
  1 

ABECASSIS                         FACULTY OF BUSINESS AND FINANCE  

NATHAN                                                               UNIVERSITY OF HONG KONG 

STUDENT N°: 30354332556 

 

 

 

  UNDERSTANDING THE FINANCIAL CRISIS 

       COMMON CORE CCGL9030 

               INDIVIDUAL ASSIGNMENT 2: 

 
 

 

       

           CURRENCY WARS AND CAPITAL CONTROLS 

 

 

 

 

 

 

TABLE OF CONTENTS: 

 

I/ Currency wars …..........................................................................................................2 

 

A°) What are currency wars? …......................................................................................2 

 

B°) Could unconventional policies such as quantitative easing be regarded as 

"beggar-thy-neighbor" actions ? …................................................................................3 

 

II/ Capital controls …......................................................................................................4 

 

A°) What are capital controls? …...................................................................................4 

 

B°) Objectives of capital controls ….............................................................................5 

 

C°) How do they work? …...............................................................................................5 

 

D°) Unintended consequences of capital controls …................................................6 

 

EXHIBITS.............................................................................................................................7 

 

BIBLIOGRAPHY.................................................................................................................9 

 

 

 

 

 



  2 

I/ Currency wars.   
 

A°) What are currency wars?   
 

Currency war is the ongoing battle between countries around the world in order to be as 

competitive as possible through economic policies, mainly monetary, that allow them to decrease 

their national currency level in comparison to other country currencies. This then introduces the 

notion of "competitive devaluation". It was the Finance Minister of Brasil, Guido Mantega who 

first raised the term of "currency war" in a speech on 27th september  2010 infuriated by the too 

high Brazilian real which drained its economy. From this moment, the term has had a huge 

international impact and got a large media feedback.   

 

The goal of devaluating its domestic currency is to favour its national exports. In fact, domestic 

goods become relatively cheaper for foreign countries and importations become relatively more 

expensive for the domestic country that has devaluated its currency, which favours its trade 

balance. Furthermore, the national economic agents are encouraged to buy domestic goods which 

could be interpreted as demonstrating national preference. All in all, the country industries are 

boosted, leading both to economic growth, a raise of consumption, job creation and an increase 

of public revenues.   

 

But a country that devalues unilaterally its currency reinforces its economy to the detriment of 

other countries. In fact, a currency devaluation is done relative to other currencies because the 

exchange rate is a relative price. Because all other currencies cannot be devaluated 

simultaneously, it is creating a world trade imbalance and a climate of distrust which could lead 

other countries to manage retaliate actions. Then, every country affected could be tempted to 

manipulate their currency as well or to implement protectionist measures such as quotas of 

importations or tariff charges on the foreign goods inflows. The problem is that if all the countries 

get involved in this "war" by devaluating their currencies, on one hand it would cancel all the 

devaluation positive effects, and would lead to an overproduction of money and in fine to a global 

rise of prices. Well, History has shown that hyperinflation involves social uprising and could 

lead to a real war, as the Weimar Republic hyperinflation proved just after World War 1, while 

the German government had to print a lot of money to sort out the war damages.   

 

This war is all the more fierce that it brings great exporter countries like China and budget 

deficient countries like the US into conflict. China, mainly an exporter country, controls its yuan 

at a relatively low level instead of its economic growth, that is what the US reproach it for, more 

and more vehemently with Donald Trump nowadays. Gas producer countries such as Russia or 

Saudi Arabia also do not appreciate their currencies so much. Switzerland for its part through its 

National Bank declarations has frankly affirmed its goals of currency manipulation in order to 

protect the Swiss franc. Finally, Japan assured through a publication from its Prime Minister 

