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Introduction

China has been under increasing pressure to revalue its currency -- the yuan.  China's exchange rate has been pegged to the dollar since 1994 and as China's trade and economic position has strengthened, such policy has come under attack.  How important has China's exchange rate policy been to the success of China's economic reform?  Should China revalue its currency?  What would the effects of such revaluation be on China's economy?  Should China allow the currency to float?  These are the questions addressed in this study.

 

This paper is structured as follows.  In the first part we provide an overview of alternative exchange rate regimes and China’s exchange rate policy.  Then we examine the impact of exchange rate fluctuations on three economic areas:  inflation, the external sector, and financial stability.  The connections between inflation and exchange rate, namely the so-called pass-through effect, are discussed in part two.  Part three investigates the impact of the exchange rate on the external sector by examining the issues of competitiveness and openness.  In part four, we address the exchange rate’s impact on financial stability.  Policy recommendations are discussed and concluding remarks offered in part five.
1.  Overview

Generally speaking there are three exchange rate regimes:  fixed, floating (free) and managed float.  It has been suggested in the literature that countries generally float their currencies if their GDP is large, if there is a relatively low level of openness, a high inflation differential with other countries, a high degree of integration in international capital markets, and substantial diversification in traded goods (Heller 1977; Holden, Holden & Suss 1979).  On the other hand, Williamson (1991) suggests that a fixed exchange rate is appropriate if the economy in question is small and open; there is one major trading partner (to which currency it is tied); the real shocks and macroeconomic policies of both economies are considerably synchronized; and there is a serious commitment to keeping the selected fixed rate.

In its 1997 Annual Report, the IMF advised a large number of countries, namely the East Asian nations, to introduce more flexibility into their exchange rate systems.  Although none of the exchange rate systems can be considered superior, a floating system can reduce problems associated with current account balances, namely during periods of high economic growth.  A fixed exchange rate system, on the other hand, may be more desirable in periods of high inflation.

What about economies in transition – like China – that are undergoing major structural reforms?  The following two subsections offer a synopsis of China’s exchange rate policy and the reasons why a revaluation is called for.

1.1. China’s exchange rate policy: an overview
Figure 1 shows China’s official exchange rate.  Before 1994 there were multiple exchange rates and therefore the official rate (as shown in Figure 1) did not really reflect the average exchange rate used for all the trade transactions.  It is also not determined by the market.  China has adopted a “fixed” exchange rate since 1994 – the yuan has been virtually tied to an exchange rate of 8.27 yuan to the dollar, with only a hairbreadth trading band of 0.3 percent (New York Times, April 10, 2004).  
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China’s foreign trade as well as foreign exchange and exchange rate reforms, reflect China’s overall approach to economic reform – a “gradual” approach (Lardy 1992).  

Before 1978

Before 1978, China was a planned economy with very little economic transactions with the outside world.  China had a fixed exchange rate from 1955 to 1972, when it changed to a composite peg.  The renminbi yuan was pegged to a basket of 13 currencies and later pegged to the average rates of the U.S. dollar and the German Mark (Zhang 2001b). Foreign trade was centralized and controlled by the state. The official exchange rate played no major role in foreign trade.

Period 1978-1984

The role of the exchange rate changed with China’s “open door policy”.  Foreign trade was decentralized and in 1979 there were about a dozen foreign trade corporations managing foreign transactions, nationwide.  By the mid-1980s there were 800 authorized import and export corporations.
  The official exchange rate, overvalued and out of line with world prices, was complemented by an internal rate for trade settlements.  This rate was lower than the overvalued official rate, and led to frequent devaluations of the official rate (see Figure 1) until both ended up merging into one, by 1985.

Period 1985-1993

In 1985 regionally based swap markets, known as Foreign Exchanges Adjustment Centers, were created so joint ventures could swap retained foreign exchange acquired through exports.  In 1988, a formal foreign exchange retention system was established.  And local governments and State-Owned Enterprises (SOEs) could now participate in the swap markets as well.  After 1988, the price of those “retention rights” was determined by market conditions leading to a flexible “effective” exchange rate of the yuan (Zhang 2001).  By 1993, 80 percent of foreign exchange transactions were conducted at swap market rates (Xu 2000 p.264).
  

In short, from 1978 to 1993 the official “market” rate was clearly lower than the internal settlement rate and the swap rate, suggesting a constant pressure for the yuan to depreciate.  Consequently, the official rate was subject to regular devaluations (see Figure 1).  It was only after the 1994 reform that the yuan became “stable”. 

