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The Issue of Full Convertibility

In Cctober 1993, after a brief visit to China and Hong Kong,
MIlton Fridman predicted that Hong Kong dollar, which has been
linked to U.S. dollar at 7.8 H K. dollar per US. dollar through a
currency board systemsince 1982, will be replaced by the Chinese
currency Renminbi in two years after 1997 when Hong Kong is to be
handed back to China fromBritain. On the other hand, in Decenber
1995, Chi nese governnment was planning to nake Renm nbi convertible
at least for current account transactions in 1996 and fully
converti ble by the year 2000. Since Hong Kong dollar is certainly
a fully convertible currency, China' s plan to make Renmi nbi fully
convertible could be seen as an attenpt to close the difference
bet ween Renm nbi and Hong Kong dollar at least with regard to
currency convertibility. MIlton Friedman’s prediction represents
probably the nost pessimstic view on the future of the nonetary
systemin Hong Kong and in China which is in sharp contrast with

the Chi nese governnent’s optimstic plan.



If the Hong Kong dollar nonetary systemrepresents one of the
nost inportant institutions of capitalismin Hong Kong, then the
current Renm nbi nonetary system could be seen as the foundation
for the socialist market economy in China. The intervention to
busi ness by the governnent through nonetary, fiscal, banking and
other financial policies is mnimzed under a currency board
systemin Hong Kong while maxi m zed under a central bank system
wi th dom nant state comercial banks and state-owned enterprises
in China. The currency board systemin Hong Kong works snoothly
with a private property econony while the current Chinese centra
bank systemis essential for a m xed econony with a dom nant state
ownershi p of property and heavily regul ated markets.

Theoretically it can be argued that the currency board system
in Hong Kong is nore conpetent than the Chinese central bank
systemin dealing with the problens of inflation, unenploynent,
growth and devel opment in a mixed econony!. But it is difficult to
provide clear enpirical support for or against the two nonetary
systens. Inflation in Hong Kong has been close to 10% for al nost
ten years. Unenploynent in Hong Kong is rising now G owh of
GDP in Hong Kong is slower than that in China. Economc
devel opnent in Hong Kong has been inpressive but so does that in
China. So what are the problens with Renm nbi and the Chinese
nonet ary systen? Wy should we care about the issue of replacing

Hong Kong dollar with Renmi nbi or Renm nbi with Hong Kong dol |l ar?

! See Steve H. Hanke, Lars Jonung and Kurt Schul er, Russian Currency and

Fi nance: a currency board approach to reform London and New York:

Rout | edge, 1993.



VWhat is the fundanmental purpose for naking Renminbi fully
convertible? Wat is the best approach toward full convertibility
of Renm nbi ?

To answer the above questions, we have to consider the
probl ens of the state-owned enterprises and state banks in China
and the nature of its m xed socialist market econony. The core
problens in a m xed economy can be summari zed as a privatization
of property rights and a socialization of property obligations
under a dom nant state ownership of enterprises and banks. More
specifically, the state-owned assets are in danger of dissipation
t hrough rent-seeking and corruption while state-owned liabilities
are accunul ated and centralized due to socialist concerns about
unenpl oynent and stability. As a result, the public sector has
nore liabilities than assets. Wen the public liabilities are
due, the governnment has to print noney or borrow to finance the
i mbal ance of assets and liabilities. The central bank and state-
owned commerci al banks are not only essential in control over |oss
of state assets and accunul ation of state liabilities but also
i ndi spensable in financing the gap between assets and liabilities
in the state sector. It is the ms-match of assets and
liabilities or the separation of property rights and property
obligations that requires a reformof the Chinese nonetary system
as well as the ownership structure of the state-owned enterprises
and banks. Making Rennminbi fully convertible is one inportant
conponent in the broad transition froma centrally planned econony

to a free market econony where assets and liabilities are properly



mat ched and property rights and property obligations are
i nsepar abl e. 2

Full convertibility of Renm nbi under a fixed or stable
exchange rate requires a stable Renm nbi nonetary systemthat is
basically free fromthe pressure of high inflation and the
associ ated pressure for currency deval uation since capital would
sinmply flight out of the country under the m xed condition of ful
currency convertibility at a fixed exchange rate and strong
inflation and deval uati on pressure. Chinese households are stil
keeping their Renm nbi deposits in the state banks because they
have no choi ces of converting Renm nbi at present fixed official
rate into Hong Kong dollar or U S. dollar and the state banks are
paying a real interest rate as high as 12%for three year fixed
deposits and governnment bonds even at the cost of systematic
| osses in the state banking sector. To elimnate inflation and
deval uati on pressure in China for a reasonably long period, it is
necessary to achi eve sonme reasonabl e success in the reformof the
| arge state-owned enterprises and state banks so that they can
bal ance their own accounts or match their own assets and
liabilities without explicit or inplicit subsidies fromthe
banki ng system t hrough bad | oans and | ow | endi ng rate | oans.

