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the only major Asian currency that stayed out of the
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1. Foreign exchange control system and
convertibility of the renminbi

NEHBEERHE L ARTOZHME)

(1) Dual exchange rate system until end 1993 (ZE&A%
HIZHI) : coexistence of official rate (fixed rate at 1
US$=5.7 RMB)and market rate (floating rate)
—Figure 4.1

(2) Jan. 1994 : Unification of dual exchange rates and
reform of the foreign exchange control system
—the managed floating exchange rate system (E—

NEBZHAIGH)
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Definition of ‘foreign exchange’
by American Heritage® Dictionary

1. Negotiable bills drawn 1n one country
to be paid 1n another country.

. Transaction of international monetary
business, as between governments or
businesses of different countries.




Changes in RMB rate A
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(3) Dec. 1996: China moved to IMF Article 8 nation from
Article 14 nation —no restriction on current account
transactions (capital account transactions may be

regulated) FEFEERG | DRFIAR]  (BEAXRERSIFEH (7T

RMB gains prima facie convertibility in current account
transactions, but in reality...

(4) July 1997: Outbreak of the Asian monetary crisis!

China managed not to be affected directly by the crisis
due to its strict foreign exchange control system.

(5) Dec. 2001: China joined WTO.

RMB gains current account convertibility in the real
sense of the term.




Relations between IMF agreement and GATT
(WTO agreement) regarding currency convertibility

During Bretton Woods era Today
(1945~1971) * There is no direct linkage
« IMF§14 + GATTS12 between IMF and WTO
restrictions on current a/c agreements.
transaction allowed 1n e When China became
finance and trade IMF§8 nation, it was not
 IMF§8 + GATTS11 free a member of GATT
current a/c transactions in (WTO).
both area  Now Chinaisa WTO
—Currency gains current member, RMB gains

a/c convertibility! current a/c convertibility.
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What is currency convertibility (GBE D33#a%E) 7

(1)

(2)

(3)

Convertibility in current account transactions (fRIE
A9283#214%): Chinese RMB, Korean won, Thai
bahts...

Full convertibility (Fe£753c#21%) : The currency
is freely traded at a single exchange rate in
international markets, such as US dollar , euro, yen,
Hong Kong dollar, Australian dollar and other
international currencies.

The ultimate goal of the Chinese foreign exchange
policy 1s to realize full convertibility of the RMB 1n
future.



2. Features of China’s balance of payments

(P E D E RN DFFEH)

(1) Double surpluses of current a/c and capaital a/c.
(nota bene: in 1980s China’s current a/c was 1n
deficit, which was covered by capital a/c surplus.)

MFDEF
(2) FDI as a main driving force of export expansion ¥
N EEEEREDELIEXRICE
(3) High share of processing trade (TRFEIMILES):
55.3% in 2001, and foreign funded enterprises (7}
BREZE) 50.1% in export

(4) Problem of capital flight/inflow (BZ4skEE - FTA)
8




China’s Balance of Payments

94 95 96 97 98 99 2000 2001 2002
FEE XL current a/c 69 16 72 297 2903 157 205 174
B 5K trade 73 181 195 404 466 362 345 340
rrfan] 1,026 1,281 1,511 1,827 1,835 1,947 2,491 2,662
export (1.5) (20.9) (0.5) (6.1) (27.9) (6.8)
WA A 953 A1101 A1315 A1424 A1369 A1585 A2147 A2322
import (5.1) (2.5) (A3.9) (15.8) (35.5) (8.2)
#-t* AUN K services 3 A 61 A 20 A 57 A49 A75 A56 A5S9

A& Xincome A 10 A118 A 124 A 159 A 166 A180 A147 A192

BRI capital a/c 326 387 400 230 AG3 76 19 348
EEREEEFDI A 20 A 20 A 21 A 26 A26 A18 A9 A69
afE 338 358 402 442 438 388 384 442
AR AAE A4 1 A6 A9 A38 A105 A113  A206
portfolio investment
afE 39 7 24 77 1 A7 73 12

