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Abstract

China’ sforeign trade and foreign invested enter prises have been governed under
many special institutions ranging from special economic zones, special enterprise laws
and regulations, special provisions for foreign exchange transactions, to special tariff
and tax treatment. These special institutions have isolated the foreign trade and
investment sector (e.g. external sector) from many negative effects of China’ s
backward but slowly reforming domestic legal and economic institutions and provided
a solid foundation for the rapid growth of the external sector in the past two decades.
The relatively advanced economic institutions and practices in the external sector
have become the model for the reformsin the domestic sector. However, the
remaining incompatibility between the rapidly expanding external sector and the
slowly reforming domestic sector in the monetary and financial aspects has become
the key barrier for future success of China’ s economic opening and reform. Based on
China’ s own past experiences, the paper argues that China should speed up the
introduction of modern money, banking and financial services based on hard foreign
currencies, quality foreign banks and modern financial ingtitutions into its external
sector so that a complete system of modern market institutions can be firmly
established in the most advanced regions and for the most dynamic enterprisesin
China. The proposed financial opening and liberalization in China’ s external sector
could reduce significantly the currently high and hidden transaction costs of doing
businessin China with little risks to the domestic banking and financial sector. The
reduced transaction costs would then attract sustained flows of foreign investment
into China which could not only maintain high and efficient growth of China’ s
external sector but also facilitate the reform of China’ s state enterprises and banks.

Paper prepared for the conference on China’ sIntegration into the World Economy organized
by UNDP and Harvard Indtitute for Internationa Development at Harvard University, Cambridge,
M.A., 17 January 1998.



I. China’ s success in foreign trade and investment and its implications

China s gresat transformation in the last two decades from a closed, underdevel oped, planned, and
agricultura dominated economy towards argpidly growing and industridising open economy has
been led by foreign trade and investment. During 1980-1996 China s GDP increased 469%. From
1978 to 1996, China s exports grew by 1449% and imports by 1175%. According to a recent
World Bank projection (World Bank 1997), Chinds share in world trade could triple and exceed
10 percent by 2020. China started to attract foreign direct investment in early 1980s. The annua
flows of FDI into China during 1984-1990 were only between 1 to 4 billion US dollars. The FDI
flows jumped to about 12 billion in 1992 when China under the leedership of Deng Xiaoping made a
decigve step towards further opening of its economy. Since 1993, foreign direct investment flows
into China have exceeded 30 billion US dollar ayear for five years. China have now become the
largest recipient of foreign direct investment into developing countries, atracting close to 40% of the
total annual flows.

The rapid growth of foreign trade and investment has changed the composition of China s exports
dramaticaly. In 1985, primary goods such as oil products till accounted for more than 50% of total
merchandise exports. In 1995, 86% of al Chinese merchandise exports were manufacturing
products. According to Zhao (1996), among Chinds top ten export products (at the three digit
SITC level and for the period 1990-1994), dl but one are labour-intensve manufacturing products.
Five of the top ten belong to the textile and gppard industry. Also, China has become the leading
supplier in the United States, the EEC, and Japan for its top export products. In 1994, Chinawas
aready the world's largest apparel exporter and second largest textile exporter. Apparently the
increasing share of [abour intensve productsin China s exports is congstent with China s abundant
supply of labour and shows Chind s successful integration into the world economy.

The successin China s export growth and foreign direct investment has alowed Chinato import
large amount of materias, technology, modern manufacturing products as well as modern services
products. These imports have changed greetly the landscape of the Chinese economy, especidly
aong the coastal open cities. Chinese people are now experiencing un-precedent huge gainsin
productivity due to the introduction of imported modern products and services ranging from high
ways and automobiles, container terminas and ships, airports and air- crafts, power plants, mobile
phones to computer products. For many Chinesein the dynamic coastd cities, their firg telephoneis
likely to be amobile phone and their first computer a pentium PC with Chinese Windows 95. In
today’ s Shanghai, Shenzhen and Guangzhou, ordinary Chinese could buy at locd shopping mdls of
world-cdlass quality most of the high-end consumer products available in Hong Kong if they have
enough money. China has gone along way from a shortage economy under centrd planning to
present mixed economy with abundant supply of consumer products from luxury cars and housing to
cheap household items.

The official statistics could over state the magnitude of FDI in China due to the so called "round
tripping" phenomenon, by which we mean Chinese enterprises transfer their capital outside China and then
return to China as "foreign investments' in order to qualify for tax and tariff privileges for foreign investments
(Wang and Shilling (1995)).



