy environment leads to a

low and stable domestic rate of interest, and

thus enables the economy to retain the

confidence of international investors.
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Negative effects: Each of the major

international capital market-related crises since

1994--Mexico, in 1994, Thailand, Indonesia and

Korea in 1997, Russia and Brazil in 1998, and

Argentina and Turkey in 2000--has in some

way involved a fixed or pegged exchange rate

regime. At the same time, countries that did not

have pegged rates--among them South Africa,

Israel in 1998, Mexico in 1998, and Turkey in

1998--avoided crises of the type that afflicted

emerging market countries with pegged rates.
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THE “ORIGINAL SIN” CONCEPT UNDERPINS A

CRUCIAL VULNERABILITY OF THE ECONOMY

UNDER PEG REGIMES. THE PHRASE REFERS TO

THE INABILITY OF A COUNTRY TO BORROW

ABROAD IN ITS OWN CURRENCY, BECAUSE NO

FOREIGN CREDITOR IS WILLING TO GAMBLE ON

THE POTENTIAL EXCHANGE RATE INSTABILITY. A

PLAUSIBLE EXPLANATION FOR THE WIDESPREAD

USE IN DOLLARIZED DEBT IS THAT COUNTRIES

ARE FORCED INTO THIS POSITION BECAUSE THEIR

MONETARY AND FISCAL POLICIES LACK

CREDIBILITY.
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IF A COUNTRY ISSUED DEBT IN DOMESTIC

CURRENCY, IT WOULD HAVE AN INCENTIVE TO

INFLATE ITS WAY OUT OF DEBT. INVESTORS, WHO

EXPECT THAT THE GOVERNMENT WILL SUCCUMB

TO SUCH TEMPTATION, REFUSE TO BUY DOMESTIC

CURRENCY- DENOMINATED DEBT PAPERS.

A SUDDEN STOP OF CAPITAL INFLOWS TENDS TO

MESS UP THE BALANCE SHEETS OF FIRMS.

- 9 -

EMPIRICAL LITERATURE

XR REGIMES:

Marianne Baxter and Alan Stockman (1989)

and Robert Flood and Andy Rose (1995) find

that there are no significant differences in

business cycles across exchange rate regimes. A

recent study Frankel and Wei (2004) explores

how output lost in crises is related to various

controls, including the exchange rate flexibility,

currency mismatch, FDI, etc. The exchange

rate flexibility variable is found as not

statistically significant.
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CAPITAL ACCOUNT OPENNESS

Similarly, Eichengreen (2001) who overviews

the literature, points to ambiguities in the

rather complex role played by capital account

liberalization; and Rodrik (1998) finds no

significant statistical association between

capital account openness and growth. A recent

study by Prasad et al (2005) finds that it is

difficult to establish a robust causal

relationship between the degree of financial

integration and growth performance for

developing countries.

China: Capital Controls and Exchange Rate Flexibility
Economics focus 

Putting things in order
Mar 17th 2005 
From The Economist print edition



China ought to allow more flexibility in its exchange rate, sooner rather than later

 

THE Chinese government says that it intends, eventually, to make its exchange rate more flexible and to liberalize capital controls. In the past year or so, it has already eased some controls on capital outflows and officials have said recently that they will open the capital account further this year. On the exchange rate, much less has been done. The yuan has been pegged to the dollar for a decade, and the government is loth to change much until the country's banking system is in healthier shape: this week the prime minister, Wen Jiabao, said that a shift would be risky. But is China putting the cart before the horse? Other countries' experience suggests that it is, and that it is better to loosen the exchange rate before, not after, freeing capital flows.
Most commentary on the Chinese yuan tends to focus on the extent to which it is undervalued. It has been pegged to the dollar for a decade, and there is a widespread belief that it is unfairly cheap. In fact, this is not clear-cut. For instance, the increase in China's official reserves is often held up as evidence that the yuan is undervalued. Yet this largely reflects speculative capital inflows lured by the expectation of a currency revaluation. Such inflows could easily be reversed. Given the huge uncertainty about the yuan's correct level, it makes more sense for China to make its currency more flexible than to repeg it at a higher rate. Greater flexibility would be in China's interest: it would afford the country more independence in monetary policy and a buffer against external shocks. By fixing the yuan to the dollar, China has been forced to hold interest rates lower than is prudent, leading to inefficient investment and excessive bank lending. The problem is that Chinese officials, along with many foreign commentators, tend  to confuse exchange-rate flexibility and capital-account liberalization. A commonly heard argument is that China cannot let its exchange rate move more freely before it has fixed its dodgy banking system, because that could encourage a large outflow of capital. A recent paper* by Eswar Prasad, Thomas Rumbaugh and Qing Wang, all of the International Monetary Fund, argues that, on the contrary, greater exchange-rate flexibility is a prerequisite for capital-account liberalisation.
Flexibility does not necessarily mean a free float. Initially, China could allow the yuan to move within a wider band, or peg it to a basket of currencies rather than the dollar alone. The authors first knock on the head the notion that the banking system must be cleaned up before allowing the exchange rate to move. Although financial reform is certainly essential before scrapping capital controls, the authors argue that with existing controls in place the banking system is unlikely to come under much pressure simply as a result of exchange-rate flexibility. Banks' exposure to currency risks is currently low and flexibility alone is unlikely to cause Chinese residents to withdraw their deposits or provide channels for them to send their money abroad.
The authors argue that it is also not necessary to open the capital account to create a proper foreign-exchange market. Because China exports and imports a lot, with few restrictions on currency convertibility for such transactions, it can still develop a deep, well-functioning market without a fully open capital account. A more flexible currency would itself assist the development of such a market. For example, firms would have more incentive to hedge foreign-exchange risks, encouraging the development of suitable instruments. The experience of greater exchange-rate flexibility would also help the economy to prepare for a full opening of the capital account. While capital controls shielded the economy from volatile flows, China would have time for reforms to strengthen the banking system. 
China instead seems intent on relaxing capital controls before setting its exchange rate free. This ignores the history of the past decade or so: the combination of fixed exchange rates and open capital accounts has caused financial crises in many emerging economies, especially when financial systems are fragile. China would therefore be wise to move cautiously in liberalizing its capital account, but should move more rapidly towards greater exchange-rate flexibility. 
Yuan at a time
The Chinese have tried to offset the recent upward pressure on the yuan by easing controls on capital outflows, for instance by allowing firms to invest abroad. While this is in line with the eventual objective of full capital-account liberalization, it runs the risk of getting reforms in the wrong order. An easing of controls on outflows may even be counterproductive if it stimulates larger inflows. By making it easier to take money out of the country, investors may be enticed to bring more in.
Capital controls are not watertight. So although China will continue to be protected from international flows, its controls can be evaded through the under- or over-invoicing of trade. Multinationals can also use transfer prices (the prices at which internal transactions are accounted for) to dodge the rules. Despite extensive controls, a lot of capital left China during the Asian crisis in the late 1990s; recently, lots of short-term money has flowed in. Controls are likely to become even more porous as China becomes more integrated into the global economy. Thus, waiting for speculative and other inflows to ease before changing the exchange-rate regime might not be a fruitful strategy. 
China ought to move to a flexible exchange rate soon, while its capital controls still work. Experience also suggests that it is best to loosen the reins on a currency when growth is strong and the external account is in surplus. China should take advantage of today's opportunity rather than being forced into change at a much less convenient time. 
