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Abstract

This paper examines China’s balance of payments, and then explores how
and to what extent the balance of payments has affected the Chinese economy.
After reviewing some essential policy adjustments in China, the paper then
probes the internal, complicated relationship between China’s balance of
payments and monetary stability. Finally, the paper recommends some
measures that will maintain monetary stability and financial security in China,
while permitting greater freedom of capital flows.

Although a profusion of international studies has been devoted to
balance-of-payments issues, rather less attention has been paid to the
balance of payments in China. Further analysis of the topic would have
considerable actual significance for China, which still has to tackle some
important unresolved challenges, specifically introducing greater freedom
for capital flows and completing the reform of the RMB exchange rate

mechanism.
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Introduction

As China has progressed with reform and opening up and achieved rapid
economic development thereby, the management of its balance of payments is
becoming a more and more pressing issue. Over the past six years, China has
experienced an accelerating capital inflow, a massive credit boom, and a red
hot real estate sector. Since 1978, China has been gradually carrying out the
transition from a centrally planned to a free market economy. Furthermore,
China has managed to maintain monetary stability both domestically and
internationally, while continuing to sustain fast GDP growth combined with
low inflation.

Despite optimism about China's ability to continue to grow fast for the
foreseeable future, there are several issues for concern within the Chinese
economy. First, the Chinese state-owned banking system has long labored
under lending directives from the government. Progress has been made since
the late 1990s in improving the commercial orientation of the banking sector,
and significant strides have been made in improving banking supervision and
regulation. But Chinese banks are still far from being robust,
commercially-driven, financial entities. The underlying cause of the problems
in China’s banking system is two-fold: (i) China’s banks have long been a
primary means of financing state-owned enterprises (SOEs) and approved
public projects, and (i1) many of China’s banks are themselves run as SOEs by
local managers, who are politically motivated (or under pressure of provincial
government officials) to direct credit to SOEs. In principle, SOEs have been
encouraged to be self-financing. In practice, however, government-run firms
have increasing difficulty to remain competitive with firms in the Chinese

private sector and with imports from abroad.



Moreover, it will take time for the growing private sector to absorb labor from
the state sector. To manage the unemployment problem in the meantime, local
bank managers have a powerful incentive to support SOEs with bank loans.
The high rate of saving and the lack of alternative investment opportunities in
China provide the banking system with ample funds to finance questionable
loans to SOEs. With the government’s unspoken approval, moreover, banks
have an incentive to carry loss-making SOE loans on their books indefinitely.
Given the dominance of the banking sector in China’s financial background,
this has important implications for monetary policy transmission.

Second, as China’s economy has been thriving in the Asia-Pacific
region and has become a major trading power, the RMB has been widely
accepted by the border countries, particularly after the RMB reform. In the
past, i.e. during the 1980s and up to the Asian crisis of 1997-98, most East
Asian countries pegged their currencies to the U.S. dollar (US$). But after the
crisis, Asian economies tended to adopt flexible dollar pegs; in other words,
they stopped fixing their currency rates to the US$, which has been used as
the settlement currency in international trade between most Asian countries.
Most notably, the growth in US$ deposits in onshore banks in China — retail
as well as corporate — has slowed markedly since early 2001, resulting in a
steep decline in US$ deposits relative to RMB deposits. The decline in the
share of onshore US$ deposits in China’s banking system coincides closely
with the fall in the US$-RMB interest rate differential from January 2001
when the U.S. Federal Reserve Board began slashing short-term rates. But the
share of US$ deposits continued to decline, despite some stabilization at the
margin in the interest differential in 2002, pointing to an additional

catalyst—rising expectations of RMB appreciation.



Third, from an international perspective, China’s integration into the
international market has had important effects on the global economy. For
example, China’s rise provides a partial explanation for why the trade deficit
of the U.S. is so high. China has accumulated U.S. dollars partly because of its
large export surplus with the U.S. With such large stores of U.S. reserves
available, China has invested mainly in U.S. Treasury bills or bonds.
Therefore, we can say that in addition to the U.S. trade deficit, the U.S. budget
deficit has also been financed by China to some degree. According to the U.S.
report, the U.S. trade deficit with China widened by 24% to US$202 billion in
2005.° In other words, one-fourth of the United States’ trade deficit is with
China, the largest held by any single country. This has led to overt frictions
with the U.S, one of the most apparent consequences of which is sustained
U.S. pressure for appreciation of the RMB.

Therefore, China needs the know-how to manage its currency under a
“managed floating” regime, especially during an indefinite transition period
from a fixed exchange rate to a market-determined exchange rate. To
identify the knowledge required, this paper investigates some aspects of the
following concerns:

e What difficulties might Chinese policymakers encounter during the

further push towards freer markets?

e What would enhance China’s ability to maintain financial safety and

currency stability in line with the rapid growth of the economy?

e What kind of monetary policies, laws, regulations and rules should

be implemented or amended in order to build a market-oriented

financial industry?

? China puts the figure at US$102 billion, using different calculation methods, according to
“China Daily” May 17", 2006.
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This paper is organized into five sections. The first section examines
features of the balance of payments in China and more closely analyzes their
impact. The second section discusses the relationship between monetary
stability and the balance of payments, taking into account the Chinese
economy’s increased integration with the global economy. The third part
analyzes China’s foreign exchange policy, focusing on measures to attain
“equilibrium” in the balance of payments. Some important policy issues are
discussed in the fourth section. The final section presents concluding remarks.
I. Analysis of China’s balance of payments

1. The three main features of China’s balance of payments

1.1 A steady upward movement of the exchange rate of the RMB/USS$ and
rapidly augmented reserves assets

Since the RMB was freed from a fixed dollar peg, its exchange rate has
exhibited two-way fluctuation and gradually increasing flexibility. From
the first to the fourth quarter in 2006, the middle rate for the
RMB/USS reflected a daily fluctuation spread of 24.7, 44.4, 1.6, and 46.9
basis points respectively. At the end of 2006, the central parity price of the
RMB/USS$ dropped by 26.15 basis points from the end of 2005, with the
RMB appreciating by 3.35%.

As a result of China’s succession of current account surpluses and capital
account surpluses in recent years, foreign exchange supplies have exceeded
demands on the inter-bank foreign exchange market, and foreign exchange
reserves have increased continuously. In 2006, China’s international reserve
assets increased by US$247 billion, to reach US$1066 billion, making China

the largest holder of foreign exchange reserves in the world.



1.2 The dual surpluses on the current and capital accounts.

The combination of balance-of-payments surpluses and spectacular
economic growth has enabled China formally to accept the obligations of
the IMF Article III Agreements, Sections 2, 3 and 4 in 1996, thereby
achieving current account convertibility for its currency. Although the
capital account is increasingly open for international transactions, there is
some way to go before it becomes fully convertible.

Both the current account and capital account have been in surplus for
eight years (see table 1); foreign exchange sales to banks have exceeded
purchases from banks, and the amount of net sales to commercial banks
increased steadily. As a result — as noted above -- China’s official foreign
exchange reserves® rose to more than a US$ trillion by the end of 2006,
currently the world’s largest.

Both investment and savings in China have increased sharply in recent
years. In 2006, the current account recorded a surplus of USD249.9 billion,
rising by 55 percent over the previous year and accounting for 96% of the
total surplus in BOP, as well as 9.5% of the GDP.” The increase in the
current account surplus in 2006 was unprecedented. The main contributing
factor to the rise was the extraordinary increase in the surplus on

merchandise trade, which also recorded a new historical high of US$217.7

* Foreign exchange reserves, according to the “Regulations on Exchange Administration
of the People’s Republic of China” include means of payments and assets denominated in
foreign currency in international settlement as follows: 1.foreign currencies, 2.payments
instruments denominated in foreign currency, 3.securities denominated in foreign
currency, 4.Special Drawing Rights, and 5.other assets denominated in foreign currency.