The business environment for foreign trade and investment sector differs sgnificantly from that for
the domestic enterprises and banks. This paper argues that these differences are the key to
understand the past success, present problems and challenges and future policy options for
economic reformsin China

China sforeign trade and foreign invested enterprises have been governed under many specid
indtitutions ranging from specia economic zones, specid enterprise laws and regulations, specid
provisons for foreign exchange transactions, to pecid tariff and tax trestment. These pecid
indtitutions have isolated the foreign trade and investment sector (e.g. externa sector) from many
negative effects of Chind s backward but dowly reforming domestic legal and economic inditutions
and provided a solid foundation for the rapid growth of the external sector in the past two decades.
The relatively advanced economic ingtitutions and practices in the externd sector have become the
mode for the reformsin the domestic sector.

However, the remaining incompatibility between the rapidly expanding externd sector and the dowly
reforming domestic sector, especidly in the monetary and financid aspects, has become the key
barrier for future success of Chind s economic opening and reform. This can be seen clearly from

the following two issues. one about the tability of Renminbi and the other aoout the privatization of
SOEs.

If welook at China s domestic enterprirses and banks, it seems reasonable to predict that Renminbi
may depreciae in the near future following the foot steps of other Asan economies snce China s
enterprises and banks are not much hedlthier than those in Japan, Korea, or Thailand. This has been
amogt the consensus view of many investorsin the internationd finencid community.

However, if welook at the foreign trade and investment sector in Ching, it seems also reasonable to
predict that Renminbi may gppreciate in the near future since the flow of foreign investment and
Chind s current account surpluses have brought in large amount of foreign exchange and forced
Chind s centrd bank to accumulate foreign exchange reserves. Thisis the view of the Chinese
authorities. Why isit possible to get two sharply different views on the future vaue of Renminbi by
looking at the conditions in the domestic and external sectors separately? What should Chinado to
make Renminbi stable not just in the short-run but dso in the long-run? How to make Renminbi
convertible at low risks? To answer these questions, it is crucid to understand many specia
ingtitutiona festures of China s externd sector and its relations with the domestic sector.

Another issue highlighting the importance of understanding the relaion between the externd and
domestic sectorsisthe privatisation of SOEs. The Chinese authorities have now decided to go
ahead with the ownership and property rights reform in the SOEs. But the privatization or partid
privatization of SOEswould need large amount of private and foreign capita. On the other hand,
foreign investors are very much interested in participating in China s privatization programs.
Apparently there are both strong demand and supply of foreign capital for China s reform of its
SOEs The problem is Chind s exigting banking and financid system smply could not handle both
the volume, complexity, and risksinvolved in the privetization transaction.



Based on China s own past experiences, the paper argues that China should speed up the
introduction of modern money, banking and financid services based on hard foreign currencies,
quality foreign banks and modern financid ingitutions into its externa sector so that a complete
system of modern market inditutions can be firmly established in the most advanced regions and for
the most dynamic enterprisesin China. Thefinancia opening and liberdization in China s externd
sector proposed in this paper could reduce sgnificantly the currently high and hidden transaction
cods of doing businessin Chinawith little risks to the domestic banking and financia sector. The
reduced transaction costs would then attract sustained flows of foreign investment into Chinawhich
could not only maintain high and efficient growth of China s externa sector but aso facilitate the
reform of Chind s Sate enterprises and banks.

Il. Institutional factors behind China’ s economic opening

In 1978, Chin’ sreformers faced with a planned and closed economy. Hence China s economic
reform has to contain two inter-related components: marketization and economic opening. To
minimize shocks to the domestic economy aswell as palitical oppositions, the reformers established
specid laws and regulations specificdly for the foreign trade and foreign invested sector but
maintained the old ingtitutions, especidly the dominance of state ownership of enterprises and banks,
for the domestic sector. This reform strategy has created a dud-track economy:  the advanced and
efficient foreign trade and foreign invested sector and the backward but reforming domestic sector.
In this saction, we briefly outline the main achievements and problems of the inditutiond reformsin
the foreign trade and invested sector. In the next section, we will discuss policy options for
improving the interactions between the foreign invested and domestic sectors so that to maintain
China srapid growth in trade and economic growth.

Special economic zones in China’ s coastal cities

Specid economic zones (SEZs) have played a decisive role in creating a market-oriented
ingtitutiond environment for foreign trade and investment sector which is separated from the
traditional centraly planned economic system. SEZs are specid because amogt dl market
indtitutions, such as market enhancing laws and private property rights, are alowed to be
experimented there. In addition to these market oriented ingtitutions, policy privileges such astax
and tariff exemptions and reductions have been created in these SEZStto attract foreign investments.
Tominimize politica tengon, dl the initid four SEZs have been located in southern coastd
provinces close to Hong Kong and Taiwan and far away from the nation’ s politica center of Bejing
in the north. The four specia economic zones (SEZs) established in 1980 included the cities of
Shenzhen, Shantou, Zhuha and Xiamen. The firg three are located in Guangdong, a neighbouring
province of Hong Kong and Macau. The last oneislocated in Fujian, aneiboring province of
Tawan. During the lagt twenty years, more than 60% of the cumulative foreign investment into China
has been originated from Hong Kong, Macau, and Taiwan (see Cheng and Zhao 1995).