The 1994 reform

The year of 1994 brought sweeping macroeconomic reforms that included a sweeping reform in foreign exchange markets as well.  Multiple rates were replaced with a single unified rate.  A market-based managed float system tying the yuan to the U.S. dollar was introduced.  By the end of 1996 the yuan was fully convertible on the current account, for trade related purposes.
  The transition to the new system went more smoothly than expected.

1.2. Why revaluation?

Not too long ago the academic discussion and debate engulfing China’s currency was whether or not the yuan should depreciate (Xu 2000), not revalue.  The context was a very different one  -- in the wake of the Asian financial crisis of 1997-98, and amidst the competitive devaluation wars that followed, China remained committed to its yuan/dollar peg and won widespread praise, from the same countries no less, that are now attacking China for taking the same policy stance.  That policy decision came at a cost as studies do suggest that the successful defense of the currency peg in the aftermath of the Asian crisis made the shocks more contractionary than what they would otherwise have been (Yang et al. 2001).

The current context is a very different one, indeed.  Figure 2 shows what the fuss is all about.  At a time, when many currencies are appreciating with respect to the U.S. dollar (the euro-U.S. dollar has reached an all-time high, and thus the euro-yuan rate) the Chinese yuan has remained virtually unchanged.  China’s trading partners are accusing China of keeping its currency undervalued in order “to fuel a predatory export boom” (The Wall Street Journal, February 13th, 2004).

Figure 2
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Source:  The Economist, Feb. 5th, 2004.

Are they right?  Growing economic imbalances suggest that China should consider revaluation of its currency:  large and growing foreign exchange reserves (Figure 3), large current account surpluses, and exports growing faster than imports (see Figure 5) all point towards a correction.

In addition, internal pressures are building up.  The expectation of a rising yuan is attracting money from Chinese individuals and firms to invest or speculate.  Bank deposits are growing at a very fast rate, 20% last year, as well as bank lending, fueling inflationary pressures and speculative bubbles.  Inflation, which has been practically zero, was 6 percent last December.  There are signs everywhere the economy is overheating.  To tackle this problem the PBC could increase the interest rates but doing that will encourage even larger inflows and larger deposits.
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Figure 3


Source:  The Wall Street Journal, Feb. 13th, 2004.

Given these imbalances and the internal pressures it is no wonder that there are at the present time strong signals that China will be revaluing the yuan soon (The Wall Street Journal, Financial Times, The Economist, etc.).  What will the implications be?  And should China adopt a floating system, as it has been called for by some?  How vulnerable would China be to exchange rate fluctuations?

The next three sections of the study explore the relationships between exchange rate fluctuations and inflation, external sector, and financial stability, with an emphasis on China, and possible policy implications.

2. Exchange Rate and Inflation

The influence of exchange rates on inflation is known as the pass-through effect.  Exchange rates can influence domestic prices through the prices of traded final goods and imported intermediate goods, as well as through inflation expectations.

The literature on the exchange rate pass-through to prices is extensive.   The magnitude of the pass-through effect is particularly relevant for developing appropriate monetary and exchange rate policies.  It is widely accepted that a low exchange rate pass-through facilitates an independent monetary policy and inflation targeting.  But, there is no agreement on “the conditions that lead to a low pass-through.”

Traditional literature has relied on microeconomic factors to explain the exchange rate pass-through to import prices and emphasized the role of market power and price discrimination in international markets (see Goldberg and Knetter for a survey).  These conditions are regarded as exogenous to monetary policy.  Taylor (2000) offers an alternative explanation by suggesting that a low inflationary environment is conducive to a low exchange rate pass-through.  Firms will set prices in response to the persistence of the cost increases – higher inflation persistence will bring about more persistent costs.  In this framework, the policy regime will help determine the pass-through effect.  Recent studies, such as Campa and Goldberg (2001) and Gagnon and Ihrig (2001) have explored this relationship for developed countries.  

There is some evidence that the exchange rate pass-through is larger in emerging economies, such as China, than in developed economies (for instance Calvo and Reinhart, 2000).  A study by Choudri and Hakura (2001) found strong evidence of a positive correlation between the exchange rate pass-through and the average inflation rate, in support of the Taylor hypothesis. They tested Taylor’s hypothesis by examining a large database comprising 71 countries (including China) for the period 1979-2000 (a period of particular significance for China).  The theoretical link between inflation and pass-through is examined in an open-economy-macroeconomic-model type framework that incorporates imperfect competition and price inertia (based on staggered price adjustment).  The sample countries exhibit great variation in terms of inflation history.  The authors tackle that by dividing the countries into low, moderate and high inflation groups, according to their average inflation rates – less than 10 percent, between 10 and 30 percent and more than 30 percent, respectively – over the period in question.  Furthermore, the exchange rate pass through effect is estimated for the short (T=1), medium (T=4) and long run (T=20).  China, with an average inflation rate of 5.9 percent falls in the low inflation group.  The estimates of the exchange rate pass-through for China are 0.04, 0.30, and 0.41, for the short, medium and long run respectively (see appendix 1).  In other words, fluctuations in the exchange rate can explain 4 percent of a year’s change in CPI in the short run but 30 percent over a four-year period.  For the United States those estimates are 0 and 2 percent.