Tz BERE A 12 A1 A1 A 339 A350 A244 A435 208

=L A 15 51 13 84 A86 63 123 A39

R E R Ferror & omission A 91 A178 A 155 A 170 A166 A148 A119 A49

SN E % R foreign reserve A305 A2255 A317 A357 A64 AS85 A105  A473
movement

(&)
SNERRRE(FK)foreign reserve 516 736 1,050 1,400 1,450 1547 1656 2,122 2,864

(HFr: FEERNEEERL L)



WTO accession and balance of payments
FREOWTOMNH & E RN
Expected trend of BP after WTO membershipE#inD 8.

Current account surplus will drop by smaller trade
surplus and larger service and income account deficits.

Inward FDI will increase 1n capital account (risk
factor 1s a possible surge of capital flight).

BP of 2002
Trade surplus US$442 bio
Inward FDI (commitment) US$82.8 bio (+19.6 %)
Inward FDI (disbursement) US$52.7 bio (+12.6 %)
BP of 2003
Trade surplus US$25.5 bio (*customs basis)
Inward FDI (disbursement) US$ 53.5 bio 0




3. Current Issues in Financial Sector

E&rtERMI D =R

(1) Bad assets & risk management of state owned banks

4 KE

- Problems:
(a) low profitability {E{\FIJ#&zZE

(b) Bad Assets (NPL : non-performing loans) ratio of
ca. 20.3% (official figure, end 2003), in reality 40%

(S&P estimate) &V BRIEHELEEE

© poor risk management system and corporate

governance
* Solution to bad assets probl

RIRTOARFIELURIE

(nm

U X0 EBEHDAm

ems depends greatly on the

4E

d

fate of SOE (state owned enterprises) reform

E

B{ERN

=

DB RDRDF
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(2) Short-term money market FRHEIEE ™R

Unit: RMB100 mio 1998 | 1999 | 2000 2001 2002

Annual turnover of interbank | 2,031 | 7,339 | 22,540 | 48,215 113,989

money transactions

Call loans 989 | 3,292 6,728 | 8,082 12,102

Repos 1,042 | 4,047 | 15,782 | 40,133 101,885

(P PEEMFHLT L)

- Aversion of credit risks of market participants

I U R LR
- Small size of money market THIHRIRD /NS ()

{

jill]

- There is no “market interest rate” like Libor. ¥§

ZL TN
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(3) Foreign exchange market 9} [E

Unit:US$100
mio

94

95

96

97

98

99

02

03

Annual forex
turnover

408

720

628

697

520

315

750

972

1,511

(HFr: 4k THREOWTONMBE LHERZDOERIE] , TEREER] 10855)

*Small, stagnant and 1nactive market

*Only spot transactions (no forwards or derivatives for risk

EYAEICRE (EMAELL)
MiIERFEED H=

hedging)

*Background of underdevelopment

(a) rigid market mechanism (no direct dealing among
participating banks)

4\

AR DIRX

(b) PBC (People’s Bank of China) supervision

© strict capital account control

(d) poor function of short-term money market

13




(4) Monetary policy of the People’s Bank of China
FEARRITOEREER

From direct control (the regulation of total loan
volume) to indirect financial control, but still half
way under current full regulation of loan/deposit
interest rates  [E 1R D 5 BIER B ANBITH
Open market operations 23 TIZIEER: an
important policy instrument to control money
supply

Official discount rate N 258: only nominal
Minimum reserve requirement#4E{EFAE HIE: the
balance twice as much as legal requirement (flight
to quality)

Importance of “window-addressing” 2 58
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4. Features of RMB exchange rate movement

ABRBOHEER L TDRF/H

ARTTDO % BiE5 & RER3NES
Chinese RMB Nominal and Real Effective Exchange F
1993:10
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(source: JP Morgan, Bank of Tokyo-Mitsubisl
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(1) Appreciation period of the RMB’s exchange rate
(1994-1997) ARITHEiZD L7 HA

