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CHINA: MANAGING FINANCIAL INTEGRATION

Wei Ge

I. FINANCIAL INTEGRATION AND VULNERABILITY

The outbreak of the Asian financial crisis in 1997 and its devastating
aftermath have brought to light a host of issues concerning capital account
management, liberalization and its implications for overall economic
development. As a group of once high-performing, “miracle” economies
in Asia' — notably Indonesia, Malaysia, the Republic of Korea and Thailand
— were suddenly trapped into a sharp economic downturn and suffered the
consequences of enormous income and welfare losses. An immediate
question raised by policy makers and in academic circles was “What went
wrong?” The subsequent contagion effects of the crisis, reaching not only
some economies in the Asia-Pacific region but also countries as far away
as Brazil and the Russian Federation, extended the inquiry into a closely
related question: “What can be done, both domestically and inter-
nationally?”

Scholarly investigation of the issues involved has been wide ranging.
Concerning the first question, a set of factors attributable to a varying
degree to the outbreak of the crisis has been identified. Broadly, these
include: macroeconomic management, particularly in the presence of a
non-sustainable resource gap, and the manner in which it is financed; the
leverage and governance of corporate and financial sectors; accounting
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and disclosure standards; regulatory and policy transparencies; the
relationship between government and businesses, and between financial
intermediaries and corporations; the behaviour of alternative types of cross-
border capital flows and their implications for a receiving country; exchange
rate regimes and their management; the conduct of sectoral policies and
resulting structural imbalances; and too fast a pace of financial liberalization
in the absence of prudent regulations. Weaknesses in these areas and their
interrelationships are considered to be the main reasons why the crisis-
affected economies were so vulnerable to external shocks, and they help
explain what might have triggered a crisis of this magnitude in the first
place. Studies on the second question have thus far focused on several
interconnected aspects. What are the policy objectives and instruments
needed for a proper handling of the crisis and its contagion effects? How
may these policies be coordinated at the micro, macro, and international
levels? What are the useful indicators that may signal an impending crisis
with some degree of reliability? What forms of institutional infrastructure
and monitoring framework, both domestic and international, do we need
in order to reduce the potential risks associated with financial liberalization
and sustain economic development in the increasingly integrated global
economic environment??

As to individual economies, the answers to these questions rest heavily
on the diagnosis of the specific problems at hand, which tend to be highly
case-sensitive. Financial and banking difficulties are not new phenomena,
and are certainly not limited to developing countries and economies in
transition. The banking problems encountered by some industrialized
countries,’ as well as by certain newly industrializing economies (NIEs) —
such as Hong Kong (China), Singapore and Taiwan Province of China —
are just a few well-known examples in recent memory. Of the crisis-affected
Asian economies, Malaysia, the Philippines and Thailand had all experienced
financial and banking difficulties prior to the 1997 crash. Likewise, the
problem of external debt and corporate leverage was not unfamiliar to policy
makers in the Republic of Korea. By most international standards — and
those practised in some NIEs — perhaps none of today’s developing
countries and transitional economies can be considered free of at least
some of the above-cited “vulnerabilities”. Many of these economies have,
since 1997, either steered clear of the financial storm or managed to weather
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its contagion effects fairly well. A closer look at these cases suggests that
the presence of vulnerabilities in itself does not necessarily imply that
countries will be inevitably dragged into a major crisis. Nor should the
“vulnerable” economies forego the benefits of greater financial integration
for fear of exposing themselves to too much potential damage. The key
lies in how the process of integration and liberalization is managed, which,
in its very essence is a country-specific issue. This burden ultimately rests
on the policy makers in the economies in question.

China presents an important case in this regard. In many respects, the
Chinese economy exhibits characteristics similar to those of the crisis-
affected Asian countries, particularly in terms of weaknesses in the financial
and corporate sectors.* Nevertheless, China not only survived the crisis,
which was the worst external shock since its integration into the world
economy — a process that began in 1979 — it actually achieved a very
impressive rate of growth. Since 1997, annual rates of real GDP growth in
China have exceeded 7 per cent. Although slower than the pace observed
in some of the previous years, this is, nevertheless, in sharp contrast to
some of the neighbouring economies, where contractions have been
observed. The Chinese currency has remained stable, as has the net inflow
of foreign capital. An interesting question, therefore, is how China, with
an economy as “vulnerable” as that of its Asian neighbours — if not more
so — has managed to accomplish this? Put more generally, given all the
recognized structural and institutional weaknesses of the developing
countries and economies in transition, how can a smoother process of
economic integration and liberalization be facilitated, while keeping
potential costs to a minimum? This question is especially relevant to
individual developing countries and transition economies, given the fact
that a well-functioning, developing-country-friendly, international financial
architecture is still in the making.’

The present study attempts to explore this question, using the Chinese
economy as a special reference. The main focus is on the essential issues
concerning financial sector reforms and capital account management. To
set the stage, section II provides a brief overview of economic transition
in China since 1979. Section III examines in more detail the changing
pattern of capital flows into China, and highlights some key characteristics.
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Certain critical elements and mechanisms that have prevented China from
being dragged into the Asian financial crisis are discussed in section I'V.
These include restructuring of the financial sector, the exchange rate system
and management, and the structure and operation of equity markets. Section
V concludes the study with some final remarks on the potential impacts on
China of its entry into the World Trade Organization (WTQO). The discussion
does not attempt to provide a comprehensive assessment of all the above-
mentioned areas in every detail, but rather to concentrate on those aspects
that best fit the purpose of this study.

Il. THE CHINESE ECONOMY IN TRANSITION:
A BRIEF OVERVIEWS®

The founding of the People’s Republic on 1 October 1949 marked the
beginning of modern economic development in China. Its subsequent
development may be divided into two phases, according to the economic
system installed, the strategies pursued and the country’s economic
relationship with the outside world. The first phase covers a 30-year period,
from late 1949 to the end of 1978. The second phase began in 1979, when
the leadership set out to reform and open up the economy.’

The development strategy implemented in the first phase was
essentially one that called for rapid industrialization by concentrating on
promoting heavy industry and economic independence. Economic activities
were organized and managed under a central planning system similar to
that of the former Soviet Union. The degree of reliance on foreign markets
and assistance was kept low, with an emphasis on economic self-sufficiency.
Since 1979, however, dramatic changes have taken place in China: the
country is undergoing a period of rapid transition, turning away from the
central planning system and moving towards a more market-oriented
configuration. The pattern of economic growth has since been more
balanced in terms of the sectoral structure of production and the relationship
between accumulation and consumption. Equally important, China has
become much more outward looking and is increasingly integrating into
the international community.
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A. Accomplishments in two decades of reform

Reforms introduced in China since 1979 have accelerated the process
of industrialization and urbanization, and brought about impressive growth
in production, trade and the standard of living. Despite the internal and
external difficulties that the country has encountered, as well as the
enormous social, political and economic challenges it still faces, the
transition process has been, on average, remarkably smooth so far and,
judging by most social and economic indicators, outstandingly successful.

During the period 1979-1999, real GDP in China grew at an average
rate of about 8 per cent per annum — unmatched in any period in China’s
history and unparalleled by any other economy in transition. The country
emerged as the most dynamic and fastest growing economy in the world
and one of the most powerful driving forces in the development of the
Asia-Pacific region. During this period, inflation was generally kept in
check, productivity growth accelerated, and output and trade soared. As
recently as 1996, industrial production was more than seven times higher
than in 1978, and total trade 14 times higher. These upward trends have
since been strengthened. In two decades, the overall size of the economy
has increased more than fourfold.

This dynamic growth has been widely spread across most of the
country. It has been estimated that if each of China’s 30 municipalities,
provinces and autonomous regions® were treated as an individual economy,
then the 20 fastest growing economies in the world in the past two decades
would have been Chinese (World Bank, 1997a: 3).° The result of this rapid
expansion has been a substantial improvement in the standard of living for
the population at large. Real income per capita in China has more than
quadrupled during the period. In this respect, China has achieved in
two generations what took industrialized countries centuries. More than
200 million people — the equivalent of about 4 per cent of the total world
population — have been lifted out of absolute poverty during this short
period (World Bank, 1997a: footnote 9). At the same time, the economy
has largely avoided the unsustainable swings that are common to the
developing countries that have undergone rapid economic expansion.
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B. Economic reforms and systemic transformation

The robust growth over the past two decades has been both a cause
and a consequence of China’s ongoing process of economic reform and
systemic transformation. China has made remarkable progress in reshaping
its once highly centralized economic management system: the scope of
central planning has been greatly reduced and market forces are playing
an increasingly significant role in the country’s economy. Less than 5 per
cent of industrial production is now under central government planning,
down drastically from more than 70 per cent in 1978. Virtually all consumer
goods are sold at market prices, compared to less than 5 per cent two decades
ago.

