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Abstract



Capital controls proved useful for the central piag system, but the growing adverse effects
make the reform inevitable. Early reform effortsrevéocused on relaxing restrictions on foreign
exchange availability and embracing for marketésravhich led to the establishment of Chinese
currency’s convertibility on the current accountl®®4. The Asian financial crisis disrupted this
process.

China recently has quietly re-launched this refoFimve new measures are directed at
loosening up controls over capital account transastto achieve so-called “fundamental
convertibility” with full convertibility on the cuent account but conditional convertibility on the
capital account that allows free long-term cagditals but restricts short-term capital flows.

The recent reforms feature a strategy of seletitiegalisation and China is making progress
in reducing the intensity of controls, particulaclyntrols on capital outflow. A new regime has
emerged under which transactions in most internatiassets are freed though a number of capital
transactions remain regulated. Meanwhile, Chinaphasactively promoted international use of

Chinese currency. These developments suggestethieriing of the end of capital controls in China.
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l. Introduction

More than two decades of economic reforms haveaonahtally transformed the
Chinese economy. However, in transition to a magkenomy China is still faced

with many outstanding tasks. One of these, andgpsrthe most serious, is how to



deal with the continual existence of capital colsttbat frustrate capital movements

across China’s border.

The merits and demerits of capital controls havenbeell debated in the literature
(Dooley, 1996, Eichengreen and Mussa, 1998, Daately\Walsh, 2000, Dornbusch,
2001, and Gourinchas and Jeanne, 2004). Historjaalpital controls allowed China
to fend off disruptive capital movements, set tkehange rate independently and
mobilise scarce resources of foreign exchangettoma development projects (Yin,
et al., 1991). Further, in recent years, Chinagnaatly benefited from the protection
provided by capital controls in avoiding mayhemshaf Asian financial crisis (Han,
2002). However, as the Chinese economy becomeseratd opens its door ever
wider to the rest of the world, the effectivenekthe control regime is diminishing
and the administrative costs rising (Zhong, et24lQ4). As a result, calls for

reforming the control regime steadily become stesr{tyu, 2001).

But, for a country like China, it is no simple neatto revoke such a regime. The
capital controls regime has long been an integagl @f the economic system. Its
reform will radically change the functioning of thdole economy and requires many
other supportive policies with formidable complcitnternational experience has
shown that freer capital movements are on the wiveléare enhancing, but
premature liberalisation is everywhere a recipdif@ncial crisis (Gao, 2000). So
what is really at issue for China is how to hartlkeliberalisation process (Zhang,

2004).



China is aware of the immensity of the tasks inedland has pondered deeply over
the management of the process of capital acccueridiisation (Yu, 2001; Guan
2002). Quite contrary to general belief, this pgschas already begun. Despite ups
and downs, a lot has actually been achieved wilnming results. All the indications
are that China is committed to establishing an aagmtal account, and that reform of

China’s capital account policy is likely to quickemnthe years to come.

For China as a world trading nation, lifting cap@antrols for a full convertible
Chinese currency will change the way that naticasieith the rest of the world and
perhaps also the landscape of international finahlce implications are simply
enormous. It will then take an increasing inteneginding out what China has

achieved and what will happen.

As a successful reformer, China is noted internaliy for its sensible handling of
general economic transformation. So far, many atbantries have plunged into
crisis when liberalising their capital controlsidtyet to be seen how China will fare.
Good or bad, the Chinese experience in establigtapdal account convertibility will

prove to be valuable.

The rest of the paper is organised as follows. i Section will give a brief
account of the history of capital controls in Chpraor to the reforms. Section Three
introduces the evolution of China’s capital accawgime in the early reform period
up until 1994. Section Four analyses the framewbtke current Chinese capital
controls regime. Section Five concerns recent dgveénts of the reform of capital

controls in China, especially the reform measuaigen by the Chinese authorities



after the Asian financial crisis. Section Six goesto analyse China’s policy goals

and the reform strategy. The last Section concludes

II. A Brief History of China’s Capital Controls

Capital controls in China are shrouded in an extensystem of “Foreign Exchange
Management”. According to official articulatiomet foreign exchange management
system covers all aspects of foreign exchangeadioss including organisation,
coordination and restriction of foreign exchangecpases, sales, settlements, prices

and marketing (Wu, 2001).

Historically, this control regime was developed ofithe need for the collection of
limited resources of foreign currency availabléhte country for the after-war
economic rehabilitation (Yin, et al., 1991). Shpadfter the foundation of the new
People’s Republic, the central authority in 1956npulgated the Temporary Methods
for Foreign Exchange Distribution and UtilisatignCentral Financial and Economic
Committee was set up, empowered, among other thingxecute exchange controls
in China. Foreign exchange income was requirecttedid to or deposited with state
banks while users had to seek approval from th@lEescBank of China (PBOC) for
obtaining foreign currency needed for imports dreotnon-trade activities. Only with
a permit, could a user purchase foreign exchargge ttesignated state foreign
exchange banks, 53 in total (Zhang, 2002). Thearehimg mission of the regime at
this stage was to achieve financial stabilizatigmdstricting destabilising movements
of foreign capital. Meanwhile, the regime was alssigned to plug up leakage of
foreign exchange revenues from central controlsraobilise all foreign exchange

available into government hands (Chen, 2001).



After 1956, the regime was further centralised adiog to the principle of
“centralised controls and unified transactions’cé@mpulsory planning system was
instituted, turning China’s exchange controls iatstrict command system. The state
monopolized allocation of foreign exchange, thérsgf the exchange rate, and
related regulations. All foreign exchange busineas to be conducted solely by the

state bank, the Bank of China (Wu, 2001).

In parallel with the master trade plan, the natidoeign exchange plan was
formulated by the State Planning Commission (SP@&} aonsultation with the
Ministries of Trade and of Finance, and the Peg@Bzaink of China. All foreign
exchange for trade or non-trade purposes by cept@lincial or local government,
or by public or private agents, were to be appravedithen listed in the plan. The
plan was mandatory and exchange controls were @daccordingly. With that, all
foreign exchange proceeds would be surrenderdtktetate and every demand for
foreign exchange had to be approved by the statdamllocated according to the
plan (Lardy, 1995). Furthermore, there was a ragigaration of income and
expenditure. They had to be kept in separate ats@mna subject to different controls

(Chen, 2001).

