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Reforming China’s exchange 
arrangements
monetary and financ�al sovere�gnty,  
sequenc�ng and the fore�gn exchange market

Huw McKay

ch�na’s cho�ce of fore�gn exchange reg�me has been a top�c of busy debate for 
more than a decade (Goldste�n 2004; e�chengreen 2004; Frankel 2004; Prasad et 
al. 2005; mck�nnon 2006; and mckay 2003, among many others). Th�s d�scuss�on 
has been entw�ned log�cally w�th the quest�on of cap�tal account reform (Prasad 
et al. 2005; mckay 2005a) and the degree of monetary sovere�gnty ch�na enjoys 
under �ts evolv�ng �nternat�onal financ�al arrangements (ma and mccauley 
forthcom�ng; cheung et al. 2003; ma et al. 2004; he dong et al. 2005; mckay 
2005b). A less populated field appl�es current, h�stor�cal and projected reg�me 
parameters to the development of, and prospects for, the ch�nese financ�al 
system and the fore�gn exchange market �tself (mckay 2006; ho et al. 2005). 

The dec�s�on to reform the parameters of ch�na’s exchange arrangements 
has always been about more than rapprochement w�th the Un�ted states �n the 
matter of financ�al suzera�nty. There �s no attempt �n th�s chapter to address 
the �nternat�onal external�t�es generated by the comb�nat�on of ch�na’s pol�cy 
cho�ces and those made s�multaneously by other current account surplus 
econom�es and the Un�ted states. ch�na’s pol�cy del�berat�ons are v�ewed as 
a predom�nantly �nternal matter, wh�ch �nvolve the balanc�ng of a number of 
compet�ng endogenous pr�or�t�es and m�smatched �ncent�ves.  

Th�s chapter deta�ls the state of play �n ch�nese fore�gn exchange markets 
and sketches a potent�al development path that env�sages respectable growth 
�n trad�ng act�v�ty over a mult�-year hor�zon. Th�s outcome �s cont�ngent on a 
gradual phased reduct�on �n outward cap�tal controls and a more rap�d (but st�ll 
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managed) pace of currency apprec�at�on. issues surround�ng th�s assumpt�on 
form a s�gn�ficant port�on of the body of th�s chapter.

The bas�c conclus�on �s that fore�gn exchange turnover—wh�ch �s currently 
except�onally low �n absolute and relat�ve terms—w�ll expand w�th �ncreas�ng 
symmetry �n the cap�tal control reg�me and �ncreased volat�l�ty �n the Us 
dollar–renm�nb� exchange rate. The ant�c�pated �ncrease �n onshore l�qu�d�ty, 
and �n renm�nb� trad�ng generally, should be seen as a ben�gn development 
for the reg�onal and global fore�gn exchange market. it �s natural to ant�c�pate 
that some of the gross �ncrease �n onshore trad�ng w�ll be d�verted from other 
centres. Yet w�th aggregate turnover so low at present, and g�ven that th�s low 
level of l�qu�d�ty �s an outgrowth of adm�n�strat�ve des�gn rather than market 
forces, �t �s natural to pred�ct that a sh�ft towards a more l�beral constellat�on 
of exchange arrangements w�ll prov�de a cont�nu�ng net fill�p for global fore�gn 
exchange market l�qu�d�ty.

Historical background and the state of play

ch�na un�fied onshore currency trad�ng �n 1994, w�th the establ�shment of the 
shangha�-based ch�na Fore�gn exchange Trad�ng system (cFeTs). Before the 
�naugurat�on of th�s trad�ng platform and clear�ng system, trad�ng took place 
�n upwards of 100 �ndependent centres. in�t�ally only Us dollar–renm�nb� and 
hong kong dollar–renm�nb� were traded. Japanese yen–renm�nb� was added to 
the system �n 1995 and euro–renm�nb� �n 2002. in may 2005, e�ght non-renm�nb� 
crosses were also made ava�lable: Us dollar–Japanese yen, euro–Us dollar, 
Us dollar–sw�ss franc, Us dollar–Br�t�sh pound, Us dollar–hong kong dollar, 
Austral�an dollar–Us dollar, euro–Japanese yen and Us dollar–canad�an dollar. 
Forward trad�ng was added to the platform �n August 2005, two months after 
the revaluat�on of the renm�nb� aga�nst the Us dollar.

Turnover data from the early years of cFeTs’ operat�on show that l�ttle growth 
occurred between 1994 and 1998. The tr�enn�al fore�gn exchange survey for 1998 
by the Bank for internat�onal settlements (Bis 1999a) est�mated that fore�gn 
exchange turnover �n ma�nland ch�na averaged Us$211 m�ll�on a day, one-tenth 
of 1 per cent of the global total.1 The �nter�m survey �n 2001 �mpl�ed relat�ve 
stas�s (Bis 2002), but turnover for 2004 (Bis 2005) showed resound�ng growth. 
in Apr�l 2004, onshore turnover had r�sen to Us$614 m�ll�on a day, equ�valent to 
three-tenths of 1 per cent of the global total. it �s �mportant to note that the Bis 
data could exclude a number of transact�ons �nvolv�ng the non-bank sector, and 
�nterbank clear�ng act�v�ty that occurs outs�de of the cFeTs platform (ho et al. 
2005). so �t �s l�kely that renm�nb� turnover �s underest�mated to a degree. Add�ng 
�n an est�mate of non-reported onshore trades, plus all other recorded trades 
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�nvolv�ng the renm�nb�, �rrespect�ve of locat�on, �nclud�ng the non-del�verable 
forward market,2 ra�ses the total to Us$3.6 b�ll�on. That would be equ�valent to 
1.5 per cent of global fore�gn exchange turnover. 