In the rural area, the commune system of collective farming was
abolished in the early 1980s and replaced by the household production/
responsibility system, which later developed into the household contract
system. The reform has boosted agricultural production and productivity
growth. Sweeping reforms have also been carried out in a wide range of
areas, including taxation, investment financing, banking, foreign exchange
management and trade, wages, prices and in various social security and
welfare systems. Private ownership is encouraged; the private sector has
been playing an increasingly important role in the economy. Small and
medium-sized, collectively-owned enterprises flourish in both rural and
urban areas. The non-State-owned sector now contributes more than 50 per
cent to the country’s total industrial production, and commands a significant
share in tertiary markets. Reforms in large-scale, State-owned sectors are
well under way. Markets for capital, labour, raw materials and real estate,
as well as for bonds, stocks, futures trading and insurance, are developing
at an accelerating pace. Macroeconomic management has shifted from
depending heavily on administrative controls to increasingly relying on
indirect, market-oriented methods. The financial and banking sectors have
been restructured and enhanced, and the legal and institutional framework
has been formulated and strengthened.
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C. Opening up to the outside world

The reforms have gone hand-in-hand with promotion of greater
economic openness, bringing the country’s foreign trade and exchange rate
system closer in line with international practice, and substantially helping
to promote foreign trade. On 1 January 1994 the practice of multiple
exchange rates was abolished and a unitary exchange rate system put in
place. Strict controls over foreign exchange transactions have been relaxed,
trade in foreign exchange on the current account is now permitted,'® and
extension to liberalized items on the capital account is on the agenda. More
and more tariffs and quotas, once levied on traded goods, have either been
lifted or are being reduced. To meet conditions for entry into WTO, China
has slashed tariffs on imported items four times since the end of 1992,
lowering the country’s average tariff rate to 17 per cent from the previous
average of 43.2 per cent.!! Progress has also been made in removing non-
tariff barriers. Regulations and procedures concerning foreign transactions
are being clarified and simplified. With the accession of China to WTO,
the scope and depth of its opening-up efforts are expected to be even more
far-reaching.!?

China’s degree of openness has increased significantly since 1979.
Total merchandise trade (exports plus imports) surged to $323.9 billion in
1998 from a mere $20.6 billion in 1978, and accounted for more than 35 per
cent of China’s GDP. While it ranked thirty-second in 1978, China emerged
in 1993 as the eleventh largest trading nation in the world, and now, just a
few years later, it has advanced further to figure among the top 10. Its
booming economy has attracted investors from all over the world. In 1998,
for example, FDI in China stood at $45.5 billion, having grown more than
10 times since 1986, and even more significantly from its negligible level
of $6 billion for the period 1978-1982, when the process of economic
reform and opening had just begun. In 1993 China already ranked as the
second largest FDI recipient in the world after the United States. That
ranking has since remained unchanged.

Since the mid-1980s (and especially the early 1990s) more sectors
and geographical regions in China have been opened up to foreign



192 WEeI GE

investment and participation. The sectors include those that were previously
prohibited, such as energy exploration and production, infrastructure
construction, telecommunications and banking and financial services.
Geographically, FDI has expanded from a few designated small areas in
the south-east provinces of Guangdong and Fijian in the late 1970s to the
country’s vast hinterland. The number of foreign-funded firms established
in China has increased substantially over the past 20 years. The investing
firms have brought not only the physical capital, but also technical,
managerial and marketing know-how, thus enhancing China’s efficiency
in production and competitiveness in the world marketplace.

While active in attracting FDI, China has exercised greater caution in
managing foreign commercial borrowing and portfolio investment inflows.
As detailed in sections I1I and IV below, this is reflected both in its external
debt management and in the way in which the Chinese equity markets
operate. Nevertheless, capital inflows from these sources have increased.
In addition, significant funds have been raised in foreign stock and bond
markets, including Hong Kong (China), in recent years. Apart from private
sources, loans obtained from foreign governments have contributed to
capital inflows to China. This is in addition to the funds furnished by
international financial institutions, such as the World Bank and the Asian
Development Bank. As the process of opening up continues, Chinese
enterprises are becoming more actively involved in investing overseas.
The significantly greater economic openness has reinforced efforts towards
systemic reforms as well as deepened and accelerated the pace of overall
economic transition.
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lll. THE CHANGING PATTERN OF CAPITAL INFLOWS

Table 1 provides information on actual (paid-in) utilization of foreign
capital in China, with a breakdown by category, for the period 1983-1998.
Several observations may be made on the changing pattern of foreign capital
inflows.

A. The predominance of foreign direct investments

The amount of total inflows has grown significantly during the period.
As the second column of table 1 shows, the total amount of actual utilized
foreign capital increased nearly 30 times during this period, from a mere
$2 billion in 1983 to $58.6 billion in 1998, and the upward trend of foreign
capital inflows was fairly smooth. This was the case not only for total
inflows, but also for foreign loans, and especially for FDI. These two
categories are shown in the third and fifth columns respectively, of table 1.

Interestingly, the relative importance of each category shifted during
the period. The change in the share of foreign loans, as opposed to that of
FDI, is particularly noteworthy. Foreign loans accounted for more than
half of total foreign capital inflows to China throughout the 1980s, and
reached a peak in 1986 at 68.5 per cent. The situation did not take a
noticeable turn until 1992, when the share of foreign loans fell to 41.2 per
cent of the total. The decline in percentage shares in this category continued
thereafter, ending the period at 18.8 per cent — which is comparable to the
lowest share of 18.6 per cent posted in 1997. In contrast, FDI gained
enormous momentum, especially after 1992, In that year, the share of FDI
in total inflows exceeded, for the first time, that of foreign loans. Thereafter,
there was a surge in FDI to the extent that it accounted for more than
70 per cent of total inflows each year.

Other foreign investment inflows were rather small in absolute terms,
and their share declined during much of the period. This is shown in the
last two columns of table 1. The foreign investments that fall into this
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Table 1
CHINA: ACTUAL UTILIZATION OF FOREIGN CAPITAL BY TYPE, 1983-1998
(% billion; percentage)

Other foreign
Foreign loans FDI investment
Percentage Percentage Percentage
Total Amount of total Amount of total Amount of total

1983 2.0 1.1 55.0 0.6 30.0 0.3 15.0
1984 2.7 1.3 48.2 1.3 48.2 0.2 3.6
1985 4.7 2.7 57.5 1.7 36.2 0.3 6.3
1986 7.3 5.0 68.5 1.9 26.0 0.4 5.5
1987 8.5 5.8 68.2 2.3 271 0.3 4.7
1988 10.2 6.5 63.7 3.2 31.4 0.6 4.9
1989 10.1 6.3 62.4 3.4 33.7 0.4 3.9
1990 10.3 6.5 63.1 3.5 34.0 0.3 29
1991 11.6 6.9 59.5 4.4 37.9 0.3 2.6
1992 19.2 7.9 41.2 11.0 57.3 0.3 1.5
1993 39.0 11.2 28.7 27.5 70.5 0.3 0.8
1994 43.2 9.3 21.5 33.8 78.2 0.2 0.3
1995 48.1 10.3 21.4 37.5 78.0 0.3 0.6
1996 54.8 12.7 23.2 41.7 76.1 0.4 0.7
1997 64.4 12.0 18.6 45.3 70.3 7.1 11.1
1998 58.6 11.0 18.8 45.5 77.7 21 3.5

Source: Author’s calculations, based on State Statistical Bureau (1994: 527; 1997: 605; 1999: 577).

