




















false calls, the FEC was successfully taken out of circulation

in 1994. "

In both essays I had argued on efficiency grounds for
immediate transition to current account convertibility of the
RMB, i.e., RMB convertibility for all transactions involving
goods and services. In particular, I argued that insufficient
foreign exchange reserve was not a good reason to retain foreign
exchange éontrol in the current account because, provided the
exchange rate was determined in the market competitively, any
demand for foreign exchange to be expénded on imports would call
forth supply of the needed foreign exchange by exporters. I
suggested that there would still be a need for the State
Administration of Foreign Exchange Control to intervene in the
foreign exchange market to counter possible disruption effects
arising from the conversion of assets denominated in one currency
into assets denominated in another currency. Major fluctuations
in the exchange value of the RMB caused in the absence of such
intervention could disrupt normal trade and investment. It is
gratifying to see that China is moving in exactly this direction.
China has already announced that the RMB will be made convertible
in April 1996 for current account transactions. At the same time
China has taken a prudent and cautious attitude towards capital
account convertibility of the RMB. China’s reservations for full
RMB convertibility notwithstanding, there is little doubt that
China is fully committed to opening up the economy and becoming
a full-fledged member in the world’s "club" of trading and

globally investing nations.



When Deng Xiao—ping:decided to open up China’s economy in
1978, he and other Chinese leaders were already aware of the need
to introduce a greater degree of convertibility for its currency.
They decided to achieve this in stages, first by inventing new,
more convertible alternatives to the RMB. This is the multitrack
system that lasted right through January 1, 1994. Section II
will look at this history and assess the legacy of this policy.
Starting on January 1 1994 China proceeds to bring about a higher
degree of convertibility "at the intensive margin"--i.e,
convertibility of the unified RMB. Section III will assess
China’s success in this endeavour. 1In Section IV I shall look
at the risks and difficulties confronting China through the turn
of the century. Finally, Section IV will conclude the paper with
some brief comments. To provide a brief background to the

history of the RMB Table 1 gives a summary account of the three

phases of convertibility of the RMB.



Table 1: RMB Exchange Rate Changes since 1949

Pre-economic
Refoxrm Phase

1949-
1978

2.46 yuan to USD from 1953
through Feb. 1973;
periodic adjustment of
official exchange rate
through 1979 with the yuan
essentially appreciating
relative to the USD and
peaking at 1.448 yuan to
the USD.

Multi-track
Phase

April 1, 1980
foreign exchange
certificates
issued

Shenzhen foreign
exchange swap
centre opened in
1885.12

1991: capital
inflow estimated
at 3.26 billion
UusDh

1979

2 yuan

1981.1

2.8 yuan to the USD as the
"internal settlement
exchange rate" as compared
with the official rate of
1.58 yuan; swap centres
began operation in Oct.
1980 in 10 cities with
exchange rate capped at
3.08 yuan to USD 1,
available only to domestic
enterprises

1985

official rate had
depreciated to approximate

the internal settlement

rate. The internal
settlement was abolished.
Official rate now fixed at
2.8 yuan to the dollar in
January; depreciation to
3.72 yuan/USD on Oct. 30

1986

swap centre rate
liberalized in November;
Shanghai Foreign Exchange
Swap Centre opened and
allowed only foreign
enterprises to
participate; transactions
rose dramatically in 1987

1989.12-~
1990.11

4.72 yuan depreciating to
5.22 yuan/USD

1991.4

5.78 yuan & frequent
adjustments (swap rate at 6
yuan to USD 1)




1992: a small net 1992.11 5.76 yuan(swap rate at 7.1
capital outflow to 7.3 yuan to USD 1)
recorded;

capital flight
rose dramatically

1993: capital 1993.7 5.78 yuan(swap rate had
inflow estimated peaked at over 10 yuan to
at USD 23.5 USD 1); March 1 saw the
billion; capital permission of travellers
flight still to bring 6000 yuan of RMB
significant in and out of China;June 1

ceiling on the swap rate,
which had been at 7.3 yuan
to USDl1l, was removed

93.12.31: tariffs 1993.10 5.77 yuan(swap rate around
on 2898 items to 11 8.7 yuan; black market
reduced rate 8 to 8.4 yuan to USD
Unified Rate 1994.1.1 8.68 Yuan
Phase
Net capital 1994.12. 8.34 Yuan
inflow in 1994 31
USD 32.6 billion;
1995.12. 8.32 yuan
31
Tariffs reduced 1996.2.1 8.3094 yuan
to an average of 0

23 per cent on
over 4000 items ’
on 1 April 1996

Source: Zhongguo Guoging Dashidian{(Major National Events of
China), Beijing: Beijing Shifan Daxue Chubanshe 1993; Mingpao,
January 5 1996; China Statistical Yearbook 1995.