By counter-currency, �n the december quarter of 2004, the Us dollar was 
�nvolved �n 53.2 per cent of cFeTs trades, the Japanese yen �n 38.7 per cent, the 
hong kong dollar �n 8.1 per cent and the euro �n a negl�g�ble port�on (cFeTs data 
from the ceic ch�na database). A factor that w�ll �mpact on fore�gn exchange 
market development w�ll be the evolut�on of the �nvo�c�ng pract�ces of ch�na’s 
trad�ng firms. At present, the Us dollar �s by far the dom�nant �nvo�ce currency for 
ch�nese trade transact�ons, however, that m�ght not always be the case. As ch�nese 
exporters move up the value cha�n, �t �s poss�ble that they w�ll pursue an ‘�nvo�c�ng-
to-market’ currency denom�nat�on strategy. Th�s trend has been observed among 
the G7 countr�es and �n korea (Yun 2005). Th�s would b�as turnover away from 
the Us dollar and towards other �nternat�onal currenc�es such as the euro and 
the Japanese yen. if and when the renm�nb� becomes �nternat�onal�sed, �t could 
become the �nvo�ce currency for many ch�nese �mports. That would br�ng those 
firms wh�ch export to ch�na �nto the renm�nb� markets, offer�ng depth and an 
�nject�on of fore�gn exchange r�sk management exper�ence.

The Bis data for Apr�l 2004 show a dom�nance of spot transact�ons relat�ve 
to forwards or swaps �n the trad�t�onal market space, and a relat�vely low level 
of overall act�v�ty �n the renm�nb�. spot transact�ons accounted for about 55 per 
cent of all renm�nb� trades, compared w�th 47 per cent for the ind�an rupee, 21 
per cent for the hong kong dollar, 49 per cent for the korean won, 37 per cent 
for the indones�an rup�ah, 30 per cent for the s�ngaporean dollar and 38 per 
cent for the Tha� baht. in the der�vat�ves market, renm�nb� turnover �s extremely 
low. cross-currency swaps reportedly averaged just Us$4 m�ll�on a day, and 
opt�ons just Us$136 m�ll�on—far below the levels preva�l�ng �n the markets of 
the new �ndustr�al�sed econom�es.3 relat�ve volume and market structure are 
summar�sed �n F�gures 15.1 and 15.2. These figures �nd�cate that not only �s the 
ch�nese fore�gn exchange market rather shallow, �t �s far from soph�st�cated. 
The fact that the cFeTs platform accommodated forwards trad�ng only from 
August 2005 underscores th�s po�nt.

Analysis

it �s useful to scale the turnover data to help define the relat�ve depth of the 
ch�nese fore�gn exchange market. Three figures have been prepared w�th th�s 
�n m�nd, represent�ng the relat�onsh�p between fore�gn exchange turnover 
and �ncome, scale and real demand prox�es, respect�vely. F�gure 15.3 plots 
fore�gn exchange turnover aga�nst a measure of relat�ve l�v�ng standards: gross 
domest�c product (GdP) per cap�ta at purchas�ng power par�ty (PPP) exchange 
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F�gure 15.1  Asian foreign exchange turnover, by transaction type, 2004 
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F�gure 15.2  Shares of foreign exchange turnover, by transaction type, 2004
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rates as a percentage of the Us level. F�gure 15.4 plots fore�gn exchange turnover 
aga�nst a scale measure (share of world GdP at PPP exchange rates). F�gure 
15.5 plots fore�gn exchange turnover as a rat�o to gross trade flows, wh�ch are 
an approx�mat�on of the real underly�ng demand for fore�gn exchange. 

The last two measures show that ch�na �s a clear outl�er, exh�b�t�ng sharply 
lower turnover than m�ght be expected g�ven the economy’s overall s�ze and 
the scale of �ts trad�ng act�v�ty. The first relat�onsh�p, however, �mpl�es that 
ch�na’s low fore�gn exchange turnover figures are a state of nature that m�ght 
be deduced from �ts low relat�ve l�v�ng standard.

The correct way to balance these apparently contrad�ctory results �s to argue 
that, as a low-�ncome country ch�na should not be expected to exh�b�t h�ghly 
open exchange arrangements at th�s po�nt �n t�me; but g�ven that ch�na’s fore�gn 
exchange markets are even less l�qu�d than �ts east As�an peers, the current 
constellat�on of exchange arrangements �s less l�beral than �t m�ght be at th�s 
stage of econom�c development.

ch�na’s lowly rank�ng �n the fore�gn exchange turnover stakes has 
�mpl�cat�ons for the debate on the effect�veness of the cap�tal control reg�me. 
To styl�se somewhat, ch�na’s cap�tal controls are relat�vely porous w�th regards 
to �nward flows, but relat�vely b�nd�ng on outward flows. Th�s v�ew rejects 
the cla�m that ch�na’s controls are �neffect�ve at the aggregate level, erod�ng 
monetary sovere�gnty.4 if outward controls are b�nd�ng—as they certa�nly 
appear to be (ma and mccauley forthcom�ng)—onshore part�es w�ll exper�ence 
an unrequ�ted (latent) demand for fore�gn exchange transact�ons. Yet b�nd�ng 
controls prevent these demands from be�ng requ�ted. ergo, ch�nese fore�gn 
exchange l�qu�d�ty w�ll be lower than �n markets where s�m�lar outflows are not 
restr�cted, all other th�ngs be�ng equal. 

Note that th�s hypothet�cal reason�ng says noth�ng about the exchange 
rate �tself, wh�ch �s the pr�ce at wh�ch actual transact�ons take place. The 
d�scuss�on �s for the moment �nterested solely �n turnover rather than the 
demand–supply balance. The propos�t�on be�ng establ�shed �s that turnover 
�s low not because the demand for fore�gn exchange �s low, but because the 
market �s d�storted (suppressed) by regulat�on. The d�stort�on serves to penal�se 
turnover by d�sallow�ng transact�ons that m�ght otherw�se take place. remove 
the restr�ct�ons and l�qu�d�ty w�ll r�se.

Future development

Any effort to sketch a development path for ch�na’s fore�gn exchange markets 
must �ncorporate a v�ew on the evolut�on of the regulatory env�ronment for 
cap�tal flows. it must also encompass a v�ew on the future course of the 
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F�gure 15.3  Foreign exchange market depth and income level
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F�gure 15.4  Foreign exchange market depth and scale
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exchange rate reg�me �tself. These �ssues cut deep �nto the umbrella theme of 
macroeconom�c pol�cy des�gn for the next decade. 