Why do emerging economies exhibit a higher exchange rate pass-through?  Ho and McCauley (2003) offer two possible explanations.
  One reason is that developing countries are expected to show a stronger linkage between the exchange rate and domestic prices because of patterns of consumption stemming from relatively low incomes.  In a modern version of Engel’s Law one can expect higher-income economies to have a relatively larger share of services in their consumption basket than lower-income economies, whose basket tends to have a larger share of tradable agricultural goods and manufactures.  This greater dependence on commodity trade contributes to a higher pass-through effect.
  They find, indeed, a negative and significant correlation between income and pass-through.  A second reason is the country’s inflation history.  The authors find a positive relationship between inflation history and pass-through.  A related factor would be currency crises.  Currency crises and periods of high inflation are likely to lead to the use of foreign currencies in transactions and thus increase the domestic prices’ vulnerability to the exchange rate.

China’s monetary policy experience

China's government has had a tendency to alternate between austerity programs to fight inflation and expansionary programs to avoid unemployment.  This “stop-and-go” monetary policy spawned four severe boom-and-bust cycles because of disjointed financial channels and inadequate market financial tools that would allow for a finer tuning of macroeconomic imbalances (Figure 4).  

Figure 4: China's Real GDP Growth and Inflation Rate (%)
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By 1992 China's financial situation had become critical.  The People's Bank of China (PBC) was a central bank in name only.  The little control that the head office of the PBC had over its regional branch offices diminished, while the regional branch offices showed greater independence and less accountability.  This allowed the regional local governments to exert greater influence and pressure on the local PBC branches.  The financial institutions in turn were pressured by the local governments to extend unauthorized loans to support local state enterprises and risky and speculative investment in real estate construction to spur regional growth.  The additional loans that the central bank injected into the money supply to finance planned investment, together with the unauthorized spending by the local PBC branches and regional governments, exacerbated China’s inflation further.  By 1993, average annual inflation rose to 14.6%, threatening China’s spectacular growth.  Then came the macro reform package of 1994, including the restructuring effort under the 16-point financial reform program, which attempted to address some of these problems.  Greater control of credit and loan expansion was exerted over the banking system, increasing the efficiency of credit allocation decisions.  However, the tightening of credit constrained the banks from extending credit to the unprofitable SOEs.  The SOEs in turn were unable to meet their debt obligations to their creditors, resulting in a problem called the “triangular debt”.  By November 1993, the Central Committee abandoned its austerity program instituted under the new financial reforms and reinstated expansionary policies.  The result was rapid inflation with an average annual rate of 24.2% in 1994.

Chinese experts acknowledge that its monetary policy is “out of step” with its market economy.  Four important factors contributed to the misstep.  Firstly, when China began transforming its planned economy to a market economy, it replaced its planned budget system with an incipient money market.  On the supply side, the rapid and extensive monetization of its economy resulted in aggregate savings in state banks growing at an average of 20.7% a year from 1979-88 and an increase in per-capita savings of 33.7%.  Households' bank deposits rose from 7% to 38% of the national income between 1978 and 1989.  However, on the demand side the credit allocation in China is still dependent on administrative planning.

Secondly, the People’s Bank of China (PBC) lacks the authority to implement independent monetary policies without political pressure from the State Council.  The PBC is forced to allocate loan quotas based on the state priority investment, particularly to the unprofitable SOEs.  Thirdly, the non-state sectors operating mostly under market conditions have expanded much faster than the state-owned sectors. The share of industrial output of the state-owned enterprises dropped from 78% to 29% between 1978 and 1996.  That means that China’s continued use of direct policy becomes less and less effective.  Fourthly, the decentralization of the government decision-making responsibilities to regional and local government has increased pressure on the budget and the ability of the government to finance public expenditures.
  The current revenue system of allowing local governments to collect and retain tax revenue reduced the central government’s ability to implement effective fiscal polices or to counter monetary imbalances when local governments independently pursued expansionary investment to support regional growth regardless of efficiency.  The result is that more than 50% of China’s financial resources in the economy are beyond direct budgetary control.  This situation contributed to the push by the government to encourage banks to finance public investments.