II: The Transition from Complete Inconvertibility to Partial
Convertibility: Increased Convertibility at the Extensive
Margin~ the Multitrack System

Convertibility of a currency, in general, is always a matter
of degree. Apart from a brief period after the establishment of
the nation, over an extended period, namely from 1953 to February
1973, the exchange value of the RMB was fixed at 2.46 yuan to the
US dollar but this had little meaning because convertibility is
at the discretion of bureaucrats. In effect the RMB was
virtually inconvertible. From February 1973 through the end of
1980, the RMB went through a period of erratic appreciation
against the US dollar, touching a historical high of 1.448 yuan
to the US dollar. The stability or strength of this official
"exchange rate," however, again had ﬁo meaning whatsoever for
China’s huge population and even state enterprises, which simply
got their allocations of inputs and strived to meet output
targets according to the state plén.} State enterprises and
government agencies only passively received allocations of

foreign exchange through the State Plan.

Prior to 1979 China’s economy was essentially closed. This

is not to say that trade was not important. But relative to GDP
the volume of trade(imports plus exports) was only 9.8 per cent
in 1978, whereas in 1994 this ratio stood at 45.3 per cent.
According to Barnett(1981) "the raison d’etre of trade, in
Chinese planners’ eyes, has been the necessity to import certain
modern capital goods and technology, plus some basic commodities
and industrial raw materials in short supply, and to try to
export enough to pay for these imports."* During this period,
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workers’ incentives were low. Savings rates were high®, partly
because tge state had captured a large percentage of incomes
through artificially depressed wage rates and partly because
there was little to buy even if the workers’ earnings in RMB were

higher.

It is common knowledge that the official exchange rate for
the RMB had been overvalued over an extended period of time.
This overvaluation, however, was a direct result of the forced
savings strategy adopted by the government rather than by design.
Indeed, the official restrictioris on imports were part and parcel
of the forced savings strategy to increase capital accumulation.
With the adoption of open door policy in 1978, it was clear to
planners that there had to be a move towards partial
convertibility of the RMB. Evidently, convertibility at the
prevailing exchange rate was not possible. It would have
~engendered a huge inflow of imports that would in any case render
the exchange rate unsustainable, and it would also sharply reduce
savings. In order to maintain a degree of forced savings and
stability, the Chinese planners saw a need to phase in
convertibility. This they did by introducing "more convertible"
alternatives to the RMB and»a multi-track exchange rate system,
and by gradually depreciating the official exchange rate, finally
culminating in the unified, managed exchange rate regime as of

January 1 1994°.

During the period from 1979 through the end of 1993 the

Chinese authorities experimented with multiple or parellel



markets as a way of bringing about a higher degree of
convertibility at the "extensive margin'"(i.e., new instruments
that were more convertible than the RMB) instead of at the
"intensive margin" in terms of making one currency more
convertible. The parallel markets operated alongside one another
based on an intricate system of eligibility. By definition open
competition was not possible and scarce foreign exchange was
sometimes squandered simply because eligible enterprises might
not have high value uses while those who had high value uses were
not eligible’. Still, when the RMB itself could not be made more
convertible the parallel markets served certain important
functions. The "internal settlement rate" which was in operation
from 1981 through the end of 1984, in particular, had helpea some
efficient enterprises avoid losses which would have been
inevitable if the over-valued RMB exchange rate were used to
calculate receipts from exports. That would have been
economically disastrous for the éountry. The need for an
internal settlement rate was reduced as the official exchange
rate depreciated and as swap centre transactions became wmore

readily available.