category include international leasing, compensation trade, and processing
and assembling. From the Chinese standpoint, these types of investments
are less useful in terms of acquiring more advanced foreign technologies,
but are beneficial in terms of job creation, particularly for the unskilled
labour force. Relative to its diminishing weight in the later part of the
period (with the exception of 1997 and, to a lesser extent, 1998), this
category played a somewhat greater role during the preliminary stage of
China’s economic opening, when domestic and overseas investors were
still getting to know to each other.
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Interestingly, the upward movement of foreign capital inflows was
not interrupted to any significant degree by the social unrest in 1989 and
the subsequent economic sanctions that were imposed on China by some
western countries. This event had some impact on the inflow of foreign
loans, notably those from foreign governments. It might also have scared
away some small investors. However, the impact was only marginal. The
amount of foreign loans in 1989 declined to $6.3 billion from $6.5 billion
in the previous year, and that of other foreign investments fell to $0.4 bil-
lion in 1989 from $0.6 billion in 1988. In contrast, the inflow of FDI
continued: it reached $3.4 billion in 1989, up by more than 6 per cent from
1988. This increase in FDI offset most of the losses incurred in other
categories. As a result, the total amount of foreign capital inflow in 1989
declined only slightly from the previous year: down by less than 1 per
cent, as the table indicates. Driven largely by the continued increase in
FDI, total inflows recovered quickly in 1991, and have since shown a
strongly upward trend. Thus, as far as foreign capital inflow is concerned,
the political event of 1989 apparently did very little harm to China, and
the economic sanctions that followed were completely ineffective.

One of the possible reasons for this somewhat surprising observation
may have to do with the structure of foreign capital inflows into China.
FDI, especially by multinational firms, tends to be forward-looking and
motivated by long-term business considerations. This type of inflow may
thus be less volatile, and comparatively less sensitive to a one-off, short-
lived political shock. A relatively greater reliance on FDI, among other
factors, appears to have enabled China to sustain a smooth stream of foreign
capital inflows during this difficult period. The same argument applies to
the period covering the Asian financial crisis and its contagion. As the
table shows, the level of FDI in both 1997 and 1998 exceeded that of 1996,
thus preventing a marked decline in total inflows.

The increase in “other foreign investments” between 1997 and 1998
was due mainly to a surge of inflows from Taiwan Province of China and
the United States. This category of inflows from these economies jumped
in 1998 by 157 per cent and 23.9 per cent respectively, from their corres-
ponding 1997 levels. The moderate decrease in foreign loans in 1998 from
their level of the previous year was primarily a result of the decline in
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intergovernmental loans (-20 per cent), commercial loans (-26 per cent),
and in China’s overseas bond issuance (-59 per cent). In contrast, loans
from international financial institutions and export credits provided by
foreign entities increased in 1998 by 84 per cent and 43 per cent respectively,
from their 1997 levels, offsetting the above-mentioned loan declines (State
Statistical Bureau of China, 1999: 596-8).

B. Growing significance of joint ventures and foreign-owned
firms

Over time, joint ventures and wholly foreign-owned enterprises have
emerged as the dominant types of FDI in China, as table 2 suggests. In the
upper portion of the table, we compute, on a contracted base, the shares of
FDI under alternative arrangements between 1992 and 1998 — the period
during which the surge in FDI inflows was strongest. As the table shows,
FDI under the arrangements of joint ventures and wholly foreign-owned
enterprises, taken together, typically accounted for nearly 80 per cent of
the total during the period. In comparison, the share of co-production in
the total was relatively small. Of the three types of arrangements considered,
joint ventures were the most popular for most of the period, accounting for
more than 40 per cent of the total. But the significance of this form of FDI
declined, as its share fell from 50.1 per cent in 1992 to 33.2 per cent of the
total in 1998. Meanwhile, the share of wholly foreign-owned enterprises
gained considerable strength, rising from 27 per cent in 1992 to 41.8 per
cent in 1998.

Despite varying degrees of importance, the average size of FDI per
project in all three kinds of FDI has increased significantly, as seen in the
lower portion of table 2. A comparison of the figures for 1992 with those
for 1998 shows that the average size per project under joint ventures
increased to $2.13 million in 1998 from a mere $0.85 million in 1992,
more than double. Similarly, the average size of wholly foreign-owned
enterprises also increased strongly, up from $1.81 million per project in
1992 to $2.25 million in 1998. And the co-production category saw an
increase in average project size from $2.32 million in 1992 to $5.82 million
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Table 2
CHINA: CONTRACTED FDI BY TYPE AND SIZE, 1992-1998

1992 1993 1994 1995 1996 1997 1998
As percentage of total FDI
(Total FDI = 100)
Joint ventures 50.1 495 486 435 435 406 33.2
Co-production 228 229 246 195 195 236 224
Foreign enterprises 27.0 273 266 36.9 352 346 4138
Average investment per project
($ million)
Joint ventures 085 1.02 144 194 252 230 213
Co-production 232 244 3.06 3.72 502 509 582
Foreign enterprises 1.81 1.61 169 286 296 1.84 225
Total FDI 119 134 174 247 298 243 263

Source: Author’s calculations, based on State Statistical Bureau (various years).

Note: The sum of each column is not equal to 100 due to the omission of FDI inflows that are classified
as “co-developments” and “foreign investment share enterprises” in the Chinese statistics. The
categories, which are rather insignificant, account for about 2 per cent of the total in the period
under consideration.

in 1998, again more than double. Taking FDI as a whole, the average
amount per project rose some 2.2 times during this period, from $1.19 mil-
lion in 1992 to $2.63 million in 1998.

The growth in average size of foreign-invested projects suggests,
among other things, that there might have been a shift in investor mix.
Over time, small and medium-sized, sometimes foot-loose, investors, were
increasingly replaced by larger-scale, multinational firms with longer-term
investment and business development strategies. An increase in capital
and technology intensities accompanied the expansion of FDI and the
enlarged average size of investment projects. Simple processing and
assembling, labour-intensive projects gradually gave away to more capital-
intensive ones with higher technology content, ranging from automobile
and aircraft production to computer software development. The sectoral
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destination of FDI was also extended, from agricultural and manufacturing
undertakings to projects in energy, transportation, communications and
infrastructure development from the secondary sector, and to such tertiary
activities as retailing, accounting, banking, insurance, financial and business
consulting, and foreign trade and investment-related services. In the
process, China has become much more sophisticated in screening foreign
investment projects. Before the late 1980s, practically all types of foreign
investment projects were welcomed. In more recent years, however, much
attention has been paid to the quality, and not just quantity, of foreign
investments. Foreign investment projects that fail to meet certain technical
and environmental standards, that fall into the category of sunset industries,
and that are inconsistent with the country’s overall industrial policies are
most likely to be rejected.

C. Managing the external debt

The external debt has grown significantly since 1979, from being
nearly non-existent to $146 billion at the end of 1998.13 Despite the surge
in absolute amounts, the composition of the external debt, as well as debt-
related risk indicators, appears to be quite manageable, suggesting a fairly
conservative attitude towards the handling of the external debt.

As shown in table 3, loans from foreign governments and international
financial institutions remained fairly stable, at about 30 per cent of the
total between 1988 and 1998, and increased moderately from the early
1990s. Commercial loans accounted for about 50 per cent of the total, and
loans from other sources made up the remaining 20 per cent, on average.
Of the total loans made during the period, more than 86 per cent, on average,
were long-term loans (i.e. with a maturity date of one year or longer), as
indicated in the last two columns of table 3.

