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INTRODUCTION

China Today and Lessons from the Past

Shanghai, the Paris of the East!

Shanghai, the New York of the West!

Shanghai, the most cosmopolitan city in the world. ..
(All About Shanghai and Environs — a 1934 guidebook)’

For decades China’s economic progress was stifled and hidden from the
rest of the world behind Chairman Mao’s “bamboo curtain.” However, the
remarkable growth over the post-1978 reform period has launched the coun-
try into a major player in the world economy. By 2007, the Shanghai Stock
Exchange had reached center stage with coming initial public offerings that
looked likely to rival, or even exceed, those of New York. Many tough chal-
lenges remain nonetheless, including the sustainability of China’s exchange
rate policy and the soundness of a financial system that is still dominated by
four big state-owned banks. This book addresses some of the key monetary
challenges to China’s continued advancement, such as potential inflation-
ary pressures under the continued buildup of foreign exchange reserves,
the need for additional liberalization of interest rates and financial market
development, and external pressure for faster exchange rate adjustment.
Such issues as the causes and consequences of exchange rate pressures
are interpreted in terms of standard economic principles and past experi-
ences — taking into account some illustrative lessons deriving from events
in China’s own history prior to the days of the bamboo curtain. Besides
considering how past lessons help put current pressures in perspective, this
book looks forward to the ongoing challenges posed by China’s accession
to the World Trade Organization and the potential for Chinese monetary

1 As quoted by Wasserstrom (2003, p. 51).
The author thanks Tom Willett and Yanjie Feng Burdekin for their helpful comments.
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2 Introduction

hegemony within the Asian sphere. The goal throughout is to present the
reader with relevant empirical analysis and an explanation of the theoretical
underpinnings but to do so in an accessible fashion that does not assume
prior immersion in the underlying formal economic models.

The pegged exchange rate between China’s currency, the renminbi, and
the US dollar that was maintained until July 2005 ensured that, as the US
dollar weakened against most other world currencies in the early twenty-first
century, the renminbi automatically followed. This had the effect of making
the renminbi cheaper and cheaper in world terms. The apparent exchange
rate misalignment tended to boost Chinese exports because these exports
were now being priced on the basis of this cheaper currency. China’s export
growth continued unabated even after the modest 2.1% revaluation of the
renminbi against the dollar on July 21, 2005, and the subsequent gradual
movement upwards. Meanwhile, accelerating inflows of foreign exchange
reserves required increasingly large-scale interventions by the People’s Bank
of China in order to offset upward pressure on the exchange rate and
domestic money supply growth and, hence, inflation. This pressure has
been augmented, at times, by “hot money” flowing into China as holders
bet on new appreciation of the renminbi against the dollar that would yield
capital gains to those exchanging dollars for renminbi at the original, lower
rate.

In addition to exploring the current situation in detail, Chapter 1 seeks
to put it in perspective by assessing the evolution of the People’s Republic’s
exchange rate policy over the years and the gradual movement toward
more market-based rates. One key episode was during the 1997-1998 Asian
financial crisis when, even as most Asian currencies depreciated dramatically
against the US dollar, China stuck with its commitment to a constant,
pegged exchange rate with the US dollar. While “taking one for the team”
and resisting pressures for devaluation, China was hit by deflation in 1998.
The pressures for devaluation of the renminbi in the late 1990s were abruptly
replaced by pressures for revaluation, however, in the face of the reversal
in the upward trend of the US dollar against other world currencies after
2001. The renminbi was no longer being propped up, but rather being held
down, by major People’s Bank of China intervention in the foreign exchange
market. Chapter 1 addresses the charges of alleged renminbi undervaluation
that have, if anything, become more strident since China’s 2005 break from
the old dollar exchange rate peg. Although there seems to be no doubt that
the renminbi became more undervalued (or less overvalued) over time,
different approaches to measuring the degree of undervaluation produce
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Introduction 3

quite different answers. This leaves the overall degree of undervaluation far
from clear-cut.