Exchange controls were the mechanism designedppied to ensure the matching
of imports and exports in financial terms. In amhitto the roles of preventing
disruptive capital movements and mobilising foreggichange resources within the
country, the regime was now granted a new missi@nsure a smooth functioning of

the central planning system as far as foreign exghavailability was concerned.



The regime worked by way of plugging up leakagéogign exchange revenues
from central controls and mobilising foreign excharflowing into the country to
promote national development projects that requirezhcing in foreign exchange

(He and Xu, 1997).

Capital controls in China featured a dual reginag thstrained quantity as well as
price of foreign exchange. In addition to the impos of quantity controls, the
exchange rate was strictly regulated. The RMB emgbaate played only an
accounting role, translating foreign trade transastinto domestic counterparts.
Economically, the RMB exchange rate was relevaht tmnnon-trade transactions,
such as foreign tourism, remittances from over€dasese, etc. With regard to
institutional arrangements of the exchange rat@ma&had a managed floating system
during 1945-55. From 1955, it operated a fixedmegwvith the RMB exchange rate
being frozen for almost 17 years. When the worlged the era of general floating
currencies in 1973, China pegged the RMB to a lagkaternational currencies

(Zhang, 2000).

In short, the Chinese capital controls regime engre-reform years was a dual
institution that controlled both quantity and prmfeforeign exchange. The main
functions it performed included fending off disnwetinternational capital
movements, mobilising foreign exchange resourcesdtional development projects,
and ensuring foreign exchange availability for filnectioning of the central planning
system. On the whole, this regime worked reasonablyin performing its
designated roles. However, as the country gradoakned its doors to the outside

world in the reform years, the adverse effectdefregime such as ineffective



allocation of foreign exchange resources, irrati@xahange rates, and the increasing

cost of administrative management have raisedtdke ©f the reform to this regime.

lll. Evolution in the Early Reform Period

Since 1979, when economic reforms were launchesha@hcapital and exchange
controls have undergone sweeping changes. Firstghese was the establishment
of a supervisory body. In March 1979, the StategBanAdministration of Foreign
Exchange (SGAFE) was created within the Bank oh&o supervise all inflows and
outflows of foreign exchange across the countryAdigust 1982, the SGAFE ended
its association with the Bank of China to beconhei@au of the People’s Bank of
China (PBOC, the Chinese central bank), rename&tidte Administration of

Foreign Exchange (SAFE). In July 1988, the SAFE m#sunder the direct control of
the State Council, with organisational affiliatitmthe PBOC. In December 1989, the
SAFE was promoted to vice-ministerial level. Witiststatus, it was merged with the

PBOC in 1990 by a resolution of the People’s Cosgfeiu, et al., 1997).

The creation of this single supervisory institutltas helped reduce bureaucracy and
has improved informational and institutional eféiecy. For, prior to this, despite the
extensiveness of capital controls, the administratif the regime was carried out by
different ministries, each concerned with a paléicaspect of the controls.
Confusions, overlapping of responsibility, andghings among officials were an

inevitable occurrence.



Along with this institutional improvement came léghanges helpful for the
establishment of a rule-based environment. In Déeerh980, the State Council
promulgated the Preliminary Regulations on Foré&gohange Management
(amended in April 1996). Later, several bylaws arlds were issued by the SAFE.
These cover foreign exchange utilisation by indmails, Sino- foreign joint ventures,
special methods for Special Economic Zones, fordast registration, outward

investment, tourists’ foreign exchange, and foreagohange guarantees (Wu, 2001).

The old controls system was based on rule by mapublished internal policies and
bureaucratic expedient were the main media threugbh all foreign exchange
within the country was controlled. The system wasstprone to bureaucratic abuse.
The effort of trying to regulate the controls wahegal framework represents a

welcome break from this tradition.

The third reform concerns the liberalisation ofign exchange allocation that led to
the emergence of some form of foreign exchange eankChina (Khor, 1993, Lu

and Zhang, 2000). In 1979, China introduced foreigchange retention schemes to
encourage export enthusiasm. The schemes tri@aktoriport entitlement with

export performance by allowing domestic units (imichg producers, trading
organisations and provincial governments) to resame share of the foreign
exchange they earned through export. When domesgéicts surrendered their foreign
exchange proceeds to the government, in additioedeiving domestic money at the
official exchange rate, they could obtain entitletseo a proportion of foreign
exchange. The proportion or the retention ratio syseified by the government, and

was called the foreign exchange quotas in ChinaafiteXu, 1997). The retention



ratio was generally between 10 and 50 per certs iearly stages and averaged about
44 per cent overall for the whole period (Khor, 3R9nitially only applicable to
above-target exports, from 1988 the system wasdbasactual foreign exchange
receipts. In the early version, priority regiongoged higher retention ratios. For
Special Economic Zones and minority regions (siuchibet), the retention ratio was
as high as 100 per cent. For economic and Techigaldgevelopment Areas in
coastal cities, the ratio hit 80 per cent. Guangdamd Fujian provinces were each
given a retention ratio of 30 per cent becauséeif special policy status, while other
provinces could only claim a ratio of 25 per cetter, priority products and sectors
were given preference. From 1991 to 1994 whendtention schemes ceased, all
regions and sectors were given a uniform ratioOop&r cent, though in minority and
less-developed regions preferential treatments weaiiatained (Shang and Yan, 1995,

Ba, 1999).

While the usages of retained foreign exchange wseeeified by the government,
imports financed by such retention quotas requa@g@lanning permit in general
cases. As a result, imports under the schemesfaidsefree. Given the strict import

rationing in China at the time, this was a sigmifitliberalising step (Ba, 1999).