° China has maintained 9.4% average GDP growth rate from 1978 to 2004 (Note: China’s
National Bureau of Statistics (NBS) has revised up China’s 2004 production-based GDP
by 16.8% to RMB 15.99 trn or US$1930.7 bn (converted using the 2004 average
RMB/USS$ exchange rate), and in 2005, RMB18.23 trn or US$2225.7 bn (converted using
the 2005 average RMB/US$ exchange rate as 8.19). In 2006, at RMB 20.94 trn, China
was the world's fourth largest economy, next to the United States, Japan and Germany.
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billion, an increase of 62 percent over the previous year. 6

Contributing factors to the rising surplus on merchandise trade were: first,
the transfer of much of the global manufacturing industry to China through
investment in the capacity to process intermediate goods for final export.
Second, the economic growth of China’s main trading partners contributed to
strong external demand for goods from China. Third, an extraordinary
increase in investment in China created a national production capacity that
exceeded effective domestic demand thus expanding the range of goods
available for export. More recently, other short-term and contingent factors
have contributed to the surplus on merchandise trade as, in response to
anticipated policy changes or expectations of a rising RMB yuan, some firms

have speeded up exports and deferred imports.

Table 1: 1991-2006 China’s Balance of Payments7

(US dollar billions)

Capital
Year Current and Foreign | Foreign
Exports | Imports | Account | Financial | Exchange Debt
Balance | Account | Reserves | Balance
Balance
1991 71.8 63.8 13.3 4.6 21.7 60.5
1992 84.9 90.6 6.4 -0.3 19.4 69.3
1993 91.7 104.0 -11.9 23.5 21.2 83.6
1994 121.0 115.7 7.7 32.6 51.6 92.8
1995 148.8 132.1 1.6 38.7 73.6 106.6

7
Sources: the PBOC’s Financial Outlook, Annual Report of State Administration of Foreign
Exchanges (SAFE).




1996 151.1 138.8 7.2 40.0 105.0 116.3
1997 182.8 147.4 30.0 21.0 140.7 131.0
1998 183.8 140.2 29.0 -6.3 147.1 146.0
1999 194.9 165.7 15.6 5.1 154.7 151.8
2000 279.6 250.7 20.5 1.9 165.6 145.7
2001 266.1 232.1 17.4 34.8 212.2 184.8
2002 325.7 281.5 35.4 323 286.4 186.3
2003 438.3 393.6 45.9 52.7 403.3 208.8
2004 593.4 534.4 68.7 110.7 609.9 247.5
2005 762.5 628.3 160.82 63.0 818.9 281.0
2006 969.7 751.9 249.87 10.04 1066.3 323.0

1.3 China’s evolving external debt: stocks and flows.

The country’s indebtedness position has improved in recent years, though

Table 1: China’s Balance of Payments: 1991-2006
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the size of total external debt kept growing at a relatively high rate (see table
2). From the year of 2000 to 2006, the ratio of external debt to GDP, which
shows the magnitude of external debt in relation to the domestic output, has
almost remained unchanged. And the ratio of external debt to foreign
exchange income ®* which measures the ability to service debt obligation, (see
table 2), has steadily declined from the high of 52.1% in 2000 to 30.4% in

2006.

The growth of short-term debt was faster than the total and the ratio of the
former to the latter continued to increase. We can see the share of short-term
external debt in China’s total external debt has risen significantly, from
US$145.7 billion in 2000 to US$323 billion in 2006. In 2006, short term
debt increased by 17.6 percent year-on-year, a decline of 9.1 percentage points
in the growth rate from the same period of 2005, but still higher than the total
growth rate of the total external debt. The moderate drop in the growth rate of
short-term debt was caused by a decline in the growth rate of trade credit. In
some degree, this growth of short-term external debt was due to the rapid
economic growth, and driven by the expectation of RMB appreciation, but the
main source was the growth in trade credit. Statistics showed that in 2006
trade credit balance reached US$104 billion, increased by 14.5% compared
with that of 2005. Its contribution rate to the growth of the short-term external
debt was 48%.

Table 2 External Debt, National Economy and Foreign Exchange Income

(billions of U.S. dollars)

8 The foreign exchange income refers to the credits under the items of goods and

services in the Balance of Payments.



Item/Year 2000 2001 2002 2003 2004 2005 2006
Outstanding  External | 455 | 1g4¢ 1863  [208.8 |2475 |281.1 |323.0
Debt

Foreign Exchange | 559 ¢ 12994 |3654 |4850 |655.0 |836.8 |1061.7
Income

Ration of Outstanding

External  Debt  to | 52.1 56.8 46.1 39.9 37.8 33.6 30.4
Foreign Exchange

Income (%)

GDP (in trillion RMB) | g ¢, 10.97 1203 [13.58 |15.99 |18.39 |20.94
Ratio of External Debt

to GDP (%) 12.2 13.9 1282|1272 |1281 |12.59 | 1230

Notes:

1. The central parity rate of the RMB against the US dollar is used to calculate the ratio of

outstanding external debt to GDP.
2. The foreign exchange income refers to the corresponding credit items in the Chinese current

account data.




Table 2: External Debt from 2000 to 2006
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2. The Impact of China's balance of payments

Massive cross-border capital flow has brought forth concerns about
financial stability. The factors that affect monetary stability are no longer
limited to the domestic market. The impact of the Asian financial crisis in
1997 on the Chinese economy, in particular, has made China realize how
deeply the country’s economy is now integrated with the global economy.
Furthermore, China’s accession to the WTO is marking a new era in China’s
opening to world markets. Under the constraints of WTO rules, Chinese
enterprises of all kinds will be more exposed to foreign competitors. On the
other hand, with the protections provided by the WTO to its members, Chinese
enterprises will face less uncertainty in the conduct of international trade and

in the resolution of trade disputes.

2.1 Balance of payments surpluses could pressure China’s monetary policy
independence.

In recent years, the central bank’s holdings of foreign exchange reserves
have increased considerably due to the surplus in the balance of payments.
This results from the sustained excess supply of US$ in the foreign exchange
market since 1994. In the meantime, US$ deposits in China’s banks have
actually experienced an absolute decline. However, the key difference
between the public holding U.S. dollars and the central bank holding them is

1 To limit the

that in the latter case, it becomes part of base’ money.
appreciation of the RMB, the PBOC purchases a large amount of foreign

exchange from China's inter-bank foreign exchange market each year. As a

’ The money base, or monetary base, is currency held by the public plus deposits
in the central bank, often called narrow money or MO.

' China’s monetary base (reserve money plus currency) is created mainly by three
categories of central bank assets: loans to banks (relendings or general relendings),
policy loans (policy relendings), and foreign exchange reserves.



result of the central bank’s acquisition of foreign exchanges, the share of
foreign exchange reserves in the monetary base has increased sharply. Rapid
increases in the money supply fueled by the rapid increase in the monetary
base potentially might seriously worsen inflation. According to China’s
central bank law, the final objective of monetary policy is to maintain the
stability of the currency value so as to promote economic growth. The
stability of currency value implies both domestic price stability and the
stability of the exchange rate of the RMB.

2.2 The imbalance of payments may possibly complicate the government’s
efforts to achieve macroeconomic stability.

There were two risks in the imbalance of payments. First, the possibility
of suffering external shocks increased because economic growth greatly relied
on the external sector, for China’s surplus in the balance of payments is
mainly formed by foreign trade. Great concern should be attached to this kind
of imbalance of payments which shows an enormous trade surplus. This leads
to an excessive increase of foreign reserves(see table 1) and the purchase of
foreign exchanges by the central bank became a main channel to inject base
money. It is the expectation of RMB appreciation in the market that has
formed such a widespread phenomenon that the enterprises and people tried
their best to acquire and store RMB.

Second, the continuous sizeable surplus in the balance of payments
complicated the macro-control measures. Constant and large net inflows of
foreign exchange injected the domestic market, resulting in additional
liquidity in the bank system, which make monetary control more difficult and

directly affected the flexibility and effectiveness of macro control.