Similarly,‘the foreign exchange certificate, introduced on
April 1 1980 and meant only to be a means of payment for visitors
and not a currency for Chinese residents®, also served useful
functions. As it became widely accepted and valued by Chinese
residents, it gave Chinese residents the opportunity to buy
valued importéd goods and thus increased their incentives to

work. More importantly, as the economy opens up the aspiration



of China’s residents for greater . equality with foreigners
increases. Owning and being able to use FECs goes some way in

satisfying this aspiration.

China first experimented with "foreign exchange swap
centres" in 1980. In the beginning only domestic enterprises
were eligible to trade unutilised foreign exchange
entitlements(e-du)® for RMB and back on presentation of the
required documents. The swap rate was also tightly managed. The
volume of transactions were very small. The opening of the
Shenzhen Foreign Exchange Swap Centre in November 1985, signalled
the opening of swap centres across the country on an operational,
rather than experimental basis. The Shanghai Foreign Exchange
Swap Centre, which opened on November 6, 1986, is special in that
it allowed only foreign enterprises to participate in trading
activities; This proved to be a big boost to the investment
environment for foreign invgstors. It should be recognized,
however, that notwithstanding liberalisation measures such as
"Stipulations for Encouragement of Foreign Investment" announced
in October 1986 allowing the repatriation of foreign-exchange-
denominated profits, throughout the eighties and most of the
nineties China had required foreign investors to cover their
foreign exchange expenditures with their own foreign exchange
resources or earnings. A swap centre for foreign enterprises
relaxed this constraint for individual foreign enterprises but
retained the constraint for the entire foreign enterprise sector.
This is but one of many exampies of Chinese ingenuity and

pragmatism in economic reform.
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Swap centres began to proliferate in 1988 following a
decision by the State Council to establish a responsibility
system in foreign trade. These centres allowed both domestic and
foreign enterprises to trade entitlements and cash foreign
exchange. On September 28 in the same year the first
competitively quoted or "open" trading swap centre opened in
Shanghai. Following this a total of 18 openly trading swap
centre were established across the nation. Starting from
December 1 1992 swap centre transactions were further extended

to individuals.

Notwithstanding the benefits, parallel markets and multiple
exchange rates were inefficient, and the inefficiency became more
and more serious as the econbmy grew in complexity and scale.
To alleviate these problems China gradually and quietly expanded
the scope within which foreign transactions were done at the swap
centres. This was done essentially by moving' from the
entitlement foreign exchange retention system(esdu liucheng)
system to the cash foreign exchange retention system(xianhui
liucheng) for state enterprises. By the end of 1992, the country
had eleven localities that adopted such a system. With greater
discretion in the disposal of foreign exchange earnings, state
enterprises became more active in swap centre transactions.
Indirectly, the percentage of transactions at the official rate
declined dramatically. Together with the establishment of a
central swap centre ih Beijing on August 8, 1992 this paved the

way to unification of regional swap rates across the country®.
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1993 was a tumultuous year for the RMB. The swap centre RMB
exchange rate depreciated significantly in the beginning of the
year. In panic the authorities imposed a floor to the swap rate
from February to May. The volume of transactions fell drastically
because the controlled rates were regarded as unrealistic. The
controls were soon lifted on June 1. The swap rate plummeted,
falling to a low of nearly 11 yuan to one US dollar. Such
declines were obviously excessive!'’. When Zhu Rongji’s austerity
measures were introduced in July the RMB quickly stabilised,
leading to gigantic losses for currency speculators.

III. Unification of "Tracks" and Gradual Move Towards a
Convertible RMB

China’s transition towards a more convertible RMB has been
accompanied by rapid depreciation. A good question is whether
this is really necessary. In principle, China could have opted
for less depreciation and lower inflation by adopting a tighter
monetary policy and by fostering foreign investment. This,
however, was regarded undesirable and China’s leaders apparently
deliberately engineered the RMB’s depreciation right through
1592. Apparently, however, they did not anticipate the panic
sell-out of the RMB in 1993 which compelled them to tighten up

monetary policy.
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Table 2: International Balance of Payments(US billion dollars)