The quotas, or foreign exchange entitlements iim thee nature, were initially not
transferable, which limited their inducements. Thegame marketable in October
1980 when the Bank of China launched a swap busineR2 cities, which provided
some intermediary services for holders of foreigchange entitlements and the
demanders. From August 1981, these notional quotalsl be sold to the bank

directly. In the beginning, the price of such noibquotas was at the Internal Rate

10



for Trade Settlement (the IRTS rate), with a maxfinp to 10 per cent added or
deducted. As of October 1985, this was changee fariced at one RMB yuan more
than the official exchange rate with a ceiling &@tyuan per dollar. In October 1986,
Foreign Invested Enterprises (FIEs) were allowesitap foreign exchange among
them, with the price to be decided freely by thaipa involved. This gave rise to the
emergence of swap centres exclusively for FIEsarsgg from the swap market for

domestic enterprises where the price was restr{@edng, 2002).

Further liberalisation occurred in April 1988. Withe introduction of the contract
responsibility programmes in the foreign trade @ec¢he barrier segmenting domestic
enterprises and FIEs on the swap market was Hitedthe swap rate was allowed to
move freely. Meanwhile, controls over the amountebdined foreign exchange that
could be actually spent in a year were droppednFt&September 1989, private
residents were gradually allowed to sell foreigrrency on the swap market,
resulting in total freedom in selling foreign exolga on the swap market (Wu and

Chen, 1992).

On the demand side, restrictions on the purchag@&fin exchange remained,
reflecting China’s cautious approach to foreignhexge liberalisation. Domestic
buyers had first to be eligible to import, and thexl to obtain foreign exchange
approval from local offices of the SAFE. For licedamports, enterprises had to
obtain the licence in the first place. For non4tised imports, SAFE approval was
based on a “Priority List” compiled in conformityittv the national industrial policy.
For products outside the list, mostly consumer gotte restrictions applied were

less stringent although this varied between regions

11



With the free pricing of retention quotas and aréased amount of foreign exchange
that could be retained by Chinese agents, the sveaket expanded dramatically. In
1988, amid an increased number of authorised kwap centres, a national swap
centre was created in Beijing to deal with swaprmss between ministries and
between regional swap centres. By the end of 119@8e were 119 swap centres in

China, with at least one swap centre in every ma/i\Wang, 2003a).

The dramatic development of the swap market wadestone in China’s exchange
reform. The swap market itself entailed liberalmatof foreign exchange allocation.
As the foundation of this market, foreign exchangtention schemes granted
exporters easier excess to foreign exchange, amtelewer costs due to reduced
bureaucracy. Also, the schemes made it possiblexfporters and local governments
to readily import for their own needs that were netessarily high in the central

government’s priorities.

The swap market furthered the beneficial effectetdntion schemes. The
transferability of the retention quotas at a dejated rate gave an implicit subsidy to
exporters. As a result, the swap market providédkast partially-- compensation for
the general anti-export bias of the trade systenreMundamentally, it allowed
intereactions between demand and supply, leadititetontroduction of the essential
elements of a market system into China’s foreigrherge allocation and so

providing gains in terms of allocative efficiency.
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On top of these, it also contributed to the refofithe exchange rate. There is
evidence that the authorities had used the movenudithe swap rate to gather
information about changes in the domestic cosbrifin exchange. Such information
was then used by the authorities to assess thaipngvexchange rate policy and to
decide possible adjustment of the official excharage. As a result, the Chinese

exchange rate policy became largely market-driven.

Thus, the rigid Chinese regime of capital contmds shaken to its foundations. The
relatively free supply of and demand for foreigrleange at a market-driven rate
spelt the beginning of the end of a regime tha¢debn quantity and price controls to

insulate the domestic economy.

However, the liberalising experiment was not withibsi problems. The most
intractable was a multiple exchange rate regimedirerged when a swap rate
existed in parallel with the official exchange tafbe authorities tolerated the
existence of a more depreciated swap rate to redresvaluation. But the multiple
rate regime did lead to unpredictable discrimingti@nt-seeking activity and
corruption, which gradually made the swap marketaséter for wide concern and

finally an object of further reform.

Further liberalising reforms were adopted by then€se government. Entry and
usage controls were progressively relaxed, thatieteratio increased, and a national
swap centre was created to reduce market fragn@mt&inally, the government
unified the exchange rates and established pattraéncy convertibility on the

current account in 1994 (Lu and Zhang, 2000).
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The liberalisation process continued after 1994 (\97). In preserving the swap
business for FIEs, the 1994 reform programme casset® resentment. Compared
with the freedom granted to domestic enterpris#ss Felt that they were
discriminated against because they still had taiolAFE’s approval for access to
swap centres and pay a fee. It was also fearedht@aovernment might tighten the
requirement for individual FIEs to balance theireign exchange account. In
response, the government abandoned the arrangemiity 1996 and allowed FIEs

to buy foreign currency freely on the inter-bankrkea®

Furthermore, from 1995 individuals can buy $1000dice overseas trip ($600 to
Hong Kong). Starting on 1 January 1997, authorisegign banks may provide
financial services in RMB in Shanghai, and lateiro8henzhen. With most current
account transactions freed, China on 1 Decembes @fizially notified the IMF of

RMB’s convertibility on the current accodnt

It was only logical that China’s next move wouldtbeallow RMB’s convertibility on
the capital account. However, because of the Afai@mcial crisis, the process was
disrupted. To many Chinese economists, the criaslargely due to volatile
movements of international capital. This beliefquexded the Chinese government to
be more cautious about liberalising capital costrBlespite this, convertibility of the
RMB on the current account has significantly redluitee extensiveness of capital
control in China (Song, 1999). The once all-inchessystem of foreign exchange

management has now given way to a mixed systenhichvwthe current account is

! People’s Daily, 21 June 1996.
2 people’s Daily, 1 December 1996.
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free while the capital account remains restricfegla result, whereas the general term
of foreign exchange management is still used im&hivhat one may now hear is the

term capital account management.

I\VV. The Current Regime Framework

At present, the framework of China’s capital colsrmonsists of three pillars, i.e.
controls over foreign debts, international portiahvestment and foreign direct

investment (Yu, 2001).