In addition, with globalization and financial innovations, evasion of
capital controls is increasingly easy. On one hand, Chinese capital “flight” has
become part of international short-term capital. On the other hand, there is a
type of capital inflow, which we may call “round-tripping,” that originates in
China and then, disguised as foreign capital, returns to China seeking
favorable policy treatment. Part of this capital inflow may flow into
arbitrage or engage in rent-seeking due to imperfections of China’s financial
markets, which will have the direct effect of loosening capital controls and will
make it more difficult for the government to practice independent monetary
policy. The Chinese government has been completely aware of the limitations
of administrative measures for containing capital flight, and focused on a
more important facet, e.g. formulating a comprehensive and consistent
program of macroeconomic policy. Because of the policy of capital controls,
international capital flows cannot move freely across China’s border. As a
result, China has been able to adjust the interest rate to stimulate the economy,
while maintaining the stability of the RMB. However, owing to the weakening
of the effectiveness of capital controls, to pursue the high growth and currency
stability has been becoming increasingly difficult.

2.3 Regionalization of RMB means certain risks for capital flows.

Two main reasons account for the present off-shore circulation of RMB:
(a) the trade ties between China and its neighboring economies, and (b)
China’s sustained economic growth and stable exchange rate. Since the late
1990s, and especially after the Asian financial crisis of 1997, China’s
neighboring economies have gradually utilized the RMB as a medium of
exchange for international payments. Thus, a sizeable amount of RMB is

circulating outside the Chinese mainland. This phenomenon of RMB
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internationalization, perhaps better described as RMB regionalization, has
attracted great attention from policymakers and academics both at home and
abroad. As the legal tender of China, the off-shore circulation of RMB is
actually illegal. However, the expansion of the circulation of RMB outside
China is the result of increased demand for RMB driven by real economic
developments (and not by the decrees of governments).

However, as with any process of currency integration, regionalization of

the RMB also implies certain risks, as follows.

e The effectiveness of monetary policy could be influenced as the
formulation and implementation of monetary policy may be exposed to
the risk of sudden currency inflows and changes in money demand,
which will erode the independence of China’s monetary policy. As an
international currency, international capital flows will influence the
RMB interest rate and exchange rate, as well as the domestic price
levels. To avoid a loss of effectiveness in implementing monetary
policy, Chinese monetary officials will need to strengthen their
macro-economic management ability and introduce greater flexibility at
the level of the micro-economy.

e After RMB regionalization, China will assume greater responsibility
for regional financial stability. The internationalization of the RMB
will be restricted initially mainly to Southeast Asia; therefore the most
important externalities of China’s macroeconomic policy decisions will
be felt there. This makes harmonization with the macroeconomic
policies of other countries in the region a necessity. In the event that
speculation in the region threatens to undermine economic stability,

China must assume the role appropriate for a country of its great size



and act as a lender of last resort.

e Non-residents regard the RMB not only as a medium of exchange and
payment, but also as a value-retaining asset. As the issuing country,
China benefits from ensuring the stability of the value of this asset
because this, in turn, would stabilize the off-shore demand for the RMB,
which, in the context of a non-convertible RMB, is also very important
for guaranteeing financial stability in China. Consequently, the Chinese
authorities must facilitate stable returns for off-shore holders of RMB
by allowing the return of RMB to the mainland, particularly in the form
of investment. The Chinese capital management system could be
reformed to allow the return of RMB to China by loosening the
restrictions on foreigners holding Chinese financial assets such as
stocks and bonds.

3. Analysis of China’s balance of payments
3.1 A trade policy that aims to achieve a trade surplus will cause frictions
with foreign competitors and lead to misallocation of domestic resources.

Relying too much on investment expenditure and the net trade balance

may also cause undesirable imbalance in the economy. Such a strategy
exposes the country's long-term growth to either domestic overcapacity or
politically-driven fluctuations in the international market. In addition, part of
China’s savings surplus that manifests itself in the large current account
surplus is due to high precautionary saving, which depresses consumption. In
recent years, China’s expanding trade surplus in mainly accounted for by

surpluses with Hong Kong and the US.

However, this situation is undesirable and probably unsustainable. A large



trade surplus is not and should not be the objective of China’s trade policy.
While China formally achieved current account convertibility for its currency
in December 1996, it continues to maintain extensive exchange and capital
control over many types of capital account transactions. The economic and
social costs associated with continued control over capital movement have
become ever larger and more readily recognizable. Besides imposing a heavy
administrative burden on the government, capital controls have distorted
investment decisions by Chinese enterprises and households and have led to
misallocation of capital, rampant corruption, and financial fraud. Following
China’s accession to the WTO, China’s imports should increase significantly,
potentially growing considerably faster than exports. The anticipated outcome
is a better balanced trade pattern for China.

3.2 Convertibility on the current account has led to tensions with the closed
capital account, making capital control less effective as evidenced by the
“hot money” inflow problems.

Unlike the experience of some Latin American and East Asian countries,
China’s trade deregulation, enhanced to a large extent, especially for trade in
services, by China’s accession to the WTO, has progressed much faster than
capital account liberalization. However, well worth noting is another major
feature of Chinese economic reform: the promotion of foreign direct
investment, which surged after the mid-1980s. To some extent, this
contributed to the imbalanced demand/supply relationship in some sectors.

3.3 There is a lack of co-ordination between macroeconomic policy and
microeconomic policy.

This lack of coordination mainly manifests itself in the course of the

actual adjustment of international payments. Quite often, the case has been



that foreign economic activities exhibit "morbidity after control" and
"chaos after relaxation." In the last ten years, China has experienced
several large economic adjustments. However, the weak handling of the
above problems led the national economy and foreign economic activities
to become mired in a perverse cycle: "over-heating/cutting-back;
over-heating  again/cutting-back  again" or "loosening/tightening;
re-loosening/retightening".

The visible feature of the global imbalances is a huge deficit in the
current account of the balance of payments of the U.S., and a
correspondingly large surplus in the external accounts of other countries. In
some of these countries, especially China, current account surpluses have
been accompanied by a sizeable augmentation of reserves held by central
banks. Nowadays, a fear is that the twin deficits of the U.S. will collapse
unpredictably sooner rather than later. Many economists assert that the way
to tackle the problem is to devalue the US$ (or, in practice, revalue the
currencies of those countries running large surpluses). . However, the
prospect of a fall in the value of the dollar introduces a further uncertainty:
nations holding foreign exchange reserves in dollar-denominated assets will
suffer deterioration in their balance sheets if the dollar depreciates.
Countries that are striving to earn foreign exchange reserves by exporting
more will have an incentive to try to maintain the value of those reserves in
domestic currency terms. Consequently, some central banks will endeavor
to substitute assets denominated in other currencies (e.g. Euro, yen) for

dollar assets, which will only increase the likelihood of dollar depreciation.

3.4 China’s external debt is predominantly short-term trade loans,



creating both maturity and currency mismatches in the balance sheets of
domestic borrowers.

Though bank credit is still rising rapidly in China, with an increasing
share comprising loans to households, especially mortgages, the lion’s
share still finds it way to SOEs, which have been privileged clients of the
banking system. Most non-SOEs, including fully private enterprises
(especially those of medium and small size regardless of location —
countryside or cities), have had only limited access to state banks, even
though more than two-thirds of GDP currently originates from the non-state
sector.

How does the private sector in China grow so fast while the bulk of
lending is still to state enterprises? There must be some process of
intermediation that is putting finance in the hands of private enterprises.
Other sources must have supplied credit to private enterprises, allowing
them increasingly to raise their share in industrial value added at a time
when formal finance was mainly allocated through the credit plan to SOEs.
In the early 2000s, foreign companies were willing to pay 15% or 20% for
loans because the return on investment were at least that high, but because
banks couldn’t charge that much, they were unwilling to make what they
viewed as high-cost, high-risk loans to small and/or private investors.

