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The Non-linear Relationship among Capital Account
Liberalization, Financial Risks and Foreign Exchange Reserves

Chen Chuanglian'*, Huang Chuguang®, Chen Chuangbo’

(1. School of Economics and Management , South China Normal University , Guangzhou 510006, China ;
2.Xiangjiang International Research Center for Finance , South China Normal University s Guangzhou 510006,
China ;3. Department of Finance s Guangzhou Branch of China Unicom s Guangzhou 510627, China ;

4. School of Information Science and Engineering » Xiamen University , Xiamen 361005, China)

Abstract: Recently, China opens its capital account steadily,and meanwhile constant
appreciation expectation of USD exchange rate and interest rates may lead to international
capital outflows. Whereas,in the background of slow expansion of China’s foreign exchange
reserves scale and declining risk of amount aggregate, how to deal with resulting financial
turmoil is an impotant issue worthy of being studied. This paper constructs a nonlinear
model including mercantilist and precautionary motives, and uses panel smooth transition
regression model and the data of 36 countries or areas to investigate the effects of financial
risks like external debt and liquidity risks on these two motives above-mentioned under
capital account liberalization and analyze the evolution of estimation coefficients of these
two motives by combining threshold variables of financial risks. It comes to the conclusions
as follows: the increase in financial risks leads to slow export growth and deteriorating
terms of trade, and then the contribution of export growth and terms of trade in mercantil-
ist motivation to foreign exchange reserves gradually weakens, while the positive effect of
capital account liberalization and fluctuations in net FDI inflow in the precautionary moti-
vation increases gradually., The main reason is that the sharp increase in domestic risks
leads to depreciation risks and losses of capital return investing in domestic market; and if
capital account is opened up at the same time, the adverse impacts of capital flight and cap-
ital fluctuations on economic growth would arise, so the central bank would increase for-
eign exchange reserves to deal with the expanding financial risk owing to the need of pre-
cautionary motive. In addition, it also indicates that the reason for the increase in foreign
exchange reserves in most countries mainly lies in precautionary motive and only a few
countries consider the mercantilist and precautionary motives at the same time. At last,
this paper puts forward some policy suggestions about capital account liberalization and fi-
nancial risk control in current China.

Key words: capital account liberalization; financial risk; foreign exchange reserve;

nonlinearity; panel smooth transitional regression model
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