The control over foreign debt covers Chinese gawemt’s liability, long- or short-
term, to foreign governments, international orgames, international banks, and
companies. The control operation involves the sizecture, maturity and repayment
of debts. Planning permission and registratiora#se required. The types of debt
subject to control extend to international loansjgrt financing, external collateral,

and risk management.

In theory, both inward and outward investmentstleeremit of the control over
international portfolio investment. However, as/pte Chinese residents are
prohibited from buying foreign securities, the emtrregime centres on controlling
overseas issuance of bonds by government bodesstimg of Chinese company
shares in overseas stock exchanges (includingrttrédng Kong), and the issuance
and transactions of B shares, which are a spggaldf Chinese shares denominated

in US dollars and used to be traded only amongQ@ioinese residents in China.
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The third pillar of China’s capital controls is theanagement of foreign direct
investment (FDI). China has been particularly sasfid in attracting FDIs. Controls
in this field were traditionally focussed on inwdB!I, including the amount of
investment capital to be paid in, operational exiiteines and receipts in foreign
currency classified as capital account transactiang external borrowings by FDI
firms. But, recently, this focus on inward FDIdsing gradually replaced by China’s
concern with outward FDI, especially outward FDI®yinese companies, which we

will discuss later.

Throughout the mid-1950s to the 1970s, the priecgulopted by the Chinese
government for capital controls was that of cerdesl management with unified
operations. In the early reform years, this wasifrextlas being centralised
management of foreign exchange, uniform requirestamtall units to balance
foreign exchange expenditure and income, ensukiatadility of foreign exchange
for key projects, and allowing retention of foreigurrency proceeds from trade and

non-trade activities (Wu, 2001, Guan, 2002).

These policy principles had a strong flavour oéssing the importance of balancing
foreign exchange books at all levels. With plesftjoreign exchange reserves now
being held by China, it is no longer necessaryina to stringently require all
agents to balance their foreign exchange accotlihesestablishment of convertibility
on the current account thus brings in a changeedgblicy approach.

China’s new policy stance now is that, having aadgeconvertibility on the current
account, the emphasis of foreign exchange manadesheuld change to that of

capital account (Wu, 2001). However, there is rehno seek an open capital account.

16



International experience has repeatedly shownpiteahature opening of the capital
account is a recipe for financial crisis. At thereat stage of China’s economic
preparedness, capital controls may have to remagiace to ensure adequate
availability of external funding, maintain stabjliof the RMB exchange rate, promote
restructuring of the domestic economy, protectisigonal economy especially the

state sector, and safeguard financial stability, @@01, Wang, 2003a).

The present principle for China'’s capital contislsherefore reduced to concern the
capital account only. Specifically, the new prireipalls for capital account
transactions to be subject to strict controls.ng§&nt examinations, approvals, and
registration procedures are required for all inweand outward investment, though
FDIs are to be encouraged. The total amount ofgoréebts will be restricted to an
appropriate size and structure be timely adjusd&e@ntion will be paid to economic
efficiency in using foreign capital to ensure repayt of the principal and interest.
Outward investment by Chinese enterprises is forbmoted with a view to further

developing China’s external sector (Guan, 2002,,12802).

V. Recent Developments

5.1 Developmentsin the General Policy Regime

17



Policy Goal

The official objective of China’s foreign exchandgeeralisation policy has been to
gradually make its currency fully convertible. Bdgspite its early progress in
liberalising the foreign exchange system, Chinaedauntil 1993 to formally
announce this intention, reflecting its cautiousnasdealing with the liberalisation of

exchange control3.

The success of the 1994 foreign exchange reforgranome boosted Chinese
confidence to some extent. As a result, Chind@ne initiative briefly became
bolder. In 1995, China again confirmed the conbiity plan, adding that positive
measures would be taken to create conditions f&ingahe RMB convertible (Wang,
et al.., 2002). Then, in 1996, China confidentlyifrex] the International Monetary

Fund of RMB'’s partial convertibility on the currestcount.

According to Chang (1998), the 1996 announcemenstagtually several years ahead
of its original target date. Moreover, given thioren measures that China has taken
such as abolishment of foreign-exchange balan@ggirements and export quotas
for FIEs and its rapidly growing foreign exchangearves at the time, Chang (1998)
suggested convertibility on the capital account perhaps a realistic goal for the
year 2000. Chinese researchers also mentionedaspleim to open China’s capital
account by 2000 had there been no disruptionsaisian financial crisis (Yi. 2001).
The full RMB convertibility was only to be halteg the breakout of the Asian
financial crisis in 1997. Quite unexpectedly, Gtiasuccess in shielding the RMB

exchange rate from speculative attacks generateshawithin the country that

% Resolution of the Central Committee of the Chin@senmunist Party on Several Issues Concerning
Building a Socialist Market Economy, People’s Dall November 1993.
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capital controls were not bad and even desirableh&hge controls were
consequently tightened after 1997, making a fuligvertible Chinese currency a

distant prospect.

This was relieved when the Asian financial crisesvover. And especially, after 1998
when China intensified its bid for the WTO memba@rskvere calls for liberalising
the foreign exchange system rekindled (Hu, 200ihceSaccession to the WTO in

2001, China has restated again that it will pustcépital account convertibility.

On 21 October 2003, the powerful Central Committethe Chinese Communist
Party passed a resolution on building a market@ogrin China. The resolution
declared that “Provided that risks can be effettigeiarded off, we should
selectively, and in steps, deregulate restrictamsross-border capital transactions
and gradually establish RMB'’s convertibility on ttegpital account.* This was the
first time that China mentioned specifically thgital account convertibility as an

official goal.

One aspect often missing in the study of Chind&erhlising attempt is the definition
of currency convertibility. What is really meant bgnvertibility could be quite
different in China than is conventionally understoGhinese government economists
at the central bank have talked about an interntegian for the “fundamental
convertibility of the Chinese currency” (Jing 200This plan aims to achieve “total
convertibility on the current account but condiaboonvertibility on the capital

account” for RMB, meaning that some long-term amtcount transactions will be

* People’s Daily, 22 October 2003.
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allowed freedom but short-term capital movementkhe prohibited, with all types
of current account transactions being convertibls. likely to be a favoured

definition by the Chinese authorities of China’pital account convertibility.