Chapter 2 assesses the recent pressures on the renminbi in the light of
global economic imbalances. Worsening US current account deficits have
been accompanied by a widespread trend toward growing trade surpluses
among emerging economies, which is certainly not just a “China phe-
nomenon.” Recent strains appear to largely reflect downward pressure on
the dollar in the face of rising US trade deficits with the world as a whole —
accompanied meanwhile by high savings rates in the surplus countries and
low savings rates in the United States. China has itself been running a rela-
tively balanced trade position with countries other than the United States,
while incurring deficits with other Asian nations like Japan. Especially given
the cautionary lessons from the Japanese and Taiwanese experiences with
rapidly rising currency values in the 1970s and 1980s — which are reviewed
in Chapter 2 — there certainly seems to be no good reason for China to
accede to US pressure for sudden exchange rate appreciation. The chapter
also reviews the move toward the creation of new state investment agencies
(known as “sovereign wealth funds”) by China and other large holders of
dollar reserves. These agencies seek to achieve higher returns on their dollar
assets by moving beyond the US Treasuries that have served as the typical
mainstay of China’s holdings in the past.

Chapter 3 turns to the inflationary and deflationary cycles experienced
in the People’s Republic of China, beginning with the inflationary spiral
that was already in full sway when Chairman Mao originally proclaimed
the People’s Republic on October 1, 1949. Parallels are drawn between the
methods of inflation control adopted at that time, such as the indexing of
bank deposits, and the anti-inflationary policies adopted during the post-
reform era in the face of the inflation spikes of 1988—1989 and 1993-1994.
The question of repressed inflation is also addressed along with evidence that
this phenomenon remained important even after the economic reforms that
began in 1978. Chapter 3’s review of the deflation experience of 1988-2002
includes comparisons with the similar deflationary pressures experienced
by Hong Kong.

The closing discussion of post-2002 inflationary pressures in Chap-
ter 3 feeds into the focus on the recent policy of the People’s Bank of China
in Chapter 4. The growing liquidity of the interbank market is assessed
along with the People’s Bank’s increasing reliance on more market-based
methods of monetary control such as open market operations. A major
policy tool in “sterilizing” the inflationary effects of China’s large reserve
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4 Introduction

inflows has been the sale of “central bank bills,” the rapidly growing issuance
of which is documented in the chapter. Chapter 4 also provides some new
empirical evidence on People’s Bank monetary policy responses to reserve
flows and exchange rate changes. The results are consistent with the effects
of reserve inflows on the Chinese money supply being largely offset over
our 1994-2006 sample period.

Part IT of the volume offers three case studies of episodes that illustrate the
past and present importance of international factors to China. The 1930’s
experience reviewed in Chapter 5 shows that it is certainly nothing new
for the Chinese economy to be pressured by a weakening US dollar. In this
regard, Federal Reserve Chairman Ben Bernanke (2002) once credited the
40% devaluation of the dollar against gold in 1933-1934 as a “key policy
shift that permitted sufficient monetary expansion to reverse US deflation
during the Great Depression.” The expansion in Federal Reserve notes was
generated, in part, via Franklin D. Roosevelt’s silver purchase program,
which actually had severe deflationary effects on China in the mid-1930s
because its currency was linked to silver. As the value of China’s currency
rose with the world price of silver, its exports became more and more
expensive abroad. Chapter 5 discusses the difficulties faced by China at that
time and documents the damage exerted by the massive silver outflow that
eventually forced both China and Hong Kong to exit the silver standard
by 1935. The damage to Chinese and Hong Kong business interests is also
reflected in the response of share prices, such as that of the Hong Kong and
Shanghai Banking Corporation (HSBC), which was then, as it is today, a
major financial player in East Asia.

Whereas China suffered from the sudden currency appreciation that was
artificially generated by the 1934 US silver purchase program, the opposite
dangers arising from keeping the exchange rate at an artificially low level have
seldom been more vividly illustrated than by China’s own past experience in
the late 1940s, which is analyzed in Chapter 6. The Nationalist government
forced Taiwan to maintain a fixed, artificially low exchange rate against
mainland China’s gold yuan currency — itself the successor to the heavily
depreciated fapi that was adopted after China abandoned silver in 1935.
Indeed, in August 1948 the combination of the fixed exchange rate for the
gold yuan and Nationalist control over both the Central Bank of China
and the Bank of Taiwan created an almost ideal vehicle for massive capital
flight from mainland China to Taiwan. The rate of exchange between the
gold yuan and the Taiwanese currency was held fixed through the fall of
1948 in spite of rapidly accelerating money growth on the mainland and a
collapsing military situation. Holders of gold yuan naturally took advantage
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of the fixed exchange rate that forced the Bank of Taiwan to accept the
depreciating Nationalist currency and exchange it for the separate Taiwanese
currency at an overvalued rate. The net capital inflow between August and
October 1948 accounted for almost all of Taiwan’s rapid money growth
during September—October 1948. This episode shows, in sharp relief, how
inflationary pressures can indeed be fueled by an artificially cheap, fixed
exchange rate.

