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BACKGROUND

• The experience from the recent development in emerging 
countries, especially China, indicates that a competitive 
exchange rate might be favourable for economic growth.
• However, competitive EXR => hyperinflation in Latin 
American countries
•Both researchers and practitioners are concerned about the 
impact of RER misalignment on economic performance.
 Researcher: Does the misalignment-growth link exist and how can 
it exist?
Practitioner: What is the optimal exchange rate policy for economic 
growth?
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BACKGROUND (cont)

An emerging deabte:
•Washington consensus/neo-classical: 
Misalignment, both overvaluation & undervaluation, 
is harmful
• Rodrik (2008)/ neo-mercantilism: Overvaluation is 
harmful but undervaluation could support growth
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Literature review 
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 Theoretical: 

 Theoretical research is just at the beginning state (P. Montiel & 
Servén, 2008)

 Rodrik (2008)’s model: undervaluation counterbalances the 
negative effects of government intervention/market failures on the 
tradable sector.  But the model assumption is criticized (Henry & 
Woodford, 2008). Why government intervention/market failures 
are more severe in tradable sector than nontradables? 

 It is not clear that through which channels depreciated exchange 
rate can influence economic growth (Nouira & Sekkat, 2012). 



Literature review : Empirical
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• An increasing body of empirical research

• A positive undervaluation & growth relationship is reported in a 
number of empirical studies. But their validity is questioned:

 Misinterpreted nonlinearity: overvaluation is harmful rather than 
undervaluation & growth relationship (Nouira & Sekkat, 2012)

 Heterogeneity in estimation using panel data (Schröder, M, 2013)

 Recent regressions found that there is not a significant 
relationship (Nouira & Sekkat, 2012, Schröder, M, 2013)

 a competitive exchange rate is not a general rule for economic 
growth  (Nouira & Sekkat, 2012).

 “the real exchange rate is best thought of as a facilitating condition” 
(Eichengreen, 2008)

It may only work under certain circumstances?

The gap in literature
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• Theoretical:
 The channels through which undervaluation can promote growth?

• Empirical:
 Large samples of developing&industrial countries were used,  but a more 

homogeneous country group might improve the robustness of empirical 
analysis.

GMM is best for large N & small T sample but there is issue of valid 
instrument. Other regression technique for smaller panel could give 
more robust result

What are the circumstances  under which undervaluation could promote 
growth? 

New regression techniques to address the nonlinearity issues

The gap in literature

=> Financial integration plays a role
 Countries without financial integration cannot finance 

their imported capital good => not obtaining the optimal 
position: Balance of payments constraint
 Undervaluation supports capital accumulation => 
obtaining the optimal position => promote growth

 Hypothesis: The positive impact of undervaluation 
is stronger in countries which less integrated
=>  Why empirical evidence on large sample of developing 

countries are not likely to be significant and consistent.
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Empirical analysis

 Examine the interaction between misalignment and 
financial integration:
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RER misalignment estimation
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9 East Asian economies: 

 Semi-industrial: Indonesia, 
Malaysia, Philippines, Thailand 
(1970-2010)

 NICs: Hong Kong,  Korea, 
Singapore (1970-2010)

 Transition: China (1980-2010), 
Vietnam (1990-2010)

Sample
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Semi-Industrial NICs Transitional Benchmark

Growth rate (1970-2010)

Shared features

 Geographic: East Asian region 
exclude Japan, and low-
income country

 Strong intra-region intra-
regional trade and investment 
relationship

 High performing economies: 
East Asian miracle

 The role of manufacturing 
sector

=>  Exchange rate might have 
important influence

Regression strategy
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 Financial integration indicator:

Ahmed, A. D. (2011): Five common indicators

 Only FDI data available for the sampled countries

 A subjective categorical variable is used: NICs (higher 
integrated), four semi-industrial (high integrated), transitional 
(low integrated)

Capital openess index (Chinn & Ito, 2008): a higher value of the 
index indicates a higher degree of finanical integration

 Regression method:

Panel corrected standard errors (PCSEs): Large T, small N



Panel unit root tests
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Criterion to chose 
number of lags 

AIC BIC HQIC 

 ����−������ 
�������� -10.7776 *** -11.1024*** -11.6275*** 
������a -1.4521 * -1.2014 -1.4521* 
������b --1.2227 -1.6472** -1.2227 
������ -2.6189*** -4.0739*** -2.8897*** 
������ -2.5882*** -3.1372*** -3.4332*** 
������ -7.4662*** -6.1296*** -5.4811*** 
������ -2.4049*** -2.6205*** -2.6205*** 
������c -1.5585* 

Note:  
a: ������indicator was calculated by using CPI 
b: ������indicator was calculated by using GDP deflator 
c: There was an insufficient number of time periods to compute ����−������ as lagged terms are introduced in the 
Augmented Dickey–Fuller regressions. For this reason, zero lag length was used. 
***, ** and * indicate significance at 1%, 5% and 10%, respectively. 

Panel regression of economic growth, using CPI as a price index
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Panel regression of economic growth, using DFL as a price index
Findings
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 Regressions (1a) and (1b) illustrate the influence of RER misalignment 
on economic growth.

 Growth enhancing effect of a competitive real exchange rate is more 
robust in less financially integrated countries

 Benefit of a policy targeting an undervalued RER could be substantial 
when it helps a less financially integrated economy overcome the 
obstacles caused by a balance of payments constraint. 

 In contrast, in a highly financially integrated economy not facing a 
serious balance of payments constraint, such a policy has minor benefit 
that might not outweigh its side effects.


