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FIGURE 9.4. Real Exchange Rates* (1-year period = 100)

* Based on relative wholesale prices (for more detail, see text).

(Sources: Central Bank of the Republic of China; Haver Analytics; IMF, International
Financial Statistics; Oxford Economics Databank; U.S. Department of Labor.)

%RIKJE: Did China Follow the East Asian Development Model? Andrea Boltho and Maria Weber, in State
Capitalism, Institutional Adaptation, and the Chinese Miracle, edited by Barry Naughton and Kellee S. Tsai
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Central Bank Balance Sheet

Floating line M= B
When floating the
central bank is on the
45-degree line, M = B, 7
and reserves are zero.
R, = 500
1
L L I B I L L B ......................
Fed e ™~ Backing ratio is 50%.
When fixing, the central bank xecane
is on the line XZ, has reserves Backing ratio is 100%
R =M - B, and keeps the (currency board).
0 money supply at M,. X
o
0 100 200 300 400 500 600 700 800 900 1,000 1,100 1,200 1,300 1,400 1,500 1,600

M, = 1,000 Money supply, M

The Central Bank Balance Sheet Diagram This figure and those that follow present a simplified view of central bank operations.
On the 45-degree line, reserves are at zero, and the money supply M equals domestic credit B. Variations in the money supply along this
line would cause the exchange rate to float. There is a unigue level of the money supply M; (here assumed to be 1,000) that ensures the
exchange rate is at its chosen fixed value. To fix the money supply at this level, the central bank must choose a mix of assets on its
balance sheet that corresponds to points on line XZ, points at which domestic credit B is less than money supply M. At point Z, reserves
would be at zero; at point X, reserves would be 100% of the money supply. Any point in between on X7 is a feasible choice. At point 1,
for example, domestic credit is B, = 500, reserves are Ry = 500, and By + R, = M; = 1,000.
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Policy goal 2
Capital mobility

Policy choice
Capital controls
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Monetary policy autonomy
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Policy choice Policy goal 3 Policy choice
Capital controls Monetary policy autonomy Floating exchange rate
Sacrifice goal 2 to attain 3 and 1 Sacrifice goal 1 to attain 2 and 3

Solutions to the Trilemma before and after World War I Each corner of the triangle represents a viable policy
choice. The labels on the two adjacent edges of the triangle are the goals that can be attained; the label on the
opposite edge is the goal that has to be sacrificed. Trade gains and an absence of {or political indifference to) stability
costs help explain how the gold standard came into being before 1914 (top corner). Subsequently, reduced trade gains
and higher actual (or politically relevant) stability costs help explain the ultimate demise of the gold standard in the
1920s and 1930s. Countries sought new solutions to the trilemma to achieve policy autonomy, either by floating
(bottom right corner) or by adopting capital controls (bottom left corner).
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Policy choice
No monetary policy autonomy
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Currency unions
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1946-73 > regimes
Policy choice Homars ey goat 3 Policy choice
Capital controls onetary policy autonomy Floating exchange rate
Sacrifice goal 2 to attain 3 and 1 Sacrifice goal 1 to attain 2 and 3

Solutions to the Trilemma since World War II In the 1960s, the Bretton Woods system became unsustainable
because capital mobility could not be contained. Thus, countries could no longer have fixed rates and monetary
autonomy (bottom left corner). In the advanced countries, the trilemma was resolved by a shift to floating rates, which
preserved autonomy and allowed for the present era of capital mobility (bottom right corner). The main exception was
the currency union of the Eurozone. In developing countries and emerging markets, the “fear of floating” was stronger;
when capital markets were opened, monetary policy autonomy was more often sacrificed and fixed exchange rates were
maintained (top corner).
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Central Bank Balance Sheet

1995-2003: rapid Floating line M = B

economic growth and

growth of money demand

(+¥3,208); smaller reserve = :

accumulation (+¥ 2,399) 2003-2009: rapid economic growth and

due to expansion of net growth of money demand (+¥9,115);

domestic credit even larger reserve accumulation
2003: (+¥15,317) augmented by huge
M=¥5284  (_¥6,202) contraction of net domestic
B=¥2,218  (redit (sterilization)