Hence, the system encouraged private investors to seek money
elsewhere: from informal sources within China or from any source offshore.
For example, they were happy to borrow from a Hong Kong bank because
they were confident that they could earn enough to service the loan.
Statistics suggest that one source of offshore financing lies in the rapid

growth in trade credit, which has been a primary source of China’s growing
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short-term external debt. In 2005, trade credit increased by 38.8 percent
compared with that of 2004 and was 12.1 percentage points higher than the
growth rate of total short-term debt.'' At the end of 2006, outstanding trade
credits increased by US$13.2billion to US$ 104 billion, up 14.5 percent. In
2006, the contribution of trade credits to the growth of the outstanding
external debt and to the growth of short-term debt reached 31.5 percent and
48 percent respectively '*.

II. The relationship between the balance of payments and monetary
stability in China

1. China's Financial System and the Practice of Monetary Policy

1.1. The Financial System and Interest Rate Fluctuations

The banking system has been dominated by four large state commercial
banks that together account for more than half of the total assets of the
banking system (56 percent as of end-2005; this share has been declining in
recent years). The joint stock commercial banks have expanded the size of
their balance sheets quite rapidly in recent years and now account for about
one-fifth of total banking system assets. A few policy banks, especially the
China Development Bank, have explicit mandates for directed lending. The
banking system is rounded out by a number of smaller banks, including rural
and urban credit cooperatives.

The stock and bond markets have rather limited roles. The corporate bond
market is small and the stock market is comparatively thin as well, despite its
recent resurgence. With only a small number of enterprises permitted to list
and about two-thirds of shares in listed enterprises held by the state and not

traded, the stock market plays only a minor role in intermediating household

' State Administration of Foreign— Exchange “Annual Report 2005”



saving into corporate investment.

During the 1980s and through the late-1990s, Chinese banks were
provided open official guidance on their lending operations. This approach of
“directed lending” favored large SOEs. Such SOEs were seen as important for
both employment generation and the benefits — housing, education, health and
pensions — they provided to their workers; they served an important role in the
delivery of social services. The availability of such directed lending meant
that commercially unviable enterprises could continue to obtain credit for
working capital and even for new investments. The policy of directed lending
ended around 1998. However, the legacy of directed lending lingered with the
banks in the form of nonperforming loans (NPLs), and the recognition that the
stock was large and a major obstacle to banking reforms led to a carve-out of
some NPLs from the SCBs to asset management companies (AMCs) initially
in the 1990s and then again earlier this decade.

Recognizing these potential problems and the need for a robust financial
sector, the Chinese authorities have redoubled their efforts to reform the
banking sector in the last 2-3 years. Most reform to date has focused on three
of the SCBs— the Bank of China (BOC), the China Construction Bank (CCB)
and the Industrial and Commercial Bank of China (ICBC). An important part
of this process has been to invite foreign strategic investors to take equity
stakes in these banks in the hope that this will expedite improvements in
corporate governance and lead to transfers of managerial and
risk-management expertise. Each foreign strategic investor is permitted to
hold up to a 20 percent equity stake in a bank, with a cap of 25 percent on the

total equity stakes of all such investors. In sum, these three SCBs are in much

22006 China’s Balance of Payments Report , China Financial Publishing House, July 2007.



stronger shape financially than they were a couple of years ago.

China has taken a number of steps to modernize its banking system and
has already created much of the institutional flexibility for the PBOC to
transmit monetary policy actions effectively to aggregate demand—through a
liquid bank reserves market with flexible, competitively-determined,
inter-bank interest rates managed by open market operations in PBOC bills.

What is essential now to prepare China for independent monetary policy is
that Chinese banks must become financially robust enough to withstand
fluctuations in short-term interest rates. Financial robustness is necessary both
for banks to manage lending prudently and for the PBOC to allow inter-bank
interest rates to fluctuate as needed to manage independent monetary policy
effectively.

The problem is that banks whose earnings are significantly impaired due
to NPLs have cash flow sufficient only to pay relatively low interest on
loanable funds acquired in the inter-bank market or from deposits. Higher
inter-bank rates associated with more restrictive monetary policy would stress
the weaker banks. Since banks are tightly connected through the payments
system and the network of inter-bank balances, the potential exists for
financial distress of a few banks to threaten the stability of the entire banking
system. Distorted or otherwise inappropriate incentives for bank managers
that lead to the accumulation of non-performing loans (NPLs) must be
overcome if the Chinese banking system is to handle the volatility created by

flexible interest rates.

In short, a financially fragile banking system has the potential to

undermine central bank independence by, for instance, making the PBOC



reluctant to raise interest rates to head off inflationary pressures.
1.2 Monetary Policy Practice

China’s macroeconomic policies since 1995 have been based
fundamentally on a theoretical combination of monetarism and Keynesianism,
although there has been a change of focus since 1998.

China’s transmission mechanism and tools of monetary policy have their
own features. Before 1998 the instruments of monetary policy mainly
comprised the credit plan, i.e. the PBOC issued the aggregate quantitative
stipulation of lending by the “Big Four” at the beginning of each year and
permitted no (positive) deviations from approved lending volumes and strictly
regulated interest rates. Simply put, the fiscal-monetary mix was generally
tight or restrictive and achieved satisfactory results, i.e. combating and
keeping inflation at the expected level, maintaining high, stable growth rates
and low inflation, and/or ensuring non-disruptive adjustments of the economy.

From 1998 until 2001, to offset possibly negative effects of the Asian
financial crisis, especially potential deflationary tendencies, the
fiscal-monetary posture was essentially expansionary: specifically, an
expansionary fiscal policy united with an accommodating (moderate)
monetary policy. Gradual, flexible, and effective state intervention, through
the implementation of fiscal and monetary policies, ensured stable,
satisfactory growth of the economy.

The regulation of interest rates became the main instrument of monetary
policy after the credit plan was abandoned after 1998. The transmission
mechanism is as follows: the Central Bank (PBOC) determines interest rates
and/or the volume of credit, which influence aggregate demand and maintain

price stability. Interest rates were successively lowered by the PBOC after



1996 and the required reserve rate was reduced sharply. These measures
encouraged commercial banks to extend more credit to firms and households.
Increasingly the conduct of monetary policy relies on open-market operations,
which were introduced in 1994 and thereafter began to play a greater role in
implementing monetary policy. To date, open-market operations have been
less than fully effective due to the under-development of the financial markets
and the lack of responsiveness of investment to interest rates.

Since 2001, the Chinese economy has become more and more
market-oriented, necessitating a shift from inflexible direct methods of
allocating credit and implementing monetary policy to flexible indirect
methods using a liberalized banking system and the management of bank
reserves by the central bank. Yet, the tightly managed foreign exchange rate
has subjected the economy to enormous capital inflows in recent years that
threaten to overwhelm the PBOC’s control of aggregate bank reserves. And in
spite of the recent recapitalization of many banks, the legacy of directed
lending continues to weaken the banking system financially. It will take much
longer for Chinese banks to modernize fully, in particular to adopt methods
for efficiently pricing loans according to risk.

The transmission mechanism for Chinese monetary policy would be
enhanced considerably if China further deregulates bank deposit and lending
rates, although monetary policy can achieve its primary macroeconomic
objectives without full deregulation of interest rates. The PBOC can manage
bank reserves to achieve whatever restraint on the growth of money and credit

is needed.

2.. The Impossible Triangle of Robert Mundell



“The Impossible Triangle [Trinity?]” as claimed by Robert Mundell, is the
triangle dilemma in an open economy among free capital flow, independent
monetary policy, and a fixed exchange rate: two, at most, of them could exist
simultaneously.

For China to be able to preserve the independence of monetary policy while
maintaining the stability of the RMB under current economic constraints, free
capital mobility is restricted across borders. Having chosen to maintain a
stable exchange rate as well as the independence of monetary policy by means
of increasingly costly capital controls, the central government has accepted a
balance-of-payments surplus in order to achieve a stable exchange rate.