Reform Speed

Concerning the speed of China’s move toward an oppital account, Chang (1998)
believes that China used to have an aggressivéedinesfor making the RMB a fully
convertible currency by the year 2000. Groombri§1) also believes in the
existence of such a plan. As mentioned beforeAthan financial crisis had disrupted
the process of China’s financial liberalisationluttng any possible reform
timetables. In any case, even if this aggressivetable had ever existed, it is likely
that the Chinese government, alerted by the Asram€ial crisis, had abandoned it.
Indeed, despite some international urge for a botdertibility programme
(Groombridge, 2001), China has recently confirnted any move to an open capital

account will be gradudl.

Reform Timetable

Publicly, the Chinese authorities have never dafigicommitted to a specific
timetable for opening the capital account. Howeseme officials have suggested a
timetable for the RMB to become fully convertibie 2015° Wu (2000) believes
China will more likely be ahead of, rather tharetathan 2015 to achieve an open
capital account. An even more enthusiastic esénes reported in Wang (2003Db),

suggests China will establish a basically opentabpccount in 5 years from 2003. It

® People’s Daily, 22 October 2003
® Voice of China, 2 November 2001. The newspapeorted that Dr Yi Gang, Deputy Secretary of
China’s Monetary Committee, gave such a timeline.
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is perhaps reasonable to put the time-frame fon&&iachievement of fundamental

convertibility around 2010 (Jing, 2003).

Reform Sequence

Discussions on the sequence of decontrolling Chioapital account are still ongoing
within China. It is generally agreed that convaelitypof capital account should start
with conditional convertibility, then moves to fubnvertibility. The official
guidelines used to be “proactive, sure-footed, ¢aisigs first, relaxed on inflows and
tough on outflows”. In 2004, the Chinese exchangbaity has changed the policy
of being soft-on-inflow and tough-on-outflow to ot&at emphasises on promoting

capital outflows, while keeping other parts of thedelines intake’

The preferred sequence by Chinese authorities seebgsone that first opens across-
the-border investment in the real sector (direecegtment), then frees portfolio
investment in the second stage, and finally libsealthe whole financial sector to
complete the reform course (Wu, 2001). Specificdhg liberalisation sequence
features such a set of orders: first relaxes indltiven outflows; first relaxes
restrictions on long-term capital movements, fokaolWby liberalisation of short-term
capital flows; first relaxes restrictions on foreidirect investment, then allows
indirect investment; loosens controls on oversaad-faising before allows fund
raising within China by non-residents; first derleg@s controls on financial

institutions, then relaxes controls on non-finahigiatitutions and non-resident

'Seehttp://www.safe.gov.cn/News/N352.hias accessed 2 February 2005.
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individuals, first allows transactions based on bessiness, then allows for

transactions with no real business basis (Yi, 2801)

5.2 Developments of Specific Policy Measures
Efforts have been made to enhance the transpadértiog controls regime. In May
1999, the SAFE went online, carrying publicatiohsarious laws, regulations, and

decrees on foreign exchange management.

On the market, from 1 January 1997, forward for@gchange transactions through
banks have been once again permitt8ome commercial banks such as The Bank of
China, Bank of Construction, Industrial and ComnaBank, and the Agricultural
Bank have already started operations in forwareifor exchange business.
Meanwhile, the foreign exchange market, money ntaakd bond market are to be
gradually open to foreign dealers on the basisatibnal treatment. It is proposed that
joint money dealers between Chinese and foreigmsfican be set up and related

regulations are being formulated (Zhou, 2004)

On 21 September 2000, China freed interest ratdstfieign currency lending and for
large amount foreign exchange deposits. For sroadidn exchange deposits, their
rates are to be determined by the Banking Associatvhich is a step forward

towards marketisation of the interest rate (Hu20602).

8 «State Administration of Foreign Exchange: Chind#l further open restrictions on capital account”,
http://finance.sina.com.cn/g20040704/142084965Mklas accessed 31 January 2005.

° See the notice issued by the Chinese State Admzitien of Foreign Exchange at
http://www.safe.gov.cn/law/law529.hiras accessed on 31 January 2005.
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The China Foreign Exchange Trading Centre hasstarocess of launching inter-
bank transactions in dollar against other majoreswies and to provide for payment
and settlement facilities for transactions of fgreto foreign currencies among
financial institutions. It will also gradually irdduce into the inter-bank foreign

exchange market the market makers mechanism (@tiah, 2004).

More international participations are in the sidgfte China Foreign Exchange
Trading Centre has launched substantial collabmratiitiatives with the Chicago
Commodity Exchange for China to introduce foreignlenge derivatives. Further
collaborations will be promoted in the areas ofduat design, system development,
market expansion and personal training. The twagsahas signed Letter of
Collaboration Intent in December 2003, and signesiidrandum for Collaboration

in June 2004 (Zhou, 2004).

As early as October 1997, the SAFE granted peronidsir some qualified Chinese
enterprises to open foreign exchange settlemepuats. In these accounts, some
proportion of proceeds from current account tratieas may be kept. However,
gualifications required for opening such accounth@time were so prohibitively
high that most enterprises were unable to meet.tlamil December 2001,
gualifications for opening such accounts were mdiasbut small and medium

enterprises were still excluded from the schemen(12802).

Then, in October 2002, further reform was launchlézlving all types of enterprises

gualified to undertake external business or havegylar foreign exchange incomes

from current account transactions to open foreigmency accounts. All qualified
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enterprises can hold up to 20% of their last yefarsign exchange income in this
account. From 1 May 2004, this proportion has beae&ed to 30-50% (Zhou, 2004).
This represents a radical departure from China'eeati system that requires
compulsory surrender of foreign exchange to theeSMeanwhile, from May 2004,
Chinese enterprises and multinational companiesrade® overseas investment using

their retained foreign exchandé.