Table 4 shows three risk indicators of external debt for the period
1985—-1998. The debt service ratio (shown in the second column of the
table) is defined as the ratio of the payment of principal and interest on
foreign debt to the foreign exchange receipts from foreign trade and non-
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Table 3
CHINA: COMPOSITION OF EXTERNAL DEBT BALANCE, 1988-1998
(Percentage)
By type of debt By repayment terms
(Total debt = 100.0) (Total debt = 100.0)
Loans from
Loans from international International
foreign financial commercial Long-term  Short-term
governments  institutions loans Other debt debt
1988 16.6 10.6 47.5 25.3 81.7 18.3
1989 16.8 12.9 52.5 17.8 89.7 10.3
1990 16.0 12.0 55.5 16.5 87.1 12.9
1991 15.7 11.7 52.1 20.5 83.0 17.0
1992 16.6 12.1 51.2 20.1 84.4 15.6
1993 171 12.5 49.2 21.2 83.8 16.2
1994 211 14.0 51.0 13.9 88.8 11.2
1995 20.7 13.9 49.4 16.0 88.8 11.2
1996 19.1 14.4 49.0 17.5 87.9 12.1
1997 15.9 14.7 49.4 20.0 86.1 13.9
1998 15.4 15.7 46.7 22.2 88.1 11.9

Source: State Statistical Bureau (various years).

trade services. Liability ratio is the balance of foreign debt as a percentage
share of GDP. Foreign debt ratio refers to the ratio of the balance of foreign
debt to foreign exchange receipts from foreign trade and non-trade services.
Clearly, all three indicators have been kept very much in line with the
commonly perceived “safety” ranges.'*

It is important to note that, in spite of the rising foreign capital in-
flows over the past two decades, China has relied much more on domestic
sources for funding its vast investment needs. As table 5 indicates, the
contribution of foreign investment to the development of fixed assets in
China since 1981 has been relatively minor. It accounted for less than 10 per
cent per annum of the total investment in fixed capital for most of the
period under consideration, except 1995-1997 when it exceeded 10 per
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Table 4 cent. The same observation also

CHINA: RISK INDICATORS OF FOREIGN  applies to the public-sector debt
DEBT, 1985-1998 structure. This is shown in ta-

(Percentage of GDP) ble 6, which computes the share
of foreign borrowing in total

Debt service Liability — Foreign debt government debt’ and the Share

ratio ratio ratio . .

of principal and interest pay-
1985 27 5.2 56.0 ments on foreign debt by the
1986 15.4 7.3 72.1 Chinese Government during the
1987 9.0 9.4 771 period 1981-1998. These shares
1988 6.5 10.0 87.1 . . .

lin ntially in th -

1989 83 99 86.4 declined substantially in the sec
1991 8.5 14.9 91.9 the Government’s foreign debt
1992 7.1 14.4 87.9 obligation was negligible.
1993 10.2 13.9 96.5
1994 9.1 17.1 78.0 . . .
1995 76 15.2 724 The information provided
1996 6.0 14.2 67.7 in tables 5 and 6, combined with
1997 7.3 14.5 63.2 the characteristics of the capi-
1998 10.9 15.2 70.4

tal inflow structure outlined
above, suggests that even if there
were to be a sudden massive
withdrawal of short-term “hot”

Source: State Statistical Bureau (various years).

capital, its impact on the Chinese economy would probably be insignifi-
cant. But are there institutional mechanisms and regulatory frameworks
that could prevent the economy from being exposed to such a possibility
in the first place, and that would protect it if a sudden flight of capital
were to occur? We turn to these questions in the next section, which deals
with some relevant features of the financial sector and capital account
management in China.

D. The role of the “greater Chinese economy”

Definitions of the “greater Chinese economy” vary. The narrowest
one covers the mainland, Hong Kong (China) and Taiwan Province of
China; whether Macao (China) is included depends on the purpose of the
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Table 5

CHINA: TOTAL INVESTMENT IN FIXED ASSETS
BY SOURCE OF FINANCING, 1981-1998

(Percentage of total investment)

State budgetary Domestic Foreign Self-raised

appropriation loans investment funds
1981 28.1 12.7 3.8 55.4
1982 22.7 14.3 4.9 58.1
1983 23.8 12.3 4.7 59.2
1984 23.0 14.1 3.9 59.0
1985 16.0 20.1 3.6 60.3
1986 14.6 211 4.4 59.9
1987 13.1 23.0 4.8 59.1
1988 9.3 21.0 5.9 63.8
1989 8.3 17.3 6.6 67.8
1990 8.7 19.6 6.3 65.4
1991 6.8 235 5.7 64.0
1992 4.3 27.4 5.8 62.5
1993 3.7 235 7.3 65.5
1994 3.0 224 9.9 64.7
1995 3.0 20.5 11.2 65.3
1996 2.7 19.6 11.8 66.0
1997 2.8 18.9 10.3 67.7
1998 4.2 19.3 9.1 67.4

Source: State Statistical Bureau (1999: 185).

study.!® The broader classification extends the coverage to the overseas
Chinese business communities in the rest of the Asia-Pacific region, and
sometimes also includes those in the rest of the world. Hong Kong (China)
has played the most significant role since 1979 as the financier of the
economic boom on the mainland. Its highly visible, long-standing function
is as China’s major gateway to the world commodity markets.

Table 7 shows the source of foreign capital inflows to China between
1992 and 1998 on a paid-in basis. The figures provided in the table com-
bine the three categories considered in table 1. Hong Kong (China) stands
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Table 6

CHINA: GOVERNMENT DEBT
FINANCING, 1981-1998

(Percentage)

Share of foreign

Share of foreign
debt servicing in

borrowing in total  total government
government debt debt payment
1981 60.0 92.1
1982 47.7 89.4
1983 47.6 86.1
1984 45.0 78.7
1985 325 82.4
1986 54.8 68.8
1987 47.6 65.1
1988 51.2 556.5
1989 35.3 63.3
1990 47.5 35.8
1991 39.0 32.5
1992 40.9 18.3
1993 48.4 26.5
1994 12.5 21.5
1995 2.5 8.2
1996 6.1 4.6
1997 2.6 3.7
1998 2.5 3.3

Source: Author’s calculation, based on State Statistical
Bureau (1999: 284).

out as the largest source of capi-
tal inflows throughout the entire
period (except 1996), contribut-
ing more than 40 per cent, and
sometimes much higher, to the
total. When Hong Kong (China),
Macao (China), and Taiwan Prov-
ince of China are grouped to-
gether, they account, on aver-
age, for about 50 per cent of to-
tal inflows during the period
considered. Annual shares vary
within a range of 46-58 per
cent. This has surpassed the
shares of inflows from Japan,
Singapore and the United States
combined — the other three main
sources — by a considerably large
margin for each year during the
seven-year period. Most of the
investments on the mainland by
the three Chinese-speaking ter-
ritories fall into the categories
of FDI and other foreign invest-
ments.The trends have been
fairly stable,'® with 1998 as the

only exception, when a noticeable decline from its peak level of 1997 was
recorded.

It is useful to note that the sources of foreign capital inflows to China

have become more diversified in recent years. A comparison of the figures
in 1998 with those in 1992 shows that inflows from non-traditional
countries, both within and outside the Asia-Pacific region, have gained
strength, albeit varying from country to country. For example, the shares
of the Netherlands, Singapore, the United Kingdom and the United States
in 1992 accounted for 0.7 per cent, 1.1 per cent, 0.2 per cent, and 3.0 per
cent of the total, respectively. By 1998, the corresponding shares had
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reached 7.2 per cent, 2.5 per cent, 1.5 per cent, and 8.8 per cent, as seen in
table 7. The more diversified pattern helped to prevent overall foreign
capital inflows from falling too fast when the Asian financial crisis hit. As
table 7 indicates, with the onset of the crisis, investments by the crisis-
affected economies in China decelerated, while other countries picked up
the pace. As a result, the total capital inflow in 1997 and 1998 declined, on
a year-on-year basis, by 4.4 per cent and 9.2 per cent, respectively; the
figures would otherwise have been larger.

E. Capital outflows and the issue of “round-tripping”

Discussion of the capital account thus far has centred on capital
inflows. Outflows also exist, as table 8 suggests. Two types are worthy of
comment. The first has been a direct result of China’s increased economic
openness over the past two decades. In their attempt to diversify trade
flows and to secure regional markets for both inputs and outputs, an
increasing number of Chinese enterprises have sought to engage in overseas
production and related activities. The Government has encouraged such
activities, and the intensity of Chinese overseas undertakings has surged
markedly in recent years. In 1998, for example, the number of such contracts
reached about 26,000, with a total value approaching $11.8 billion (State
Statistical Bureau of China, 1999: 603). This activity is often carried out
in the form of FDI, with funds being furnished either at home or abroad
under the authorization and supervision of the concerned government
entities.