-

1885

1891

1992

1993

1954

Current
Account
Balance

-11.417

11.997

6.402

-11.902

7.675

Foreign
Trade
Balance

-13.123

9.165

5.182

-10.655

7.290

Exports

25.108

51.519

69.568

75.659

102.561

Imports

-38.231

-42.354

-64.386

86.313

95.271

Invisi-
bles
Balance

1.463

2.558

0.063

-0.969

Transfers
Balance

0.243

0.274

1.157

1.173

1.337

Capital
Account
Balance

8.972

3.256

-0.250

23.472

32.644

Long Term
Capital
Balance

6.701

6.454

0.656

27.411

35.756

Short
Term
Capital
Balance

2.271

-3.198

-0.906

-3.939

-3.112

Errors
and
Omissions

0.092

-3.131

-8.274

-5.804

-9.774

Changes
in
Reserveg*

2.352

-12.122

2.122

-1.767

-30.527

Source:

China Statistical Yearbook 1995

* A minus sign in this row denotes an addition to reserves.
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In retrospect the depreciation of the RMB and double digit
inflationwin recent years were probably to China’s ldng term
advantage. Depreciation of the RMB was the best way to
discourage consumption of imported goods and maintain a high
savings rate, which is needed to finance the investment needed
to support economic growth. Judging from the strong trade
performance of China in 1994 and 1995 (Table 2) and éontinued high
savings rate, the depreciation of the RMB through 1994 appears
to be adequate. In the face of high and accelerating inflation
stabilization of the RMB exchange rate was needed to avoid a
self-reinforcing, destabilizing tendency. Given a firm and
strong hand at monetary policy the government was ready to unify
the swap centre rate and the official exchange rate on January
1 1994. Even though this implied a de facto depreciation of the
official exchange rate from 5.8 yuan to the USD to 8.68 yuan to
the USD, because the volume of transactions using the official
exchange rate had already fallen to less than 20 per cent of
total transactions the impact of the "depreciation" was not at
all significant. Indeed the more important swap rate had
appreciated, rather than depreciated, since the beginning of

1993.

The "Peoples’ Bank of China’s Announcement of Further
Reforming the System of Foreign Exchange Control" released on

December 28, 1993 listed eight major initiatives:

abolition of the foreign exchange retention system and

implementation of the cash settlement system for all
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foreign exchange - earnings of state enterprises and

dgmestic workunits;

implementation of the bank-based foreign exchange sale
system and conditional convertibility of the RMB under

the current account;

establishment of an inter-bank foreign exchange
market, improvement of the mechanism for formation of
exchange vrates to achieve reasonable and stable

exchange rates;

strengthening and normalization of operations and
sexrvices of banks designated for foreign exchange

transactions;

stringent management of foreign debt with the
establishment of a debt-servicing fund tp enhance the

credit reputation of the country;

retention of the existing foreign exchange control
system as applied to foreign enterprises, which can
continue to use their foreign exchange cash accounts
in authorized banks and can apply for purchases of
extra allotments on a case-by-case basis;

prohibition of quotations/settlements in foreign

currency and circulation of foreign currency in China;
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strengthening of macro control in relation to

~international balance of payments.

One major implication of the new system is that domestic
enterprises can no longer directly participate in swap centre
transactions, which became the exclusive right of foreign-funded
enterprises and authorized banks and agencies acting on behalf
of their domestic clients. Domestic enterprises are obliged to
sell all their foreign exchange income to authorized
banks(jiehui), but they also have the convenience of purchasing
needed foreign exchange from banks without the need to seek
approval by the SAFEC. Approval for purchase is made by banks
and will generally be granted for most current account

transactions.

The latest initiative in liberalizing the RMB came on 5
February 1996, when the State Council promulgated a new Foreign
Exchange Control Ordinance (Waihui guanli tiaoli), to take effect
on 1 April 1996. This represents an official transition to a RMB
that is fully convertible under the current account. This means
that foreign investors can remit their profits and dividends
without a need to seek approval by the State Administration of
Foreign Exchange Control. The needed foreign exchange can be
deducted from the foreign exchange accounts held by the
enterprises or purchased directly from designated banks.
Individual travellers who need foreign exchange may also buy
directly from designated banks to cover such expenditures as

incurred in overseas studies, relative visitations, migration,
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with or without approval by the SAFEC, depending on the amount
purchased. - The Ordinance stipulates that capital account
transactions will still be tightly regulated. In particular,
financial institutions that deal in foreign exchange require
prior approval and must restrict their transactions within the
permitted range of business. Tight control over capital account
transactions will no doubt slow down the development of China’s
financial markets. Notwithstanding high hopes Shanghai is
unlikely to become a regional or international financial centre
any time soon. On the other hand China’s current account
transactions will also be less likely to be disrupted by major
fluctuations in the RMB exchange rate. This would facilitate
trade and long term direct investmeﬁt. Overall the latter is
certainly more important to China than the former at its present

stage of development.

