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A new stagein convertibility or an anti-climax?

In 1996, there were two important pieces of foreign exchange regulations launched in
China On 1 April, the Regulations on Foreign Exchange Management of the People's
Republic of China (PRC)," formulated by the State Council, came into effect. It replaced the
Provisional Regulations for Exchange Control of the PRC, adopted since 18 December 1980,"
and provided a more coherent policy framework. Then the Regulations on Forex Sale,
Purchase and Payment were promulgated by the People's Bank of China (PBOC)---Chinas
central bank---on 20 June."

With these regulations in place, the PBOC announced in July 1996 the intention of
achieving current account convertibility for the Renminbi, the Chinese currency, by the end of
the year."  On 27 November 1996, Dai Xianglong, the President of PBOC wrote to the
International Monetary Fund (IMF), officialy stating that the transitional arrangements under the
second clause of Article XIV of the Articles of Agreement no longer applied to the country as a
member of the IMF. China would from then on accept the obligations of Article VIII." Such
an acceptance means that Beijing would no longer impose any restrictions on the payments and
transfers in current account transactions, in terms of discriminatory monetary policies or in the
form of multiple exchange rates. It was reportedly hailed as a"milestone” by the IMF."

For the foreign funded enterprises (FFES) investing in China, a bonus was that they were
admitted into the bank-based foreign exchange market ingtituted in the 1994 reforms, instead of
being confined to the swap centres.  The permission took effect on 1 July 1996. One notable
point is that the swap centres were retained for their use. In other words, as far as foreign
exchange purchases and sales are concerned, the FFES now have two channels compared with
one for domestic enterprises.”!

These moves were the interim conclusion of a series of measures taken by the
government since late 1993. | have written several pieces on them.™ The foreign exchange
reform was the most progressive, in both conception and practice, among the various
macroeconomic reforms of 1994 (which included aso fiscal, banking and trade reforms). It has
also been the most successful so far, helped by a huge capita inflow and other ingtitutiona
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factors that have kept the exchange rate of the Renminbi surprisingly firm, despite very high
domestic inflation ratesin 1994-95.

The forma achievement of current account convertibility for the Renminbi came earlier
than expected.”  In away, though, it also turned out to be akind of anti-climax, as the relations
between trade restrictions and foreign exchange restrictions in the current account became clear.
At the same time, in the course of 1996, the Chinese authorities took measures to rationalize
capital account controls. Although nominally the degree of restrictions remains the same, it
actually means that market participants now find it more difficult to exploit loopholes, even if
they want to do so. Hence not everyone regards the progress on the front of foreign exchange
in 1996 asreally so exciting.  Such an interpretation is not meant to belittle the achievements of
the Chinese reformsin foreign exchange, which have indeed been huge, but to offer amore sober
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view of the progress so far, three years after the mis-named "big bang"”.

Many economists of the gradualist persuasion, including mysdlf, would even welcome
such a cautious development.  China should not rush towards full convertibility for its currency,
without laying the necessary domestic foundations, which remains aformidable task.

Themeaning of current account convertibility

| have commented that before the 1994 reform there existed two hurdles for an importer
in China: trade approval and foreign exchange rationing. The 1994 reform theoretically
removed the latter restriction and left only one hurdle for most trade transactions But in
reality the foreign exchange control regime is closely related to the trade control system. It
means little for a country to "achieve" current account convertibility if significant trade
restrictions in the form of licensing, quotas, candization, and registration requirements still
persist, or very high tariffs are imposed on imports. Nsouli has aptly used the term "Article
VIl convertibility" to label the dStuation where a country practices "current account
convertibility" in foreign exchange but maintains trade restrictions, in contrast to the state of
"total current account convertibility". "Article VIII" of course refers to the Articles of
Agreement of the IMF binding its members on foreign exchange but not trade behaviour.

To be fair, China has been making important efforts to reduce both the non-tariff trade
barriers and the tariff rates. As far as import tariffs are concerned, the average tariff rate in
China was cut from 35.6% to 23% in 1996, as President Jiang Zemin promised in the Asa
Pacific Economic Cooperation (APEC) Leaders Conference in Osaka in November 1995.
Again in the APEC Leaders Conference in Manila in November 1996, Jiang announced that
China would reduce the arithmetic average rate to the level of 15% by the year 2000. This
compares with the 4-5% and 13-15% for the developed and developing countries respectively
reached in the Uruguay Round of the General Agreement on Tariffs and Trade (GATT).
Already the plan was reportedly regarded as "insufficient” by European diplomats™"' As we
know, one contentious issue in China's application to join the World Trade Organization (WTO)
iswhether she should be treated as a devel oped or a developing country.