However, while foreign capital has made tremendous contributions to
China’s economic progress, the demand for freedom of capital movements is
unavoidable with the rising global economic influence of China and its
accession to the WTO. But if China removes controls on the capital account
while still hoping to maintain an independent monetary policy, its exchange
rate has to float. On the other hand, a floating exchange rate could expose
China to substantial financial risks from hot money inflows and outflows that
could cause great volatility in the economy and costly instability.

I11. Policy considerations for China’s Foreign Exchange Administration
1. Analysis of China’s Foreign Exchange Policy
1.1 Government management of controls on the capital account in China
mainly employs two kinds of restraints.

The first management instrument to be mentioned here involves controls
imposed on cross-border capital transactions by such government departments
as the State Development and Reform Commission (SDRC), the People’s

Bank of China (PBOC), the China Securities Regulatory Commission (CSRC)



and the Ministry of Commerce (MOC). For example, if a financial institution
intends to borrow from overseas markets, it must first seek approval as the
principal borrower from a regulatory authority, the PBOC. The amount to be
borrowed must then be authorized by the SDRC. In the case of overseas direct
investment, foreign exchange is provided after a SAFE review of sources of
foreign exchange funds and an assessment of the investment risk involved,
followed by an approval from the MOC, and, finally, registration with SAFE.
There has been, however, some relaxation of controls in recent years.

SAFE administers the second management instrument, placing controls on
certain phases of foreign exchange transactions related to cross-border capital
transactions. These include restrictions on cross-border fund remittance and
repatriation, in addition to RMB/foreign currency exchange related to capital
account transactions. For example, SAFE requires all foreign exchange
proceeds from capital account transactions overseas to be repatriated to China
on a timely basis.

In short, China’s control over the capital account involves direct
restrictions focused primarily on administrative approval and quantitative
limitations. However, different entities and capital account transactions are
subjected to different degrees of control. For example, fewer restrictions are
imposed on foreign-funded enterprises and domestic financial institutions
while more are placed on domestic, especially non-financial, enterprises.

1.2 Current restrictions on the capital account are mainly reflected in the
following three practices:

First, there is limited access like QFII and QDII " to domestic financial

markets by foreign investors and to foreign financial markets by Chinese

B QFIl, Qualified Foreign Institutional Investor. QDII , Qualified domestic institutional

investor
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investors. In opening the securities market to foreign investors, the Chinese
government is pursuing a strategy of “fragmenting the market with separate
investors.” This essentially means that foreign investors are only allowed to
buy foreign-currency denominated shares and debt instruments in either the
domestic or the overseas market. These include B-shares onshore, H-shares
and Red Chips offshore, and overseas foreign currency bonds, but exclude
RMB-denominated A-shares, bonds, or other money market instruments.
Meanwhile, Chinese residents are largely prohibited from buying, selling, or
issuing capital or money market instruments in the overseas market.

Secondly, there are restrictions on external borrowing. Although
foreign-funded enterprises are free to raise short-term or long-term funds in
the overseas market, other domestic entities need to obtain the required
qualifications as the main borrowers. Their proposed borrowing amounts must
be certified by the appropriate authorities, with the terms of the borrowing
reviewed and approved by SAFE. In addition, domestic financial institutions
can only issue approved external loans in line with certain provisions set in
the rules on foreign exchange liability/asset ratio management. Domestic
non-financial enterprises, to the contrary, are prohibited from extending
external loans.

Thirdly, there are restrictions on direct investment. For foreign investors,
no restrictions are imposed on their direct investment in China except that
they are required to follow the industrial policy guidance given by the Chinese
government. However, outward direct investment by domestic entities needs
to be approved by the appropriate government departments. The necessary
foreign exchange sources and the associated risks of such outward direct

investment need to be assessed and verified by SAFE.



1.3 On various occasions, capital controls have failed to prevent either
large-scale capital outflow or excessive capital inflow.

Both excessive capital inflows and outflows can cause serious problems
for the stability of the economy. Meanwhile, the cost of maintaining capital
controls has risen due to the wide-spread opportunities for arbitrage and
rent-seeking, and the temptation to evade capital controls. Controls on capital
flows do provide some scope for short-term interest rates in China to move
independently of those abroad. However, three factors provide extensive
opportunities to evade Chinese controls in practice: the encouragement of
foreign direct investment, the openness of the Chinese economy to trade, and
the extensive reprocessing trade in China. Moreover, the incentive to profit
from a possible adjustment of the exchange rate also undermines the
effectiveness of controls. Altogether, it seems unlikely that capital controls
can be counted upon to provide much scope for independent monetary policy
in the presence of a tightly managed exchange rate.

Table 3. The major ways to evade Government imposed capital controls '*

Items Sub-items Major forms

FDI Fixed high return without
participating in management

Selling the rights of using
infrastructure and fixed assets

International Borrowing without government
Inflow | borrowing approval

Borrowing with high interest rates

Using domestic collateral to
borrow by foreign ventures or joint

Zhao Linghua: An Analysis of the forms of Irregular Capital Flows in China, International

Economic Review, No.3-4, 1999.




ventures

Forging documents to disguise
borrowing as export earnings so as
to receive tax rebates

Trade Credit Forging import documents to
obtain trade credit though T/T and
L/C

Equity Using residents as agents to buy

Investment shares prohibited to nonresidents

Early remittances of profits by foreign ventures

Outflow | Unauthorized investment abroad by Chinese enterprises

Moving debt repayments forward in time by Chinese borrowers

Delaying the remittance of dividends and profits by Chinese foreign
investors

Delaying the repatriation of export earnings

Capital flight under the disguise of payment for patents,
commissions, travel expenses, and transportation insurance

Invoicing imports with higher than actual value and remitting the
difference abroad

1.4 Managing the potential risks of overheating, currently the top priority of
the Chinese policy authorities, is a challenging task given China’s exchange
rate regime, which creates difficulties for effective monetary control in the
face of substantial external inflows.

From 2004, China experienced a sharp acceleration in broad money
growth and credit growth. Domestic credit expanded at over 20% in 2003,
fueling a massive investment boom, especially in real estate, automobiles,
steel, cement, alumina, and other basic industries.

The choice of exchange rate regime remains one of the most controversial
issues in international macroeconomic policy today and, in the eyes of most
policymakers and policy economists, one of the most crucial. Some
economists such as McKinnon (2006) have forcefully argued that the fixed

exchange rate has served China well as a nominal anchor and that any change




in the exchange rate regime would both foster instability and contribute to
deflationary risks, especially if the change involved a sustained revaluation of
the currency. The rejoinder is that as an economy grows and becomes more
integrated with other economies, a transition from a peg to a (managed)
floating rate is generally observed and should be made.

The key question is whether the transition is a smooth one or a turbulent
one. Although China’s fixed exchange rate undoubtedly contributed to
maintaining stable growth in the recent past, the advantages of flexibility to
respond to external shocks are rising over time as the Chinese economy opens
up. Currently, the rigidity of the exchange rate has important consequences for
monetary policy. Monetary policy independence is impaired by the fixed
exchange rate in that the PBOC is unable to use interest rates as a monetary
instrument to meet domestic policy objectives. That is true notwithstanding
the existence of capital controls, which even if not fully effective, conveys
some scope for monetary policy independence.

In practice, however, interest rate changes are tightly constrained by the
financial repression and capital controls needed to keep banks solvent. In
addition, given China’s domestic structural challenges (e.g., labor market
imbalances and inefficiencies in the state industry) and potential external
shocks (e.g., a shift in the terms of trade), a flexible exchange rate could
cushion both domestic and external shocks and thereby help to maintain
macroeconomic and financial stability. Under such conditions, China would be
more likely to reap the expected benefits from capital account liberalization
while effectively controlling the downside risks associated with unrestricted
cross-border capital flows.