The further 1liberalisation of foreign exchange control
announced on February 5 1996 has been predicated on.,a very strong
base of official reserve of foreign exchange, a surplus in the
trade account, reduced domestic inflation, and above all a stable
and growing economy under the "macro fine tuning" (hongguan
tiaockong) of Zhu Rongji. Since 1990, China’s foreign exchange
reserves have been growing rapidly. They were estimated at 11.1
billion USD in 1990, 21.7 billion USD in 1993, 51.6 billion USD
in 1994, and 73.6 billion USD in 1995 (year-end figures). This
strong foreign exchanée reserve position was achieved not only

through a large influx of foreign capital, but also a strong

current account balance(with the exception of 1993, an unusual
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year characterized by fears of exchange rate depreciation and
very strong capital inflow). As Table 2 indicates, the long term
capital account balance jumped to 27.411 billion USD in 1993 from
0.656 billion USD in the previous year. Although the current
account registered a deficit of USS$ 11.9 billion, exports were
rising rapidly. Even though imports jumped, it was at least
partly linked to foreign investment and certainly also linked to
the short-term effect of importers importing larger quantities
on the expectation that the RMB was going to depreciate. Table
3 lists recent initiatives of foreign exchange reform since late

1993 in chronological order.

Table 3:Recent initiatives of foreign exchange reform

1992 Swap centre transactions were extended to
individuals.
1993.11.14 l4th People’s Congress 3rd Session passed

"Resolution by the Chinese Communist Party
Central to Establish Socialist Market Economy
Institutions," which explicity called for
"reform of the foreign exchange control
institutions, establishment of a floating
exchange rate system based on market demand
and supply and a unified, normalised foreign
exchange market, gradually realizing a RMB
that is convertible."

1993.12.25 The State Council released "Notification of
the State Council for Further Reforming the
Foreign Exchange Control System."

1983.12.28 Release of the "Peoples’ Bank’s Announcement
for Further Reforming the Foreign Exchange
Confrol System"; "Clarification on

Operational Aspects of Implementing
'Notification of the State Council for
Further Reforming the Foreign Exchange
Control System.’”
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1994.1.1 Unification of multitrack exchange rate

- system; abolition of the 15 year-old foreign
exchange retention system and the 40 year-old
foreign exchange remission system;
termination of new issues of foreign exchange
certificates

1994.3.26 Peoples’ Bank releases "Temporary Rules for
Managing Foreign Exchange Settlement, Foreign
Exchange Sales, and Foreign Exchange Payment"

1994.3.29 The Ministry of Finance releases "Temporary
Rules for Managing Non-Trade, Non-business
Foreign Exchange Financial Matters."

1994.4.1 Implementation of the bank-based foreign
exchange settlement and sale system

1994 .4 .4 The China Foreign Exchange Trading System
(Zhongguo Waihui Jiaoyi Zhongxin) starts
operation.

1994.11.21 The Peoples Bank announces that foreign

exchange certificates would cease circulating
on December 30 1994 and that they could be
converted into RMB up to 30 June 1995.

1996.4.1 A new Foreign Exchange Control Ordinance
promulgated on 96.2.5 stipulating
convertibility of the RMB for specified,
trade-related current account transactions
and lifting of controls on repatriation of
profits and dividends by foreign investors

IV: Risks and Difficulties to 2000

Transition towards the market and greater convertibility of
the RMB would also free up wages and bring the prices of
essential tradeable goods more in 1line with international
commodity prices. Because these prices and wages were
artificially suppreséed liberalising the economy would mean
inflation unless the RMB appreéiated. As appreciation of the RMB

would stimulate imports and reduce the savings rate, this was out
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of the qguestion.