The success of the four SEZs established in 1980 has had a powerful demonstration effects and led
to further openings of China s fourteen coadtd cities for foreign trade and investment in 1984. In
1988, the whole Hainan province were designated as a specid economic zone. In 1990, Pudong
area of Shanghal was designated as alatest SEZ. In July 1992, five cities dong the Y antzeriver,
four capitd citiesin Chind s border provinces, and deven capitd cities of other provinces were
opened up. Also, numerous technologica and development zones of various calibre have been
established across China. As economic reform degpens, Chind s northern and inland provinces
have a so become more and more friendly to foreign investments and private busnesses. As pointed
out by some Chinese officidsin the SEZs, China s SEZs are no longer so specid today. This
spread of market ingtitutions from SEZs to other parts of China shows clearly the success of

China searly drategy to establish SEZs.

Special laws and requlations for foreign invested enterprises

Like SEZs, foreign invested enterprisesin China are also specid enterprises. China has indtituted a
series of specid laws and regulations tailored specificdly for foreign invested enterprises, which
include equity joint ventures, contractud joint ventures, wholly foreign owned enterprises, processing
trade and other forms of business. These specid laws and regulations cover establishment of
business, business contract, use of land, hiring of labour, import and export, accounting practice,
taxes, forelgn exchange control, banking and financid services, planning and industrid palicy, etc.
These specia laws and regulations are far from perfect compared to the legal and economic
ingtitutions in Hong Kong or the United States. However, they are much better than Chind sexisting
centra planning rules as applied to the domestic enterprises. In generd, the specid laws and
regulations for foreign invested enterprises are more favourable to investors than the sandard laws
and regulations for domestic enterprises. In addition, the foreign invested enterprises could enjoy
various exemptions and reductions in taxes and tariffs. These favourable trestments have led to many
“fake’ foreign invested enterprises which are funded entirely by domestic capital having made a
round-trip aboard. Low taxes and tariffs are important attractions for foreign invested enterprises,
epecidly smdl scae busness.

Under the governance (or “protection”) of these speciad laws and regulations, foreign invested
enterprises have grown very ragpidly and their contribution to the Chinese economy has been
increasing rapidly. In 1996, the foreign invested enterprises and other private enterprises already
accounted for 12% of Chind s grossindudtria output value. The foreign invested sector isdso the
most open segment of the Chinese economy. China s foreign funded enterprises accounted for
45.8%, 47.7%, and 54.45% of Chinese total importsin 1994, 1995, and 1996 respectively. They
accounted for 28.69%, 31.5%, and 40% of total Chinese exportsin 1994, 1995, and 1996
respectively. Foreign funded enterprises have aso contributed indirectly by demongtrating the
efficency of private ownership, modern management and technology as well as proper work ethic in
privatdy owned enterprises. They condtitute one important engine of China s recent economic
growth.

In addition to the specid laws and regulations as the basic inditutions, the development of foreign
invested enterprises depends aso on many other factors such as the degree of government
intervention and corruption, the distortions in prices and foreign exchange rates, the flexibility and



effectiveness in ownership and control of enterprises, the stability of macro-economic environment,
and the barriers to market access etc. These factors affect the transaction costs or hidden costs of
doing businessin China. They are epecidly important to big multi-nationa corporations looking for
long-term investment opportunities. Aswill be argued below, China gtill needs to improve the
generd business environment by degpening reforms in the above mentioned aspects.

Relaxation of export and import planning and control

To promote exports, the Chinese government has gradually reduced export planning and alowed
the market to determine the type, pricing and quantity of export products. In asearly as 1991,
China abolished dl mandatory export plan and the government increasingly relied on candization,
e.g. granting of exclusve licenses to afew foreign trade corporations to export afew products under
the so called category | and |1 classification. In 1992, exports through such candisation accounted
for 15% of total exports. But it has been reported that exports through canalisation has subsequently
been diminated (Fukasaku and Wall 1994).

The pace of reform in China simport planning and control is consderably dower. Most of the
progress has been made in recent years as aresult of pressures from negotiations for Chinas bid to
jointhe WTO (or GATT before WTO was established), especially pressures from the United
States. From May 1991 to October 1992, China and the United States have conducted nine
rounds of negotiations on bilateral trade issues and reached a memorandum of understanding on
market access which has been on of the most important document for China strade liberdization
commitmentsin the area of quotas, licences, and import control (Lardy 1994).

China s control on imports was carried out through import plans (including mandatory and guidance
plans) as well as foreign exchange control mechaniam. In 1986, mandatory plan accounted for about
40% of tota imports. Imports controlled through the foreign exchange alocation mechanism
accounted for about 30% of total imports. The remaining 30% were financed by retained foreign
exchange earnings by the enterprises or by borrowing of local authorities and they were subject to
sectivelicenang. In 1992, imports under mandatory plan accounted for only 18.5% of totd
imports. Starting from 1994, mandatory plan and guidance plan for imports financed by loca
governments are completely diminated (World Bank 1994).