China has still a long way to go in neeting that condition in

2 These issues can not be discussed in detail in this short paper. Please
see two papers by Andrew Sheng and Geng Xi ao: “Property Rights and Econom c
Transition Revisited: The Case of China,” manuscript June 1995 and
“Separation of Property Rights and Property Obligations: Socialism

Capitalism and Socialist Market Econony,” manuscript, January 1995.



spite of its nost visible success in the marketization, in the
non-state sector, and in the devel opnent of coastal regions

t hrough joint-ventures with foreign investors. Inflation has been
falling in recent nonths due to tight control on the total anount
of loans in the state controll ed banking system However, the
problens of inter-firmdebts, non-perform ng | oans and | osses by
state-owned enterprises are still as serious as before. 1In short,
Chi na does not seemto have the necessary conditions to nmake

Renm nbi fully convertible under a fixed exchange rate now. Few
would msread this reality. Instead, the debate is centered on
what is the best approach toward full convertibility of Renm nbi
at a variable but reasonably stable exchange rate in the near
future.

The rest of this paper conpares two approaches to ful
convertibility of Renm nbi: one could be called “one country, two
currencies” with the second currency being Hong Kong dollar; the
ot her could be naned as “one country, one currency.” Wat nakes
this conparison interesting and relevant is that the “one country,
two currencies” approach was actually practiced quietly in China
for its foreign trade and investnment sector for about fifteen
years before January 1994 when it was replaced with the “one
country, one currency” approach by a dramatic reformin foreign

exchange control system

One Country, Two Currencies: The Quiet Practice during 1979-1993

As early as in 1979 when the State Adm nistration of Foreign
Exchange Control was established, foreign invested enterprises

were allowed to open foreign exchange accounts. They can deposit



their earnings of foreign exchange fromexports and use themto
buy inports and to pay wages and dividends to foreigners. Those
Chi nese enterprises and work units which could earn foreign
exchange were also allowed to keep portions of their foreign
exchange in quota or in cash so that they can use it to buy
inmports or to sell the foreign exchange quota or cash at the swap
centers. The enterprises and work units had to sell the rest of

t he forei gn exchange earni ngs above the retention limts to the
state banks at the over-valued official exchange rate. The
retention rate was usually 25% for foreign trade enterprises, 30%
to 40% for non-trade units, and 100% for mlitary and ot her
special units.® In 1979, the retained foreign exchange was only 1
billion U S. dollar or about 5.4%of the total foreign exchange
earnings. By 1985, the foreign exchange retention increased to
9.36 billion U S. dollar or about 31.1%of the total earnings.
During 1979-1985, the total retained foreign exchange earni ngs by
the I ocal governnments, central mnistries, and enterprises
anounted to 44.4 billion U S. dollar. During 1986-1993, both the
retention rates and the total amount of retained foreign exchange
i ncreased dramatically al though the exact ampunt can not be easily
found in published statistics. Wat we knowis that the

transaction volunme in the foreign exchange swap centers increased

3 See Yi Yanlin, Exchange Rate: Unification of Miltiple Rates and Proper

Regul ati on, in Chinese, China Fiscal Econom cs Publisher, 1993. All

statistics cited in this section are fromYi’s book except otherw se noted.



from4.2 billion U.S. dollar in 1987 to 25.1 billion in 1992.* The
gap between official and swap market rates al so gradually
converged fromnore than 60%in 1988 to | ess than 4%in 1991.°

Al so, starting from 1980, individuals could keep 30%to 50%
of their foreign exchange incone and remttances fromtheir
rel atives abroad in cash while selling the rest to the state
banks. Since 1985, individuals could even open foreign exchange
accounts in the state banks from which they could deposit and
withdraw all of their foreign exchange in cash in accordance to
certain regulations. Since 1993, each individual could al so
| egal ly bring 6000 yuan Renm nbi across the border which led to a
mar ket for Renm nbi for mainland Chinese visitors and |ocal retai
shops i n Hong Kong.

Moreover, many firms in the services sector such as hotels,
shops and restaurants were charging their custonmers Hong Kong
dollar or U S. dollar directly, especially in southern China.
About one quarter of Hong Kong currency or about Hong Kong doll ar
14 billion was circulating in southern China before 1994.