RMB has to-depreciate to avert a large jump in imports.

" Indeed, with rapidly rising nominal wages the

Tabie

4 shows recent trends in price and wage inflation.

Table 4: Recent Trends in Inflation & Official Reserves
[ [

Year Value of Official Wage Overall
Foreign Reserves Inflation Retail Price
Capital (Government (Per cent) Index
Actually -held Inflation
Used* (USD foreign (Per cent)
billion) exchange)

(USD
billion)

1985 4.647 2.644 17.9 8.8

1986 7.258 2.072 15.8 6.0

19587 8.452 2.923 9.8 7.3

1988 10.226 3.372 19.7 18.5

1989 10.059 5.550 10.8 17.8

1990 10.289 11.093 10.6 2.1

1991 11.554 21.712 9.3 279

1992 19.202 19.443 15.9 5.4

1993 38.960 21.1599 24 .3 13.2

1994 43.213 51.620 34.6 21.7

1995 37.740%# 73.600 n.a 14.8

* Includes direct investment and loans.

Source: China Statistical Yearbook,

and Feb.

# Direct fore

33.767.

l, 1996.

ign investment only.

1995; Mingpao, Jan. 6,

1996

Comparable figure for 1994 is

Paradoxically, the jump in inflation has been accompanied
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by relative strength in the exchange rate of the RMB and strong
growth in official reserves. The relative strength of the RMB
is shown clearly in Table 1, indicating that the USD was selling
at close to 8.3 yuan in February 1996 as compared to about 8.7
yuan in January 1994. Duriné this period retail price inflation
was at a historically high level, 21.7 per cent in 1994 and 14.8
per cent in 1995. This apparently puzzling result is largely
explained by the large influx of capital, both long term and
short term. The continued inflow of direct foreign investment
is easy to explain. China offers cheap labour, a huge market,
and the prospect of rapid economic growth. In particular,
China’s skilled labour, especially professionals, are extremely
attractive. As the economy opens up, market forces are driving
their wages up rapidly. Because of abundant supply of unskilled
labour their wages would not have climbed but for the fact that
China even today is still dominated by the state sector. In
order to avert an unacceptably unequal distribution of income Ehe
wages of the unskilled were also revised upwards. Given this
background, inflation is inevitable. In order to prevent
inflation from getting out of hand domestic interest rates were
supplemented by "purchasing power protection interest
supplements" which have made deposits very attractive. Such
supplements were offered to long term savings deposits held in
excess of 3 years and was first started on September 10, 1988 and
has proved successful in attracting deposits and thus reducing
consumption. The hig£ interest rates have attracted an influx
of hot money from abroad that helped boost the value of RMB. As

the banking system absorbed this money from abroard, however, the
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money supply 1s increased, making the fight against inflation

more diffigult.

In order to soften the impact of inflation, the Chinese
Government had relied on price subsidies on a whole range of farm
products to reduce the impact on consumer prices as acquisition
prices of farm products were raised. Table 5 shows the amount of
price subsidies since 1978. These price subsidies obviously had
been a serious burden on the government’s fiscal position. For
example, while the State fiscal deficit was 57.45 billion yuan
in 1994, price subsidies had amounted to 31.4 billion yuan.
Another burden on government’s fiscal position that had surfaced
as a result of economic reform was subsidies to loss-making
enterprises. For 1994 the figure stood at 36.6 billion yuan.
Recent foreign exchange control reform will have impact on both
of these subsidies. 1In particular, to the extent that the RMB
exchange rate is stabilized and that the prices of many
tradeables have already reached international levels in the
domestic market the need for price subsidies has been reduced.
At the same time, however, the major reduction in tariffs
recently announced and the stabilization of the RMB exchange rate
will certainly aggravate the balance sheets of state enterprises.
Historically, we observe that both subsidies had peaked, price
subsidies having peaked in 1990 and subsidies to loss-making
enterprises having peaked in 1989. Recent reforms in foreign
exchange control could lead to a temporary reversal in the trend
of declining subsidies to lqss—making enterpriées. But efforts

in levelling the ground between state enterprises and foreign-

22



funded enterprises should improve the financial position of state

enterprises -and thus that of the government over the long run.

