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Introduction 
 

The structural reforms initiated in the late 1970s allowed the People's Republic of China 

to embark on a real convergence path, that is to record faster economic growth compared to 

more developed countries. During the 1978-2013 period, China’s real gross domestic product 

(GDP) per capita has increased almost 20 times, while the whole economy became the world’s 

second largest (in nominal terms). The scale and global consequences of this startling long-term 

performance provided incentives for research on China’s transformation and – in a broader 

perspective – mechanisms of real convergence.  

As pointed out by Acemoglu [2009], institutions and policies are the fundamental 

determinants of long-term economic growth. One of the aspects of China’s economic policy 

that has recently gained some recognition is exchange rate policy. Following China’s rising 

current account surpluses, Dooley et. al. [2004] argued that the authorities deliberately 

manipulated with the exchange rate to bias domestic investment toward export industries and 

thus accelerate economic growth. However, they did not provide any empirical evidence to their 

claim. Taking step further, Rodrik [2008] constructed simple undervaluation index and showed 

that developing countries can achieve higher sustainable growth rates by pursuing policy of an 

undervalued currency. His conclusions undermined Williamson's [1990] manifesto of persistent 

deviation of exchange rate from the medium-term fundamental equilibrium being harmful to 

the economic growth. However, Rodrik’s hypothesis is far from being confirmed, as it has been 

challenged on methodological grounds (Woodford [2009]; Berg, Miao [2010]).  

 

Objectives 
 

The main goal of my PhD thesis is to analyze and quantify the impact of China’s 

exchange rate policy on the process of real convergence in 1979-2015. The beginning of the 

research period is marked by the start of structural reforms, the end by the inclusion of the 

Chinese currency in the Special Drawing Rights (SDR) basket, the accounting unit of the 

International Monetary Fund (IMF). Thus, the whole timeframe encompasses the evolution of 

China's exchange rate policy from the complete subordination to the goals of planned economy 

to the successful promotion of a stable international currency.  

Before presenting detailed research questions and corresponding hypothesis, I identify 

two possible aspects (channels) of exchange rate policy’s influence on real convergence. First, 



the choice and maintenance of the exchange rate regime have a direct impact on both the level 

of international economic integration (Klein, Shambaugh [2006]; Bilski, Janicka [2012]) and 

the stability of the economy (Calvo, Reinhart [2002]; Edwards, Levy Yeyati [2003]). Second, 

as suggested by Rodrik [2008], undervaluation of the real exchange rate can stimulate economic 

growth in developing countries, while it has no positive effect for developed ones. Having that 

in mind, I formulate four research questions: 

1. Is the process of real convergence an automatic phenomenon? 

The answer “no” would open the way for the main purpose of my thesis: since real 

convergence is conditional, it depends on the introduction of an “appropriate” economic 

policy and exchange rate policy is one of its key elements. 

2. Have the choice of an exchange rate regime and the coordination of an exchange rate 

policy with other elements of economic policy had a positive impact on China's real 

convergence process? 

This question corresponds with the first possible aspect (channel) of influence and requires 

detailed analysis of China’s exchange rate regime choices from the perspective of 

“impossible trinity” (Mundell [1962]). Although many of the key elements have already 

been covered with researches on China’s monetary policy (Geiger [2008]), exchange rate 

pass-through to inflation (Jiang, Kim [2013]) and internationalization of renminbi 

(McCauley [2011]), there is still room for comprehensive analysis. 

3. Was China’s real effective rate (REER) close to its equilibrium rate?  

Demonstrating undervaluation of the Chinese currency would allow me to move to the next 

part of the research - verification of the Rodrik hypothesis. 

4. What could be the benefits of undervalued REER? Has the long-term undervaluation 

of the Chinese real exchange rate accelerated the structural transformation of the 

economy? 

This question corresponds with the second possible aspect (channel) of influence and 

requires quantification of both REER misalignment and changes in Total Factor 

Productivity (TFP). 

Because of unresolved argument concerning the credibility of China’s official statistics (Holz 

[2006], Maddison [2007]), I formulate additional goal for the thesis (instrumental to the main 

one): to examine the quality of data on the Chinese economy.  