In any case, with regard to current account transactions, there are still some items which
require "verification of truthfulness' by the State Adminigtration for Exchange Control
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(SAEC).*"Y They are specified in Articles 13 and 15 of the Regulations on Forex Sale,
Purchase and Payment. These concern advance payments exceeding 15% of the total
contractua value or US$100,000 in absolute amount (Articles 13(4) and Article 15(1)), forex
payments for implicit commissions exceeding 2% and explicit commissions exceeding 5% of the
total contractual value respectively or above US$10,000 in absolute amount (Article 13(6) and
Article 15(2)), "externa payments under entrepot trade characterized by an payment in advance
of rembursement” (Article 15(3)), interest payments for external debts (Article 15(4)), and cash
withdrawal exceeding an equivaent amount of US$10,000 (Article 15(5))."

FFEsand control on the capital account

At the same time, while Chinese domestic enterprises have had to sdll dl their current
account receipts since 1994, FFEs are also required under the new post-1996 system to open a
settlement account with designated banks where they may only keep a stipulated ceiling of such
receipts. According to Chen Yuan, deputy governor of the PBOC, the maximum is to be set
adminigtratively in the light of "the actua investment made by the FFEs and their need for
circulation in the current accounts'.  This differs from the pre-1994 situation where FFES could
keep al their receipts. The justification is that "idle balances’ beyond the genuine current
account needs of FFES can help the country to maintain macro control and stabilize the exchange
rate. Chen however promised that "the ceilings will be set rather loosaly to ensure the need of
the FFEs in businesses under current accounts."*"'

In the course of 1996, as China moved towards "current account convertibility",
measures were aso implemented on capital account transactions to rationalize control.  Chapter
three of the Regulations on Forex Sale, Purchase and Payment, promulgated by the PBOC on 20
June, stipulates that "entities in China" (including both domestic and foreign-funded enterprises)
must open accounts for "capital items" with designated banks.

Moreover, these "capital items' are divided into three separate categories: (1) foreign
exchange related to direct investment; (2) foreign exchange involved in overseas borrowing and
repayment; and (3) other capital account transactions. Foreign-funded enterprises have to open
separate accounts on these different transactions so that the authorities can monitor them
closely.*""

Thesurprising stability of the Renminbi

In any case, defying pessimistic forecasts which focused on macro instability and high
inflation, the Renminbi has shown remarkable strength in the post-1994 system. On 4 April
1994, the firgt trading day of the China Foreign Exchange Trade System (CEFTS) in Shanghal,
the Chinese currency was sold at RMB8.6967/US$.  The exchange rate later strengthened and
ended 1994 at 8.4462 and 1995 at 8.3174. In the course of 1996, favourable supply and
demand conditions continued to underpin the Renminbi (see Table 1). The currency was
guoted at 8.2982 at the end of the year. The rates offered by financia and other ingtitutions in
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Hong Kong have been very close to these prices, indicating that they were accepted as
reasonable by the offshore free market.

" H i b

Unit: RMB/100US$

Month Quotation at Average Quotation
the End of Month in the Month

January 8.3147 8.3186
February 8.3207 8.3132
March 8.3339 8.3289
April 8.3306 8.3315
May 8.3263 8.3288
June 8.3221 8.3225
July 8.3109 8.3160
August 8.3063 8.3081
September 8.3017 8.3043
October 8.3007 8.2999
November 8.3007 8.2988
December 8.2982 8.2992

The stability of the Renminbi in the new system is a testimony to the success of the
reform. However, it is aso surprising, particularly given the very high inflation rates until only
the second half of 1996. There are various explanations"  The most important one has been
the very impressive rise in the foreign exchange reserves of China, which went up from
US$21.199 hillion at the end of 1993 to US$51.62 billion ayear later. The rise continued in the
subsequent two years, abeit at dower rates, to reach US$105.0 billion by the end of 1996 (see
Table 2).



Y ear (1) Goldreserves  (2) Foreign exchangereserves  Growth of (2)
(10,000 ounce) (USS$ billion) (%)
1986 1267 2.072 -21.6
1987 1267 2.923 41.1
1988 1267 3.372 154
1989 1267 5.550 64.6
1990 1267 11.093 99.9
1991 1267 21.712 95.7
1992 1267 19.443 -10.5
1993 1267 21.199 9.0
1994 1267 51.620 143.5
1995 1267 73.597 42.6
1996 1267 105.00 42.7

Sources: The People's Bank of China, China Financial Outlook '96, Table 3-13; Wen Wei Po, 21
January 1997.

