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Global Financial Cycle, Cross—border Capital Flow and
Exchange Rate Regime Choice

HAN Shao-chen' GONG Bing” SHI Liang® YANG Shiqi'
(1. School of International Politics and Economics, University of Chinese Academy of
Social Sciences 102488;
2. PBC School of Finance, Tsinghua University 100083
3. University of Essex CO4 3SQ)

Abstract: The significantly strengthened financial connection is an essential aspect of the global
financial cycle. It gives rise to the mutual replacement between trilemma and dilemma that depends
on global scenarios and brings multiple challenges to policy. During crises, the US monetary policy
tightening, and the resulting spillover risks impose greater shock on asset price, credit growth and
cross-border capital flow. Dilemma dominates trilemma, hence floating exchange rate regime alone
cannot isolate external shock. To reduce financial connection, capital flow management becomes
necessary. During non-crises periods, the fluctuation in financial market declines, the automatic
stabilizer function of floating exchange rate regime recovers, and therefore the trilemma takes
dominance. From policy perspective, to counter external shock and enhance the independence of
monetary policy, it is critical to reduce the pro-cyclicality in domestic financial market. This target
can be achieved by effectively using macro-prudential policy and leverage limit, and additional capital
control policy during crises. The exchange rate marketization reform that accomplishes free floating,
which requires an appropriate time window and complete global risk surveillance system, is also
important.

Keywords: Trilemma; Dilemma; Global Financial Cycle; Cross-border Capital Flow;

Floating Exchange Rate Regime
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