Shinzo Abe dated 22nd January 2013 that he will continue to devaluate the yen in order to dig 

the country out of its liquidity trap thanks to an inflationary line and to fight deflation and growth 

stagnating. The US try hard to keep a quite low dollar while at the same time being limited by 

the USD leadership as the main global currency reserve. Therefore, the FED has injected a huge 

quantity of dollars in the US economy and kept a low interest rate to stimulate consumption, 

investment and employment. However, Europe stays out from this war because the ECB has no 

goals in term of economic growth but focus on government deficits and inflation. The euro is 

therefore higher and directly penalized by this "currency war".  
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This conflict has pushed major world powers to gather on 15th February 2013 for the G-20 to 

affirm their willpower of improving their collaboration in term of monetary policies, and to 

insure that the exchange rate has to be self-determined by the market and not targeted by currency 

manipulation. However, instead of the creation of the euro in 1999, the USD is still the main 

international currency and its supremacy authorises itself to implement unconventional monetary 

policies under the pretext of revitalising the global economy, obviously linked to the US 

economic health. Finally, these devaluations are necessary for domestic targets and policies like 

in Japan or in the US and have not, for the most part, any direct claim to reinforce unfair trade 

competition or nationalist preference.   

 

B°) Could unconventional policies such as quantitative easing be regarded as 

"beggar-thy-neighbor" actions?         

 

After the 2008 financial crisis, the developed countries central banks struggled to revitalise the 

economy.  The main ones such as the FED, the ECB and the Bank of England have maintained 

their policy rates at a very low level but this tool turned out to be insufficient, in such a way that 

non-standard practices have grown up, including the quantitative easing (QE). Therefore, in 

order to get the US economy going, traditionally fuelled by consumption and investment, the 

FED decided to flood a lot of liquidities in the global market. It has increased the monetary 

supply by purchasing Federal government debt securities and Treasury bonds, but also by 

printing a lot of fresh money injected in the financial circuit.  This way, debt disappeared, and 

currency appeared. This flood of money decreases the dollar value (everything which is abundant 

is cheaper) and then the dollar is depreciated favouring exports, inflation and employment 

rate.  According to exhibit 1, the bigger the money supply is, the lower the exchange rate is –

here between Europe and the US- and the USD is more competitive. Then, exhibit 2 also 

highlights the positive correlation between the US monetary basis growth in relation to main 

economic partners (on the left scale), and the national currency depreciation (on the right scale). 

Indeed, when the US money supply decreases until 2008, the nominal exchange rate declines as 

well, but from the start of the QE policy in 2008, the increase of money supply has lead to an 

increase of the USD nominal exchange rate.   

  

But in 2014, the US exited quantitative easing. It is recognized that this drop of the FED asset 

purchases is likely more due to the improvement of the US economy than to the exchange rate 

level at this period. In fact, according to exhibit 3 in 2014, the FED has reached to stabilize the 

inflation between 1 and 2 % and the unemployment rate was falling down. This reinforces the 

argument that QE policies wouldn't respond to any want of unfair trade competition but more to 

domestic targets, and in fine to contribute to the global economic improvement. As Europe did 

on a small scale, Japan had also used the QE to take the country out of deflation by increasing 

its money supply. Then, instead of the use of QE policies, the USD is still strong, the pound 

appreciated, and only the yen depreciated. Furthermore, for many emerging economies (EMEs), 

the logic is different. They have to index their currency on the USD to avoid exportation decline, 

and some of them accumulate exchange reserves to prevent their trade surplus leading to a 

constant appreciation of their currency. Finally, most of these policies are implemented 

temporarily as a last tool to face domestic goals, and not ill-intentioned. As Ben Bernanke 

claimed, the QE is more "enrich-thy-neighbour " because " a return to a solid growth in the US, 

Europe, Japan would ultimately benefit smaller countries ". However, China use a state 

capitalism, keeping the RMB at a very low level instead of its economic growth. We can wonder 

if the US are beyond reproach obsessed by the USD leadership.   
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To conclude, the heterogeneity of the national interests permit to shade the terms of war or 

beggar-thy-neighbour. But even though most of the QE effects don't directly affect the exchange 

rate, the latter is always irremediably affected. Doubt is therefore allowed on the good will of 

the central banks and governments by using this tool.  

 

 

II/ Capital controls.   
 

A°) What are capital controls?   
 