Although the Chinese government views monetary policy as a tool of indirect control, the actual control on monetary credit and other financial variables is still primarily direct, under the purview of the State Council.  The exacerbation in the macroeconomic imbalances is an after-the-fact reactive monetary policy, rather than proactive as practiced in most advanced economies.  China's gradualist approach to financial reforms has become a hindrance to its development. 
  Bank managers do not practice risk management because it is less “risky” if the loans are politically directed and therefore they are not to blame.  Direct control by setting credit upper limits and the interest rates for banks and other financial institutions misallocates funds, particularly to unprofitable SOEs, and is contrary to market discipline.  Direct control also leads to the growth of illegitimate inter-enterprise borrowing and lending markets.

China has the characteristics of a government-permeated financial system.  The government owns most of the financial institutions and banks (state, provincial or local) and bank lending is still under government control. In particular, the four specialized banks, accounting for about 70% of the total bank deposits and loans, are required to lend to the unprofitable SOEs.  Dornbusch and Giavazzi (1999) estimated that 50% to 70% of the four banks' total loans were non-performing loans.  To deal with the bad loans of the four state-owned banks, four Asset-Management Companies (AMCs) – Huarong, Cinda, Orient, and Great Wall – were set up in 1999.  The AMCs loan recovery rate has been extremely low and the NPLs are now estimated at $480 billion (The Wall Street Journal, January 13th, 2004).   

In conclusion, since China, as well as other emerging economies, is more susceptible to the effects of exchange rate fluctuations – namely pass-through – exchange rates are likely to play a more important role in policymaking in those economies.  If inflation targeting is the main focus of monetary policy, then exchange rates are going to demand greater attention than in industrial economies like the United States.  The “fear of floating” and China’s reluctance to embrace such a regime is well warranted.

Xu (2000) makes the case for using exchange rate stability as a nominal anchor because it is a target easier to identify than the CPI.  “In China, CPI may rise for reasons unrelated to a monetary inflation.” (Xu p. 274)

3. Exchange Rate and the External Sector

Exchange rate trends and associated uncertainty can also have important economic ramifications through its impact on the external sector.  An overly strong currency can, for instance, reduce a country’s external competitiveness and negatively impact exports and growth.  It can also reduce incentives for investment and change the allocation of resources and the level of profits.  Under exchange rate uncertainty, firms may delay investment decisions (Dixit 1989).  Finally, exchange rate uncertainties can reduce the volume of trade.

In more open economies, aggregate profits are more likely to be positively correlated with exchange rate competitiveness (Ho and McCauley 2003).  The greater the openness, the more vulnerable an economy is likely to be to fluctuations in exchange rates.  Emerging markets, being relatively more open, and more actively courting foreign direct investment, are more likely to be susceptible to these effects.

How open is China?  One can measure openness by taking the sum of exports and imports and divide it by the respective Gross Domestic Product.
  By all accounts China has been growing increasingly more integrated in the world economy in terms of both trade flows and capital flows.  In 1978 China ranked thirty-second among exporting nations, whereas in 2003 it ranked number four!  Figure 5 shows the volume of trade (exports and imports) in millions of US dollars since 1980.  China has been running a significant trade surplus since 1993.

A very trade dependent economy will have to take into account the export sector while formulating its monetary policy.  Exchange rate reform was one of the most influential factors in China’s long run export expansion (Zhang, 2001).  Simulation outcomes reveal that China’s policy preference has been to place a higher weight on competitiveness than on inflation. (Zhang 2001).
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Source:  IMF International Financial Statistics, 2002.

4. Exchange Rate and Financial Stability

This relationship is highly complex.  Exchange rate fluctuations can seriously destabilize an economy's financial system as it was amply exposed by the Asian crisis.  “Both pegged and flexible exchange rate regimes can exhibit vulnerabilities in the face of strong capital flows.”  Strong capital flows increase the overall vulnerability of the system.   Here we look at real exchange rate misalignment, susceptibility to reversal of capital flows, and currency mismatches. 

Most studies in this area concern the cases illustrated by the Asian crisis, where we saw a real appreciation of domestic currencies (pegged to the U.S. dollar) associated with very large capital inflows – together with rapid credit expansion, speculative investment and the creation of asset price bubbles – in the presence of growing external imbalances.  The reversal of capital flows can be disastrous and cripple the economy.  Studies have concluded that these effects are more severe in emerging economies than in industrial ones (see for instance Calvo and Reinhart, 2000b) and their effects more costly.