The exchange rate question is, of course, just one aspect of the challenges
to monetary control in mainland China today. The credit allocation issue
and China’s banking sector problems are discussed in Chapter 7 in the con-
text of both the changing macroeconomic landscape and the transition to
full foreign bank competition mandated in December 2006 under China’s
World Trade Organization commitments. In preparation for this develop-
ment, the government began the process of transforming its major policy
banks into publicly traded companies. Although three out of the big four
state-owned banks enjoyed successful initial public offerings in 2005-2006,
their apparent newfound balance sheet strength was achieved only through
successive government-funded capital injections. Concerns about remain-
ing “hidden” bad loans continued to stoke fears that further large bailouts
may be needed in the future. Government funds could also be required to
bail out the group of asset management companies established to take many
of the bad loans off the banks’ balance sheets, in the process paying prices
way above subsequent realized market values. Another concern is the con-
tinued concentration on lending to the nation’s state-owned enterprises and
correspondingly low levels of lending to China’s growing private sector. The
private sector’s reliance on informal finance is also discussed in Chapter 7.
Meanwhile, the fresh acceleration of loan growth as foreign capital flooded
into China during 2006-2007 raised fears that new nonperforming loans
are being generated, illustrating how exchange rate pressures and banking
sector pressures may well remain linked.

Finally, Part III of the book considers the People’s Republic of China in
the context of the Greater China region (including Hong Kong and Tai-
wan) — with a focus on ongoing financial linkages as well as more general
economic integration associated with trade ties and flows of foreign direct
investment. Chapter 8 includes an assessment of the development of China’s
bond, equity, and real estate markets. Whereas in the early 1980s China had
no secondary market for government debt and no stock exchanges, the
establishment of both these key institutional features in the late 1980s and
early 1990s began the progress toward meaningful financial market devel-
opment in China. Although many missteps have occurred along the way,
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6 Introduction

including disruptions associated with sudden government policy reversals,
China’s financial markets have advanced greatly in recent years with con-
siderably higher liquidity and an enhanced array of financial instruments.
This includes, for the first time, genuine prospects for a corporate bond
market that might chip away at China’s long-standing and near-complete
dependence on bank credit.

The growth in China’s stock exchanges accelerated in 20062007, leading
to record highs in the major market indices. The question of valuations on
the Shanghai Stock Exchange is assessed by comparing stock prices there
to prices of the same companies’ stock traded on the neighboring Hong
Kong stock market. The data suggest that, relative to the more established
market in Hong Kong, any overvaluation of Shanghai shares was, for the
most part, greater before the rally period that began in late 2005. Although
prices in Shanghai did accelerate faster than Hong Kong prices after April
2006, as of June 2007 the differential remained quite low relative to its own
past history — thereby rather casting doubt on the timing of any allegations
of “irrational exuberance.”

Chapter 9 moves the comparative focus from Hong Kong to Taiwan
and offers a detailed examination of the macroeconomic linkages between
mainland China and Taiwan. The growing trade links and flows of foreign
direct investment from Taiwan to mainland China, in spite of ongoing polit-
ical animosity, are indicative of China’s increasing integration with other
East Asian economies. Moreover, the importance of external influences on
Chinese monetary policy, as emphasized in Part I of this volume, receives
further support from the mutual sensitivity of money growth in mainland
China and Taiwan to developments on the other side of the Taiwan Strait.
The chapter’s empirical work shows that trade and investment ties have been
reflected in significant co-movement not only between mainland China and
Taiwan money supply growth rates but also inflation rates, output growth,
and stock market performance over the post-1994 period. The overall sensi-
tivity to mainland China effects appears to be highest for Taiwanese output
and money growth. This is combined with evidence of weaker, but still sig-
nificant, responses of mainland China variables to developments in Taiwan.