Meantime, foreign invested businesses are alswatldo retain some proportion of
foreign exchange proceeds from current accounsacions for payments under the
current account and for approved capital accoamisections. Branches of foreign
banks within China may lend to or take depositefforeign invested enterprises or

approved Chinese state-owned enterprises (Xu, 2004)

From August 2001, in some localities, experimerst leen carried out for foreign
invested enterprises to directly pay to banks ratien the SAFE foreign currencies
earned from capital account transactinalthough only a first step, this marks a
radical change in SAFE’s capital account policythat it breaks with the tradition of
controlling capital account transactions usingdiand administrative means and
turns to indirect and market based regulationenHate 2002, this experiment has

spread from limited cities to become applicablaltdhe country.

Starting from the fourth quarter of 2001, Chineaaks are now allowed to purchase

foreign exchange to supplement their capital fumd®r their operational needs. By

10 Seehttp://www.safe.gov.cn/News/N352.hiias accessed 2 February 2005.
M International Commercial News, 6 November 2001.
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the end of 2002, purchased foreign exchange feetpearposes was as high as 30

billion US dollars.

Since October 2001, China has relaxed restricoon®reign exchange funding for
outward foreign direct investment by Chinese emisep Chinese firms can buy
foreign exchange with RMB for investment projettattare of national strategic
importance. They can also buy foreign currencyolgerseas processing projects
using Chinese materials and for overseas developassistance projects. As a result
of this policy, the amount of foreign exchange pased for outward FDIs has grown
rapidly, increasing twofold from January to Septen2001 as against the same
period the year before. From 1 October 2001, ughmgjiang province as an
experiment station, all restrictions on purchagorgign exchange for outward FDIs
by Chinese enterprises have been lifted. Also abed are the SAFE’s verification
on possible foreign exchange risks involved in smgtward FDIs and schemes of
using deposits as a bond for securing profits regiain from such FDIs. Meanwhile,
enterprises are allowed to spend the profits ceraticomes generated from outward
FDIs. A delayed registration rather than a prigpraval system for foreign exchange
expenditures for the purpose of outward FDIs isdpénstituted ?By the end of 2004,
this experiment was adopted in 24 provinédsn interesting development in this
field, Chinese private firms now are also allowedrtake such international

investments*

On 1 June 2002, with the approval of the SAFE Ghaa National Foreign

Exchange Transaction Centre started undertakiegnmgdiary services for financial

12 |International Commerce Daily, 5 November 2002.
13 Seenttp://www.safe.qgov.cn/News/N352.hfas accessed 2 February 2005.
1 Finance and Economy Times, 20 January 2003.
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institutions. This gives rise to a national andfiedi inter-bank market for foreign
exchange. Before that, inter-bank transactionsieifin exchange were conducted by
individual banks, leading to a segmented and imactiarket with limited size. Banks
wanting to borrow short-term funds from overseasitations were restricted
according to the total size of such short-termitprelebt (Guan, et al., 2004). The
establishment of a national transaction centre lesdianks to trade away these
restrictions. All financial institutions qualifiet® undertake inter-bank foreign
exchange transactions can enter this market. Threwimg and lending rates on this
foreign exchange market are determined freely byritiolved parties. The
transactions may be conducted in the US dollarJ@panese Yen, and the Euro, with

the maturity being one year or less.

It was in the early 1980s that Chinese residents &kowed to open foreign currency
deposit accounts. Now, foreign currency deposds dhiginated from overseas
remittances can be remitted out of the country wahrestrictions. Funds originating
from the resident’s own holdings of cash foreigmrency can also be remitted out of
the country on presenting valid documentation takbaWhen more than 2,000 US
dollars are involved, approval from local SAFE off$ is required. Residents can now
hold foreign exchange in cash, sell foreign excleandgoanks, and buy and sell with
and between foreign currencies through banks. riesidents can have more
foreign currency available to them for oversegsstriVhereas one could previously
buy $600 for an international visit, in 1996 thiaswraised to $1,000. In 1997, $2,000
per overseas journey was allowed. Since 1 SepteBtls, this quota has risen to

$5,000 for every overseas trip. For studying agifpr universities, students can now
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buy up to $20,000 plus tuition fees effective abahuary 2005. Also from 2005,

Chinese citizens can bring up to 20,000 Chinese pué of the country">

From April 2001, Chinese citizens have been peentito deal in B shares that are
dollar denominated shares of Chinese companiesoanel traded in dollars. This
trading right was a privilege previously enjoyedydny foreign passport holders.
Now, for the first time, Chinese citizens are abl&uy and sell foreign currency
dominated securities, leading to free capital flioesveen domestic and foreign
currencies within China (Takeshi, 2002). All thetearly indicate that China is
making radical departure from the previous poligyay of quietly reducing controls
on capital outflows. This is the most challengirgtf China’s endeavour of
opening its capital account (Icard, 2002) and sproenising progress seems to have

been made.

Another exciting recent development in China’s ta@ccount policy is the
introduction of the scheme of QFlIs (Qualified Hgrelnstitutional Investors).
Originally tried in Taiwan and other emerging madskehis scheme provides an
avenue for introducing foreign portfolio investmamntb China when capital controls
are still in place ((Neoh, 2000, Green and Wal)@0 Effective on 1 December 2002,
a QFIll is defined as either a foreign funds managgerfirm, a foreign securities
company, a foreign insurance company, or any abhset management house that (1)
has been approved by the Chinese Securities Regufaommittee (CSRC) to invest
in Chinese securities, and (2) has obtained a dqumtathe SAFE to remit foreign

exchange into China to make portfolio investmeBtiishaw, et al., 2005).

15 Seenttp://www.safe.gov.cn/law/law544. hiras accessed 1 February 2005.
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QFlIs can invest in Chinese A-shares (but not treh&es), debt securities and other
financial instruments as permitted by the CSRCviBusly, A-shares were reserved
only for domestic investors. The introduction of QFIIs opens the market of nearly
1200 A-shares to foreign buyers and so signifigaexjpands the horizon of

investment opportunity for international investors.