China is supposedly in the opposite situation – the renminbi yuan, pegged to the dollar is devaluing, at a time when it is appreciating in real terms due to increasing exports and growing current account surpluses.  Figure 6 shows the movements of China’s nominal and real effective exchange rates.  In a fixed exchange rate system, the nominal exchange rate remains stable but the real exchange rate varies, along with the prices of imports and exports.  Until about 1995 the nominal exceeded the real exchange rate.
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Another issue has to do with the so-called “currency mismatches” – defined here as “a situation in which the profile of actual or potential foreign currency commitments is insufficiently matched by the profile of actual and potential foreign currency cash flow available at the corresponding time horizon” (Ho and McCauley, pp. 15).  Sudden exchange rate adjustments are bound to bring about currency mismatches in banks and firms balance sheets.  At stake, is not only the currency denomination but also issues concerning maturity and liquidity.
  

China would be particularly sensitive in this area given the fragility of its banking system and institutions, compounded by a weak financial structure.  A rapid appreciation of the yuan can cause adverse balance sheet effects of institutions (including the PCB) that have

accumulated a lot of foreign reserves or foreign denominated assets, like U.S Treasuries.
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Source:  The Economist, 2003

The degree to which China’s banking sector is mismatched is unknown (currency mismatches are notoriously difficult to measure), but it is safe to assume that given the share of NPLs and problems associated with their management, they would be at risk.

China’s banking and financial challenges

Given the severity of the problems facing China's financial system to date, it appears that China has been able to maintain its high economic growth rate and stave off an impending domestic banking crisis because of four major intrinsic economic factors: the high captured domestic savings (an average of 40 percent of income is saved), low public debt and negligible domestic debt, the current inconvertibility of the renminbi yuan on the capital account, and the large foreign exchange reserves.  Although the financial reform of 1993 has reduced the risk of an imminent banking crisis (DaCosta & Foo, 2002) China’s financial system is still inadequate and in the risk of failing from the expanding NPLs and the increased competition from external forces under the WTO regime.  “The “big four” remain saddled with Communist-era management systems, huge payrolls, vast networks of branches and a conviction that no matter how many bad loans they build up, they are too large to be allowed by Beijing to fail” (Financial Times, February 16th, 2004) – a classic case of moral hazard!  Standard & Poor puts the number of bad loans in China’s banking system at about 45 percent (Financial Times, September 15, 2003).
Competition will soon be tougher!  Foreign banks will be allowed to engage in local currency businesses with Chinese companies within two years and with individuals within five years.  The geographical constraints for foreign banks will also be removed after five years.  The competition with the domestic banks will be fierce, with domino effects in the industrial sector and SOEs.  The unhealthy links between state-owned banks and SOEs described above will be subject to attacks on two fronts.  On one hand, SOEs will be forced to increasingly contend with foreign competitors as new firms penetrate sectors that were previously barred to them.  And on the other hand, the state-owned banks that have been lending to these non-performing enterprises will be less able to do so, as they, in turn, are forced to trim their operations and become more efficient themselves in order to compete with the best in the business, from all over the world.

In conclusion, despite calls from the IMF for China to make its currency “flexible”, China’s banking and financial institutions are not ready.  Johnston et al. (1997) list the following preconditions for capital account liberalization as necessary: competitive and mature domestic financial markets; a healthy banking sector under the effective supervision of a competent regulatory authority; the capacity to conduct monetary policy effectively with indirect instruments such as interest rates and the exchange rate; and a sustainable payments balance, especially the current-account balance.

At this time China appears to meet at most one of these four preconditions.  Until all the conditions are met liberalization of capital movements, and a floating exchange rate, would be premature.

5.  Conclusion

It is clear that despite the financial reforms to date, China's financial system is still weak and inadequate.  As long as financial and fiscal functions are not distinct and banks lack independence from fiscal budget deficit financing and policy directives, even if a financial framework is in place, they will still be ineffectual in supporting a developing market economy.  China’s control of the monetary transmission channels may have changed but the basic administrative control and mechanisms have basically remained.  The distribution of economic resources, particularly credit, is contradictory with the structure and functions of a market economy.  An effective financial and monetary policy transmission is crucial to a market economy because China's control over aggregate demand and price level depend to a large extent on the control it can exert over money supply.

“A change in the yuan’s value would be the biggest shift in monetary policy in a decade” (The Wall Street Journal, February 13, 2004).  And such a shift appears to be on the way.  Against expectations of a greater strengthening of the yuan, and a louder and louder call for flexible exchange rates, China seems poised to loosen the peg by 3 to 6 percent (The Wall Street Journal, Feb. 13th, 2004) or by as much as 5 percent to 10 percent (The New York Times, Feb. 10th, 2004) in value against the dollar.  It has also been reported that China may choose to peg the yuan to a basket of as many as 10 currencies (compatible with historical precedent).  At any rate, it is safe to conclude that the actual 8.30 peg is highly unlikely to be maintained and that soon we will see a revaluation of the yuan and a somewhat more flexible system – such as a wider band or a currency basket – but probably nothing remotely close to a floating system… at least not yet!  Incremental changes have China’s economic reform hallmark, after all.