The surge in reserves is the result of a combination of factors. The imposition of the
foreign exchange settlement system (and the abolition of the foreign exchange retention scheme)
in 1994 has helped to centralize resources in the hands of the PBOC. At the same time, the
steady arrival of funds from the very high post-1992 level of foreign capital absorption has been
apowerful boosting factor in producing net capital inflows.

In the three years of 1994-1996, actudly utilized foreign direct investment (FDI) totalled
US$113.853 hillion, compared with the amount of US$ 32.263 hillion for utilized foreign
borrowing. ™ At the end of 1996, the outstanding balance of Chinas foreign debt reached
US$116.28 billion,”™ which represented an increase of US$32.705 billion over the
balance of US$83.575 at the end of 1993. From these figures, one may be tempted to conclude
that FDI has been a more important factor than external borrowing in the post-1994 rise of
Chinas international reserves. Nevertheless, there are two uncertainties.  Firdt, it is not clear
how much of the US$113.853 billion of utilized FDI in 1994-1996 actually arrived in the form of
money. There were reports that significant portions of many foreign investments came in the
form of imports of material and machines, which would not show up as monetary reserves.
Second, there is the question of how much foreign money was used to service the post-1994
FDIs in the form of profit repatriation, which however should have been small because of the
short history of these investments.

Another important reason is of course that China had only aimed at current account
convertibility. Capital account transactions were not further liberalized, indeed controls on
them have been "tightened”, as pointed out above. This may have helped in checking informal
or illegal capital outflow, and in preserving reserves.

Surprise of an opposite nature may also arise: that the Renminbi could have stabilized
against the USS$ for so long despite the huge capital inflows. Given more understanding about
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the operation of the bank-based foreign exchange market launched since April 1994, we can now

make the observation that the strength of the Renminbi has also been underpinned by a number

of ingtitutional peculiarities. The existence of "bilateral monopolies' in the Chinese interbank

market has been akey factor. According to one source,™ the share of the Bank of China (BOC)
in the total sale of foreign exchange in the market was about 70% to 80%, while the central bank,

PBOC, aso bought up 70% to 80% of the foreign exchange offered. In other words, the

transactions between the BOC and the PBOC could easily dictate the movement of the exchange

rate.

Behind such a market structure is the imposition of the foreign exchange settlement
system in 1994, with the concurrent limit by the PBOC for designated banks to keep working
balances in foreign exchange. This has resulted in a persistent Situation of excess supply in the
interbank market. There could have been two types of responses: (1) the mopping of the excess
by the PBOC; or (2) further relaxation of foreign exchange control. It appears that the PBOC
has opted for the first response.  Hence its dominance in the interbank market.

Full convertibility sequencing: wher e doesthe Renminbi stand?

The liberdization of Chinas foreign exchange system has in general followed the
sequence advised by a number of economists in the field of international monetary economics:
achieving current account convertibility first before attempting capital account convertibility.
This is by no means a non-controversia issue. In practice, different countries have attempted
different sequences: South Korea opened the capital account without much trade liberdization in
the mid-1960s, with rather serious inflationary consequences that lingered.™" In the so caled
"Southern Cone experiment” of Latin Americain the late 1970s, Argentina and Uruguay opened
the capital account first, while Chile opened the current account first, but both sides faced a
common fate in the early 1980s. degp economic recession and some reversal of liberalization.”"

Theoreticaly, the debate has till not been settled.  In the words of Sebastian Edwards,

"Some authors have argued that, to the extent that the opening of the capita
account will generate destabilizing capital flows, the exchange rate will be
highly voldtile....; for this reason the capital account should be opened only after
the trade reform has been completed, and the new structure of production is
“consolidated’.  Other authors, however, have argued that the best way to avoid
undesired real exchange rate movementsis by having afredly floating exchange
rate with full convertibility.  This exchange rate system...should be
implemented before the trade reform.  Consequently, the capital account should
be liberalized first."” "

Edwards himsdlf, in any case, isin favour of opening the current account first. Using a
three-sector-two-good model, he reasons that the opening of both accounts will generate opposite
effects on production and income distribution. Resource movements in and out of particular
sectors will involve redl costs. There is therefore a need to synchronize current and capital
account liberalization to minimize those codts. If as Frenkd™' and Kahn and Zahler™"
suggest, the speed of adjustment of the capital account is faster than that of the current account,



the current account should be opened first.

Note that Edwards findings do not imply that a country with total inconvertibility of its
currency should "achieve" current account convertibility first, without doing anything on the
capital account. Such a discrete opening sequence is not a "synchronized" move as it will il
lead to resource movements in opposite directions. The issue a hand is how one should
synchronize the reform of a dow-moving sector with that of a fast-moving sector. There is no
doubt that the former should start first and the latter should come in later, but at what point? and
how? Edwards has not offered any clear answer.

