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Abstract

Both Latin American debt crisis, currency crisis in 1980s,
and Asian financial turbulence in 1990s which took off in Thai-
land have shown that inappropriate exchange rate regime is an
important causal factor for crisis. After these crises, many e-
conomists and central banks began to reconsider the choice of
exchange rate regime. As for China, in further financial open-
ing-up, there exist the following questions:

1. What exchange-rate regime is the present one in fact,
which is somehow described as " Managed floating regime”?
What are its major disadvantages in practice? Is it necessary to
alter this regime?

2.1f change is necessary, in the milieu of further financial
opening-up, what is the best choice for China’s exchange-rate
regime?

Researches on preceding questions have theoretical and
practical significance.

In order to analyze the specific questions of Chinese ex-
change rate regime choice, this paper in first place sets up a
general theoretical model for analysis, which follows the aca-
demic tradition in this area yet makes progress and revisions on

the basis of former research results. This model has following
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main points:

1.The economic background determines exchange-rate
regime and its evolvement. The appropriate choice of exchange
rate regime is dependent on factors falling into four categories:
macroeconomic variants, microeconomic market structure, fi-
nancial integration background and country specific difference.

2.In the milieu of financial integration, fixed exchange-
rate regime has tremendous defects. Firstly, it is impossible for
the central bank to device out an equilibrium exchange rate and
efficiency loss will occur as result. Secondly, under fixed ex-
change-rate regime monetary policy will lose its independence.
Thirdly, fixed exchange-rate regime has intrinsic instability and
is vulnerable to speculative attacks. Forthly, neither can money
supply policy stabilize price nor can it contain inflation under
this regime.

3.Speaking in general, on the basis of market mechanism
floating exchange rate regime is likely to possess the advantage
of enhancing allocation efficiency of foreign exchange, thus
promoting social benefits, but at present China does not possess
the preconditions for floating regime, under which the ex-
change rate is subject to multiple equilibrium and excessive fluc-

tuation.

Secondly, based on preceding general model, this paper
5
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continues to explore specific and particular questions concerning
China’s foreign exchange-rate regime choice in the process of
further financial opening-up.

1.The following assumptions are held in the process of
China’s further financial opening-up:

Firstly, China is in the process of transition toward market
economy. Secondly, capital flow is imperfect. While RMB ad-
vancing toward a convertible currency under capital account,
there exists imperfect substitutability between assets dominated
in domestic currency and in foreign currency. This assumption
is the basis for and an essential constraint of modeling China’s
foreign exchange-rate regime.

2.China’s present exchange-rate regime, so called ”"man-
age floating regime” is in fact a fixed rate regime pegged to dol-
lar, which has following disadvantages:

@Owing to the difficulty in determining equilibrium ex-
change rate, the adjustments of exchange rate are not made on
good grounds.

@ Excessive demand for foreign exchange will likely give
rise to “rent seeking” behaviors, which increase transaction
cost, resulting in net loss of social benefits.

(D The central bank’s foreign exchange reserve is exposed
to tremendous risk.

Meanwhile, this kind of regime can not meet the need for

6
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China’s further financial opening-up in various aspects:

(@ Under influence of various factors, the central bank is
expected to find it increasingly harder to make out a right ex-
change rate, while the cost for doing so will be getting increas-
ingly higher.

@The central bank’s ability to “ironing down” macroeco-
nomic fluctuation by using its monetary policy is weakened .

@ Intrinsic instability.

3.In the process of economic transition, Considering the
instability in macroeconomic expectation, the difference be-
tween the sensitivities with which financial and product market
adjust to shocks, the difficulties of establishing a large and sta-
ble financial market while there exist lots of “noise traders” and
the hardness of meeting requirements which ensure advantages
of floating rate regime, in further financial opening-up China

should not adopt a floating rate regime.

Finally, in order to provide theoretics and reference for
government’s policymaking, this paper logically concludes that
in further financial opening-up China should adopt an exchange

rate target zone regime.
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