The second type of capital outflows tends to be more irregular, and,
in some cases, illegal. These may either include foreign bank deposits or
purchases of foreign equity shares by domestic entities, mainly institutions.
Foreign exchange is sometimes obtained by the institutions through illegal
channels, including through corrupt bank officials, as news reports have
periodically revealed.

“Round-tripping” is another issue that has complicated capital account
management in China. Typically, a domestic entity may obtain foreign
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Table 8
CHINA: BALANCE OF PAYMENTS - SELECTED ITEMS, 1990-1997
($ billion)

1990 1991 1992 1993 1994 1995 1996 1997

Net direct investment 2.7 3.5 72 231 31.8 338 381 417
Net long-term borrowing 63 45 113 128 98 129 108 125
Net short-term capital -3.2 04 -09 -39 -31 0.4 01 -114
Capital flows not
included elsewhere -30 -08 -17.8 -86 -59 -85 -9.1 -20.0
Errors and omissions -32 -68 -82 -101 -91 -17.8 -155 -16.8
Change in net reserves -121 141 21 -18 -30.5 -225 -31.7 -35.9
Nominal official exchange rates

(average yuan per $) 48 53 55 58 86 84 83 83
Index of real effective

exchange rates 373 324 313 30.7 335 353 370 414
Resource balance 10.7 115 50 -11.8 77 120 17.6 40.5

Source: IMF (various years).

exchange by overstating invoices of its trade transactions, use the funds to
register a dummy company outside China — often in Hong Kong (China) —
and then re-enter the country as a “foreign investor”. These round-tripping
activities are estimated by some sources to comprise about 20 per cent of
total inflows (World Bank, 1997b). The preferential treatment of foreign
investments is a key motive behind round-tripping flows, and the magnitude
of these flows is expected to shrink as China extends its recent experiment
with granting national status to foreign-invested firms.

These complications are reflected in table 8, in particular under the
items “capital flows not elsewhere included” and “errors and omissions”.
Since 1998, the authorities have stepped up measures to tighten control
over irregular capital outflows, in addition to cracking down decisively on
faulty reporting on items under current account transactions. Since 1979
China has enacted numerous laws and regulations governing activities in
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financial, banking and trade areas. The loopholes that have permitted the
above-mentioned irregularities are mainly a result of inadequate enforce-
ment of the law and regulations. Developing a competent law enforcement
institution is one of the keys to eliminating these irregularities.

IV. FINANCIAL SECTOR RESTRUCTURING
AND MANAGEMENT

Financial sector reforms began in the early 1980s, and recently have
taken the centre stage in China’s overall economic transition. The reforms
instituted thus far have been broad based, placing the financial sector in a
much more advanced and complex system than it was two decades ago.
Three main aspects are considered below: (i) the exchange rate system
and its management, (ii) operation of equity markets, and (iii) elements of
financial sector restructuring relevant to management of the capital account.
Focus is placed on those elements of the system that might have sheltered
the Chinese economy from major external shocks. The shocks considered
here take the form of speculative currency attacks, massive reversal of
short-term capital inflows, and the collapse of equity prices under the weight
of changing foreign sentiments — the crucial factors that contributed to the
derailing of the crisis-affected economies in Asia.

A. The exchange rate system and management

When economic transition was initiated, the exchange rate system in
China was subject to tight government controls. The conduct of foreign
exchange transactions was limited to authorized institutions and admin-
istered in such a way as to protect those transactions from market influences
and to adhere closely to foreign exchange plans. The official exchange
rate of the Chinese currency, the yuan, was derived as a weighted average
of a basket of internationally traded currencies, with weights chosen to
reflect the relative values of these currencies in the international markets
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and their relative importance in China’s external settlements. The Bank of
China, the only authorized financial body at the time, served as the clearing
house and broker for settling foreign-currency-denominated transactions
among State-owned foreign trade corporations and other concerned entities.

To break away from the State monopoly of foreign trade, selected
domestic enterprises engaging in the production of exportables were soon
allowed to market their products directly overseas and to retain a certain
percentage of their foreign exchange earnings. This was intended to provide
an incentive to exporters as retained funds could be used to finance their
import requirements. The experiment with the foreign exchange retention
system, which began as early as January 1981, proved to be quite a success
in boosting foreign trade, and the practice was subsequently adopted
nationwide. The reform, however, necessitated an adjustment of foreign
exchange holdings among participating enterprises, and this need further
increased as foreign-invested firms in China started to grow. To meet
demand, Foreign Exchange Adjustment Centres (sometimes referred to as
“swap centres”) were established in November 1986 at various locations,
allowing foreign exchange transactions to be conducted at rates agreed
upon between buyers and sellers. The swap centres’ prevailing rates were
not required to be the same as officially-determined ones. As a result, a
“dual-track” exchange rate system emerged.

From the second half of the 1980s, foreign exchange retention quotas
were gradually liberalized, and swap centres bloomed. By the early 1990s,
the majority of foreign exchange transactions taking place through the swap
centres were at market-determined rates. Transactions based on official
rates, which were substantially lower than the swap market rates, lost their
attractiveness and were limited to non-trading official settlements. On
1 January 1994, the monetary authority unified exchange rates at the
prevailing swap market rates and terminated the issuance of retention
quotas. The regional swap centres were integrated into a nationwide single
market, known as the China Foreign Exchange Trade System. The exchange
rate system in China has since been characterized as a managed float.

Under the current exchange rate regime, domestic entities are required
to conduct their sales and purchases of foreign exchange through authorized
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financial institutions, mainly banks. Following the guidelines issued by
the monetary authority — in particular the State Administration for Exchange
Control — banks are responsible for verifying that proper documentation
is provided by the domestic entities to justify the purchase of foreign
exchange. Financing of items under the current account are approved under
normal circumstances, including the currency requirements of individual
residents for touring overseas and income repatriation by foreign-invested
firms. For purposes of servicing external debt, domestic borrowers with
foreign-currency-denominated loans may obtain the foreign exchange
needed to fulfil their debt obligations when the principal or interest payment
becomes due. Foreign-invested firms in China may choose either to retain
their entire foreign exchange with banks or to enter the foreign exchange
market, provided that the trading is in line with their pre-submitted foreign
exchange plans. This applies to both initially invested funds and subsequent
foreign-currency-denominated earnings.

Domestic banks may sell and buy foreign currencies for their clients
in the foreign exchange market. Selling is permitted if the banks have
foreign exchange holdings in excess of a required minimum. This require-
ment compels the banks to assume a foreign exchange risk position, since
they have to hold liquid funds in order to meet unforeseen contingencies
arising from retail transactions.!” Foreign banks may conduct currency
transactions in the foreign exchange market on behalf of foreign-invested
firms and they can sell foreign currencies against the yuan in the market.
Their yuan accounts have to be maintained with the central bank, the
People’s Bank of China. Foreign banks, however, are not permitted to enter
the domestic money market, either to borrow from domestic residents or
to offer yuan-denominated loans to domestic entities.

Interventions by the central bank are triggered when the market rates
of the yuan against major foreign currencies (particularly the US dollar),
fluctuate beyond a pre-determined, narrow band and when the rates begin
to show signs of appreciating. The action taken by the central bank is not
visible to other market participants.'® The set-up of the exchange rate
management system effectively precludes currency speculation, since it
leaves little room for market participants to act on their own expectations
concerning the future value of the yuan, or to assume short positions.
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Furthermore, foreign banks and foreign-invested firms tend to act as sellers,
not buyers, in the foreign exchange market.

B. Operation of equity markets

In line with its market-oriented economic transition, China opened
two stock exchanges in the early 1990s: one located in Shanghai and the
other in the Shenzhen Special Economic Zone. Soon after, qualified Chinese
State-owned enterprises (SOEs) (known as “red chip” companies) began
to list in the Hong Kong (China) stock exchanges (“H shares”), while others
listed in overseas stock markets, including New York (“N shares”).

In the Chinese stock exchanges, domestic companies are listed
separately under the so-called “A share” and “B share” categories. A shares
are issued to domestic investors and priced in the local currency, whereas
B shares are reserved for foreign investors and priced in foreign currencies
(US dollar-denominated issuance in Shanghai, and Hong Kong dollar-
denominated shares in Shenzhen). In some cases, Chinese companies may
choose to be listed jointly under the A and B share categories (thus labelled
A&B shares), but accounts under the two categories must be maintained
separately. Table 9 provides information on shares issued and capital raised
in the two Chinese stock exchanges since their establishment. Figures
concerning H shares are also given in the table. By and large, a rapid
expansion is evident, as are large swings recorded under nearly all of the
share categories.