Developing countries must take exchange rate fluctuations more seriously than industrial countries.  It would be premature for a large, developing country like China, afflicted with a fragile banking system and underdeveloped capital markets to embrace a floating system this prematurely.  Floating exchange rates would be something to ponder only after China’s financial institutions are stronger and more developed.  As the Economist has recently stated, and this paper attempted to illustrate – “a developing country’s economic institutions may matter more than its exchange rate regime” (The Economist, September 13th, 2003).
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� Zhang (2001a).


� and by 1990 over 5000 (Lardy 1992, p. 39).


� For more on the interesting dynamics of these swap markets see, for instance, Zhang (2001).


� With effect from the 1st of January 1994, these measures included: unification of multiple exchange rates; adoption of a managed uniform floating exchange rate regime based on market supply and demand; abolition of the foreign exchange retention system and the introduction of a foreign exchange surrendering system; abolishing the compulsory foreign exchange plan, permitting en-users to buy foreign exchange from designated banks on presentation of valid import documentation; termination of the issuing of foreign exchange certificates (FECs) and phasing out FECs already issued; establishment of an inter-bank   foreign exchange market.” Zhang, 2001. 


� They compare and contrast the economies of 12 developing economies (Brazil, Chile, Mexico, Indonesia, Korea, Philippines, Thailand, Czech Republic, Hungary, Poland, Israel and South Africa) with 6 industrial economies (Australia, Canada, New Zealand, Sweden, Switzerland, and the United Kingdom).


� Some tudies show that pass-through is stronger in emerging economies in Latin America than in Asia, however.  See for instance Kamin and Klau (2001) and Goldfajn and Werlang (2000).


�Other factors such as openness and financial dollarization were also tested by Ho and McAuley but found to be of no significance for their sample countries.  Other studies, however, such as Honohan and Shi (2002), have identified dollarization as an important factor in explaining higher pass-through in emerging market economies.  Honohan and Shi defined dollarization as “foreign currency deposits held as a percentage of the M2 money supply.”  A higher level of dollarization is associated with higher pass-through effects.  (China, unfortunately, is not one of the 80 countries included in the study). 


� This section draws heavily from DaCosta and Foo (2002).


�“The share of government revenue in the national income fell from 37.2% to 19% between 1978-1988.  In 1979, the budget provided 75% of the state sectors’ capital investment and in 1988 only 25%.  In the same period, the amount of non-budgetary funds (portion distributed by local governments, departments, and enterprises) grew from 31% to 94.8% of fiscal revenue” (DaCosta & Foo, 2002).


� Chen and Thomas (1999) enumerate the downside of China's gradual reform and Dornbusch and Giavazzi (1999) recommend “a not-too-gradual” approach.





� Though there is no consensus in the literature regarding the impact of exchange rate variability on trade, Calvo and Reinhart (2000b) “contend that there is more conclusive evidence on the negative impact on trade if one differentiates between the studies on emerging markets and those on industrial economies.”


� Lardy (1992) estimated China’s openness (trade ratio) to be 9.7% in 1978, 12.8% in 1980, and 26.8% in 1989 (p.150).


� Explanations put forth to explain why currency mismatches occur include “moral hazard” (an implicit guarantee by the government), “original sin” (the market for lending in domestic currency is nonexistent or underdeveloped), and “commitment problem”.


� Ho and McCauley note that the Central Bank of China (Taiwan) faced technical insolvency when the New Taiwan dollar appreciated in 1988, because of its large foreign reserves (2003).
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		Total Deposits		472.23		600.9		700.07		845.75		1123.6		1434.66		1882.16		2767.17		3777.03		5034.83		6419.76		7733.47		8882.88		10260.01		11535.4		4231.328

		Real Deposits		1153.3354426132		1407.9641802444		1462.7006624048		1642.191121098		2036.0343449782		2443.843531015		3013.5372626044		3769.4179441176		4283.1848630357		5034.83		6024.2208576028		7203.7590566793		8366.2795626965		10073.0756037488		11225.7386873071		4609.3408746764

		Growth rate of real deposits				22.1%		3.9%		12.3%		24.0%		20.0%		23.3%		25.1%		13.6%		17.5%		19.7%		19.6%		16.1%		20.4%		11.4%		0.1778814758

		Domestic Credit		794.18		970.87		1153.64		1349.79		1668.92		2002.67		2449.92		3481.09		4310.37		5333.38		6641.09		7950.27		9542.44		10697.47		11866.37		4680.8313333333