Table 5: Government Price Subsidies(billion yuan)

Year Total Grain, Cotton and
Edible 0il Price
Subsidies
— e

1978 1.114 1.114

1979 7.920 5.485

1980 11.771 10.280

1981 15.941 14.222

1982 17.222 15.6197

1983 18.737 18.213

1984 21;834 20.167

1985 26.179 19.866

1986 25.748 16.937

1987 29.460 - 19.543,

1988 31.682 20.403

1889 17.034 25.947

1990 38.080 26.761

1991 37.377 26.703

1592 32.164 22.435

1993 . 29.930 22.475

1994 31.447 20.203

Source: China Statistical Yearbook 1995.
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China now recognizes that foreign enterprises and domestic
enterprises should be subject to similar tax treatment. Profits
tax rates should be aligned and there should be equal treatment
for tariff assessment on imports. In particular, foreign
investors will no longer be entitled to tariff exemption for
imported equipment starting in January 1996. This and other
measures taken to unify tax treatment between foreign and
domestic enterprises are making way for fair competition between

domestic and foreign enterprises.

China also recognizes the need for adopting commercial
principles in making bank loans so that no enterprise would be
favoured with privileged lending rates on the Dbasis of
guanxi (personal relations) or whether or not it is a state
enterprise. Banking and interest rate reforms are part and
parcel of foreign exchange control reform. Under the banking
reform package initiated in mid 1993, the People’s Bank of China
was to assert the key and traditional role of the: central bank
of China, namely the setting of the country’s monetary policy.
This would be possible only if commercial banks responded to
economic levers and market forces. This was done through taking
policy responsibilities out of the specialised banks--the
People’s Construction Bank of China, the Agricultural Bank of
China, the Industrial and Commercial Bank of China, and the Bank
of China--and relegating them to special, new banks charged with
policy responsibilities. The latter include the Agriculture
Development Bank, the Import and Export Credit Bank, and the

State Development Bank. These reforms have been taken seriously
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‘'by the financial market, as credit rating companies quickly
reduced the .credit rating of the former "specialised banks."

China should take this as a positive sign affirming the
credibility of its economic reforms. Surely, as full-fledged
commercial banks they have to take full responsibility of their
own financial affairs and to earn a higher credit standing rating
on their own merits. The ability of the People’s Banks as
central bank in carrying out its monetary policy is further
enhanced in 1996 as the mechanism for open market operation is
well in place. Already on 2 January 1996 a unified interbank

lending market has started opération. _ (HK Economic Journal,

January 31 1996). The greater power of the central bank over
monetary policy, naturally, carries risks too, if central bankers

misjudge the situation their mistakes could become costly for the

country.

IV. Concluding Remarks

China is well on the way to marketize the economy.
Liberalizing foreign exchange control is only a small part of the
package of economic reforms to make China into a full-fledged
market economy. China’s readiness to experiment with new ideas,
its caution in carrying out experiments and introducing change,
and its pragmatism in dealing with vested interests are truly
remarkable. As a result reforms in foreign exchange control have
been quite successful. At the same time China’s tolerance for
higher inflation not&ithstanding, China was adamant in not
allowing it to get out of hand. Despite continued capital

flight?!?, China remains an extremely attractive place for
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investment. Ca?ital inflows have dominated capital flight and
the recent-reforms will further enhance China’s ability to draw
capital from overseas. Given this general background, it 1is
quite unlikely that the RMB would weaken significantly in the

near future.

It is well known that possible reversal of economic reforms,
depreciation of the RMB, and political uncertainty are common
causes of capital flight, in China as elsewhere. These factors,
however, are fast fading as we approach 2000. As far as we can
see, market-oriented economic reforms is a consensus not only
among China’s leaders but also among the population. Continued
economic prosperity is also reducing the risks of political
uncertainty. Without ruling out possible unforeseen changes in
China’s leadership, it is unlikely that such changes would lead
to a major change in economic policy. China’s recent move to a
higher degree of convertibility for the RMB provides new reasons
for confidence in China’s economy both for foreigners and for
domestic residents. The symbolic significance of leaving the
ranks of countries with "soft currencies™ cannot  be

overemphasized and has political implications, both at home and

abroad. Domestically it inspires confidence in the current
leadership. Overseas it reinforces China’'s image as a market
economy . China’s foreign exchange reform 1is certainly an

important step in the country’s evolution to become a major

player in the globaf economy .
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ENDNOTE

1. See L.S.Ho(1989) "Whither China’s Exchange Controls?" in
Joseph Cheng(ed.) China: Modernisation in the 1980s, HK: Chinese
University Press, pp. 461-494.