Three interesting observations may be made here. First, both the shares
issued and capital raised under the B share category were insignificant
during the period under consideration, indicating rather limited foreign
participation. Second, since B shares are traded in foreign currencies by
foreign investors, market exit is considerably limited by market entry: that
is, a would-be seller under the B share category cannot exit the market
unless there are potential buyers who are willing to hold the foreign-
currency-denominated shares (Lardy, 1998). Third, a changing market
sentiment in B share trading has no direct impact on that of A shares, and
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Table 9
CHINA: STOCK ISSUANCE, 1991-1998

1991 1992 1993 1994 1995 1996 1997 1998
Shares issued
(Billions of shares) 5.0 20.8 95.8 91.3 31.6 86.1 2676 105.6
A shares 5.0 10.0 426 11.0 53 38.3 105.7 82.8
H shares - - 404 69.9 15.4 31.8 136.9 12.9
B shares - 10.8 12.8 10.4 10.9 16.1 25.1 9.9
Capital raised
(Millions of yuan) 5.0 941 3755 3268 150.3 4251 1293.8 8415
A shares 5.0 50.0 194.8 49.6 227 2245 6551 4431
H shares - - 60.9 188.7 315 83.6  360.0 38.0
B shares - 441 38.1 38.3 334 47.2 80.8 256
A&B shares - - 81.6 50.2 62.8 69.9 198.0 335.0

Source: State Statistical Bureau of China (1999: 628).

Note: The sum of the sub-categories may not be equal to the total owing to rounding.

thus yuan-denominated equity transactions are insulated from outside
influences. Although trading under A&B shares has grown significantly
since 1997, a large portion of the shares is still yunan-denominated. These
characteristics of equity market operation, together with the exchange rate
management system discussed above, help to explain why the Chinese
currency and equity markets have tended to be much less sensitive to
changing external conditions.

C. Financial sector reform and regulation

China had a mono-banking system in the pre-reform era, when the
People’s Bank of China functioned as both a central and commercial bank.
It carried out the traditional functions of a central bank in issuing currency,
managing foreign exchange reserves and allocating credits. It also played
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the role of a commercial bank in terms of receiving deposits, making loans
and providing clearance services to its institutional and individual cus-
tomers. Since the early 1980s, the banking sector has been undergoing
numerous changes, and, as a result the overall financial system in China
has emerged as a bank-centred multifunctional complex. The structure of
the Chinese financial management system is highlighted in figure 1.
Working closely together, the People’s Bank of China, the Ministry of
Finance, the Committee on Monetary Policies, and other designated
commissions (for example, the Securities Regulatory Commission and the
State Administration for Exchange Control) implement policy directives
set forth by the State Council, and supervise and monitor the activities of
policy banks, State and shareholding commercial banks, investment banks,
non-bank financial institutions and credit cooperatives.

Aimed at tightening the so-called “soft” budget constraint of SOEs,
the enterprise-funding source was shifted in the early 1980s from gov-
ernment budgetary appropriation to interest-bearing bank loans. To facilitate
this development, four State-owned commercial banks were established,
which took over the commercial banking business from the People’s Bank
of China. This also paved the way for the People’s Bank of China to be
transformed into a real central bank. Since the mid-1980s, shareholding
commercial banks, both at the national and regional levels, began to surface
along with various non-bank financial institutions. To meet the financial
needs of collectively-owned, small and medium-sized enterprises, credit
cooperatives also mushroomed in both the rural and urban areas. To further
liberalize State-owned commercial banks and to allow them to perform
banking functions on more commercial terms, three policy banks were set
up in 1994 to assume the responsibility of carrying out policy loans, as
well as to manage funds obtained from international financial institutions.
The policy banks, like the State-owned commercial banks, were structured
to specialize in certain types of financial dealings. However, the distinction
between the business territories of these financial institutions — both bank
and non-bank, State-owned and non-State-owned — has become increasingly
vague in more recent years, as competition among these institutions is
encouraged. The operation of foreign banks has so far been limited to certain
business lines and confined to specified geographic regions. As a result,
head-on competition between domestic and foreign financial institutions
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Figure 1
THE FINANCIAL MANAGEMENT SYSTEM IN CHINA
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tends to be, at best, very weak. The situation, however, is expected to change
as a result of China’s accession to WTO. According to the bilateral WTO
agreement of 1999 between China and the United States, for instance,
foreign banks will be allowed to handle business in local currency with
Chinese enterprises two years after the accession, and with residents five
years after. Within designated areas and for servicing certain customer
groups, foreign banks will be granted domestic status; but the geographic
and customer restrictions will be removed only five years after accession.

The domestic banks command a rather large proportion of total
financial assets, with the four State-owned commercial banks dominating
the Chinese banking sector. For example, during the period 1993—-1997
the assets of the State-owned commercial banks amounted, on average,
to 78 per cent of the total assets held by all financial institutions in China.
The shares of other banks, credit cooperatives and non-bank financial
institutions were only 6.6 per cent, 14.5 per cent and 0.7 per cent respec-
tively, during the same period. In terms of the holding of foreign assets,
the four State-owned commercial banks captured 87.7 per cent of the total
during that period, with the remaining 12.3 per cent going to other banks.
Foreign assets held by non-bank financial institutions were negligible, and
there were no such holdings by credit cooperatives. Household savings
are the largest liability of the banking sector, and have grown enormously
since the economic transition began in 1979, as shown in table 10.
Enterprises, particularly State-owned ones, make up the largest group
among bank borrowers; consumption loans did not exist until very recently.

To strengthen the legal framework for financial sector operation and
monetary management, in 1995 China enacted a set of laws, including the
Law of the People’s Bank of China and the Law of Commercial Banks.
The former provides the legal ground for the People’s Bank of China to
act as a fully-fledged modern central bank, while the latter sets detailed
standards for commercial banking.!” These standards include, for example,
capital adequacy requirements, consisting of the Bank for International
Settlements’ Basel Standards, entry criteria, and asset diversification re-
quirements. The law also separates commercial banking from investment
banking; commercial banks are not allowed to engage in securities trading
and underwriting or to invest in non-bank financial institutions and trust
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Table 10
CHINA: HOUSEHOLD SAVINGS, 1985-1998

Year-end outstanding Annual increase Annual rates of
as percentage of GDP as percentage of GDP real GDP growth
(GDP = 100.0) (GDP =100.0) (Percentage)

1985 18.1 4.6 13.5

1986 21.9 6.0 8.8

1987 25.7 7.0 11.6

1988 255 4.9 11.3

1989 30.4 8.0 4.1

1990 37.9 10.2 3.8

1991 421 9.6 9.2

1992 43.3 9.2 14.2

1993 42.6 9.3 13.5

1994 46.0 14.5 12.6

1995 50.7 13.9 10.5

1996 56.8 13.1 9.6

1997 62.2 10.4 8.8

1998 67.3 9.6 7.8

Source: Author’s calculations, based on State Statistical Bureau (1999: 55, 57 and 318).

funds. The separation reduces the risks associated with overexposure to
speculative lending, and thus improves the quality of bank assets.

D. Financial sector weakness and policy responses

The close ties between the banks and their corporate borrowers give
rise to some serious concerns about the health of the banking sector. For
instance, the lending policy of the State-owned commercial banks is subject
to the influence of government policies, instead of being based solely on
commercial considerations. To replace the mandatory credit plans under
central planning, a credit quota system has been put in place since the late
1980s for financial resource allocations. Through credit rationing, the
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system promotes priority projects, sectors and regions in accordance with
overall industrial policies. It also provides the authority with a powerful
tool for controlling broad money. However, the system tends to increase
the banks’ lending risks, as pre-set credit quotas may not be adjusted quickly
in response to a changing economic environment. As many SOEs continue
for various reasons to suffer losses, their ability to repay loans has been
greatly undermined; this adds to the burdens on the banks. Even so, bank
loans continue to be directed towards these enterprises in order to keep
them afloat so as to prevent unemployment from rising too fast and
threatening social and political order. Briefly, the resulting high ratio of
non-performing and under-performing loans, coupled with inadequate loan
classifications, low loan-loss reserves, and collateral rather than cash-flow-
based lending practices, are just a few factors contributing to the financial
weakness of the Chinese banking sector.?’ The situation in the non-bank
financial institutions tends to be more serious owing to a weaker supervisory
framework and regulation-enforcement mechanism.