In recent years, Chinamade significant progressin rdaxing import control. However, China’ simport
regime has been very complex and it has not been easy to evauate its actud degree of opennessto
imports. China once had a high average tariff rates even compared to developing countries.
However, collection rate (tota tariff revenues divided by total imports) was only about 5%, alevel
comparable to most developed countries. Thisis because most of the imports by foreign invested
enterprises and priority sectors are subject to duty reductions and exemptions. Chinaaso was
unable to implement fully itsimport quotas. Hence the red protection by tariffs and quotas is much
lower than the officid tariff rates and quotalevels would indicate. On the other hand, it seemsthat a
few sectors do have extremely high protection rates. That's why some argue that " Chinas import
regime is one of the most protective in Asid' (Fukasaku and Lecomte 1995). Also "the protected
sectors tend to be those sectors dominated by the state-owned enterprises’ (Harrold 1995).



Breaking up of foreign trade monopoly

The foreign invested enterprises have been akey enginein driving Chind s integration with the world
economy. But the domestic state-owned foreign trade corporations (FTCs) aso contributed
ggnificantly to China srapid growth in foreign trade. At the dart of China' s market-oriented reform
a dozen state-owned foreign trade corporations monopolised al of China sforeign trade. This
monopoly has been weakened firg of dl by decentraization, which dlowslocd governmentsto set
up their own foreign trade corporations, and secondly by the entry of foreign invested enterprises
who have been given the freedom to export and import products that are related to their own
production in China. In recent years, asmal number of large state owned enterprises and large
township and village enterprises have also been alowed to do internationa trade for products
related to their own production.

With decentralization, the number of state-owned foreign trade corporations have skyrocketed and
compsetition intengfied. According to UNCTAD (1995) the number of active and direct exporters
in China has reached 59,000 in 1994 and the number of importers 108,000. Competition iskeen
and turn-over of firms participating directly in foreign trade is high. Sightly more than haf of the
59,000 active exportersin 1994 had participated in exportsin 1993. For importers, dightly less
than half of the 1994 importer had been active in the previous year. In 1994, regiona and nationa
FTCsdill intermediated over 50% of China's exports and 44% of China'simports. Nationa FTCs
handled 27% of tota imports and 12% of total exports while regiond FTCs handled 17% of tota
imports and 40% of tota exports. Clearly the regiona FTCs have been able to dominate the export
bus ness because planning and control for export have been sgnificantly liberalised.

Together with decentraization and reduction and trade planning, China aso reformed the interna
incentives of FTCs. Similar to the contract responsibility system practised in the agricultura and
industrial sector, in 1988, Chinaintroduced export contracts between the central ministry and the
provincid level adminigtrative units and al specidised nationd FTCs. The contracts specified three
targets. the amount of foreign exchange earnings, the amount of foreign exchange to be remitted to
the central government; and a fixed amount of domestic currency subsdies on losses madein
exports. The subsidies on export losses have been iminated entirely in 1991. Asthe domestic
prices and RMB exchange rates become less and |ess distorted in recent years, the export contract
system aso become more and more like a profit contract system smilar to those applied to the
state-owned enterprises. The main problem with the state-owned FTCs under the export contract
system at the present is that many FTCs could not repay their export |oans to the Sate banks due to
losses brought about by increasing competition in both domestic and international markets as well as
mis-management.

In addition to the contract system, China aso introduced the agency system, under which FTCs only
play therole of inter-mediators between the domestic buyers and foreign suppliers of the imported
products and earn a service fee.

These reforms have greatly improved the efficiency of Chinese foreign trade activities. Themain
remaining problem isthat al FTCs are state owned and no entrance of private investors and foreign
investors are allowed. If foreign and Chinese private trade corporations are dlowed, it will further



increase competition and improve efficiency of trade intermediation. A more efficient intermediation
system will dso improve the efficiency and competitiveness of Chineseforeign trade. Thereisdso
sgnificant pressure for foreign presence in the area of foreign trade.

The multiple exchange rate regime during 1981-1993

Before 1994, Chinese Renminbi has aways been overvaued. In order to promote exports,
exporters have been adlowed various chanels to access RMB at amore devadued leve. 1n 1981,
this was accomplished by the introduction of an interna settlement rate & a more depreciated level.
FTCswere dlowed to use this rate to pay foreign enterprises supplying the export products. All
other transactions such as remittance from overseas Chinese to their relatives and foreign tourists
used to the officid reate.