2003 R = ¥3,066
1995 2009:
M=¥14,399 __

1995: B L ¥—3,984

M . ¥2,076 R = ¥18/383

B = ¥1,409

R = ¥667

Net domestic credit negative; reserves ';1_= : 7’7?);6
) -
exceed 100% of money supply. R = ¥8,485 2009
0 2,000 4,000 6,000 8,000 10,000 12,000 14,000

Money supply,
M (billion yuan)

Sterilization in China By issuing “sterilization bonds,” central banks can borrow from domestic residents to buy more reserves. With
sufficient borrowing of this kind, the central bank can end up with negative net domestic credit and reserves in excess of 100% of the
money supply. The chart shows how this has happened in China in recent years: from 1995 to 2003 net domestic credit in China was
steady, and so reserve growth was almost entirely driven by money demand growth (large movement to the right). From 2003 to 2009
extensive sterilization (large movement down) sent net domestic credit below zero, and, despite still-strong money demand growth,
sterilization accounts for about 40% of the reserve growth in the later period. China’s reserves even grew during the 2008-2009 global
financial crisis period, a time when other countries ran down their reserves somewhat (see Figure 20-11). Source: People’s Bank of China.
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of year 2020. Panel (b): reports time series for selected countries’ estimates. Each line, including the ones in gray, corresponds to a
specific currency. We label select currencies for ease of comparison. 95% confidence intervals are computed via bootstrapping.
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%\ Volume of trade, The chart shows one study’s estimates of the
{i/\ relative to a impact on trade volumes of various types of
& floating exchange fixed exchange rate regimes, relative to a
2% rate regime floating exchange rate regime. Indirect pegs
71; More § +45% were found to have a small but statistically
# trade +40 - insignificant impact on trade, but trade
+35 increased under a direct peg by 21%, and under
+30 a currency union by 38%, as compared to
floating.
+25 g
MNote: Based on a gravity model of trade with binary contrals
+20 for each type of exchange rate regime using country-pair fixed
+15 effects.
+10 Source: Michael W Klein and Jay C. Shambaugh, 2006, “Fixed
+5 Exchange Rates and Trade, ™ Journal of International Economics,
70(2), 359-383.
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Increasingly Pegged within Syria, Tonga
fixed horizontal bands (2)
Crawling pegs (8) Bolivia, Botswana, China, Ethiopia, Iran, Irag, Nicaragua, Uzbekistan
Crawling bands (2) Azerbaijan, Costa Rica
Managed floating with Afghanistan, Algeria, Armenia, Bangladesh, Burundi, Cambodia, Colombia,
Increasingly no predetermined path Dominican Rep., Egypt, Gambia, Georgia, Ghana, Guatemala, Guinea,
floating for the exchange rate Haiti, India, Indonesia, Jamaica, Kenya, Kyrgyzstan, Laos, Liberia,
(44) Madagascar, Malaysia, Mauritania, Mauritius, Moldova, Mozambique,
Myanmar, Nigeria, Pakistan, Papua New Guinea, Paraguay, Peru,
Romania, 530 Tomé and Principe, Serbia, Singapore, Sudan, Tanzania,
Thailand, Uganda, Ukraine, Uruguay, Vanuatu
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universe of mutual funds and ETFs. More formally, for each fund ¢ and currency ¢, we compute the share

of the foreign-currency bond portfolio in that currency:

ZbEBC va,i
Z.:EF(::i ZbeBc va?ij

where MV} ; is the market value of holdings (measured in USD) that fund 4 has in bond b, B, denotes

the set of bonds denominated in currency ¢, and F'C; the super-set of bonds in foreign currency from the

C':c,'i =

perspective of fund 7. The denominator, therefore, is the value of holdings of foreign currency bonds by
fund ¢. In addition, for each fund i and currency ¢ we compute the share of the remaining foreign-currency

bond portfolio in DM currencies as

2de{DM; /c} ¥y
(1 — CIC?.E)

We exclude currency c if it is a developed currency, so that {DM;/c} is the set of developed currencies

QDM,ci =

excluding ¢. We re-scale shares by (1 — ac,i]_l so that they reflect the composition of the remaining
portfolio excluding currency ¢.*! Finally, we compute the summary statistic of interest: the correlation
across funds of the share invested in currency ¢ and the remaining share invested in (other) developed

currencies

Pe,.DM = COTT; (Qci s QDM i) 5 (26)
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