Since 1998 the Chinese monetary authority has introduced a set of
policy measures and made a series of institutional changes to tackle these
problems. In the banking sector, national financial accounting standards
have been introduced, and a risk-based loan classification system adopted.
Credit quotas are non-binding and indicative. A system of asset and liability
management has been established; several asset management companies
have been set up to clean up the non-performing loans of banks and other
financial institutions. Billions worth of funds, raised through the issuance
of long-term, non-tradable Treasury bonds, have been injected into the
State-owned commercial banks, boosting their capital base to meet the
requirements of the Chinese Commercial Bank Law and the Basel Stand-
ards. The State banks can now write off an increased amount of bad loans.
Troubled regional commercial banks are either being closed or merged
with stronger ones. The recent closure of the Hainan Development Bank is
a good example. It shows that the authorities are taking decisive steps in
addressing the issue of moral hazard that has afflicted the Chinese banking
sector, and signals that the days of unconditional government bailout are
about to come to an end. To enhance competition, certain foreign banks
have recently been allowed to carry out domestic currency-based operations
and to participate in the Chinese inter-bank market. To improve the
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effectiveness of monetary management, the institutional set-up has also
been strengthened. The central bank has been restructured along the lines
of the United States Federal Reserve to reduce the influence of local
authorities in monetary policy-making and implementation.

Many non-bank financial institutions have suffered losses in recent
years as a result of unregulated expansion and overreaching in speculative
investments. To clean up the loss-making institutions, mergers and
acquisitions have become more frequent and a decision to shut down the
insolvent ones has been forcefully implemented. This includes the closure
of the Guangdong International Trust and Investment Corporation, the
second largest foreign, debt-issuing international trust and investment
company in China,?! which reportedly had incurred an estimated 2 billion
shortfall in repayments before shutting down. In addition, the supervision
of credit cooperatives has been strengthened as has the legal framework
governing the operation of equity markets, as demonstrated by the passage
of the Security Law in December 1998. Steps are also being taken to
promote long-term institutional investment; including the recent licensing
of mutual funds.?

V. CONCLUDING REMARKS

The above discussion leads to several important observations. First,
in spite of the remarkable progress that has been made in achieving greater
economic openness over the past two decades, the Chinese economy
remains largely domestically based. A high proportion of foreign trade
consists of import processing. Foreign capital inflows have played only a
minor role in meeting domestic investment needs. The complications
resulting from capital outflows have further undermined the significance
of net external financing. The domestic financial sector is fairly insulated
from foreign influence and competition. A heavy reliance on domestic
private savings, which have been among the highest in the world, prevents
the economy from being overly exposed to the risks of a sudden change in
external influences; it also eases the burden of conducting monetary
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policies, as changing interest rates in the international markets have only a
limited impact on the domestic economic environment.

Second, the composition of foreign capital inflows provides additional
protection to the domestic economy. Large inflows of FDI and the avoid-
ance of excessive exposure to short-term commercial flows contribute to a
steady capital inflow. The stable pattern of the inflow is also attributable
to China’s reasonably sound macroeconomic fundamentals and its orderly,
evolutionary process of economic opening.

Third, the system of exchange rate management and the operation of
equity markets tend to insulate the domestic currency and stock prices
from external impacts, and leave little room for foreign speculation in these
markets. It also provides a mechanism through which potential outflows
can be monitored and, if necessary, curbed. This set-up, however, has not
undermined foreign trade and trade-related service activities, nor has it
affected capital inflows.

Fourth, in the context of the Asian financial crisis and its contagion
effects, China did not run an unsustainable resource gap. Unlike some of
the crisis-affected economies, the current account balance in China has
been positive in recent years (see table 11), precluding the need for sizeable
net external financing. The foreign exchange reserve position has been
fairly strong, allowing the country to cover more than 10 months of its
imports in 1997, and external debt services have remained manageable
(table 12).

Fifth, the pattern of China’s economic integration and liberalization
has an interesting feature. The process began with the opening up of the
trade account, together with allowing FDI inflows. The opening of the rest
of the current account followed, as did the entry of foreign commercial
and portfolio flows. In this respect, the pattern represents an alternative
sequence to economic liberalization from the one that calls for the opening
up of the current account to precede that of the capital account, as often
cited in the literature and within policy-making circles.® The evolving
pattern has been the result of trial and error, and the process has been
accompanied by careful monitoring. Policies, instruments, the regulatory
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Table 11

CHINA AND SELECTED ASIAN ECONOMIES: CURRENT ACCOUNT
BALANCE AS PERCENTAGE OF GDP, 1992-1999

1992 1993 1994 1995 1996 1997 1998 1999

China 1.3 1.9 1.3 0.2 0.9 3.3 3.1 1.6
Hong Kong (China) 53 7.0 12 43 -14 -36 14 5.8
Indonesia 22 15 17 -33 -34 -23 4.2 3.5
Japan 3.0 3.1 2.8 2.2 1.4 2.3 3.2 2.5
Malaysia 37 46 -76 97 -44 56 129 153
Philippines -16 57 -43 45 -48 7.2 1.9 10.0
Rep. of Korea -1.3 03 -10 17 -44 17 124 5.5
Singapore 12.0 73 163 173 152 179 254 253
Taiwan Prov. of China 4.0 3.1 2.7 2.1 3.9 24 1.3 2.0
Thailand 55 49 54 79 -79 21 126 8.7

Source: Based on IMF and national authorities. See Sachs (2000: 154).

framework and institutional mechanisms are not extended economy-wide
until they have proved to be effective in a limited area and after going
through various controlled experiments. In this regard, the special economic
zones have played a central role as the testing ground for new reform
initiatives (Ge, 1999a).

Based on various indicators derived from Western standards, many
observers have viewed Chinese SOEs and the financial and banking sector
in China as inefficient. With China’s entry into WTO, concerns have arisen,
understandably, as to whether the weak and vulnerable sectors will be able
to withstand the intense foreign competition that will arise from sweeping
market opening measures. If SOEs are unable to do so, their failure could
lead to a massive increase in unemployment, and there could be a serious
run on domestic banks that are unable to match the services provided by
their more sophisticated foreign counterparts. If this triggers social unrest,
the course of China’s economic transition — in the worst-case scenario —
could be jeopardized, and its implications for the world economy could be
profound. Following this logic, some commentators had warned Western
trade negotiators not to push too hard for greater market opening during
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Table 12

CHINA AND SELECTED ASIAN ECONOMIES:
EXTERNAL DEBT-RELATED INDICATORS, 1995-1997

(Percentage)

Rep.
China  Indonesia Malaysia Philippines of Korea Thailand

Debt-GDP ratio

1995 15.2 61.6 38.6 50.9 16.0 49.5

1996 14.2 56.7 39.5 50.6 31.6 49.8

1997 14.5 62.2 44.8 55.2 33.2 62.0
Debt-exports ratio

1995 71.6 262.4 48.0 216.5 62.9 149.3

1996 77.0 257.0 51.8 203.9 126.4 165.6

1997 7.7 238.0 57.9 180.0 114.1 164.7
Short-term debt-GDP ratio

1995 1.7 12.8 8.2 71 9.2 24.5

1996 1.7 14.2 11.0 8.7 17.9 20.7

1997 2.0 18.0 13.0 10.2 13.3 231
Short-term debt-export ratio

1995 8.0 54.8 10.2 30.3 36.4 73.8

1996 9.3 64.2 14.4 35.1 715 68.8

1997 9.9 68.7 16.8 33.3 45.6 61.4

Short-term debt-foreign
exchange reserve ratio

1995 16.2 177.0 28.6 69.5 138.5 111
1996 13.4 168.5 39.8 62.1 280.1 97.2
1997 13.0 221.8 62.2 97.7 309.8 129.0

Import coverage of foreign
exchange reserves

(months)