In order to reduce the negative effects on exports of the overvaued exchange rate, Chinese
government alowed enterprises to retain a portion of the foreign exchange earnings starting in 1979.
The enterprises could use the retained foreign exchange to pay imports or sal them at swap markets
a arate much higher than the overvalued officid exchange rate and hence earn higher prafits. In
1984-85, the retention ratio was 25% for loca governments and enterprises. The retention ratio had
increased steadily to reach on average about 80% by 1991 athough the ratio had been varied
across regions and sectors.

The variation of retention ratios is equivaent to a multiple exchange rate system in terms of its effects
on export incentives. After 1991 regiond variaionsin retention ratios were diminated and
normalised at 80% with 10% for loca government and 10% for export producing enterprises and
60% for FTCs. Foreign invested enterprises have aways been alowed to retain 100% of their

forelgn exchange earnings.

To bridge the demand and supply of foreign exchange among various enterprises, swap centres
were set up to trade the retained foreign exchange earnings (in the form of quotas not cash) by
domestic FTCs and enterprises and the export earnings and investment flows of foreign invested
enterprises. The entry into swap centres was restricted to FTCs, selected domestic enterprises, and
foreign invested enterprises. Sdes of foreign exchange a swap centres were virtua ly unrestricted
since December 1991. Purchase of foreign exchange at the swap centre would require approva and
the purchased foreign exchange was mainly used for servicing debt or financing imports that were
not under the government plan. Through foreign exchange control, the government favoured imports
for producing export products and of advanced technology and restricted imports of luxury
consumer products.

The transaction volume in the swap markets had been increasing steadily and the swap market rates
had aso been very flexible and close to the black market rates. It has been estimated that by 1993

about 80% of foreign trade was conducted at the swap market rate.

The officid exchange rate of RMB had aways been overvalued compared to the swap market rate.
Severd rounds of devauation of the officid rate has gradualy narrowed the gap between the officid
rate and the swap market rate and paved the ground for the eventud unification of the two ratesin

January 1994.



The unified exchange rate regime after 1994

The above system of multiple exchange rates lasted until 1 January 1994 when the officid rate and
the swap market rate was unified roughly at the swap rate, leading to about 30% devauation of the
officid rate. With the unification of exchange rates, a naiondly unified foreign exchange market was
established with significant differences from the swap centres.

Firdt, only selected state banks, but no enterprises and individuals, can participate directly in the
new foreign exchange markets.

Second, dl foreign exchange earnings of domestic enterprises and FTCs have to be sold to the
date banks & the rate set by the nationally unified foreign exchange market. No foreign
exchange retention are dlowed.

Third, enterprises and FTCs who would like to acquire foreign exchange for legitimate current
account transactions and approved repayment of debts or repatriation of profits can ask the
authorised banks to buy foreign exchange in the nationdly unified foreign exchange market a the
sngle market rate.

Fourth, the fluctuation of the market rateis limited in anarrow range and the central bank is
ready to intervene in this market through changesin its foreign exchange reserves.

In summary, the new system is a managed floating exchange rate system with RMB fully convertible
for current account transactions but only conditionally and sdlectively convertible for capita account
transactions. The new system has made significant progressin making RMB convertible at low risks.
For domestic enterprises with legitimate demand for importsit is much easier to get foreign exchange
now than in the past. On the other hand, it is amost impossible for speculators to attach RMB under
the current exchange control regime.

The main feature of the current exchange rate regimeisthat al domestic enterprises are required to
surrender dl of their foreign exchange earnings to the designated banks at the prevailing market rate
and they are not alowed to have their own foreign exchange bank accounts. This feature was
introduced at the sart of the new unified foreign exchange system in order to make sure that there
will be enough foreign exchange supply in the new nationdly unified foreign exchange market to
dabilise the vdue of RMB. Since the unification, China s foreign exchange reserves have increased
from about 20 billion in 1993 to 130 hillion in 1997. The sharp increase in the reserves comes from
three sources: the accumulated savings of foreign exchange retention by domestic enterprises and
FTCs since 1980, large current account surplus in recent years due to rapid growth in export and
dow growth in import, and massve foreign direct investment into China snce 1993.

This surrender requirement and the subsequent sharp risein the reserves have led to the unintentiona
consequences of high monetary growth and inflation. In 1994 and 1995, the Chinese authorities
were puzzled by the continuation of inflation a about 20% levels when a tough audterity program
hed dready sarted in mid 1993. Theinflation was findly under control by 1996 through unusualy
tight control of state bank lending. At present, dthough the central bank has been carrying out akind



of Chinese-gtyle dterilisation measures by withdrawing continuoudy its lending to commercid banks,
the commercid banks till end up with large amount of RMB deposits due to the large inflow of
foreign direct investment and current account surplus?. |dedlly, the state banks should use these
RMB deposits for lending to the most dynamic and efficient firms such as the foreign invested
enterprises. But, in redlity, the state bank lending has been restricted to the State-owned enterprises.
Since the gtate banks have been increasingly concerned with the poor performance of the state-
owned enterprises, they are now very hestate to lend to SOEs and have difficulty in finding good
dternative uses for their huge deposits.