Ronad McKinnon, on the other hand, argues more strongly that financial liberalization
which allows the free flows of foreign capital should come "only at the tail-end of an otherwise
successful programme of liberalization”. ™™ His worry concerns the possibility of
over-enthusiastic foreign capital that may disrupt a liberalization attempt that looks "successful”.

Citing the examples of South Korea, the Southern cone, and Pakistan and India, McKinnon
reasons that the sudden rise in profitability may entice myopic movements of funds which throw
out the wrong signals. In particular, the real exchange rate would turn "against exporters and
firms competing with imports and make(s) it unduly hard for them to adjust to the removal of
protection.”

From this perspective, the Chinese monetary authority has been doing a relatively
successful job of keeping the right degree of "convertibility” and avoiding the undue effects of
capita flows on its largely trade-oriented liberaization programme. An opening of the capita
account in the aftermath of the "Deng whirlwind" of 1992 could have produced results smilar to
South Kored's in the mid-1960s, and aggravated Chinas inflationary problems™" With
hindsight, it is quite amazing that the real appreciation of the RMB in 1994-96 has not
produced a trade deficit in China. ™
In another analysis,™ McKinnon concludes that financial liberalization to the external
world should come at the end of the liberalization programme. In his view, historica evidence
points to the fact that countries which succeeded in stabilizing their price levels and red
exchange rates, while maintaining positive yields on bank deposits in an open capital market,
showed a higher productivity of physical capital than those whose financial systems remained
repressed. But to reach this "noninflationary financia equilibrium”, fiscal, monetary and
foreign exchange policies need to be sequenced in an "optima" manner.

McKinnon's recommendations for the liberdizing developing country or economy in
transition are quite "classica": eliminate fiscal deficits and bring down inflation first.  Then the
domestic capital and money markets can be liberalized to ensure a positive return to depositors,
but at the same time, the budget of the borrowing enterprises must be hardened (with help from
the positiveredl interest rates).  After the successful liberaization of domestic trade and finance,
foreign exchange liberalization can proceed; but transacting on the current account is best
liberalized much faster than capital movements.

"Before alowing enterprises (or households) to borrow from, or deposit in,
international capital markets, the national capital market should be fully
liberalized, which in turn depends on the stabilization of the domestic price
level and the elimination of substantial reserve taxes on domestic banks.... As



long as domestic banks remain restricted and heavily taxed, it is
pointless-indeed destructive--to alow foreign banks....to operate freely in
domestic financial markets. Even more destabilizing isto alow "hard' foreign
currenciesto circulate in parallel with the still “soft' domestic one."

Only when domestic borrowing and lending take place freely at equilibrium (unrestricted)
rates of interest and the domestic rate of inflation is curbed so that the ongoing depreciation in
the exchange rate is unnecessary, are the arbitrage conditions right for capital account
convertibility. Otherwise, there may be unwarranted capita flight or an unwarranted buildup of
foreign indebtedness or both. "Free foreign exchange convertibility on capital account is usually
the last stagein the optimal order of economic liberalization”.

From these perspectives, one may say that China has hardly reached the benign stage
where she could open the capital account while maintaining a "noninflationary financial
equilibrium®.  Indeed, the fiscal deficit in China has not been eiminated, and the budget of most
financial institutions and enterprises (in particular state enterprises) has not been really hardened.

Positive yields on deposits and positive real lending rates have emerged, thanks to the rapidly
faling inflation rates since 1996. But nobody is sure how long they would last as they have not
semmed from successful ingtitutional reforms. The "financial mess' within the lending
institutions and between banks and enterprises still needs to be cleaned up.

Of course, one can criticize McKinnon's "optimal sequencing” as being too theoretical to
be of much practical and policy relevance. After al, China has not followed the first half of his
sequencing: Chinese enterprises have borrowed heavily before the fiscal deficit is eliminated, or
before the national capital market is "fully liberalized", against his advice. His scheme looks
like a "first best" abstract reasoning, rather than a "second best" analysis that caters for the
impossibility of completing any one step without starting another, as well as the existence of
formidable constraints on the policy maker's choices.

Nevertheless, his expressed worry about the possible dire consequences of opening the
capital account without putting the domestic economy and financial system in proper order is
still worthy of serious attention.

One Country, Two Currencies?