2. Proposals on China’s Foreign Exchange Policy



2.1 General Guideline

How can China embrace greater freedom of capital flows while
maintaining domestic monetary and price stability as it slowly liberalizes its
capital account? The Chinese government is fully aware of the limitations of
administrative measures and has already prepared for capital account
liberalization. However, it would be imprudent to hastily ease capital controls
before putting the essential institutional framework and a sound financial
infrastructure in place. The government is well aware of the challenges that
China will confront as a result of its liberalization of the capital account.

In the short run, the pressing prerequisite for China is to complete a
successful banking reform, and set up sound supervisory standards and
practices in domestic financial and capital markets. This will help
accommodate the growing freedom of cross-border capital flows. With official
reserve accumulation, China has adopted a series of policies aimed to balance
the current account and capital account. These policies include:

e raising the limit on the share of foreign exchange income the public can

keep as opposed to converting them into RMB with the central bank;

e encouraging Chinese domestic enterprises to invest abroad (outward

direct investment);

e relaxing controls on Chinese corporate ability to invest in foreign

bonds; and

e strengthening the monitoring of short-term capital flows.

Precautions will be taken to carry out monitoring of cross-border capital flows
on a real-time basis through improved computer-based surveillance and
statistical systems. Meanwhile, contingent arrangements should be made

available and ready to handle any abnormal developments in the capital
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account. Should appropriate preventive measures be in place, the risks of
balance-of-payments disequilibrium can be reduced and managed in a timely
way.

In the long term, the Chinese government should pay close attention to the
balance of payments. The sequencing of reforms should see, first, the
transition from the RMB/dollar peg to a floating exchange rate; then, secondly,
the successful completion of a banking reform program, including the
introduction of sound supervisory standards and practices in China’s financial
system; and, then thirdly, a substantial relaxation of capital controls. Such
sequencing of reforms can potentially help China avoid potentially damaging
macroeconomic imbalances and/or financial crises, while embracing greater
freedom of capital flows. Meanwhile, complementary reform in other areas,
including the financial, trade, and corporate systems, will be required to
accommodate progress as it is made in liberalizing capital account
transactions.

2.2 Several Aspects for Consideration.
2.2.1 Capital account management ought to be enhanced through improved
legal and policy transparency.

Divergences in capital account management practices between China and
the international economy remain to be bridged. For example, China maintains
different approaches to Chinese- versus foreign-funded enterprises, corporate
entities versus natural persons, and state-owned versus privately-owned
enterprises in controlling capital account transactions. These must all
gradually be brought into line with accepted international practices.

2.2.2 Moving the RMB rate to a managed floating exchange rate.

China has conducted cautious experiments aimed at gradual and orderly
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relaxation of capital controls. One is the introduction of the Qualified Foreign
Institutional Investor (QFII) scheme in December 2002. Another policy
initiative is the Qualified Domestic Institutional Investor (QDII) program.
Their introduction means that, China’s capital account has become
increasingly open to flows of portfolio capital in addition to the already robust
foreign direct investment (FDI) inflows. The debut of the QFII program in
China has evidently instilled confidence among Chinese regulatory authorities.
The QDII essentially parallels the QFII, and offers domestic financial
institutions a legitimate and transparent channel through which to invest in
international equities and bonds, with the Hong Kong market as the most
likely testing ground.

IV. Some Thoughts on the Impact of Coordination with Other Countries
on China’s Monetary Stability and Financial Security

1. China’s Monetary Stability and Financial Security

As a magnet for foreign investment since reform and opening up, China
has achieved fast growth in exports'> and the entire economy over the past
three decades thanks to its closer ties with global markets. China’s
achievement in macroeconomic management is just as extraordinary.

1.1 How long will monetary and fiscal policies sustain economic growth in
China?

China’s continued economic success, and it’s avoidance of transitional
crisis, will depend mostly upon how macroeconomic policy is administered to
resolve the problems that have emerged in the wake of reforms. “Development
is of the utmost importance to China,” (Deng Xiaoping, 1992). Only when the

economy grows at a fast stable rate can China, accounting for over a fifth of

15 In 2005, exports reached US$762 billion, up 28.4% from the previous year, and



the world’s population, solve problems such as the re-employment of
redundant workers in urban areas and the migration of the surplus rural work
force to cities and towns.

What kind of monetary policy is needed in the future to power economic
development, boost economic restructuring, and accelerate the liberalization
of the economy? In my view, the key is to grant the PBOC operational
monetary policy independence, which requires that the PBOC be given full
control of bank reserves and that the Chinese banking system be enabled to
cope with interest rate fluctuations. To satisfy the former requirement, the
government must allow a substantial degree of flexibility in the foreign
exchange rate so that exchange rate adjustments, and not PBOC purchases and
sales of foreign assets, can clear the foreign exchange market. The
strengthening of bank balance sheets, which includes the removal of NPLs, is
a necessary (but not a sufficient condition) to satisfy the latter requirement.

When considering China’s actual situation, the solution involves dealing
with  liquidity problems and extending loans to customers at
market-determined interest rates. This solution requires compatible reforms of
macroeconomic policy. For example, fiscal policy should pay more attention
to funding the social security system, and to subsidizing (where necessary, in
lieu of cheap directed lending) firms for social purposes. Choosing the right
solution will result in great changes in the organization of China’s financial
sector, in the types of connections established between firms and banks, and
finally, in the overall control of financial institutions. So the tasks facing
policy makers in the macroeconomic sphere are a) the control and

management of fiscal policy, b) the reform of financial institutions, c)




enhancing the role of monetary policy so that it becomes the main instrument
of macro-economic regulation, and d) the continuing reform of state-owned
enterprises.

1.2 How should China face the challenges associated with the liberalization
of the capital account?

The year of 2007 seems an opportune time for China to begin to build the
institutional foundations for this transition. China is embarking on a second
considerable opening up of the economy (the first being in 1978) with
accession to the WTO, and this will generate a significant push forward in its
structural transformation and adjustment. Accordingly, China has to tackle
financial volatility in its near future. A flexible, independent monetary policy
oriented to domestic objectives is becoming indispensable for the effective
management of the Chinese economy. In particular, China must choose a new
nominal anchor for monetary policy as it introduces flexibility into its nominal
exchange rate.

To date, there is still neither a well-formulated blueprint nor a definitive
timetable for capital account liberalization in China. The liberalizing process
has been driven by significant trade reforms unleashed, to a large extent, by
China’s promises for membership in the WTO. Unlike the experiences of some
Latin American and East Asian countries, in China trade liberalization has
remarkably preceded capital account liberalization. The increased openness of
the Chinese economy has created and will continue to create tensions with its
closed capital account, rendering the latter less effective as evidenced both by
capital flight in the late 1990s, especially during the Asian Crisis episode and
by more recent “hot money” inflows.

1.3 How can China ease the tensions between the planned and market



elements of the economic system?

The “strong state, weak market” situation conflicts with the original
intentions of the macro-regulation system, which was designed to create an
economy characterized by a “strong state, strong market.” Therefore, the
contradictions are becoming one of the most important issues to resolve over
the next few years, as microeconomic inefficiency has the potential to destroy
macroeconomic stability, increase economic uncertainty, and undermine
private expectations in the long run. The contradictions between the macro-
and micro-economies reflect the extent of state intervention and the existence
of relatively weak markets with regard to the regulation of the economy as a
whole.

In the future we should see great advances in the development of the
present “socialist market” system. The Chinese “socialist market system” is
one wherein the market, under the macro-regulation of the State, functions as
the predominant mechanism of resource allocation. China has achieved
extraordinary success over the transition period of the last 28 years but there
is still a long way to go before China matches the world’s more advanced free
market economies. Much better harmonization of macroeconomic policies is
needed in line with China’s particular situation. Furthermore, confidence is an
essential requirement for financial stability, and the central government is
doing much to enhance confidence in the financial system.