2. See L.S.Ho(1992) "Directions for Further Integration of the
China and the Hong Kong Economies, " (Lun Zhonggang Jingji Jinyibu
Jiagiang Guanxi de Fangxiang) in Collection of Essavs on the
Beijing-Hong Kong Conference on Enterprise Development (Jinggang
Qiye Fazhan Yantaohui Lunweniji), September, pp.23-26.

3. See Cheng, Xian-ping(1995), "A Review of the Foreign Exchange
Reform during the 8th 5-Year Plan", 2Zhongguo Waihui Guanli
(Foreign Exchange Control in China), no. 6, December, p. 10.

Prior to this, in January 1991 the retention ratio was raised and
participation in swap centre transactions was also relaxed. The
figure 80 per cent was cited by Tao Li, an official with
International Finance Research Institute of the Bank og China.
See Singtao Daily, November 29, 1993.

4. See Doak Barnett (1981), China’'s Economy in Global Persvective,
Washington D.C.: Brookings Institution, p.156.

5. The savings rate dropped from 37.8 per cent in 1978 to 34 per
cent in 1985. Rapid economic growth since then has allowed the
savings rate to rise without impairing consumption.

6. Ho(1989) argued that it would have been possible to achieve
a higher degree of convertibility without going through the
inefficient multi-track phase if China raised a general tax

on consumption goods. This move, together with a depreciation
of the RMB and a subsidy on priority imports would have checked
consumption and conserved savings and would have been
preferrable, even though the nominal price level would have to
increase implying a short-term jump in the inflation rate. See
Ho(1989), pp. 486-488.

7. See Ho(1989), op. cit.

8. The aim of FEC was to stop the circulation of foreign
currencies in China. Retailing outlets that were serving
foreigners and which had been accepting foreign currencies were
required to display only prices in RMB. Foreigners exchange
foreign currencies for FEC at the official exchange rates and
surplus FEC were reconvertible into foreign currencies on
presentation of the exchange receipts and passports.
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9. Entitlements(e-du) refer to the retention of foreign exchange
earnings on an "entitlement" basis, rather than cash basis. The
system started in 1979. Enterprises with entitlements could buy
foreign exchange against their entitlements at the official
exchange rate, but these purchases were still subject to
approval (See Xu Ben(1994) .

10. For a review of this history Cheng, Xian-ping(1995) "A Review
of the Foreign Exchange Reform during the 8th 5-Year Plan,"
Zhongguo waihui guanli (Foreign Exchange Control in China), no.
6, December, pp.10-11, and Xu Ben(1994) "Theory and Practice of
Foreign Exchange System Reform, " Zhongguo waihui guanli (Foreign
Exchange Control in China), no.2(Serial no. 6), 12-18.

11. A study of the cost of earning foreign exchange (huanhui
chengben) among 10 large domestic exporters in Dalian shows that
in 1994 huanhui chengben ranged from a low of 8.33 yuan to 9.97
yuan per US dollar. BAmong foreign funded enterprises, 140 of
which were surveyed, huanhui chengben was generally lower,
ranging from 7.27 yuan to 8.9 yuan (Dalian Foreign Exchange Swap
Centre, 1995). These figures suggest that not only that the
sharp depreciation of the RMB in 1993 was excessive but also that
domestic enterprises are still under great pressure to improve
their productivity, even though at current exchange rates the
country continues to offer attractive opportunities to foreign
investors.

12. According to one recent estimate capital flight doubled to
an annual average of USD16 billion during the period 1989 to 1991
as compared to the previous period of 1984 to 1988. During the
period 1992 to 1994 annual capital flight doubled again to an
average of over USD33 billion(p.20). See Gunter, Frank R.,
"Capital Flight from the People’s Republic of China,’™ forthcoming
in China Economic Review, 1996.
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