1995 6.7 4.0 4.3 34 3.0 6.3
1996 9.1 5.1 4.6 4.4 27 6.6
1997 11.8 4.8 34 2.8 1.7 5.3

Source: HSBC (2000).

negotiations for China’s entry into WTO. Such views were not uncommon,
both within and outside China, as often aired in news reports. A fuller
discussion of the related issues is beyond the scope of this study. However,
several points may briefly be made in this regard.
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Overstaffing and the excessive burden of various social responsibilities
have long been recognized as key factors undermining the performance of
China’s SOEs. Allowing these enterprises to rationalize their input structure
and to remove non-business responsibilities could, in principle, improve
their performance indicators. This, in turn, would lighten the burden of
non-performing and underperforming loans shouldered by the State-owned
commercial banks, consequently enhancing their solvency. Taking the
economy as a whole, the pace at which SOEs may be revitalized is
constrained by the development of social safety nets and the expansion of
non-State sectors. These issues need to be tackled in a coordinated manner.
Given the complexities involved, it is unrealistic to expect either SOEs or
the State banks to meet international best practices in the near future. Owing
to the time and resources required to build up adequate human capital in
these sectors, upgrading cannot take place overnight; thus the
ability” of SOEs and the State banks is likely to persist for some time to

‘vulner-
come.

How serious, then, is the potential impact of WTO membership? As
speculative as it is, the following is useful to keep in mind. First, the
business performance indicators used in Western market economies may
not be appropriate for assessing SOEs. For example, these enterprises
typically provide employees with housing at subsidized rates; many also
provide childcare, medical service, training and schooling, and cultural
and entertainment facilities, to name a few. These services are provided
not only to employees but also to their extended families. These outlays
count as expenditures and, as such, do not reflect the value of the social
benefits they provide. Similarly, a considerably large proportion of SOE
operating costs incurred consists of wage payments to redundant workers,
who, depending on the sectors, account for an estimated 30 to 50 per cent
of the current employees on the payroll. In the absence of a well functioning
social safety net, the “cost” to SOEs may be better understood, from a
social viewpoint, as welfare benefits. These social returns generated by
SOE operations need to be taken into consideration when evaluating the
“true” efficiency of these enterprises. The same argument applies to the
State banking sector as well. Viewed in this light, concluding that the State
sector in China is grossly underperforming may be an overstatement.
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Second, a successful business venture requires, among other things,
proper adaptation to local market conditions, taking into account consumer
preferences and expectations, which tend to differ from location to location.
What might have worked, say, in Switzerland, does not guarantee that it
will work equally well in Barbados. Learning to adapt is a time-consuming
process, and requires deliberate efforts and real resources. Recognizing
this, the extent to which foreign firms and banks may pose a threat to their
Chinese counterparts needs to be discounted, and their superiority in
competing successfully on the Chinese market may have been exaggerated.
Evidently, even after a long period of operation, some foreign-invested
firms in China are still making losses. The fear that the State’s weak sectors
— SOEs and banks alike — may collapse under the weight of forthcoming
intense foreign competition is pure speculation.

It is worth pointing out that the State banking sector in China is large;
its operation covers a wide range of businesses and a vast geographical
and customer base. The confidence of domestic savers in the banks has
been and continues to remain high. It is very unlikely that the entry of
foreign banks and other financial institutions will substantially alter the
situation, especially within a short time frame. Instead of forcing the
domestic banks to go out of business, the intensified competition brought
about by further market opening may serve as a strong force in motivating
the State banks, which are still in their infancy, to upgrade and mature.
The overall positive picture of economic transition and development, as
depicted in the past two decades, is unlikely to turn negative following
China’s entry into WTO. The resilience and adaptability of Chinese society,
as demonstrated in its long history, should not be underestimated, nor should
the competence of Chinese policy makers in managing the economy.

China’s experience has shown that adapting a pragmatic, step-by-step
approach, suitable to local conditions, is critical in managing a smooth
process of economic integration and liberalization. The criterion used in
assessing the success of its integration and liberalization should be the
extent to which these contribute to overall economic development, and
not the reverse.
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11
12

NOTES

The use of the term “miracle” to describe the progress in certain Asian economies in the
1990s was made popular following the publication of a policy research report by the
World Bank. The study provided a comprehensive assessment of the contributing factors
underlying the remarkable accomplishments of Hong Kong (China), Indonesia, Malaysia,
the Republic of Korea, Singapore, Taiwan Province of China, and Thailand, among
others (World Bank, 1993). Alternative views exist. For more recent studies, for instance,
see Akyiiz (1999).

There are many studies on various aspects of the Asian financial crisis. See, for example,
Akyiiz (1998); Fischer (1998); Klein (1997); Stiglitz (1998a and 1998b); Sugisaki (1998);
UNCTAD (1998, chaps. III and IV: 53—110); UNCTAD and ICC (1998); and World
Bank (1998).

These include, for instance, the cases of Finland, Japan, Norway, Sweden and the United
States.

For a more detailed discussion on the “vulnerabilities” of the financial sector and State-
owned enterprises in China see Lardy (1998). Assessments of various financial markets
and institutions in China are provided, among others, by Chen et al. (2000).

Related issues have been the subject of heavy debate in recent years, prompted, in part,
by the outbreak of the Asian financial crisis. For some recent discussion see, for example,
Akyiiz and Cornford (1999); and Akyiiz (2000).

A detailed overview of economic developments in China since 1949 is provided by
Ge (1999a).

The beginning of the second phase is usually considered to be the Third Plenum of the
Central Committee of the Chinese Communist Party, held in December 1978. At that
meeting, economic development was made the top national priority, and economic reform
and opening up were established as complementary long-term policies. It should be
noted, however, that efforts to reform and open up the economy actually began in 1977,
within limited areas and sectors.

The 30 municipalities, provinces and autonomous regions considered here do not include:
Chong Qing municipality, which was established on 1 July 1997; Hong Kong and Macao
Special Administrative Regions (returned to China in 1997 and 1999 respectively); and
Taiwan Province of China.

Note that certain other Asian countries, such as the Republic of Korea, also registered
impressive growth during this period; hence the term “high-performing economies”.
As noted in an official announcement, since 1 December 1996 China has assumed
obligations under Article VIII of the IMF Agreement and made the Chinese currency
convertible in current account transactions.

See People’s Daily, 26 September 1997: 1.

For details on market opening, interested readers are referred to the bilateral WTO
agreement between China and the United States reached in November 1999. Since the
signing of the agreement, the Chinese authorities have been busy re-examining related
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13

14

15

16

17
18

19

20
21

22
23

policies, regulations and legislation so as to bring them more closely in line with
international norms and WTO rules.

The changing attitude in China towards debt financing and foreign investment has been
profound since the economic transition began in 1979, as evidenced by the following
official statement reported in the People’s Daily, the official newspaper of the Chinese
Communist Party, on 2 January 1977: “We never permit the use of foreign capital to
develop our domestic resources as the Soviet revisionists do, never run undertakings in
concert with other countries and also never accept foreign loans. China has neither
domestic nor external debts”. See Kleinberg (1990: 1).

For example, the debt service ratio falls consistently below the creditworthy gauge of
20 per cent, and the liability and foreign debt ratios are well below 100 per cent.

For studies on the greater Chinese economy, and the economic relationships between
China and Hong Kong (China), and between China and Taiwan Province of China, see,
inter alia, Naughton (1997) and Klein and Yu (1994).

Macao (China) is less so, when compared with Hong Kong (China) and Taiwan Province
of China.

The point is well made by Mehran et al. (1996).

Ibid. for a detailed discussion of earlier developments in these areas. Details of more
recent developments may be obtained from various country reports and studies published
by the World Bank and IMF, in addition to research reports and releases by the Chinese
monetary authority.

For a comprehensive review of the laws and international comparisons, see Mehran et
al. (1996: 18-23).

A detailed analysis of these weaknesses is provided by, for example, Lardy (1998).

A more detailed discussion on the development of trust and investment companies in
China is provided, among others, by the World Bank (1997¢).

See World Bank (1999) and various issues of country updates.

For discussions on related issues, see Woo, Parker and Sachs, eds. (1997); Ge (1999b);
and Feng (2000: 87-107).
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