The cho�ce of an exchange rate reg�me and the bas�c regulatory approach 
to cross-border cap�tal flow �s �nseparable from the broader �ssue of monetary 
pol�cy des�gn. Theory �s unequ�vocal on the po�nt that the comb�nat�on of a fixed 
exchange rate w�th an open cap�tal account and an �ndependent monetary 
pol�cy �s �ncompat�ble. Yet ch�na and a number of develop�ng econom�es 
arguably attempt to run a monetary pol�cy that �s �n effect a bastard�sed form of 
th�s ‘unholy tr�n�ty’.5 The v�rtue of each arm of monetary pol�cy �s comprom�sed 
wh�le the author�t�es search for a pragmat�c constellat�on that �s not obv�ously 
damag�ng but always feels l�ke second best, or worse (corden 2002; Tarapore 
2006).

F�gure 15.6 shows two arms of the tr�n�ty—the degree of exchange rate 
flex�b�l�ty and the degree of cap�tal account openness—�n concert w�th per 
cap�ta GdP. The large equ�lateral tr�angle represents the Un�ted states, w�th 
�ts wealth, �ts open cap�tal account and �ts flex�ble exchange rate. The m�ddle-
s�zed tr�angle represents the average economy �n east As�a (exclud�ng Japan). 
The smallest tr�angle �s ch�na.

F�gure 15.5  Foreign exchange turnover and real demand, 2004 (rat�o*)

a Annual�sed fore�gn exchange turnover scaled by gross merchand�se and serv�ces trade for 2004 
calendar year, converted at market exchange rates. 
Sources: Turnover data from Bank for internat�onal settlements (Bis), 2005. Triennial Central 
Bank Survey of Foreign Exchange and Derivatives Market Activity in April 2004, Bank for 
internat�onal settlements, Basel. rat�os are author’s calculat�ons us�ng trade data from the 
World development ind�cators database. Ava�lable from https://publ�cat�ons.worldbank.org/Wdi/

0

2

4

6

8

10

12

14

16

China Malaysia Philippines Indonesia Thailand India Korea Hong Kong

ra
tio

*



297

Reforming China’s exchange arrangements

Note the �ll�beral overall pol�cy reg�me �n As�a, and ch�na’s low absolute 
scores on cap�tal account openness and fore�gn exchange flex�b�l�ty. There �s 
also �nformat�on content �n the skew of these two tr�angles. in As�a generally, 
the skew �s moderately towards a more flex�ble currency and away from an 
open cap�tal account. Th�s reflects �n part the fa�lure of �ntermed�ate reg�mes �n 
korea, Tha�land and indones�a dur�ng the east As�an financ�al cr�s�s, dragg�ng 
pol�cymakers reluctantly down the more flex�ble path. At th�s t�me, pol�cymakers 
across As�a reacted by strengthen�ng cap�tal controls, exerc�s�ng ex post 
financ�al sovere�gnty after the collapse of the ex ante exchange rate reg�me. 
open cap�tal accounts �n s�ngapore and hong kong boost the average on the 
bottom left ax�s substant�ally.

in ch�na, the skew goes the other way. The pol�cy m�x �n ch�na �s a clear 
�llustrat�on of the ‘cherry-p�ck�ng’ approach to reg�me des�gn. The h�gher 
score on cap�tal openness comes from ch�na’s w�ll�ngness to �ndulge �nflows, 
part�cularly of d�rect �nvestment. The lower score on exchange rate flex�b�l�ty 
der�ves from the heav�ly managed exchange rate reg�me and the low turnover 
created jo�ntly by the lack of volat�l�ty and the depress�ng �mpact of cap�tal 
controls.

F�gure 15.6  The triangular dynamics of regime parameters
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Note: * Non-Japan As�an average computed from author’s est�mate of fore�gn exchange 
flex�b�l�ty and cap�tal openness �n the newly �ndustr�al�sed econom�es (as defined �n Note 3) 
plus malays�a, Tha�land, the Ph�l�pp�nes, indones�a and ind�a. 
Sources: Author’s est�mates for fore�gn exchange flex�b�l�ty and cap�tal openness. income 
levels from internat�onal monetary Fund Weo database. Ava�lable from http://www.�mf.org/
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The loophole �n the unholy tr�n�ty cond�t�ons that ch�na explo�ts �s that 
you can have your cake (an �nflex�ble exchange rate and domest�c monetary 
sovere�gnty) and eat �t too (cap�tal �nflow of the des�red k�nd), �f you are w�ll�ng 
and able to �ntervene �n the fore�gn exchange market and ster�l�se cap�tal 
�nflows suffic�ently to neuter the �mpact on domest�c monetary cond�t�ons. 
in other words, the People’s Bank of ch�na must be w�ll�ng to accrue fore�gn 
exchange reserves equ�valent to the sum of the current account balance and 
the cap�tal and financ�al accounts. it must also w�thdraw the l�qu�d�ty that �ts 
fore�gn exchange �ntervent�on generates. in a macro reg�me sense, F�gure 
15.7 shows the ever-�ncreas�ng �ntervent�on/ster�l�sat�on �mperat�ve �f ch�na’s 
explo�tat�on of the loophole �s to be prevented from leak�ng �nto domest�c 
l�qu�d�ty cond�t�ons.

By march 2007, ch�na’s fore�gn reserves had r�sen to a total of Us$1,202 
b�ll�on. in the s�x months to march, reserves accumulated at an average monthly 
pace �n excess of Us$50 b�ll�on. in add�t�on to mopp�ng up l�qu�d�ty through bond 

F�gure 15.7  Loophole strategy drives big foreign exchange reserve 
accretion
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Note: * Non-Japan As�an average computed from author’s est�mate of fore�gn exchange 
flex�b�l�ty and cap�tal openness �n the newly �ndustr�al�sed econom�es (as defined �n Note 3) 
plus malays�a, Tha�land, the Ph�l�pp�nes, indones�a and ind�a. 
Sources: Author’s est�mates for fore�gn exchange flex�b�l�ty and cap�tal openness. Fore�gn 
exchange reserves and �mport levels from the  ceic data company. Where necessary, �mports 
were converted to Us dollars us�ng exchange rates from the reserve Bank of Austral�a F Tables 
(ava�lable from http://www.rba.gov.au/stat�st�cs/Bullet�n/�ndex.html).