2. Country cooperation

2.1 China’s role
China is very optimistic about the benefits of cooperation between Asian

countries. For China, cooperation in trade and technology forms the rationale



for close monetary cooperation. In order to protect the stability and safety of
the regional circulation of RMB, China must build on bilateral, common
interests to strengthen central bank cooperation between regional economies.
For example, in order to stabilize exchange rates, China must promote
exchange rate system cooperation and harmonization; in order to prevent
irregular capital flows, it must strengthen transnational monitoring and control
of capital flows. For China, the border trade will play a major role in pushing
the internationalization of the RMB. In the near future, the border trade deficit
will become the main channel for RMB outflow to neighboring economies. In
October 2003, the Chinese government implemented a new policy permitting
the use of RMB as a settlement currency for border trade. This was a
considerable breakthrough in the process of RMB regionalization.

Therefore, China should fully utilize increasing trade opportunities with
neighboring economies resulting from its entrance into the WTO. China
should, for example, consciously encourage the use of RMB for settling
payments in intra-regional trade. The currency settlement and conversion
facilities required for bilateral trade relations (including intangible trade)
should reside squarely in the financial service system. In order to secure
bilateral trade settlements, China should gradually seek to sign account
settlement and payments agreements with its most important trade partners

2.2 Other Countries’ Functions

2.2.1 Why China Needs Cooperation.
Cooperation is beneficial, first, because the interests of self-preservation
are served when an experienced government assists another by providing

technical assistance on risk management -- for example, how central banks



should deal with speculative attacks. And second, governments in Asia benefit
from studying and regularly exchanging views on their partners’
macroeconomic situations, as well as from the coordination of each others’
macroeconomic policies. Perhaps the most important issue is securing the
stability of the Asian financial markets. For more than a decade before the
Asian financial crisis, most Asian currencies were pegged to the US dollar.
After the crisis, the pre-crisis peg to the US dollar was viewed by many as a
failure. So of the top ten ranked countries in terms of total trade in 2004, all
(OECD) countries except China'® have adopted a managed floating exchange
regime.

2.2.2 Some Recommendations

The proceeding discussion leads to three main recommendations. First,
Asian governments should reach a common understanding about a number of
key policy matters, e.g. avoiding competitive devaluations, relying primarily
on domestic demand and structural reforms to sustain economic growth, and
so forth.

Secondly, to build cooperative relationships in the oversight of economic
policy making, agreement is crucial on the harmonization of monetary policy
and exchange rate policies. Without effective coordination, longer-term
exchange rate stability in Asia is infeasible. However, unless one or a few of

the major countries take the lead, the coordination of policies is improbable.

Thirdly, Asian economies should understand their partners’ development
policies as well as their longer-term economic objectives. Developed

countries’ interests also would be served by and providing regional

16 Another one is Malaysia, which adopted a fixed exchange regime. Malaysia
ranked 18th in terms of total trade in 2004, with 1/5 the amount of China.



governments with assistance in their monetary management. Such actions

would help to secure global monetary stability and financial safety. In

exchange, Asian economies will be able to moderate their individual reliance

on exports, thus avoiding damaging competition and inefficient use of

resources, and contributing to the sustainability global external balances.

V. Concluding Remarks

Prospects for China’s economic future are positive, but risks are real and

significant; those risks need to be managed through well-coordinated,

effective policy responses.

The increased openness of Chinese trade in good and services has
created and will continue to create tensions with its closed capital
account. A more flexible exchange rate regime would facilitate freer
cross-border capital flows while allowing China to conduct
independent monetary policy. The decision of July 21, 2005 to abandon
the fixed dollar peg was only the first step in a long process. But
pressures, both internal and external, for more flexibility of China’s
exchange rate will continue.

Chinese monetary and credit aggregates have grown approximately in
line with their annual targets in recent years, but that owes more to
administrative measures and caution in lending by SCBs undergoing
restructuring than it does to the effectiveness of conventional monetary
policy. An effective, independent monetary policy oriented to domestic
objectives is fast becoming indispensable for the effective management
of the Chinese economy. The key is to grant the PBOC operational
monetary policy independence, which requires that the PBOC be given

full control of bank reserves.



Also, China’s fiscal policy has to play a central role in the reform
agenda, especially by implementing an affordable social safety net to
offset the political and social costs of market-oriented reforms.
Reorienting some government spending towards essential social
expenditures, including health care and education, and reducing
uncertainty on these fronts may give households the confidence to
consume more and allocate less to precautionary savings.

Neither the IMF nor the WTO mandates that its members have to make
capital account transactions fully convertible, and the Chinese
government in fact made no such commitment when negotiating its
accession to the WTO. But liberalization of the capital account and full
convertibility of the RMB stand as the ultimate goals for China’s
foreign exchange administration. With the deepening of economic
reform and greater reliance on domestic and international markets,
liberalizing the domestic capital market and relaxing controls on capital
account transactions in a gradual, orderly way will be a necessary and
welcome development for China. At the same time, the weaknesses in
China’s banking system require that China avoids lifting capital
controls prematurely; the prerequisite is the establishment of a sound
financial infrastructure.

Regionalization of the RMB is an important consequence of China’s
economic integration with the world. This regionalization has made the
RMB convertible in Southeast Asia, presenting a definite challenge to
China’s present capital control regime. Because China is yet to
establish capital account convertibility, it must harmonize the processes

of regionalization of the currency and RMB convertibility to reduce the



financial risks involved. At the same time, China should lead efforts to
improve regional economic cooperation, and make full use of Hong
Kong in achieving convertibility and facilitating regionalization.

The next three to five years are significant to the improvement and
rectification drive and the deepening of economic reform, and are also
an important period for the adjustment of international payments. With
forceful reforms underway, such as strengthening the control of
aggregate demand and rooting out the illness of "overheating" in the
economy, the freedom of capital has increased. It is expected that China
will make meaningful progress in the coming several years. On second

thoughts: why not drop this altogether as it adds nothing substantive.



Appendix

Changes to the exchange rate regime in China '’

1969

The Chinese currency was renamed the RMB, divided into 2.460
10 Tsjao and 100 Fyng. The old name, "Yuan," continued to
be used. (WCY 1984, p.171)

1 January 1970

Under a draconic currency reform, 10,000 Jen Min Piao
became equal to one new Yuan and a fixed Official Rate
against the U.S. Dollar was established. (WCY 1984,
p-171)

15 August 1971

With the floating of the U.S. Dollar, the RMB began to
appreciate against the American unit. (WCY 1984, p.171)

23 December
1971

Following the devaluation of the U.S. Dollar, Beijing |2.267
announced that the RMB's exchange value against the Hong
Kong Dollar and Pound Sterling would remain unchanged,
and that all trade transactions would be channeled via these
two units. With the RMB's theoretical gold content
unaltered, a new Official Rate resulted. (WCY 1984,
p.171)

April 1972

Peking began to list an Effective Rate for the RMB against
the dollar. (WCY 1984, p.171)

20 February
1973

Following the devaluation of the American Dollar, the 2.040
Official Rate was realigned. Subsequently, the currency's
Effective Rate was realigned periodically. (WCY 1984,
p.171)

19 August 1974

The Effective Rate was pegged to a trade-weighted basket
of 15 currencies, the composition of which was
undisclosed, and was fixed almost daily against that basket.
(WCY 1986-1987, p.417)

31 December
1974

The listed rate since would be the Effective Rate. 1.840

5 January 1980

The State Council issued a decree prohibiting the use of
foreign exchange for making payments within China. (IMF
1981, p.111)

1 April 1980

Foreign Exchange Certificates, or Waihui, equal in value to
the RMB at the Effective Rate, were put into circulation for

'7 Sources of reference include:
1. World Currency Yearbook. (WCY)
2. IMF Annual Report on Exchange Arrangement and Exchange Restriction.