Capital controls are measures taken by the government or by a central bank to control inflows of 

foreign capital and outflows of domestic capital, especially through regulating purchase and sales 

of foreign currencies by national individuals. It is following the large economic and financial 

imbalance caused by the World War 1 that numerous states had to limit, and even to delete 

freedom of foreign currencies' trade. If the EMEs tried to face this economic instability by 

accumulation of foreign exchange reserves, another tool was also used: capital controls.   

 

 After the financial crisis in 2008, relaxing monetary policies decided in developed countries 

discouraged financial investors to invest capital in the national economy, but rather encouraged 

them to invest these capitals in the EMEs economies in a state of growth in order to obtain better 

yields. Accommodating monetary policies such as low interest rate or capital and liquidity 

injection implemented by advanced economies central banks had, therefore, favoured capital 

outflows to the EMEs as it is shown in exhibit 4 by the rising curve that represents the expansion 

of capital inflows in the EMEs between 2008 and 2011.   

 

But what was defined as a "monetary tsunami" by Dilma Rousseff, the President of Brazil, can 

also lead to negative effects. In the short term, these capital inflows can feed an excessive credit 

expansion and create speculative bubbles on the asset market which might ultimately lead to a 

financial crisis. Furthermore, it can contribute to strengthen the EMEs currencies leading to an 

exchange rate crisis. In fact, according to empirical research (Edwards, 1999), in 7 out of 8 Latin 

American countries, capital inflows encouraged the real exchange rate to appreciate. Moreover, 

theses capital investments are very volatile, and capitals could quickly be repatriated in case of 

reversal economic circumstances. That lead to a substantial instability in the EMEs economies. 

In order to face the FED expansionist monetary policy and the appreciation of their currencies, 

many Latin American nations like Brazil or Chile or East Asian countries like Indonesia and 

South Korea as well have introduced controls on capital inflows, such as caps on the percentage 

of foreign reserves domestic banks could hold, or fees or quotas charged to foreign capital 

inflows. Brazil has raised its tax on foreign investment from 2% to 6% between 2010 and 2013, 

but this tax only concerned short-term investment and not foreign direct investments. It is 

therefore more a question about channelling capital investments than deleting it.   

 

Capital controls also respond to a macroeconomic policy trilemma: the impossible trinity 

principle. This principle assures that a country can't implement both an autonomous monetary 

policy, a fixed exchange rate system and a free capital mobility, because only two of these 

measures are possible. In fact, if a country decides to fix the value of its currency but is also open 

to free capital mobility and has a monetary policy who allows its interest rate to be free from 

outside influences, this country couldn't allows capital to flow freely through its borders. It is the 

China dilemma. If China fixes its exchange rate against the US but wants to relax capital controls 

as well by opening its borders to foreign capital inflows, its central bank couldn't be able to 

manage inflation rate by directing the interest rate policy. If the central bank of China would 
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want to set interest rates above those fixed by the FED in order to reduce inflation, this would 

attract foreign investors being so proposed higher returns. This capital inflows situation could 

put a lot of pressure on the local currency, RMB would appreciate and China could be tempted 

to break the peg with the USD to remain competitive. The opposite effect is also true. If interest 

rates are put down in order to support inflation, local individuals would invest abroad in order to 

seek higher returns. This principle explains why countries such as China often implement capital 

control policies. 

 

 

B°) Objectives of capital controls  
 

Capital controls answer to many objectives. On the financial front, it prevents excessive foreign 

currency purchases from contributing to appreciate the domestic currency and to worsen the 

trade balance deficit. But as China did in 2016, it can also contributes to avoid a devaluation of 

currency value. Indeed, China government has strengthened its capital controls to face the yuan 

devaluation against the USD, which fell its lowest level since 1998. The country has registered 

an important increase of capital flight throughout foreign countries since 2014. In response to 

this increasing cash outflow, the State Administration of Foreign Exchange (SAFE) controlled 

all the transfers abroad which had a value greater than 5 million dollars and more highly 

supervised investment agreements outside the borders. 