Irrespective of the actual speed of redlization, as the Renminbi (RMB) moves further
towards the state of full convertibility, given progress in China's domestic economic reforms, a
guestion would arise concerning the fate of the currency of Hong Kong---the Hong Kong dollar
(HK$). Hong Kong becomes a special administrative region (SAR) under Chinese sovereignty
in 1997; but from the early 1980s onwards, its economic linkages with Mainland China have
been rapidly strengthening through apparently phenomenal trade and capital flows. Are two
separate currencies (the RMB and the HK$) redlly necessary when the RMB becomes fully
convertible, some time in the future? Moreover, some cynics have aready openly predicted
that, because of political as well as economic considerations, the HK$ would be "swallowed" by
the RMB in the post-1997 era, even before the RMB turns fully convertible.  One reason
sometimes cited is that Chinais after Hong Kong's huge foreign exchange reserves, asif Chinas



own ballooning reserves were not enough.

The officid position on this issue is clear. As dipulated in the Basic Law, the Hong
Kong SAR will continue to issue its own currency and decide its own monetary policies.
Monetary relations between the Mainland and the SAR have been characterized by Joseph Yam,
Chief Executive of the Hong Kong Monetary Authority (the territory's central bank), as "one
country, two currencies, two monetary systems and two monetary authorities which are mutualy
independent.””  Chen Y uan, a Deputy Governor of PBOC, has openly endorsed such a view.
Chen emphasizes that " (t)he Hong Kong dollar and the Renminbi will circulate aslegal tender in
Hong Kong and the mainland respectively. The HK$ will be treated as a foreign currency in
the mainland. Likewise, the Renminbi will be treated as a foreign currency in Hong Kong."*"

Is this official line credible? In another paper, " we have analyzed the economic
rationale for the coexistence of the HK$ and the RMB after 1997.  Asthe other side of the same
coin, such an analysis amounts to addressing critically the rationale of monetary unification, the

aternative to the coexistence of the two currencies.

The benefits of a unification of currencies are basically related to (a) the transaction costs
of the currencies and (b) the risk posed by exchange rate variations. In the case of China and
Hong Kong, unification would reduce the transaction costs and the risk of exchange rate
variations only between the HK$ and the RMB but not between the RMB (or for argument’s sake
anew unifying currency) and other currencies.

The economic linkages between the Mainland and Hong Kong have no doubt been
strengthening rapidly, but their true scale and significance should not be exaggerated. ™"’  As|
have analyzed elsawhere, the huge trade flows between Hong Kong and China have been
dominated by trade in intermediate goods arising from Hong Kong's utilization of the Mainland
as an outward processing zone. Netting out such activities, Hong Kong's dependence on the
United States as a market for final goods has not fallen much since the 1980  While Hong
Kong accounts for over 60% of foreign direct investments in China, China's cumulative stock of
direct investments in Hong Kong by 1994 made up only 18% of total foreign direct investments
and ranked third, after the UK and Japan. In the year of 1994, Chinds direct investments in
Hong K ong were estimated to constitute a meagre 4.5% of Hong Kong's capital formation. ™"

In other words, the "integration” between Hong Kong and Mainland China has not been
that advanced. It has certainly not come to a stage that the two economies congtitute an
"optimum currency ared’. ™" Nor should such a stage be targeted in the post-1997 era.
Among the criteriafor monetary union, fiscal integration and a high degree of factor mobility are
often regarded as the most important. ™" According to the framework of "one country, two
systems’, however, fiscal integration between Hong Kong and Mainland China is not supposed
to take place as there will be no fiscal transfers to smooth out asymmetrical shocks to the two
economies. Moreover, labour mobility across the border is to be strictly controlled. Hong
Kong cannot export its unemployment to the Mainland, nor vice versa™*™

From the perspective of optimality, the unification of two currencies of different qualities
will produce a net socia benefit only if the "inferior currency” is eliminated. Thisiswhy, in a
multi-currency environment such as the European Union, the "best currency” (the German mark)



is dways seen as the mode for the unified currency (Euro). In the case of China and Hong
Kong, it is extremely unlikely that the RMB would be regarded as an "inferior” currency to be
eliminated. Because of the political redity, a system of one currency could only mean the
demise of the HK$. Thiswill hardly be beneficial to Hong Kong,"I and its benefit to Chinais
also in serious doulbt.

Moreover, the net benefit is unlikely to become significant over time, particularly if the
RMB, in its further progress towards full convertibility, isincreasingly seen as a stable currency
by internationa traders and investors. As is well known, the benefit of unifying two stable
currenciesis very low. All in al, the arrangement of "one country, two currencies’ is perfectly
congstent with the framework of "one country, two systems'. There is no good economic
argument for unifying the HK$ and the RMB after 1997.
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