(IMF)
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1 January 1981

31 December
1981

1 January 1985

20 November

1985

1 January 1986

13 June 1986

use by nonresidents only. Issued in exchange for hard
currency, they could be used for paying hotel bills,
transportation fares, and for purchases at the Friendship
Stores. (WCY 1986-1987, p.417)

A multiple rate structure for the RMB was created with the
introduction of a Foreign Trade Rate divided into two
categories.

For internal settlements under the foreign exchange
allotment quota, the rate is RMB¥2.80 per U.S. Dollar.
(WCY 1984, p.171) This rate was formed by adding to the
Effective Rate an "equalization price" for balancing export
and import profits and losses, and applied to all national
enterprises and corporations engaged in trade. It was also
applied to receipts and expenditures in foreign exchange for
trade-related transactions in invisibles, such as shipping and
insurance. (IMF 1981, p.107)

An experimental trading system for foreign exchange was
established by the Bank of China in a few areas such as
Beijing, Guangdong, Hefei, Shanghai, and Tianjin. National
enterprises holding foreign exchange earned through the
system of retention quotas were permitted to sell this
foreign exchange to other national enterprises that had a
quota for spending foreign exchange. (IMF 1982, p.120)
For dealings under the foreign exchange retention scheme,
the Bank of China acts as a broker, charging 0.1%-0.3%,
resulting in a rate of RMB¥2.803-RMB¥2.808 per
Greenback. (WCY 1984, p.171)

The Effective Rate was applicable to all other transactions
(WCY 1984, p.173) while the Official Rate was
inoperative. (WCY 1984, p.175)

The Foreign Trade Rate was since fixed at 2.80.

The internal settlement rate was abolished and all trade was
governed by the Effective Rate. A foreign exchange
retention quota also exists for a portion of export proceeds.
(WCY 1986-1987, p.417)

Authorization was granted for Chinese residents to hold
foreign exchange and open foreign exchange accounts and
to deposit and withdraw funds in foreign exchange. (IMF
1986, p.171)

The trade-weighted basket of currencies was abandoned and
the Effective Rate was placed on a controlled float based on
developments in the balance of payments and in costs and
exchange rates of China's major competitors. (WCY
1990-1993, p.416)

Shanghai International Trust and Investment Corporation
was authorized to handle exchange business. (IMF 1987,
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p-154)

Since then, the RMB/USD rate remained unchanged until |3.720

12-15-1989.

A Foreign Exchange Swap Rate was created, based on rates
virtually agreed on between buyers and sellers and available
at over 100 foreign exchange adjustment centers to foreign
investment corporations. These were limited at first to
Chinese enterprises in the four Special Economic Zones
(Shantou, Shenzhen, Xiamen, and Zhuhai, IMF 1988,
p.148) but expanded in 1988 to all domestic entities
authorized to retain foreign exchange earnings. (WCY
1988-1989, p.421)

The Foreign Exchange Swap Rate was 5.20.
The Foreign Exchange Swap Rate was 5.90.

Early this year, all domestic entities allowed to retain
foreign exchange earnings were granted permission to trade
in the adjustment centers, and by October 1988, 80
adjustment centers were established. Initially, a relatively
small volume of transactions took place in these markets
but the volume increased substantially once access to the
centers was expanded. (IMF 1989, p.100)

The Foreign Exchange Swap Rate was 6.60.

Regulations were issued governing the use of foreign
exchange obtained in foreign exchange adjustment centers.
Imports of inputs for the agricultural sector, textiles, and
for technologically advanced and light industries were
given priority. Purchases of foreign exchange for a wide
range of consumer products were prohibited. (IMF 1990,
p.104)

The SAEC issued regulations governing domestic sales in
foreign currency by foreign investment corporations. Such
corporations are permitted to sell in China for foreign
exchange provided that the sales involve purchases under
the Government's annual import plan, sales in Special
Economic Zones, and other promotional areas, and sales of
import substitutes. (IMF 1990, p.104)

The RMB depreciated by 21.2%. (IMF 1990, p.97)

The Foreign Exchange Swap Rate was 5.40.

3.720

3.720

3.720

4.720

3.720

17  November The RMB depreciated by (?) 9.6%. (WCY 1990-1993, 5.220
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The Foreign Exchange Swap Rate was 5.70.

The management of the exchange rate was altered to a
procedure under which the rate would be adjusted
frequently in light of certain indicators including
developments in international exchange markets, relative
price performance, and trends in export production costs.
(IMF 1992, p.109)

New regulations governing the use of official foreign
exchange were introduced. Priority for using foreign
exchange would be given to imports of agricultural inputs,
interest and amortization payments and remittances, and
imports of key construction projects and technology. The
next priority level would include raw materials used for
industrial production, certain spare parts, educational
materials, and medicines. Items for which the use of official
foreign exchange 1is strictly prohibited would include
cigarettes, wine, clothes, shoes, small household appliances,
soft drinks, and film. (IMF 1992, p.109)

Specialized banks other than the BOC and foreign banks
that are engaged in foreign exchange business in Zhejiang
and Jiangsu began to sell foreign exchange from export and
service receipts directly to local branches of the PBOC;
these banks were allowed to purchase foreign exchange
directly from the PBOC to finance imports. The State
Administration for Exchange Control would manage this
part of the exchange reserves under the authorization of the
PBOC. (IMF 1992, p.109)

Individual residents can buy and sell foreign exchange
through authorized banks at rates established in the centers
in conformity with the exchange control regulations. (IMF
1992, p.102)

The Foreign Exchange Swap Rate was 5.90.

Revised guidelines were issued specifying the priority uses
of foreign exchange in foreign exchange adjustment centers
for goods not covered by import licenses. Imports of inputs
for the agricultural sector and central and local construction
projects, and advanced equipment and technology, grain,
and goods that meet daily needs are given priority. (IMF
1993, p.111)

The Foreign Exchange Swap Rate was 7.50.

The exchange rate at which the state sold 30% of foreign
exchange purchased from exporters to certain enterprises
was changed from the Effective Rate to the prevailing swap
market exchange rate. (IMF 1994, p.115)
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31 December The Foreign Exchange Swap Rate was 8.70.

1993

1 January 1994 The Effective Exchange Rate and the swap market rate were

1 April 1994

1 July 1996

1 April 1997

1 April 1999

21July, 2005

unified at the prevailing swap market rate. (IMF 1995,
p.114)

The PBOC would announce a reference rate for the RMB
against the USD, the Hong Kong Dollar, and the Japanese
Yen based on the weighted average price of foreign
exchange transactions during the previous day's trading.
Daily movement of the exchange rate of the RMB against
the U.S. Dollar is limited to 0.3% on either side of the
reference rate as announced by the PBOC. The buying and
selling rates of the RMB against the Hong Kong Dollar and
the Japanese Yen may not deviate more than 1% on either
side of the reference rate; in the case of other currencies,
the deviations should not exceed 0.5% on either side of
their respective reference rates. (IMF 1997, p.196)

Issuance of export retention quotas ceased except those for
outstanding contracts. (IMF 1995, p.114) In addition,
Foreign Exchange Certificates (FEC) ceased to be issued
and those in circulation would be withdrawn gradually.
(WCY 1990-1993, p.416)

The China Foreign Exchange Trade System (CFETS) in
Shanghai (an integrated electronic system for inter-bank
foreign exchange trading) came into operation. 22 cities
were linked to this system by the end of 1994. (IMF 1995,
p.114)

Foreign-funded banks were allowed to sell foreign
exchange for bona fide transactions and become designated
foreign exchange banks. (IMF 1997, p.203)

12 branches of the PBOC began to operate forward
purchases and sales of RMB against underlying transactions
on a trial basis. (IMF 1998, p.218)

The longest maturity of forward purchase and sale of
foreign exchange was extended to 6 from 4 months. (IMF
2000, p.218)

The RMB/dollar peg was relaxed and China moved to a
managed floating exchange rate
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