 

 



Verification 

 

1. Economic growth and the process of real convergence 

 

To verify the unconditional convergence hypothesis, I use the methodology developed 

by Barro and Sala-i-Martin [1990]. Data for 1960-2014 period are taken from PWT 9.0 

(Feenstra et. al. [2015]) international database. As expected, both the β convergence (the real 

GDP of less developed countries grow faster than the real GDP of more developed ones) and 

the σ convergence (differentiation of the real GDP levels between the countries decreases over 

time) are not an automatic phenomenon. The coefficient of the initial GDP per capita is slightly 

positive (which means divergence), but is not statistically significantly different from zero for 

1960-2014 period (111 countries) and 1970-2014 period (156 countries). At the same time, 

standard deviation of log GDP per capita decreased only in the aftermath of 2008 financial 

crisis.    

While referring to the results of other empirical studies, I am trying to identify 

“appropriate” institutional framework and the conduct of an “appropriate” economic policy. 

One of the repeating aspects is export-led growth which allows (at least theoretically) for the 

exchange rate policy to interfere. 

 

2. The influence of China’s exchange rate policy on the international economic integration and 

the stability of the economy. 

 

At the start of the reforms, China maintained fixed and overvalued exchange rate to 

subsidize the import of capital goods. In the 1980s, the authorities gradually devalued the 

official rate and simultaneously introduced market quotations. The adjustments to the exchange 

rate policy were important to keep the reforms going. However, as I show with my analysis, 

during that period exchange rate policy was not creating, but only following the mechanism of 

real convergence. 

 The situation changed drastically at the beginning of 1994 when the official and market 

rates were unified and the new exchange rate regime was introduced. With de facto fixed 

exchange rate (to the U.S. dollar) combined with restrictions on the flow of capital, the regime 

occupied one of the corners of “impossible trinity” and provided the large and growing 

economy with an optimal range of openness. China benefited from the trade and the inflow of 



most stable capital flows, but managed to protected its domestic financial system. This 

hypothesis is confirmed by both dynamic increases in export and foreign direct investment 

(FDI) and the relatively high resistance of the economy to the external shocks (Asian financial 

crisis in 1997 being the prime example).  

At the same time, good coordination of exchange rate policy with other aspects of 

economic policy has created a stable macroeconomic environment. Thanks to the effective 

control of the financial market, the People's Bank of China maintained a relatively high 

autonomy in conducting monetary policy without having to give up the exchange rate anchor. 

When the economy was “growing out of the plan” from the mid-1980s to the mid-1990s, its 

output gap and inflation were highly volatile, but since 1996 China has not only avoided 

significant slowdown, but also kept inflation well below 5 per cent (y/y) in most of the times. 

However, the monetary authorities did not avoid mistakes. The biggest seems to be the 

expansive policy in the aftermath of the global financial crisis that resulted in total debt increase 

from the amount of 150% of GDP in 2008 to the amount of 250% of GDP in 2014 (Anderlini 

[2014]). 

Over time, as the Chinese exchange rate system has moved from the corner towards the 

centre of the hypothetical “impossible triangle”, monetary authorities lost - as expected - some 

autonomy in conducting monetary policy. Given the ongoing internationalization of the 

Renminbi, the only reasonable answer is to gradually release the exchange rate and strengthen 

the price mechanism of monetary policy. 

 

 
3. Misalignment of China’s real exchange rate 

 

The basic dilemma of research on the undervaluation of the real currency exchange rate 

is the selection of an appropriate estimation method. In this part of the thesis I made a critical 

analysis of the methods and decided that the verification of undervaluation hypothesis should 

consist of several independent steps referring to the the medium / long-term equilibrium 

exchange rate. First, I point out the general symptoms of undervaluation: rising current account 

balance and rising foreign reserves. Second, I estimate by least squares method the Balassa-

Samuelson effect (or being precise the so-called Penn effect) for 169 countries in 1995-2014 

period using data from PWT 9.0. As expected from such an extensive sample, the coefficient of 

determination is low (0.368) indicating a poor fit of the model; however, until 2010 China 

appears to be well below the line of best fit (meaning undervaluation). 