The main drawback of the current regime is that domestic enterprises are deprived their right to
hedge againgt foreign exchange risks due to the foreign exchange surrender requirement. When the
unified exchange rate is stable as happened from 1994 until now, thereis no risks for both domestic
and foreign enterprises. When the probability of RMB depreciation becomes high, foreign invested
enterprises can keep their foreign exchange earnings, hedging against RMB depreciation in the future
while domestic enterprises do not have this option. For foreign invested enterprises whose income
are mainly derived from the domestic market and are in the form of RMB, exchange risk hedging is
aso problematic.

It should be noted that afew weeks ago, the Chinese government has arted to dlow afew
selected domestic enterprises to keep a portion of their foreign exchange (not more than 15%). One
mgor factor leading to this policy change isthe risng foreign exchange reserves in the centra bank
and the resulting pressures for RMB appreciaion. Thisis certainly agood policy development which
may have profound implications for Chind s future monetary and exchange regime as will be further
discussed in the next section (see dso Xiao 1995).

lll. Implications for future reform

After close to twenty years of market-oriented economic reform and open door policy as outlined in
section 11, the Chinese economy has evolved into a“ dua economy” congsting of two very different
segments. The first segment is the foreign trade and investment sector which has dready evolved
into avery dynamic sector and is well integrated into the world economy, thanks to the vigourous
reform effort and the sanction of the separate set of market oriented ingtitutions such as private
property, free entry and competition, and legal protection by the laws governing foreign invested
enterprises. Therapid growth of Chinese foreign trade and continued increase in foreign investment
flow into Chinaare clear indications of Chind ssuccessinthisarea. The second segment isthe
domestic sector mainly consisting of the state- owned enterprises and banks, and the rural and urban
collectives. Even though the indtitutiona environment governing the domestic sector has been
improved dramatically towards market friendly direction in recent years, it is il far behind that for
the foreign trade and investment sector primarily for two reasons.

% Chinese central bank cannot rely on standard sterilisation procedures such as open market operations
because the government bond market is limited in size and because state-owned banks in China are not strictly
commercia banks asin market economies.



Firgt, the mgority of the domestic enterprises and banks are under either state ownership or a
variety of collective ownership with unclear and often unenforceable property rights as shown most
clearly in the bad loans and inter-enterprise debts (Xiao 1997 and World Bank 1997).

Second, the domestic banking and financid system are till been very tightly controlled by the
government and is far from being able to provide efficient financia servicesto the rapidly growing
economy. As has correctly pointed out by some Chinese officids, China urgently needs to turn the
state banks from book-keepersinto red banks. Enterprise and banking reforms are probably the
two mog chalenging and time-consuming tasks for China.

China s domestic sector has been deeply troubled by the inefficient state-owned enterprises and
gtate banks. In 1996, SOES produced only 28.8% of Chinas industrial output (falling from about
80% in 1979), but it employed 57.4% of Chinas urban workers, received 52.2% of China's total
investment in indudtrid fixed assets, and about two thirds of China s bank credit. It has been
reported that about 40% of SOEs are making losses. Although industrid output of SOES have been
growing at 7.6% ayear during 1978-1996, their total wage bill has been increasing at 16% a year.
Unlike in the market economy where asset ownership usudly brings profits, the state ownership of
enterprisesin China brings losses on average to the state.

The state-owned enterprises have been increasingly driven out of the output markets. They are dill
aurviving largdy due to massive policy loans extended to them by the state banks which ill
monopolises China s banking sector (Xiao 1997 and World Bank 1997b). As aresult of previous
policy lending, non-performing loansin China s date banks are as high as 20% to 30%. While the
gtate banks have to write off bad loans to the state-owned enterprises sooner or later, they have to
honour the depositors. Many people are worried that Chinese financid system may very soon fal as
hard as or probably worse than the other South East Asian countries ( and regions). However, the
gtuation is not as bad as it seems because with China s externa and internd debts together aslow
as 20% to 30% of GDP and its growing economy and young population, it is not so difficult for the
government to Smply pay for the state-owned enterprises debt with additional government
borrowing of about 20% to 30% of GDP. Thisway, Chinese banks can have afresh and hedthy
gart to compeletely reform its current regime. But before China starts to do this mgor cleaning up
of its banking system, it has to find a sure way to prevent massive nonperforming loans to happen
aganin the future,

Not only have bank deposits been rising rapidly, those deposits have dso increasingly been owned
by individua households. Individual household deposits increased from 1.2% of GNP in 1978 to
51% of GNP in 1995 (Yi 1996). Chinese households know that the government would not close
the state banks and have happily put their depositsin the state banks when the interest rate paid on
their depodtsis above inflation. Unlike many private banks in Hong Kong, Chind s state-owned
banks do not need to worry bank-runs. Thered chalenge for the state-owned banksis not how to
keep their deposits as many people have worried but how to find good projectsin terms of both
return and risk so that state banks can get back both the interest and principal on loans to pay back
depositors. With the state-owned enterprises as their main borrowers, there islittle chance for the
gtate banks to win that challenge. Past experiences show that the risks of lending to Chinese sate
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enterprises are o high that on average the monopoly to give loans to SOES leads not to profits but
to losses.

