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Inflation Exchange Rate Movements and
Trade Growthin Developing Countries

HE Liping MA Wei
( School of Economics and Management Beijing Normal University Beijing 100875 China)

Abstract: Since the 1980s developing countries as a whole has displayed three stylized trends compared to that of
developed countries: a faster economic growth a faster expansion in trade sector and a higher chronic inflation. Needless to
say trade expansion is beneficial to economic growth. But how could a faster trade growth take place when inflation was
persistent and at a high level? The paper suggests an extended currency substitution model in analyzing the issue. Adding
the adaptive expectation on price level the currency substitution model concludes that money expansion ( indicated by
inflation) will strengthen the public” preference for foreign exchange assets and thus lead to a sustained depreciation of
domestic currency. Furthermore the real exchange rate depreciation will improve the trade sector’s relative price and prompt
the trade sector to gain additional competitive advantage. We conducted an econometric test on annual data of 24 important
developing economies in 1980 —2015 and the result largely confirms what is expected: For most economies there is a
significant correlation between the real exchange rate and the domestic inflation and so a significant correlation between the
changes of three trade indexes and the real exchange rate. Nevertheless it is not our view that sustained real exchange rate
depreciation is a necessary and sufficient condition of economic growth and trade expansion. Rather our interpretation is that
the role of exchange rate plays a positive role under certain conditions and it could not possibly further explored when a
developing economy enters a higher stage of growth and development.

Key Words: Trade Growth; Chronic Inflation; Real Exchange Rate; Currency Substitution

JEL Classification: E31; F43; O11

Interest Rate Margin and Macroeconomic Effects of
Interest Rate Liberalization

WANG Lei ZHU Taihui

( School of Finance Guangdong University of Foreign Studies Guangzhou 510420 China;

Policy Research Department China Banking Regulatory Commission Beijing 100032 China)

Abstract: This paper investigates the interest rate wedge channel through which interest rate liberalization affects the
macro-economy. First we apply the price control theory of Alchian-Cheung-Barzel to interest rate liberalization and conclude
that the true interest rate wedge would be reduced after interest rate control lifted off. Then we combine the interest rate
wedge model of Hall( 2011) and the credit constraint model of Kiyotaki and Moore( 1997) to study the macroeconomic effects
of lower interest rate wedge. The main conclusions are: lower interest rate wedge leads to higher steady state ( economic
growth) and the higher the loan-to-value ratio the more sensitive steady state changes with interest rate wedge; with the new
steady state the impulse responses of main variables to real shocks are more smooth with lower interest rate wedge that is
economic fluctuations become less volatile.

Key Words: Interest Liberalization; Interest Rate Margin; Financial Frictions; Financial Development

JEL Classification: E31; E51; E52
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