Strict restrictions are currently in place on giigdition requirements, operational
procedures and the outbound remittance of foreigrency funds by QFlIs (Wang,
2004). Curbs on early repatriation s are partidyildght. For example, a QFII that
manages closed-end China funds has to wait foe tyears before it can start to remit
the principal out of China and each remittance mosexceed 20% of the total
capital, with the interval between two remittanbesg at least one month. This is
another reflection of China’s cautious and expentaleapproach to capital account

liberalisation.

International institutions have welcomed the opgras a long-term opportunity
(Chow, 2003). For China, this programme is lik@lyhave a positive impact on its
capital market development over the medium to larg:, and on the way Chinese
listed companies handle corporate governance igu@s et al., 2003). It is also a
significant step toward capital market liberalisatin China, which indicates the
Chinese government is taking real measures opeurghina’s capital markets (Kim,
et al., 2003). As a result, capital controls tem@d¢ considerably relaxed — since a
large amount of foreign capital for investment msgs is now allowed to flow out of

the country from institutions resident in China.
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With these developments, China has now to sayets established partial
convertibility on the capital account. There are@strictions on foreign debts
incurred by foreign invested enterprises. No apakr@/required for short-term and
trade-related financing (three months or less).-Nmndents can purchase both A
shares and B shares, government bonds, commeagiatg) H shares and N shares.
Foreign investors in China are allowed to repagrtattheir home countries profits
from direct investment and other investment. Tla@eeno restrictions on loans to
foreign establishments by their parent or affikefems. And neither is international

lending by foreign invested enterprises in Chingjest to restrictions.

VI. The Emerging Reform Strategy

The recent developments of China’s capital accpohty suggest that reform of
China’s capital controls is entering into a newgstaVith a halting start, liberalisation
of international capital movements across the bosti€hina is under way and is
gaining momentum. Although the pace may not becedli fast, the direction of the
reform is well established, which is to go for adamental or basic convertibility
rather than a completely free currency. With tlis,a&China is taking steps towards a
total lifting of controls on all capital transaat® except for movements of short-term

speculative capital.

From these recent policy moves there has emergediactive reform strategy,
which may be characterised as one of selectivediisation. Under this strategy,
China has carefully chosen one area at a time=form while keeping other
restrictions untouched rather than deregulateoatrols in one-go. The first chosen

areas are usually those that may have more bealeditects if reforms proceed well
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and less adverse effects if things go wrong. Fanexe, the first area of China’s
capital account reform concerns the inward foreigact investment. In most cases
these can make a positive contribution to the eegnélowever, having flowed into
the country as economic conditions became worgsgtinvestment projects will not

usually suddenly exit the country and hence willdss disruptive.

Once liberalisation of foreign direct investmentiimet with success, China moved to
decontrol portfolio investment. Initially, internanal investors were allowed only to
trade foreign currency dominated shares among tblesss This was designed to
attract hard currency funds into China while prewendepletion of official foreign
exchange reserves should some international imgestmdenly withdraw. Later on,
this market is gradually opened wider to allow a@sday domestic residents. Next,
barriers between investments by residents and esidants were reduced and
outflow of capital allowed. This is the real sigo&nce of the emergence of the QFII
scheme. Thanks to this scheme, foreign investaor$utly engage the Chinese capital
market as they can now have access to both theddienraed foreign currency
segments. More importantly, under this scheme glastinvestment funds are now
entitled to flow out of the country. Previouslyréayn capital inflows were almost
totally free while the outflow of foreign capitalas strictly regulated. This new
established freedom for capital outflow, thoughas to be orderly, shows the old

policy regime has started to crumble.

Although Chinese domestic residents can now fuditipipate in the domestic capital

market, their international investment opportumstyimited. They can only trade

dollar-denominated B shares within China --no invest beyond the national border.

30



However, granted that China’s object is to achielMeconvertibility, it is almost
inevitable that permission will be given for quedd domestic institutional investors
(the QDII scheme) to invest in foreign stock maskefbove all, foreigners being
allowed the freedom to buy Chinese securities whiginese residents are not able to
invest in foreign markets would be illogical. Irfeadt, in the Chinese policy circle,
further reform by way of the adoption of QDII schesns already being pondered,
which leads to widespread discussions in the Chipesss on the possibility of the

QDII schemes.

Another distinctive aspect of China’s emergingtsiyg is the reform’s gradualist
nature. The strategy to target selected areasmitmepractically prescribes China to
open its capital account gradually. This selecteferm strategy entails the potential
for the reform to expand from one area to anothemconditions are ripe and the
government has the courage to move forward. Betteh also means that it will

take some time for reforms to take place.

Such a gradualist strategy tends to enable Chiaadil the clustering of reform
measures in a single period, so that their shookifegts -- if any -- can be spread out.
This is much in line with China’s long-standing asutcessful strategy to general
economic reforms that directs the reforms alongitag of least resistance and
minimum cost. It also takes in the fact that Chen@&gulatory institutions are
underdeveloped. This process is going to be slapassibly protracted, but will not
be infinite. The strategy of selective and gradib&iralisation entails the potential for
the reform to expand from one area to anothemisg &s conditions are ripe and the

reformers in the government have the courage tcenfmward.
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Closely related to selective reform is the sequen@sue. China is noted
internationally for its approach to phase in refserilthough reforms may not be
blueprinted ex ante, the phase-in approach tomefdras allowed China to achiexe
postconsistency of economic transformation (Naughi®94). The reform of
China’s regime of capital controls comes as no gtxae. It has been revealed that the
Chinese authorities will phase in the capital aotdiberalisation via three stages,
which also spells out the sequencing of the refdnnthe first stage, foreign direct
investment is to be liberalised. The second stagesies on liberalising international
portfolio investment. The third and final stagesstee overall liberalisation of
China’s financial sector (Wu, 2001). China todag laimost passed the test of the
first stage and is well in the middle of the secdddrrently, there are virtually no
restrictions on inward foreign direct investmenmtgl aestrictions on outward FDIs are
being relaxed. As for the main task of second stafggm, i.e. the liberalisation of
portfolio investment, recent developments as recead the previous section indicate
that only outward portfolio investment by Chinegiezens is still subject to
restrictions. However, if the QDII schemes aredarstituted, which is widely tipped

to be so in the near future, liberalisation in #wisa will essentially be accomplished.