Chapter 10 concludes and also looks forward to consider whether the
People’s Republic of China could plausibly serve as the future monetary
leader in Asia. The renminbi has become increasingly important as a “vehi-
cle” currency in recent years, especially in Hong Kong, where almost all
banks now offer renminbi services to their customers. A potentially major
step toward greater renminbi penetration in Hong Kong was the June 2007
launch of China Development Bank’s 5-billion renminbi bond issue in
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Hong Kong. This represented the first renminbi-based issue outside the
mainland. More and more transactions are being settled in renminbi, not
only in Hong Kong (and Macau) but also as part of the border trade con-
ducted with other neighboring Asian economies like Taiwan, Malaysia, and
Thailand. Although the renminbi is certainly not yet ready to take on the
dollar, or even the euro, as a major world reserve currency, continued slow
but steady capital account liberalization should help pave the way for the
much greater role it seems destined to achieve going forward.
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PART I

CHINA’S EXCHANGE RATE REGIME
AND MONETARY POLICY
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ONE

The Renminbi-US Dollar Exchange
Rate Controversy

Renminbi’s further appreciation is megatrend. . .
(Wu Xiaoling, Vice Governor of the People’s Bank of China, 2005)"

Introduction

Mainland China’s surging exports in the early twenty-first century, and
growing importance in world trade, have been accompanied by unprece-
dented scrutiny of its exchange rate policy not only by academics but also
by politicians and policymakers, especially those in the United States. The
controversy initially focused on China’s maintenance of a constant pegged
exchange rate with the US dollar. Although US policymakers had repeat-
edly urged China to maintain this pegged rate during the 1997-1998 Asian
financial crisis, the exchange rate parity of 8.28 RMB/$US was subsequently
seen as too cheap, making China’s exports cheaper in US dollar terms and
accounting for China’s growing trade surpluses with the United States.
Since China’s movement away from a pegged exchange rate in July 2005, the
debate has shifted to the question of whether the currency’s rate of appre-
ciation against the US dollar is sufficiently rapid. This chapter discusses
the evolution of China’s exchange rate policy and offers some historical
perspective on the valuation of China’s currency, the renminbi (which

! As quoted in People’s Daily Online, October 26, 2005c.

Part of this chapter includes material previously published in Burdekin (2006), and the author
thanks the East-West Center in Honolulu, Hawaii, for their hospitality while researching the
exchange rate question. The author also thanks Kishen Rajan and Tom Willett for their
helpful comments, is most grateful to Nancy Tao for her valuable research assistance, and
greatly appreciates Jim Barth’s willingness to provide historical data on the Milken Institute’s
“Renminbi Pressure Indicator.”
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12 China’s Exchange Rate Regime and Monetary Policy

means “people’s currency,” in Chinese). Recent renminbi valuations do
not seem to have been too out of line with levels recorded in the 1990s,
nor has ongoing empirical analysis of the currency’s purchasing power
yielded any consistent support for US charges of drastic renminbi under-
valuation.

However, Chinese authorities are right to be concerned about growing
flows of funds into the country, and the renminbi. Even if the currency is not
artificially cheap, the accumulation of foreign funds remains an inevitable
result of the nation’s trade surpluses — an inflow that, in China’s case, has
been heavily augmented by its attraction as a destination for foreign direct
investment (FDI). Moreover, speculation regarding renminbi appreciation
has been a factor encouraging “hot flows” of money into the currency
by individuals and businesses seeking to profit from this appreciation. As
described in Chapter 6, there is certainly historical precedent for worrying
about the potential inflationary effects of such large-scale capital inflows. In
thelate 1940s, as the Nationalist regime faced defeat in the Chinese Civil War,
capital flight from the mainland to Taiwan precipitated a massive monetary
expansion and hyperinflationary spiral on the island. The situation was
greatly exacerbated by the Nationalist government’s decision to peg Taiwan’s
currency at an artificially low value against mainland China’s currency,
however. Fears that such a mechanism could reemerge in today’s People’s
Republic of China are mitigated by the fact that, in real terms, China’s
currency, the renminbi, remained in-line with its own historical levels of the
1990s. Nevertheless, China’s own history certainly provides a vivid warning
as to the potential consequences stemming from an excessively undervalued
fixed exchange rate.

The Evolution of the People’s Republic’s Exchange Rate Policy

The renminbi was introduced by Mao Tse-tung’s Communist forces as they
gained territory from the Nationalist government under Chiang Kai-shek
during the Chinese Civil War. Chairman Mao proclaimed the formation
of the People’s Republic of China on October 1, 1949. Continued rapid
renminbi issuance was accompanied by high rates of inflation during 1949—
1950 until stabilization was achieved in March 1950 (see Chapter 3). Dur-
ing the last inflationary surge in early 1950, wholesale price rose by 56%
in Shanghai, and by 77% in Tianjin, between January and March 1950
(Burdekin and Wang, 1999). The renminbi depreciated by 100% against
the US dollar, by 106% against the pound sterling, and by 115% against
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