To solve the problems of inefficient enterprises and banks, China needs to privatise most of the
enterprises and banks or at least the state should give up its control and be minority shareholders of
the reformed enterprises and banks. Private individuasin China and foreign investors should
become the mgjor shareholders and run the enterprises and banks. They should aso bear most of
the risks of business|osses, as people in Hong Kong have done during the recent financid crigs.
Since private sector is better able to ded with specific business risks than the government, after the
ownership reform, the government could sit back and see the vaue of its portfolios of state assets
rise (Xiao 1997 and World Bank 1997b).

However, reform of the domestic sector cannot be accomplished in the very short run and it involves
many difficult issues such as unemployment, socid unrest and ingtability, rent seeking and corruption
by officids, and other palitica oppostions. Given this dichotomy, in addition to speed up reform of
the domestic sector, the Chinese government has to perform two tasks to ensure a smooth

trangtion. Firg of dl, it hasto make sure that the foreign trade and investment sector can continue
to grow, i.e,, to keep the only true engine of the Chinese economy running, so that the dynamic
foreign trade sector could grow as fast as possible to generate resources (see dso Zhao (1997)),
role models, effective ingtitutions, and breething time for reform and modernisation of the currently
inefficient and stagnant state sector. Secondly, we have to redize that even with enough digtinctions
as st out in the last section between the domestic and foreign related sectors, the two sectors are
closdy linked and sometime insgparable. The art of policy-making in China s economic reform isto
make right linkages as well asright separations between the two sectors. Hence policy devices have
to be designed to utilize the human and financid resources in the foreign trade and investment sector
to help facilitate the reform of the domestic sector. In the following we will discuss policy optionsto
accomplish these tasks.

1. Reduce transaction cost of doing businessin China: strengthening the rule of law and reduce
goverment’ srole in the economy

Chinahas dl the basic conditions for attracting foreign investment: large supply of skilled and
unskilled cheap labour, vast land, rapidly improving infrastructure, long coasta lines and quality
ports for easy trangportation, huge markets, and politica and socid stability. But there are two
magor barriersto sustained foreign investment in China: high hidden transaction costs of doing
business and some macro-economic uncertainty brought about by the difficulties of reforming the
state-owned enterprises and banks.

The high transaction cogt of doing businessin Chinais mainly dueto China slack of modern lega
and financia services asthose readily available in free market economies such as Hong Kong. The
week legd environemnt is not only due to the incompleteness of the current legd system, but more
importantly, it is aso due to the wesk enforcement asis evidenced in the huge adminigtrative content
in the setting up and operation of businessesin China. For example, under the present ingtitutional
environment as outlined in previous section, foreign investors who would like to establish and run a
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mgor foreign invested enterprise in China need to ded with countless Chinese government agencies
and their officials who al seem to have veto power on projects.

Alsp, it isamost impossible for private investors to take over mgor ownership and control of a
company in China by smply buying enough of its shares in the sock markets and then let the law
firms and banks do the routine paper work. Without these high transaction costs China could have
utilized foreign investments to transform its Sate-owned enterprisesinto competitive modern
corporations. The same transaction codts, if not reduced significantly in the near future, will also
erode Chind s competitivenessin the world markets.

In order to reduce dragtically these transaction costs, China needs to replicate the legd and financial
inditutions of Hong Kong in the near future, at least in some advanced regions such as Shangha or
Shangha’ s Pudong specid economic zone. This seems a chdlenging but feasible reform option.
Shanghai has some geographica advantages over Hong Kong, it is the economic center of China, it
has some of the best port facilitiesin Ching, and it is next to the two richest provinces and indudtrid
hub of China: Jangsu and Zhgiiang. Also, when dl of the currently started projects are finished in
the near future, Shangha with its new specid economic zone Pudong will have the high qudity
modern office and business buildings, resdentia housing and other basic facilities ready for
internationa banks and corporations. Shangha aso have been able to attract large number of young
tdents from China s best universities, who are not alowed to work in Hong Kong. For al these
reasons, Shangha has aready atracted quite anumber of the world’ s best business such GM and
best banks despite of the lack of the legd and financia ingtitutions found in Hong Kong.