China has also made progress in the third stage tdopening up the whole banking
system. There is a growing presence of internaltioguaks in China. As a result of
China’s commitment to WTO membership, foreign bamnkksoon be allowed to do
all types of banking business, including deposit Eyan transactions in Chinese
currency. Foreign securities firms will be fullynfctioning on the Chinese capital
markets as well. Indeed, according to the Banktdrhational Settlement’s research

(McCauley and Mo, 2000; Icard, 2002), China’s bagkmnarket is relatively open. In
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terms of foreign currency deposits as a percertdeoad money, China is actually

more open than has generally been recognised (M&lagauley, 2002).

The final distinctive aspect of China’s reform sgy is the promotion of a two-way
flow of capital, i.e. not only is foreign capitaiet to flow across the Chinese border,
Chinese currency is also to be allowed free flowhtinternational market. Radically
different to the conventional opening up of theita@ccount that essentially gives
foreign capital free entry into and exit from thante country, this is about increased
use of the Chinese currency internationally. Hedtduhate has been going on within
China about the possibility of the RMB becominguarency that is internationally
acceptable in trade and investment (Zhao, 200&rtdeLi, 2004, Li, et al., 2004).
Some economists from governmental think-tanks fantber refined the notion of a
hard Chinese currency. It is argued that, whileifpr capital is allowed to flow freely
into and exit China, more efforts should be madertonote the outflow of capital by
Chinese investors seeking overseas investment ymityr  Preferably, the Chinese
currency and capital can dominate this two-wayfit§dResearch Group, 2001). The
Chinese government has already taken steps iditieistion. Notable examples
include encouragement of outward Chinese FDIseas®d allowance for the Chinese
currency being brought out of the country by Chenessidents (for a trip to Hong
Kong, an individual can now take 30,000 RMB yuahafithe country while
previously this was only 6,000 yuan), provisiorgozernment-sponsored facilities
for using the RMB in border trade transactions \itiina’s neighbours. The newest
development in this regard is the announcemenh®yhinese government on 13

March 2003, which formally gave permission to allGwina’s foreign trade to be
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denominated in RMB® This carries the eventuality that the Chineseenay will
become a vehicle currency for international traak @ currency for international
settlement. As a result, it will soon emerge thatdverseas RMB balance in the
accounts will be held by international business perthaps also be used for

investment purposes. These are all essential eteroéan international currency.

VIl. Summary

Capital controls in China take the form of an estea system of foreign exchange
management that covers all transactions involvireguse of foreign currency. Itis a
dual institution that controls both quantity anccerof foreign exchange through
highly centralised management. The control reduamserved roles of fending off
disruptive international capital movements, mobilisforeign exchange resources for
national development projects, maintaining an irthelent exchange rate policy, and
ensuring foreign exchange availability for the fuioicing of the central planning

system. On the whole, the regime has worked reaspneell for China.

However, the adverse effects of the regime areslbstantial and rising. It has led to
ineffective allocation of foreign exchange resosrggational exchange rates, and
increasing costs of bureaucratic administratiomdée while the country has been
steadily opening its doors to the rest of the warlthe reform years, reform of this

regime becomes inevitable.

In the early reform period, reform was first commsd with institutional improvement

and the establishment of a regulatory framework.tBet most important development

16 people’s Daily, 14 March 2003.
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during this period was the emergence of the secgrideeign exchange market that
considerably relaxed restrictions on the availgbof foreign exchange and

introduced market forces into China’s exchange patey.

The climax of the early reform was the establishinoéiconvertibility on the current
account in 1994, which was officially notified toet IMF in 1996. China was believed
to have an aggressive reform agenda for openirgafgal account afterwards.
However, the breakout of the financial crisis inaksand other emerging market

economies in 1997-1998 disrupted this process.

Recent events indicate China to be re-launchinymebf its capital controls. Given
the fact that current account transactions in Chnegfor the most part free, the centre
of the recent reform campaign is reform of contmder capital account transactions.
China’s policy goal is to achieve fundamental catilidity of the Chinese currency,
that is, total convertibility on the current accobnt conditional convertibility on the
capital account. Conditional or partial capital@aat convertibility means freedom

for long-term capital flows and restrictions on sylative short-term capital
movements. China has already achieved total cabigyton the current account.

Along this line, important reforms are taking plaseChina.

With a strategy of selective liberalisation, Chisanaking progress in reducing the
intensity of capital controls, especially controfs outflow of capital. Gradually and
piece by piece, the old total institution of cap@antrols is crumbling away and a
new regime has emerged, which features free trioeadn most international assets,

including direct and portfolio investment, whiledggng controls in a declining
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number of areas under the capital account. Meaewo-way capital flows,
particularly outflow of domestic as well as intetioaal capital, are gradually gaining
more freedoms. In this process, a notable new dpu@nt is that China has started to
increase the international use of Chinese currefitys is an experiment unseen in
any other similar countries that pursue an opeitalsgzcount and could be a Chinese

innovation in economic reforms.

Recent developments in China’s capital accountpalpell the beginning of the end
of capital controls in China. This reform will fuachentally change the structure of
the Chinese economy and the landscape of intenatimance. Early consequences
of this reform have already started to emerge. Aesalt, China today is more open
than generally perceived in terms of restrictionsapital account transactions. The
reform of China’s capital controls regime is nodena halfway house, but a process
that perhaps has passed the three-quarter mahnk o¢fiorm journey on the Chinese
scale, i.e. the Chinese definition of fundamentavertibility. A capital account that
is free for most long-term capital transactionsle/Bbme restrictions are kept on

short-term, speculative capital movements is ntlhéndistant future for China.

Reform of China’s capital controls represents antiwra leap in China’s integration
into the world economy. The world with China havstgct capital controls will be a
fundamentally different place from a world with Gaiallowing free movements of
capital across its border plus Chinese money beimgjor international currency. We
do not know precisely what the repercussions afhiige event will be. But we do
know that we are witnessing perhaps the most immpogolicy development in the

recent economic history of the world.
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