Nominal rate: US$1=RMBZ&.70 (Dec.1993)—8.28
(1997)

Favorable balance of payments of twin surpluses ¥
DEF

Favorable overseas economic environments (US “New
Economy,” high growth in East Asia) @A MHiFHLK
Expansion of export industries thanks to FFE (foreign
funded enterprises )i i EE ZE D LK

China’s high GDP growth rate (1994: 12.6%, 95:
10.5%, 96: 9.6%, 97: 8.8%) FEFDEKE

16



(2) De facto fixed exchange rate period
(1997-today)Z3E £ _ D E FE 4815 D KA

(D Unfavorable BP development (1997-2000)
* Nominal rate: US$1=RMB&.28-8.27

* Decline of capital account surplus, especially by capital
flight & ANk 6

e Negative impact of the Asian crisis on neighboring
economies ¥ 7 B D E

* Slow down of China’s GDP growth rate and 1ts support by
fiscal deficits (1998: 7.8%, 99: 7.1%, 00: 8.0%, 01: 7.3%)
AR

* Priority on economic and social stability due to three major
reforms and the rise of unemployment rate & TE {2 5

@ Strong growth of BP surplus (2001-2003)
* Return of high growth (GDP 02: 8.0%. 03: 9.1%) 7




(3) Pros and cons of fixed and floating rate regime

for China [&

| EHHES E X BIHHIEDKRE

* Fixed exchange rate regime

Advantage: stability and predictability (China’s trade
dependency ratio 50 %) #HiZFDEE & FHI1%
Disadvantage: fixed rate level not necessarily an
equilibrium, capital a/c restriction, @& tJ] 7R 7K 4 & (T
BRS /&Y, EARELG| 2R
* Managed floating exchange rate regime

Advantage: smooth adjustment to BP trend, gradual
capital a/c liberalization, promotion of economic

competitiveness

| RN BN [A) 2 f Bk

Disadvantage: mstability (volatility and misalignment),
risk of sudden capital in-and outflow INEE 8



(4) Pressure for RM]

3’s revaluation ARITYIY EIFER

- Despite the official explanation of “managed floating

exchange rate system, the rate of RM|
“fixed” at US$1

=RMBS8.28. FEZERLD

* The 1ssue of

t

B has been

T 4815l

revaluation (ARIJTOYI_E(F) and

a more flexible fluctuation band (Z &g D58 111k)
(nota bene: in 1997-99 the market rumored about

balance of payments.)

devaluation (Y] F(F) due to deteriorating

- Chinese government 1s reluctant to RMB revaluation
or widening of the fluctuation band in order to
maintain the export drive that sustains GDP
growth.—>Stability
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5. Future Prospects 5% DEE

(1) Alternatives of exchange rate regimes

S EHEIGH

E D ERE

» Dilemma of stability versus change TEEHEDT 4

L=
--Domestic factor (
demands stability.

--External factor (XTI E[X

£

2

A

rise of jobless rate)

increase of export and FDI)

demands exchange rate flexibility and revaluation of

RMB.

* When and how the‘ RMB’s ﬂuctuatign band‘will be made
wider? WD, EDQXD ICEENRZELIT 5D

Prerequisites: a well-functioning forex market and offer
of risk hedge instruments
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(2) The outlook for RM]

B’s full convertibility

BRI /a3

To realize the full convertibility of RMB, China
needs to liberalize capital account transactions, but...

3RS

RIAICIIEARH

LS LBEDS - - -

Lesson from the Asian monetary crisis: Unprepared
capital account liberalization could be disastrous.

Necessary conditions

HEZ: (a) well-

functioning macro-economic policy, (b) market
economy with price mechanism and © strong
financial system

China will need time and efforts, but should keep
endeavoring for full convertibility. ZE S RFEZE T,




