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Can Capital Control Prevent a Currency Crisis?

Chi-ting Chin”

Abstract

There are many causes attributed to currency crisis. Unsuitable fixed exchange rate
or self -fulfilling expectation might be the main causes. There are also many solutions for
currency crisis. Capital control is one of them. Capital control on a country with weak financial
development can limit the effects on the country from the international capital flows and
hence can reduce the likelihood of currency crisis. However, capital control also can signal
that a country is in a weak economic state and in an unsafe financial environment, triggering
capital outflow, causing the fluctuations of the exchange rate, and therefore increase the
likelihood of currency crisis. This paper sets up a complete and rigorous model considering
the effects at the same time of both international capital flow and self-fulfilling expectation
on currency crisis. This model explains when capital control can stabilize exchange rate and
how self-fulfilling expectation results in that capital control increases the likelihood of cu
rrency crisis.

Keywords: Capital control, Currency crisis, Self-fulfilling expectation
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