299

Reforming China’s exchange arrangements

�ssuance—an act�v�ty that was suffic�ent for ster�l�sat�on purposes from 2003 to 
the first half of 2006—the author�t�es began us�ng other tools as well. Through 
progress�ve pol�cy sh�fts, the proport�on of bank depos�ts held compulsor�ly at 
the central bank (the requ�red reserve rat�o) �ncreased from 6 per cent �n 2003 
to 11 per cent �n Apr�l 2007. Further �ncreases �n the requ�red reserve rat�o are 
just a matter of t�me. 

The effect�veness of the adm�n�strat�ve ster�l�sat�on effort �n the early stages 
of the boom �n cap�tal �nflow �s assessed �n he dong et al. (2005) and mckay 
(2005b). Both papers argue that ch�na’s ster�l�sat�on act�v�ty was suffic�ent to 
successfully �nsulate domest�c cred�t cond�t�ons from cap�tal �nflow. in other 
words, monetary sovere�gnty was ma�nta�ned. Adm�ttedly, the datum samples 
�n each paper do not extend to the second half of 2006, when the ster�l�sat�on 
burden was r�s�ng dramat�cally �n l�ne w�th the spectacular �ncrease �n the 
monthly trade surplus from August. Further, as �nterest rates are not fully 
market determ�ned, �t �s d�fficult to deduce a clear s�gnal from the onshore 
money markets �n th�s regard. Th�rdly, mckay (2005b) found tentat�ve ev�dence 
that fore�gn exchange reserve growth leaked �nto the grey lend�ng market �n a 
l�m�ted fash�on. The stat�st�cal relat�on was judged to be of �nsuffic�ent strength 
to be of macroeconom�c s�gn�ficance, but that could eas�ly change �f the degree 
of �ntervent�on requ�red to stab�l�se the currency were to r�se steeply.

ch�na has not yet reached a po�nt where �ts ster�l�sat�on operat�on �s 
becom�ng a major macroeconom�c or log�st�cal problem. other As�an 
econom�es—such as korea, Ta�wan and malays�a—have d�rected a far greater 
effort to ster�l�sat�on at t�mes �n the past 10 years, cons�stent w�th the�r h�gher 
trade-to-GdP rat�os relat�ve to ch�na. issuance of ster�l�sat�on �nstruments �n 
these three econom�es peaked at 431 per cent, 228 per cent and 132 per cent 
of base money, respect�vely, dur�ng the current Us dollar downturn. in ch�na, 
central bank bond �ssuance rose to about 125 per cent of base money �n m�d 
2006. huge �nflows �n the march quarter of 2007 pushed �ssuance above 140 per 
cent of base money. h�kes �n the requ�red reserve rat�o began to be �nst�tuted 
from m�d 2006, reduc�ng the burden somewhat (see F�gures 15.8 and 15.9). 

G�ven the superord�nate long-term pol�cy goal of ach�ev�ng a consumer-
or�ented econom�c structure, �t seems natural that �n future the author�t�es 
w�ll comprom�se less and less �n terms of the�r control over domest�c cred�t 
cond�t�ons. Further, wh�le the present methods of �ntervent�on and ster�l�sat�on 
can cont�nue for some �ndeterm�nate t�me, �t �s clearly a fin�te method. The 
resources chewed up by the ster�l�sat�on effort (labour and cap�tal, funds kept as 
reserves and therefore not employed elsewhere) have an opportun�ty cost that 
at some po�nt w�ll exceed the perce�ved benefits. consumer�sm also �mpl�es a 



300

China—Linking Markets for Growth

F�gure 15.8  Sterilisation effort is the price of sovereignty
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F�gure 15.9  Reserve ratio hikes take the pressure off bond issuance
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reduced focus on exchange rate stab�l�ty and external compet�t�veness �ssues 
�n the future. That �n turn would ease the pressure to ma�nta�n cap�tal controls. 
in short, the parameter loophole that ch�na �s currently explo�t�ng w�ll at some 
po�nt decl�ne �n popular�ty w�th pol�cymakers.

The present m�x of parameters �s cons�stent w�th the export-dr�ven 
development model that has served ch�na well. The maturat�on and exhaust�on 
of th�s strategy w�ll s�gnal a new approach to monetary pol�cy and �nternat�onal 
financ�al arrangements. 

if the author�t�es d�d have �t �n m�nd to move away from the current 
constellat�on of reg�me parameters, preparatory act�v�ty and pol�cy changes 
would be observed follow�ng a sequence s�m�lar to that outl�ned below. Under 
ben�gn �nternal and external econom�c cond�t�ons, the normat�ve path from 
a fixed to a float�ng exchange rate �s reasonably well defined. The follow�ng 
catalogue of tasks w�ll get the job done �n a decade or so. The benchmark work 
�n the ‘sequenc�ng’ field �s mck�nnon (1993).

1. establ�sh convert�b�l�ty on the current account and un�fy onshore trad�ng 
of the currency.

2. Work towards establ�sh�ng an alternat�ve anchor for monetary pol�cy. 
Th�s step also �ncorporates progress�ve l�beral�sat�on of �nterest 
rate determ�nat�on. inflat�on target�ng �s one poss�ble alternat�ve 
model/anchor, successful appl�cat�on of wh�ch requ�res central bank 
�ndependence, the un�f�cat�on of monetary and fore�gn exchange 
pol�cy6 and the establ�shment of �nflat�on-fight�ng ‘cred�b�l�ty’ w�th the 
market.7 

3. establ�sh an onshore forward market to prov�de domest�c �nst�tut�ons 
w�th the tools to hedge the r�sks assoc�ated w�th �ncreased exchange 
rate flex�b�l�ty. 

4. W�den the allowable trad�ng band around the ex�st�ng peg to g�ve 
domest�c �nst�tut�ons a chance to ‘tra�n’ themselves to deal w�th exchange 
rate volat�l�ty under protected cond�t�ons. Progress�vely decrease the 
market-mak�ng role of the monetary author�ty as the �nterbank market 
matures.