For the final and the most important verification, I construct a partial model of the 

fundamental equilibrium exchange rate (FEER) with two (alternative) specifications to estimate 

the price and income elasticity of Chinese trade flows. The first specification - a system of four 

behavioral log-linear equations of trade - is based on the methodology developed by Rubaszek 

[2009] for Poland. The second - less restrictive specification - reduces the system to two trade 

log-linear equations and is close to the concept of Garcia-Herrero and Koivu [2009]. The 

estimation period is 1995-2014. I use several alternative time series to minimalize the data bias. 

The results of each of the three individual stages: estimating the foreign sector model of an 

economy, finding relationship between current account and the real exchange rate, and finally 

estimating FEER and real exchange rate misalignment are confronted with the results obtained 

by other authors. 

Although the results seem to confirm the common opinion that the renminbi was 

undervalued during the 1995-2013 period, there were many doubts as to the quality of 

international data and the assumptions to be made on different stages of estimation.  

 

4. The influence of China’s real exchange rate undervaluation on the real convergence 

 

Having provided arguments that China’s real effective exchange rate was undervalued 

right after the introduction of new exchange rate regime and throughout the entire first decade 

of the 21st century, I tried to indicate how this could influence the real economic convergence. 

The most probable is the mechanism of structural transformation and TFP growth (Rodrik's 

hypothesis). 

In order to estimate the latter, I am performing the growth accounting for China for 

1979-2014 period. The methodology is based on Barro and Sala-i-Martin [2003]; however, I 

include human capital as one of the factors and abandon standard Cobb-Douglas function in 

favor of the approximation by the Törnqvist index to allow for the large fluctuations in labor 

share. Although the results of the estimation support the claim that the highest growth of TFP 

occurred during the periods of undervalued REER, I cannot confirm this relation, as official 

GDP and investment data are deeply flawed.  

 

 

 

 



Main findings 

 

The analysis and the results of my empirical studies indicate that China’s exchange rate 

policy had a positive impact on the process of real convergence in 1979-2015. Although this 

conclusion is consistent with the main hypothesis, I must admit that some of the questions have 

not been answered as intended.  

While constructing the dissertation plan, I identified two aspects (channels) of exchange 

rate policy’s influence on real convergence. The first concerned the choice of exchange rate 

regime and the coordination between the exchange rate and other elements of economic policy. 

Here, I presented strong arguments for the exchange rate policy to be central not only to export-

promoting strategy, but also to China’s monetary policy. The second was based on Rodrik 

[2008] and assumed that the long-term undervaluation of China’s real exchange rate stimulated 

economic growth by diverting resources to export-oriented industries. This one was mired down 

with poor data and methodological issues. I presented quite strong arguments for saying that 

China’s real effective exchange rate was undervalued throughout the first decade of the 21st 

century (and, potentially, just after the introduction of the new exchange rate regime in 1994). 

I also pointed out that the long-term undervaluation of the real renminbi could have accelerated 

the absorption of surplus labor from low-productivity agriculture into more productive industry 

and (indirectly) services. This statement is weaker than the hypothesis I made, but it still allows 

us to think about exchange rate policy as a trigger / accelerator for real convergence. 

On the other hand, I consider both showing the bias in the methodologies of exchange 

rate misalignment and the critical analysis of China’s official data as one of the major 

contributions of this thesis. In particular, I have shown that subjectivity creeps (often 

unconsciously) in the choice of the theoretical model for estimation of REER misalignment and 

then is perpetuated by the choice of the data (research period and frequency). At the same time, 

I noticed large differences in the time series of Chinese import and export presented by various 

international institutions. Also, during the decomposition of China's economic growth in 1979-

2016, I pointed out all the misalignments of official time series and the frequent recalculations 

of historical data. In conclusion, despite the fact that Rodrik's hypothesis has not been 

definitively confirmed, I believe that the purpose of the dissertation has been achieved.  
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