		Foreign Assets		31.4		45.83		52.76		54.17		91.39		113.86		147.05		294.89		440.15		389.96		429.53		531.95		600.9		646.58		903.57		318.266

		Claims on Central Government																7.45		47.82		105.73		182.3		151.98		498.79		607.94		739.31		292.665

		Claims on Other Sectors		775.5		927.39		1092.54		1290.6		1586.18		1899.56		2295.48		3294.48		4104.28		5098.7		6357.18		7689.33		8947.18		9982.84		11125.56		4431.12

		Earning Assets		806.9		973.22		1145.3		1344.77		1677.57		2013.42		2442.53		3596.82		4592.25		5594.39		6969.01		8373.26		10046.87		11237.36		12768.44		4905.474

		Foreign Liabilities		31.22		37.8		43.4		49.97		67.2		108.24		111.57		227.52		378.88		419.93		464.38		488.8		452.72		389.61		410.03		245.418

		Credit from Monetary Authorities		268.39		274.99		336.1		420.15		508.29		590.56		670.99		971.56		1034.44		1119.78		1423.29		1403.85		1206.98		828.92		913.44		798.1153333333

		Total Liabilities		771.84		913.69		1079.57		1315.87		1699.09		2133.46		2664.72		3966.25		5190.35		6574.54		8307.43		9626.12		10542.58		11478.54		12858.87		5274.8613333333

		Credit from Monetary Auth./Liabilities		34.8%		30.1%		31.1%		31.9%		29.9%		27.7%		25.2%		24.5%		19.9%		17.0%		17.1%		14.6%		11.4%		7.2%		7.1%		0.2197709145

		Credit from Monetary Auth./Deposits		56.8%		45.8%		48.0%		49.7%		45.2%		41.2%		35.6%		35.1%		27.4%		22.2%		22.2%		18.2%		13.6%		8.1%		7.9%		0.3179890984

		Consumer Prices				7.22		18.74		18.33		3.06		3.5		6.3		14.6		24.2		16.9		8.3		2.8		-0.8		-1.4		0.3		8.7178571429

		Deficit		7.05		7.96		7.86		9.23		13.96		23.71		25.88		29.33		57.45		58.15		52.96		58.25		92.2		174.4		247.4		57.7193333333

		Nominal GDP		1020.2		1196.3		1492.8		1690.9		1854.8		2128		2586.4		3450.1		4711.1		5940.5		6936.6		7607.6		7985.3						3738.5076923077

		Nominal GDP(Revised 2001)		1013.3		1178.4		1470.4		1646.6		1832		2128		2586.4		3450.1		4669.1		5851.1		6833		7489.5		7985.3		8205.4		8940.4		4351.9333333333

		Real GDP(1995 PRICE)		2474.8		2761.1		3072.2		3197.2		3319.7		3624.9		4141.1		4699.7		5294.8		5851.1		6412		6976.5		7520.9		8055.9		8700.4		5073.4866666667

		rate of growth of real GDP				0.115686116		0.1126724856		0.0406874552		0.0383147754		0.0919360183		0.1424039284		0.1348916954		0.1266251037		0.1050653471		0.0958623165		0.0880380536		0.0780333978		0.0711351035		0.0800034757		0.0943825195

		GDP Deflator		0.4094472281		0.4267864257		0.4786146735		0.5150131365		0.5518570955		0.5870506773		0.6245683514		0.7341106879		0.8818274534		1		1.065658141		1.0735325736		1.0617479291		1.0185578272		1.0275849386		0.7637571426

		Real Domestic Credit		1939.6394591927		2274.8380490496		2410.3732372144		2620.8846034252		3024.1887139738		3411.4090615601		3922.5810825858		4741.9143424828		4887.9970606755		5333.38		6231.9141050783		7405.7091468055		8987.4816219804		10502.5652098618		11547.8239841618		5282.8466452032

		Rate of growth of real domestic credit				0.1728148952		0.0595801482		0.0873355889		0.1538809111		0.1280410663		0.1498419016		0.2088760545		0.030806697		0.0911176774		0.1684736706		0.1883522497		0.2135882525		0.1685771		0.0995241404		0.1372007395

		Growth rate of real domestic credit				17.3%		6.0%		8.7%		15.4%		12.8%		15.0%		20.9%		3.1%		9.1%		16.8%		18.8%		21.4%		16.9%		10.0%		13.7%

		Earning Assets/Total Deposits		170.9%		162.0%		163.6%		159.0%		149.3%		140.3%		129.8%		130.0%		121.6%		111.1%		108.6%		108.3%		113.1%		109.5%		110.7%		132.5%

		Foreign Liabilities/Total Deposits		6.6%		6.3%		6.2%		5.9%		6.0%		7.5%		5.9%		8.2%		10.0%		8.3%		7.2%		6.3%		5.1%		3.8%		3.6%		6.5%