5. Work to allev�ate any ex�st�ng asymmetr�es �n cap�tal account regulat�ons 
to avert a b�as �n cap�tal flows that w�ll create skewed r�sks regard�ng 
movement �n the exchange rate. des�gn a strategy for ensur�ng fuller cap�tal 
account convert�b�l�ty �n the future (more on th�s theme below). Th�s could 
�nclude the h�ghl�ght�ng of concom�tants, although they should be couched 
�n such a way as to not mater�ally reduce pol�cy flex�b�l�ty �n the future.
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6. Progress�vely �ncrease the allowable degree of exchange rate volat�l�ty 
as competency �mproves and the market deepens organ�cally.

7. When the allowable degree of volat�l�ty approaches a level where �t �s 
essent�ally redundant, qu�etly move to a free-float�ng, market-determ�ned 
exchange rate.

in ch�na, we have seen act�v�ty �n many of these areas, notably a w�den�ng 
of the allowable trad�ng band aga�nst the Us dollar to +/– 0.5 per cent on 
18 may (F�gure 15.10). Yet w�th the except�on of the �n�t�al step of current 
account convert�b�l�ty—wh�ch was completed �n the m�d 1990s—cond�t�ons 
rema�n flu�d. The central bank has been work�ng on the greater appl�cat�on 
of market-based counter-cycl�cal tools, yet they cont�nue to be m�xed w�th 
adm�n�strat�ve controls. The �ntended benchmark for market-based �nterest 
rate determ�nat�on—the newly �nst�tuted shangha� �nterbank offered rates 
(shiBor, �n mult�ple tenors)—was unve�led on 4 January 2007 (China Money 
2007). depos�t and lend�ng rates are st�ll constra�ned by floors and ce�l�ngs. The 
�nterbank money markets are �mmature and relat�vely �ll�qu�d. The d�rect�on of 
reform �s clear, but there are obv�ous hurdles st�ll to surmount �n th�s area. song 
(2005) prov�des a useful analys�s of developments �n �nterest rate l�beral�sat�on 
and offers a compell�ng effic�ency argument for deregulat�on. 

F�gure 15.10 Flexibility has increased, appreciation pace gradual,  
2005–2007
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The relat�ve �mmatur�ty of the onshore forward fore�gn exchange market has 
already been deta�led. it was establ�shed �n August 2005, so �t �s a very young 
market. spot transact�ons st�ll dom�nate overall turnover. it �s not cred�ble to 
say to the pr�vate sector that ‘the currency �s go�ng to be more flex�ble, do 
someth�ng about �t’, �n the knowledge that a l�qu�d onshore forward market �s 
not read�ly ava�lable to firms w�sh�ng to hedge the newly created r�sk. 

one way that the author�t�es are seek�ng to boost l�qu�d�ty �s by �mpos�ng 
pr�vate turnover targets on the major players �n the onshore market. Th�s tact�c 
has, however, not been a great success. interv�ews w�th market part�c�pants 
show that these targets are often met through dummy trades that are pos�t�on 
neutral, and are therefore not add�ng real l�qu�d�ty to the market.8 Players w�th 
the cred�t worth�ness to access onshore and offshore markets tend to transact 
�n the deeper and more soph�st�cated of the two, wh�ch undoubtedly �s offshore. 
in short, the market part�c�pants who could do the most to deepen the onshore 
market are choos�ng to conduct a m�n�mum of transact�ons there. 

The author�t�es are s�multaneously work�ng hard to s�mulate two-way r�sk 
w�th�n the newly m�nted +/– 0.5 per cent band w�thout dev�at�ng from a 3–5 
per cent annual�sed rate of nom�nal apprec�at�on aga�nst the Us dollar. The 
announced da�ly fix�ng rate somet�mes looks �ncongruous �n the larger context 
of broader fore�gn exchange market movements, but somet�mes �t must be so 
to tra�n firms to expect the unexpected, thereby encourag�ng them to protect 
themselves accord�ngly. once aga�n, th�s act�v�ty �s preparatory for a more 
flex�ble future, but not a bold new world start�ng tomorrow.

once aga�n, the �ncent�ves of the bureaucrat�c arch�tects of the market are 
�n confl�ct w�th those of potent�al part�c�pants. The bureaucrats would l�ke 
firms to beg�n transact�ng �n forwards now to bu�ld competency and fam�l�ar�ty 
under the ben�gn cond�t�ons of weak volat�l�ty exh�b�ted by the current reg�me. 
But firms are not transact�ng, because cond�t�ons have been too ben�gn. To be 
blunt, firms w�ll not bear hedg�ng costs unless they are scared by what they 
have observed on the exchange rate apprec�at�on front. But scar�ng firms w�th 
sharp renm�nb� ga�ns would remove the protect�ve cond�t�ons the author�t�es 
have been cult�vat�ng so carefully. it �s the latter that �s most l�kely to g�ve, as 
the non-hedgers hold the rat�onal ground.

Us dollar–renm�nb� moves s�nce the revaluat�on �n 2005 have clearly not 
been suffic�ently fr�ghten�ng to spur hedg�ng act�v�ty. The new allowable da�ly 
volat�l�ty of +/– 0.5 per cent, announced �n the lead-up to the 2007 strateg�c 
econom�c d�alogue w�th the Un�ted states, was �nst�tuted desp�te the old band 
of +/– 0.3 per cent not be�ng cons�stently tested. The lack of volat�l�ty has 
generated complacency rather than pan�c. it seems l�kely that hedg�ng act�v�ty, 
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and forward turnover, w�ll rema�n low unt�l the trad�ng band �s w�dened (or tested 
w�th more frequency) and more aggress�ve apprec�at�on �s del�vered. 

