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The project studies the effect of exchange rate changes on firms’ exports
and explores whether this effect is altered when firms face resource misallocation. Using matched
firm-level transaction and survey data, along with macro data on exchange rate reform, it finds that

exchange rate appreciation has a negative effect on firms’ exports along both the intensive and
extensive margins. Moreover, the negative effects differ significantly between firms that face
substantial resource misallocation and those that face less.
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Academia and political circles hold contrasting views on how international trade responds
to exchange rate changes. Government officials in many developing countries are concerned
about the impact of currency appreciation on exports. However, academic studies often
fail to establish a strong connection between exchange rate fluctuations and export
performance (Obstfeld and Rogoff, 2000). At the same time, many developing countries—such
as China and India—are characterized by weak institutions, distortions, and resource
misallocation (Hsieh and Klenow, 2009). These structural issues may dampen or alter the
transmission of exchange rate movements to actual international trade, complicating the
effectiveness of exchange rate policy as a tool for promoting exports. Furthermore, firms
in such environments may face additional barriers, such as credit constraints, regulatory
burdens, or inefficient infrastructure, that prevent them from responding fully to price
signals created by currency movements. This suggests that exchange rate policies alone
may have limited power in boosting trade performance unless accompanied by broader reforms
that address these underlying inefficiencies. Understanding how these institutional and
structural factors interact with exchange rate dynamics is crucial for designing policies

that can genuinely enhance export growth in developing economies.

The project aims to revisit the effect of exchange rate changes on exports and contribute
to the literature on two grounds. First, it studies the causal effect of exchange rate
changes on exports by exploiting plausibly exogenous exchange rate reforms implemented
in China in 2005. Such exchange rate reforms may increase competition, improve resource
allocation, and help reduce misallocation in the Chinese economy. Second, the project
explores whether distortions, such as market imperfections and institutional weaknesses,
may alter the trade elasticity with respect to exchange rate changes. The project provides
valuable policy implications for understanding the interaction between exchange rates

and domestic distortions.

The project compiles firm-level transaction and survey data, along with macroeconomic
data on exchange rates and country-level characteristics. It employs a
difference-in-differences approach to study how firms respond to exchange rate changes
when they face resource misallocation. The analysis aims to identify the effect of
exchange rate reforms on firm exports and to examine whether the impact of exchange rate
changes on trade is altered by the presence of resource distortions. By combining
micro-level and macro-level data, the project seeks to provide a comprehensive

understanding of how exchange rate policies interact with structural inefficiencies in



shaping export performance.

The project examines the impact of exchange rate shocks on Chinese exporters. Specifically,
the analysis finds that both the intensive and extensive margins of exports were
negatively affected by the appreciation of the exchange rate in 2005. To further explore
whether this effect varies across firms facing different levels of resource misallocation,
two approaches are employed. First, the sample is split by firm ownership to investigate
whether state-owned enterprises respond differently from private firms. Second, a direct
measure of firm-level resource misallocation, fol lowing Hsieh and Klenow (2009), is used.
It is found that both measures on misallocation are highly correlated, and the empirical
results from both approaches show that distorted firms are less affected by exchange rate
changes, suggesting that trade elasticity with respect to exchange rate fluctuations is
greater among firms that face fewer constraints. These findings underscore the role of
resource allocation in shaping the responsiveness of exporters to currency movements and
provide useful insights for the formulation of exchange rate and structural reform

policies in developing economies.

The findings contribute to the literature on the relationship between institutional
distortions and trade elasticity with respect to exchange rate movements. They highlight
how the presence of distortions, such as resource misallocation and ownership-related
inefficiencies, can significantly alter the responsiveness of exporters to currency
fluctuations. This advances our understanding of the interaction between exchange rate
policy and domestic structural conditions. Moreover, the study provides valuable insights
for improving the design and implementation of exchange rate policies in developing
countries. Specifically, the results suggest that exchange rate adjustments alone may
not be sufficient to enhance export performance unless accompanied by institutional and

structural reforms that address underlying distortions.