		Reserves/Total Deposits		23.6%		19.0%		18.4%		21.1%		23.5%		25.0%		19.5%		21.5%		20.3%		20.0%		21.6%		21.3%		17.0%		15.7%		14.0%		20.1%

		Claims On Central Gov't/Earning Assets																0.2%		1.0%		1.9%		2.6%		1.8%		5.0%		5.4%		5.8%		3.0%

		Gov't Deficit/GDP		0.7%		0.7%		0.5%		0.6%		0.8%		1.1%		1.0%		0.9%		1.2%		1.0%		0.8%		0.8%		1.2%		2.1%		2.8%		1.1%

		Deposits/Nominal GDP		0.4660317774		0.5099287169		0.4761085419		0.5136341552		0.6133187773		0.6741823308		0.7277141973		0.8020550129		0.8089417661		0.8604928988		0.9395229036		1.0325749382		1.1124040424		1.2503972993		1.2902554696

						1987		1988		1989		1990		1991		1992		1993		1994		1995		1996		1997		1998		1999		2000

		rate of growth of real GDP				11.6%		11.3%		4.1%		3.8%		7.8%		14.2%		13.5%		12.7%		10.5%		9.5%		8.8%		7.8%		7.1%		8.0%

		Consumer Prices				7.2%		18.7%		18.3%		3.06%		3.5%		6.3%		14.6%		24.2%		16.9%		8.3%		2.8%		-0.8%		-1.4%		-0.3%

						1987		1988		1989		1990		1991		1992		1993		1994		1995		1996		1997		1998		1999		2000

		Growth rate of real domestic credit				17.3%		6.0%		8.7%		15.4%		12.8%		15.0%		20.9%		3.1%		9.1%		16.8%		18.8%		21.4%		16.9%		10.0%		13.7%

		Growth rate of real deposits				22.1%		3.9%		12.3%		24.0%		20.0%		23.3%		25.1%		13.6%		17.5%		19.7%		19.6%		16.1%		20.4%		11.4%		17.8%
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Sheet2

				1980		1981		1982		1983		1984		1985		1986		1987		1988		1989		1990		1991		1992		1993		1994		1995		1996		1997		1998		1999		2000

		rate of growth of real GDP		7.8%		4.5%		8.3%		10.4%		14.6%		12.9%		8.5%		11.6%		11.3%		4.1%		3.8%		7.8%		14.2%		13.5%		12.7%		10.5%		9.5%		8.8%		7.8%		7.1%		8.0%

		Inflation						1.8%		1.9%		2.8%		11.9%		7.0%		7.2%		18.7%		18.3%		3.1%		3.5%		6.3%		14.6%		24.2%		16.9%		8.3%		2.8%		-0.8%		-1.4%		0.3%
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		Table 1: Selected Bankig Indicators for China 1986- 2000(%)

				1986		1987		1988		1989		1990		1991		1992		1993		1994		1995		1996		1997		1998		1999		2000

		Aggregate Lending Growth				17.3		6.0		8.7		15.4		12.8		15.0		20.9		3.1		9.1		16.8		18.8		21.4		16.9		10.0

		Earning Assets/Deposit		170.9		162.0		163.6		159.0		149.3		140.3		129.8		130.0		121.6		111.1		108.6		108.3		113.1		109.5		110.7

		Foreign Liabilities/Deposit		6.6		6.3		6.2		5.9		6.0		7.5		5.9		8.2		10.0		8.3		7.2		6.3		5.1		3.8		3.6

		Reserves/Deposits		23.6		19.0		18.4		21.1		23.5		25.0		19.5		21.5		20.3		20.0		21.6		21.3		17.0		15.7		14.0

		Claims On Central Government/Earining Assets		…		…		…		…		…		…		…		0.2		1.0		1.9		2.6		1.8		5.0		5.4		5.8

		Government Deficit/GDP		0.8		0.5		0.9		1.0		0.8		1.1		1.0		0.9		1.2		1.0		0.8		0.8		1.2		2.1		2.8

		Credit Monetary Auth./Liabilities		34.8		30.1		31.1		31.9		29.9		27.7		25.2		24.5		19.9		17.0		17.1		14.6		11.4		7.2		7.1

		Credit Monetary Auth./Deposits		56.8		45.8		48.0		49.7		45.2		41.2		35.6		35.1		27.4		22.2		22.2		18.2		13.6		8.1		7.9

		Real Deposits Growth		…		22.1		3.9		12.3		24.0		20.0		23.3		25.1		13.6		17.5		19.7		19.6		16.1		20.4		11.4