The fifth �tem �n the catalogue �s another major st�ck�ng po�nt. As stated 
many t�mes already, ch�nese cap�tal controls are of the cherry-p�ck�ng 
var�ety. Fore�gn d�rect �nvestment (Fdi) attract�on �s a stated pol�cy goal, and 
a performance metr�c for prov�nc�al governments. Newly �nstated Qual�fied 
Fore�gn inst�tut�onal investor (QFii) �nward-bound �nvestment quotas w�ll add 
to overall �nflow. more than 50 QFii appl�cat�ons have been approved s�nce may 
2003, w�th comb�ned quotas �n excess of Us$8 b�ll�on (state Adm�n�strat�on 
of Fore�gn exchange n.d.). Further, the Fdi exempt�on potent�ally allows not 
only genu�ne �nvestment but cap�tal flow of a less permanent nature (ma and 
mccauley forthcom�ng). consequently, the cap�tal account �s qu�te porous �n the 
�nward d�rect�on. in add�t�on, ch�na’s �mmense trade surplus (Us$177 b�ll�on �n 
2006 and l�kely to eas�ly exceed Us$200 b�ll�on �n 2007 after record�ng a Us$46 
b�ll�on outcome �n the seasonally unfavourable march quarter) generates a large 
and expand�ng �nward flow. on the other hand, domest�c sav�ngs are fenced �n, 
w�th outflows l�m�ted to offic�al reserve asset management, a meagre amount 

F�gure 15.11 Outward direct investmenta still the poor cousin, 2002–2006 
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of debt repayments and currently modest Qual�fied domest�c inst�tut�onal 
investor (Qdii) outward-bound �nvestment flows. A burgeon�ng demand for 
outward fore�gn d�rect �nvestment, part�cularly �n the strateg�c areas of energy, 
food and metals, �s yet to make much of a splash. F�gure 15.11 h�ghl�ghts the 
�mbalance between �nward and outward d�rect �nvestment flows.

The asymmetry �nherent �n th�s structure leads to an apprec�at�on b�as 
for the renm�nb�. if funds come �n, w�thout a correspond�ng flow �n the 
oppos�te d�rect�on, an excess supply of fore�gn currency �s generated, putt�ng 
apprec�at�on pressure on the local un�t. in effect, ch�na runs a tw�n external 
surplus on �ts current and cap�tal accounts. The asymmetry could be corrected 
e�ther by wa�v�ng controls on outflow or penal�s�ng �nflow. The momentum of 
reform clearly favours the former opt�on.

Project�ng reforms des�gned to l�beral�se cap�tal outflow �s not as easy as �t 
m�ght at first seem. The d�fficulty comes due to the fact that l�beral�s�ng outflow 
means the potent�al release of capt�ve domest�c sav�ngs. ch�na’s financ�al asset 

F�gure 15.12  The financial asset stock in selected countries
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stock features an unusually h�gh share of bank depos�ts (F�gure 15.12). Th�s 
has not come about by chance. keep�ng a h�gh level of household sav�ngs �n 
depos�ts �s a form of subs�dy for the banks. Bank balance sheets have been 
weak s�nce the sharp �nflat�onary boom of the m�d 1990s turned sour (lardy 
1998; Bank for internat�onal settlements 1999b; huang 2001; ma and Fung 2002; 
ma 2006; mckay 2005c).

ch�na’s bank profits rely to a large extent on an art�fic�ally w�de marg�n 
between depos�t and lend�ng rates. Th�s marg�n �s created by offic�al controls 
on ‘floor’ lend�ng rates and ‘ce�l�ng’ depos�t rates. if, however, the pool of 
domest�c sav�ngs were to shr�nk due to he�ghtened cap�tal egress, these cosy 
arrangements would have to end. The local banks would requ�re the flex�b�l�ty 
to offer more attract�ve terms to ma�nta�n depos�tors. Two per cent of ch�na’s 
populat�on controls close to 60 per cent of depos�ts (Farrell et al. 2006). Th�s 
wealthy populat�on segment can safely be descr�bed as soph�st�cated �nvestors. 
They w�ll no doubt seek to d�vers�fy the�r cash hold�ngs �n terms of asset class, 
geography and currency denom�nat�on once the opportun�ty to do so ar�ses. 
That sa�d, the weak take-up of Qdii products may �nd�cate that the recent 
strength of the A share market and the threat of the currency erod�ng offshore 
ga�ns may �nd�cate that at present there �s a rat�onal �ncent�ve to be over-we�ght 
domest�c assets.  

if the banks had robust balance sheets, th�s would not be a great threat. 
As th�ngs are, legacy non-perform�ng loans (NPls) have not been fully carved 
out, creat�ng an �nherent vulnerab�l�ty. The adm�n�strat�on knows that these 
loans—and those s�tt�ng unsold on asset management company balance 
sheets—are bas�cally cont�ngent fiscal l�ab�l�t�es. That be�ng the case, �t �s not 
�n the government’s �nterest to expose the banks to a mater�al loss of depos�ts 
at th�s t�me, part�cularly �n the l�ght of the World Trade organ�zat�on-�nsp�red 
�ncrease �n compet�t�on from fore�gn banks �n domest�c currency bus�ness 
s�nce december 2006. 

The recent �n�t�al publ�c offer�ngs of major state banks were attract�ve for 
many reasons, not the least of wh�ch was to get strateg�c fore�gn �nvestors to 
prov�de cap�tal �nject�ons that pa�d a huge prem�um over book value w�thout 
ced�ng controll�ng �nterests. These new shareholders are part of the NPl ba�l 
out story, as are the ex�st�ng shareholders (m�n�stry of F�nance, hu�j�n) and bank 
customers. But the ma�n loser �s l�kely to be the taxpayer (ma 2006). 

F�gure 15.13 represents a story s�m�lar to the catalogue of normat�ve reform 
steps outl�ned above. The d�fference �s that w�th knowledge of the vulnerab�l�ty 
of ch�nese banks, the assumpt�on of ben�gn �nternal cond�t�ons must be 
overturned. indeed, when the bank�ng equat�on �s cons�dered, the arguments 
on �nternat�onal financ�al reform become somewhat c�rcular.
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F�gure 15.14  Banking sector strength and foreign exchange volatility
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The major st�ck�ng po�nt �s the need to reduce asymmetry �n the cap�tal 
account to reduce the ex�st�ng one-way b�as on the exchange rate. That means 
allow�ng s�gn�ficant outflows and that �n turn means free�ng bank depos�ts to 
find a new home. That �s obv�ously anathema. Yet �f the cap�tal account �s left 
asymmetr�c, apprec�at�on pressure w�ll rema�n und�mmed due to a cont�nuat�on 
of the excess of �nflows. F�gure 15.14 shows the relat�onsh�p between fore�gn 
exchange volat�l�ty and financ�al system strength �n selected As�an countr�es. 
The countr�es �n the sample have been chosen for the�r demonstrated capac�ty 
to manage volat�l�ty �n the�r exchange rate. ergo we can style observed volat�l�ty 
levels as a pol�cy cho�ce. The negat�ve relat�onsh�p between bank balance 
sheets and sanct�oned volat�l�ty �s strong and cons�stent w�th the core of the 
argument.