2. Reduce transaction cogt of doing businessin China: improve the foreign exchange regime

First, Chinashould alow enterprisesinvolved in foreign trade and investment sector to hold foreign
exchange accounts as well as do legitimate business transactions in forelgn currencies through their
foreign exchange accounts. Cash transactions and circulation of foreign currencies are not essentia
for conducting legitimate business and can be prohibited to make the proposed reform more
acceptable politicaly. Chinadready dlows a smal number of domestic enterprises and al foreign
invested firms to hold foreign exchange accounts. When more and more enterprises in China gart to
build up their foreign exchange deposits, the centrd bank’ sreserves may fal. But the foreign
exchange deposits by the enterprises are till kept in banks located in China. The tota amount of
foreign exchange and reserves owned by the enterprises and the centra bank in China should not
change much. The increased share of thistota by enterprisesis dso good for diversfication of
foreign exchange risks.

Second, in addition to current account convertibility, China should aso make RMB partidy
convertible for legitimate transactions on capita account for enterprisesin foreign trade and
investment sector. For example, foreign invested enterprises whose target are the domestic market
and whose income are mainly in RMB should be dlowed the option to exchange RMB for hard
currency in advance, the amount of which not exceeding the projected future profitsto be
repatriated abroad. Thiswill provide additiond simulusto foreign investmentsin infrastructure and
other domestic indudtries. Thiswould mean that RMB will be convertible for most of the legitimate
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business but will not be fredy convertible for individuas with RMB depositsin the sate banks and
potentia large speculators.

Since foreign invested enterprises and domestic enterprises involved in foreign trade and investment
could hold foreign exchange accounts in domestic and foreign banks located in China under the
proposed reform, there would be little reason for them to move capita outsde of Chinaif thereisa
crigsin RMB or in Chind s gae banking sysem. More importantly RMB full convertibility and the
access to foreign exchange accounts would make the foreign trade and investment sector much less
dependent on the stability of RMB. In the worst case, the sector can smply use U.S. dollar or Hong
Kong dallar to do dl of their business. This happened in the early period of China s opening when
the value of RMB was s0 uncertain due to a highly distorted domestic price system. The foreign
investors, especidly those doing businessin southern China smply used U.S. dollar and Hong Kong
dollar for dl of their business transactions. The well-known examples were the hotdls invested by the
foreign investors charging only hard currencies before 1994 (Xiao 1996).

3. Reduce transaction cost of doing businessin China: partialy liberdize the banking industry for
foreign competition

Based on Chind s past reform and open door experiences, we believe China could reduce
sgnificantly the transaction costs of doing business and solve much of the above problems by a
controlled partid financid opening and liberdisation. While detailed discussion about the proposed
reform is beyond this paper, we can outline here some of the main ideas. The objective of the
proposed reform isto replicate Hong Kong' slegd and financid inditutionsin Chinaor & least in
Shanghai’ s Pudong SEZ so that Chind s best enterprises or those in the foreign trade and investment
sector can enjoy immediately the modern financid services in Hong Kong.

China should dlow foreign banks in Pudong to do al kind of business they can do in Hong Kong in
hard currencies as well as sdlected businessin RMB currencies. Foreign banks should be alowed to
extend foreign exchange and even RMB commercid loans to Chinese enterprises. Lending to
Chinese enterprisesis a high risk business which the state-owned banks are not able to do well.
Letting qudified foreign banks to do the lending businessin Chinaisto alow them to take and then
manage the risk of bad loans with their better experiences.

If the government is worried about the competitive pressure of foreign banks on the Sate banks, it
can set up specific rules protecting the state banks during atrangtiond period. It can give rights for
the state banks to share a part of the foreign banks  lending business. For example, the government
can redtrict RMB business to Chinese banks and joint venture banks. The government can also
restrict the number of deposit-taking foreign bank branches and set the limit on their RMB deposits.
Foreign banks can then borrow RMB from the state-owned banks through the inter-bank market.
To ensure hedthy development of the foreign banks in China, the government can also impose
stringent conditions on capita requirements and other performance indicators. Thiskind of
controlled financid liberaisation and opening will not lead to a collgpse of the state-owned banking
system. On the contrary, it will help to strengthen the state-owned banks by providing opportunities
to learn the indtitutions and management in the foreign banks. The existence of many well managed
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foreign banksin Chinawould certainly train alot of loca Chinese banking managers who will
contribute greetly in transferring modern banking technology and knowledge into China

China should continue to improve the lega environment for foreign trade and investment sector by
imitating the inditutions in Hong Kong. 1dedly China should make dl contracts Sgned in Shangha’ s
Pudong SEZ enforceable according to Hong Kong law. Practicaly, China can copy the legdl
framework and enforcement experiences of Hong Kong. Implementation of the above reform
measures would make Shangha’” s Pudong another Hong Kong but without a border separating the
flow of labour and capitd between Pudong and the rest of China. Pudong then could provide
modern lega and financid services to China sforeign trade and investment sector as well as facilitate
the reform of the state-owned enterprises and banks.
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