 

It favours foreign direct investments and long-term investments instead of short term risky and 

volatile foreign investments as well. Capital controls also allow a country to reduce its 

vulnerability to financial crises related to speculative capital inflows, and avoid the accumulation 

of "hot money". In this respect, in 2010, the IMF recognized that it was a tool able to counter 

financial instabilities as the last resort. 

 

In case of serious financial crisis, capital control also seems to be necessary. They have been 

established in Malaysia and in Thailand during the Asian Crisis in the 90's, in Argentina when 

the country went bankrupt in 2001, in Iceland in 2008 or in Cyprus in 2013. It serves to stop 

money outflows and the “bank run”. Indeed, excessive withdrawals and cash outflows could 

endanger country solvability and lead to its bankruptcy. Then, without any capital control, the 

country would be illiquid and couldn't work. On the economic front, protectionist measures 

permit to hinder importation of goods likely to compete with the domestic industry, and to save 

foreign currency purchases for the payment of the importations, more urgently such as raw 

materials. Finally, on the fiscal front, capital controls allow to avoid taxable capitals or revenues 

evasion.   

 

C°) How do they work?   

 

Many tools could be used as capital controls. It could include ban or limitation of any foreign 

currency purchase non-justified by payment of importations and then also verification of the 

importation truthfulness by competent authorities. It could also involve the obligation for the 

exporter to repatriate his money and to make it pay in in his homeland by a bank in domestic 

currency. Capital controls could mean bans or restrictions of banknote exportation and 

obligations to make it convert at borders. Finally, restrictions or conditions could be commanded 

to revenue exportations coming from investments made in the domestic country by a foreign 

investor. Quotas of foreign currency held by locals’ individuals can be implemented, like in 

China and taxes on capital inflows can be charged to foreign investors as the Brazilian policy 

has shown. In situation of economic crisis, other tools can be used to stop capital outflows and 
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keep money in the country. Like in Iceland in 2008, in Cyprus in 2013 or in Greece in 2015, 

bank institutions can be closed few days to avoid huge amount of withdrawals, and when they 

reopen cash withdrawals are limited. Bank transfers and cross-borders payments can be capped. 

As an example, in Cyprus, these transfers were limited to 5000 USD per month and per capita. 

 

D°) Unintended consequences of capital controls.   

 

Capital controls could eventually engender unintended consequences. In fact, the low policy rate 

and the massive liquidity flow in the US wanted by the FED can come to protectionist retaliations 

from the EMEs, even if these policies don't claim directly to target a currency devaluation. Also, 

poorer or developing countries need to attract foreign capital in order to finance new projects 

which will boost their economic growth, so they are in a dilemma between controlling the capital 

without dissuade foreign investors from investing. If foreign investors flee away from the EMEs 

capital, it would raise the question of the EMEs growth financial transformation.   

Capital controls sometimes make investors unable to make optimized investment and impede 

international trade. Capital outflows restrictions can prevent companies and businesses to work 

normally. As an example, following the Greek withdrawal restrictions in 2015, the Greek 

Shopkeeper Confederation has announced that 9500 businesses stopped their activity in 2015, 

and 15 000 during the two first semesters of 2016 and companies’ creation rate has significantly 

decrease. 

 Another unexpected consequence is that capital controls lead to evasion and corruption used by 

companies that want to bring their money out from their countries by any ways. Many observers 

and critics have raised that these controls implemented by the EMEs haven't have a serious 

impact on key variables such as exchange rate or financial stability because it was limited to 

specific markets and areas. In the end, capital controls could distort competition on the medium 

and long term, and may call into question the financial globalization.  
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EXHIBITS 

 

 

Exhibit 1: QE in the US and exchange rate level with Europe 

 

 
Source: Datastream 

 

 

 

 

Exhibit 2: QE in the US and exchange rate level with main economic partners 

 

 
Source: Datastream 
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Exhibit 3: Unemployment and inflation rates during QE exit in 2014 

 

 
 

Exhibit 4: Capital flow to the EMEs after the financial crisis 
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