A strategy for gradual cap�tal account l�beral�sat�on

From the ch�nese adm�n�strat�on’s po�nt of v�ew, the path of least res�stance 
seems clear: try to muddle through on the reform front unt�l the bank�ng 
system grows out of �ts NPl problem. Yet a bolder adm�n�strat�on can do more 
than muddle through. here we rev�s�t po�nt five �n our catalogue, where the 
concept of a road-map for fuller cap�tal account openness was �ntroduced. ind�a 
has formal�sed th�s concept w�th the publ�cat�on of a report from a work�ng 
comm�ttee of the reserve Bank of ind�a on fuller cap�tal account convert�b�l�ty 
(Tarapore 2006).

cap�tal outflows can be l�beral�sed �n a select�ve fash�on that makes 
�t d�fficult for household sav�ngs to move offshore but enables firms and 
�nst�tut�onal �nvestors to do so more freely. A he�ghtened degree of outward 
fore�gn d�rect �nvestment �s the obv�ous first po�nt of call. 

outward d�rect �nvestment �s perm�tted only after an exam�nat�on of the 
source of the fore�gn exchange funds for the venture �s undertaken and the 
relevant m�n�str�es have been �nformed and have author�sed the transact�on. 
strateg�c act�v�t�es such as export promot�on, resource development and 
sc�ent�fic research and development are already g�ven preferent�al treatment 
(internat�onal monetary Fund 2006). Yet outward d�rect �nvestment flows have 
been weak (see F�gure 15.11). 

one reason for the lack of d�rect �nvestment outflow could be that ch�nese 
manufactur�ng firms have l�ttle des�re to bu�ld product�on capac�ty offshore, 
when they can produce much more compet�t�vely at home. Further, advanced-
country tar�ff rates are not presently restr�ct�ve, so there �s l�ttle reason to set 
up beh�nd these barr�ers. Another factor could be that due to the legacy firm 
structure, the conglomerate/network structures that encouraged upstream 
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vert�cal �ntegrat�on by Japanese corporate groups dur�ng that economy’s 
�ndustr�al�sat�on dr�ve are less ev�dent �n ch�na.9 in the part�cular case of 
resources, �nclud�ng energy, �t �s only s�nce 2003 that pr�ces have become 
onerous. large �mporters of commod�t�es and energy faced a ben�gn pr�ce 
and supply env�ronment through much of the 1990s. Therefore, d�rect control 
of resources was not a major �ssue. That has clearly changed.

it would seem natural that �n the current env�ronment the ch�nese 
adm�n�strat�on would he�ghten �ts focus on acqu�r�ng su�table offshore assets �n 
the resources arena. That would be very easy to formal�se �n the pol�cy rhetor�c, as 
noth�ng �n part�cular has to be done to the letter of the law to boost outward d�rect 
�nvestment. The author�t�es can play a firmer s�gnall�ng role though, perhaps v�a 
b�lateral trade arrangements w�th resource-r�ch jur�sd�ct�ons that could allow 
preferent�al treatment for ch�nese ent�t�es �n the d�rect �nvestment field.10

stronger outflows of d�rect �nvestment would also prov�de a veh�cle through 
wh�ch other funds could find the�r way offshore. Just as hot money reportedly 
currently makes �ts way �nto ch�na under the gu�se of ‘real demand’ flows, 
well-connected domest�c �nvestors could use the same clandest�ne methods 
to get the�r money out. 

on the portfol�o s�de, as d�scussed above, domest�c �nvestors can apply to 
move funds offshore for spec�fic purposes. By requ�r�ng approval for everyth�ng, 
the author�t�es hope to m�n�m�se the sort of outflows that m�ght be problemat�c 
g�ven the backdrop of bank balance sheet vulnerab�l�ty. it �s not d�fficult to 
foresee a modest �ncrease �n outward portfol�o flow through the Qdii channel. it 
�s more d�fficult to see the sort of reforms that would enable ch�nese household 
savers to d�rectly send the�r funds offshore.

in sum, ch�na’s strategy regard�ng cap�tal egress �s l�kely to focus on 
outward d�rect �nvestment �n the first �nstance, and portfol�o flows at a more 
d�stant date.

cap�tal account deregulat�on �s an �mmense and complex task, part�cularly 
so when an él�te bureaucracy has bound up the gamut of �nternat�onal financ�al 
arrangements w�th red tape. examples abound across east and south As�a �n 
th�s regard. it should be noted that Japan took some 30 years to unw�nd �ts once 
pervas�ve cap�tal account regulat�ons. That seems l�ke a long t�me, part�cularly 
when much of the work was done aga�nst the backdrop of apparently healthy 
bank balance sheets �n the 1980s. The reforms were not due to outs�de pressure; 
they were a response to �nternal demand (mckay 2004). 

in ind�a, �t �s now 16 years s�nce the �n�t�al l�beral�s�ng reforms of then F�nance 
m�n�ster dr manmohan s�ngh. The �ssue had been moot for a decade before now 
Pr�me m�n�ster s�ngh put �t back on the agenda last year (Tarapore 2006).
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The lesson from these countr�es �s that cap�tal account deregulat�on 
proceeds at an unpred�ctable pace, w�th flurr�es of energy �nterspersed w�th 
long per�ods of �nact�v�ty. contrary to fore�gn exchange reg�me cho�ce, wh�ch 
can be thrust on a country by market forces (mckay 2003; Bubula and Ötker-
robe 2003), cap�tal control �s a d�scret�onary leg�slat�ve matter: sovere�gnty 
�s always ma�nta�ned. That �mpl�es firmly that cap�tal account (de)regulat�on 
can be conducted voluntar�ly at t�mes of domest�c need and can stand aloof 
to external or market pressures.

how long m�ght ch�na take to ach�eve symmetry �n �ts cap�tal flow 
reg�me aga�nst the present backdrop of a str�k�ngly weak financ�al system? 
That �s beyond the scope of th�s work. What �s �mportant to note �s that, for 
the moment, a proact�ve approach to boost�ng outward d�rect �nvestment 
and a prudent approach to �ncreas�ng portfol�o flows by the corporate and 
profess�onal �nvestment commun�t�es �s probably �n ch�na’s best �nterests. 
equally �mportantly, any reform should be des�gned to keep household sav�ngs 
capt�ve for a wh�le longer.

Summary and conclusions

ch�na’s fore�gn exchange market �s character�sed by a low level of turnover 
and a lack of soph�st�cat�on. low absolute and relat�ve levels of l�qu�d�ty are an 
outgrowth of the r�sk-averse umbrella pol�cy reg�me. The current reg�me restr�cts 
cap�tal outflow and exchange rate flex�b�l�ty. A mater�al �ncrease �n turnover �n 
the onshore market awa�ts a more l�beral pol�cy sett�ng on both counts.

Prospects for deregulat�on are sound but not completely overwhelm�ng. 
The weakness of the bank�ng system �ntrudes rather rudely on the normat�ve 
arguments for exchange rate flex�b�l�ty and accompany�ng de-restr�ct�on of the 
cap�tal account. indeed, the l�ne that ch�na �s ready to accommodate greater 
exchange rate flex�b�l�ty and a substant�ally more open cap�tal account appears 
c�rcular when the bank�ng �ssue looms �nto v�ew. Yet a select�ve eas�ng of 
restr�ct�ons on outflow by corporat�ons and profess�onal �nvestors would help 
allev�ate a port�on of the ex�st�ng asymmetr�es, w�thout unduly threaten�ng 
capt�ve bank depos�ts. 

Greater outflows are needed to reduce the strong one-way b�as for the 
exchange rate and to stem the rap�d accumulat�on of fore�gn exchange reserves. 
in turn, th�s would reduce the requ�red ster�l�sat�on effort. ch�na’s loophole 
approach towards �ts core pol�cy parameters �s clearly a fin�te one. At some 
future po�nt, the sum of the ster�l�sat�on effort and the opportun�ty cost of 
reserve hold�ng w�ll exceed the perce�ved stab�l�ty benefits �n the m�nds of 
pol�cymakers.
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once ch�na comm�ts fully to the pursu�t of a consumer-dr�ven econom�c 
structure, the current m�x of pol�cy parameters w�ll be d�scarded rat�onally. The 
present m�x of parameters �s cons�stent w�th the export-dr�ven development 
model that has character�sed the economy �n the reform era. The maturat�on and 
exhaust�on of th�s strategy w�ll s�gnal a new approach to monetary pol�cy and 
�nternat�onal financ�al arrangements. The emphas�s w�ll sh�ft from an external 
anchor—the fixed exchange rate—to levers controll�ng �nternal l�qu�d�ty.

on the exchange rate reg�me �tself, the apprec�at�on trajectory of the 
renm�nb� s�nce the revaluat�on has been managed so t�ghtly that firms have 
chosen to eschew hedg�ng act�v�ty. Turnover �s l�kely to be relat�vely suppressed 
unt�l the �mperat�ve to hedge r�ses. The very gradual apprec�at�on of the renm�nb� 
observed so far has not been suffic�ent to conv�nce firms that the costs of 
hedg�ng are less than those of not do�ng so. G�ven th�s real�ty, the adm�n�strat�on 
could dec�de that greater apprec�at�on and assoc�ated volat�l�ty are a necessary 
ev�l on the way to bu�ld�ng a developed fore�gn exchange market. 

Notes

1 The data presented here are for turnover by country, not by currency. They are taken from 
Table e-4 of the tr�enn�al Bis surveys (1996, 1999a, 2002, 2005).

2 ‘Non-del�verable forwards’, or NdFs, are a cash-settled forward contract on a non-cap�tal 
account convert�ble (that �s, ‘non-del�verable’ offshore) currency. The not�onal pr�nc�pal 
amount, the outr�ght fore�gn exchange rate and matur�ty (fix�ng date) are all agreed at �ncept�on. 
on matur�ty there �s no exchange of pr�nc�pal. A cash d�fferent�al, �n Us dollars, �s pa�d or 
rece�ved depend�ng on the relat�v�ty between the fix�ng rate and the or�g�nal contract. For an 
overv�ew of the As�an NdF market, see debelle et al. (2006) and ma et al. (2004). For log�st�cs 
of NdFs relat�ve to del�verable forwards, see Westpac inst�tut�onal Bank (2006). 

3 New �ndustr�al�sed econom�es as defined by the internat�onal monetary Fund: republ�c of 
korea, Ta�wan Prov�nce of ch�na, hong kong spec�al Adm�n�strat�ve reg�on of ch�na and 
s�ngapore. 

4 Th�s debate �s played out �n cheung et al. (2003); e�chengreen (2004); ma et al. (2004); and ma 
and mccauley (forthcom�ng).

5 The ‘unholy tr�n�ty’ of an open cap�tal account, a fixed exchange rate and an �ndependent 
monetary pol�cy �s a log�cal find�ng from the open-economy macroeconom�cs developed �n 
the early 1960s by mundell (1960, 1963) and Flem�ng (1962). The�r �deas on the exchange rate 
were synthes�sed and augmented by dornbusch (1976). it can be found �n contemporary texts 
as the ‘mundell–Flem�ng–dornbusch’ model: for example, �n obstfeld and rogoff (1996).

6 The Bank of korea �s an �nflat�on targeter, but the m�n�stry of F�nance and economy st�ll 
controls fore�gn exchange pol�cy. it �s not an �mposs�ble separat�on of powers, but �s l�kely a 
sub-opt�mal one. 

7 The l�terature on �nflat�on target�ng �s �mmense. For a useful survey, see lowe (1997). For a 
d�scuss�on of the appl�cab�l�ty of �nflat�on target�ng for As�a, see debelle (2001).
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8 interv�ew subjects came from local ch�nese banks and fore�gn banks w�th a h�gh-profile 
presence �n the onshore and offshore markets. 

9 Th�s �s a huge top�c and far beyond the reaches of th�s work. For a comparat�ve study of firm 
structures across As�a, see T�pton (2007). 

10 B�lateral free trade agreements currently under d�scuss�on w�th ch�le and Austral�a could 
eventually meet th�s cr�ter�on. 
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