Hence, during 1979-1994, Hong Kong dollar or U S. dollar was
used as a nedi um of exchange, a unit of account, and a store of
value by the foreign trade and investnent enterprises and sone
Chi nese individuals, parallel with the Chinese currency Renm nbi

Chi na had adopt ed unconsciously both a central bank and a currency

4 The data here is fromWIliamH Overholt, China: The Next Econonic

Super power, page 104.
5 The data here is form Nicholas Lardy, “Chinese Foreign Trade,” The China

Quarterly, 1992, page 708.



board for nonetary transactions. Those producers, inporter-
exporters, and joint ventures which accunul ate dollar from export
and use dollar to inmport have little foreign exchange risk! They
are using two nonetary systens: the dollar and the yuan. The two
systens are |inked by nore than 100 gradual |y devel oped regi ona
dol | ar-yuan swap centers participated by thousands of ultimte
users of dollar and yuan. Under this system Renmnbi is clearly
not fully convertible at the fixed official exchange rate but is
fully convertible at the variable swap center rate for those who
could participate in the swap markets. For sone enterprises
participating in foreign trade and investnment, they just use
doll ar as a medi um of exchange, a unit of account, and a store of
value and have little exchange risk. For others that only export
or only inport, their exchange risk is defined by the inperfect
but active and rapidly expandi ng dol | ar-yuan swap markets.
Foreign investors and donestic enterprises conplai ned about the

i nperfection of the swap markets but participated voluntarily the
swap transactions. Foreign trade and investment in China grew
unpreceedently during 1991-1994.

The foreign exchange retention and swap market system
effectively created a dual -currency system or “one country, two
currencies”: Renm nbi for donestic trade and production and
dollar for foreign trade and investnent. The two currencies are
I inked by decentralized and voluntary swap narkets. The dual -
currency system has incentive conpatibility. The dollar and the
guota for dollar are held in the accounts of the individual firmns.

They can deci de whet her, when and how rmuch to buy and sell dollar



in spite of various transaction costs. The system of one country-
two currencies would work particularly well with a Chi nese-Hong
Kong joint-venture. The venture would do all domestic business in
yuan and all international business in dollar. It would keep two
accounts and convert yuan to dollar or dollar to yuan at the swap
centers.

However, the dual -currency system has several problens. The
mul ti pl e exchange rates between Renm nbi and dollar due to
fragnmented swap markets and the existence of a fixed official
exchange rate create opportunities for speculation and corruption.
Anot her drawback often pointed out by governnent officials is the
volatility of the swap narket exchange rates. The nobst inportant
concern by the governnment however is the fear of not able to
control and regulate the use of dollar as a nedium of exchange and
a store of value and the problemof capital flight. According to
Chi na’s bal ance of paynent in 1992, capital inflow was 30.2
billion dollar while capital outflow was 30.5 billion. But there
was an error termequivalent to 8.4 billion capital outfl ow.

Hence, in 1992, when China had an unprecedented foreign direct

i nvestnent, the bal ance of paynent account still showed a net
capital outflow of about 10 billion dollar. Moreover, nost of the
10 billion dollar net capital outflow could not be traced in

governnent’s account and can only be published as an error term?®

5 See Guo Shugi ng, “Renminbi Convertibility and the Reform of Foreign

Exchange Control System” Reform 1993, No. 5, page 98-105.
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One Country, One Currency: The 1994 Reform

The new foreign exchange control mechani smintroduced in 1994
was designed, intentionally or not, to deal with the above
problens while ignoring the incentive advantage of the dual -
currency system It unified the official and swap market exchange
rates so that speculation and corruption relating to exchange rate
differentials are elimnated. It stabilized the exchange rate at
a narrow range around 8.4 yuan per dollar by restricting the
participants to the inter-bank foreign exchange market to a few
desi gnated state banks and the central bank. Most dramatically,
it replaced the dollar-yuan systemwith a one currency system by
requiring all donestic enterprises to sell all of their current
and past foreign exchange earnings to the state banks at the
uni fi ed exchange rate which was set at the prevailing swap narket
rate at the end of 1993. The enterprises when need foreign
exchange have to buy fromthe state banks with proper docunents
showi ng legitimte use of foreign exchange for current account
transacti ons.

The reformwas surprisingly successful fromthe governnent
poi nt of view. Exchange rates have been unified and stabilized
since 1994 at about 8.4 yuan per dollar. Renm nbi actually
appreciated in 1995 from about 8.45 yuan per dollar to 8.3 yuan
per dollar when inflation was about 25%in 1994 and 15%in 1995.
Forei gn exchange reserve increased fromabout 21.2 billion U S
dollar in 1993 to 51.6 billion in 1994 and 70 billion by the end

of Septenber 1995.
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However, the success of recent reformin forei gn exchange
control also brings about sone problens. |[If inflation continues
at the currently 15% rate, Renm nbi has to depreciate to all ow
exporting any profits. At present, the governnent can control
inports nore or |ess effectively through regulations as well as
t he general austerity program but can not control the | osses from
exporting due to the inflation which increases Renm nbi cost of
produci ng export products which was close to 8.4 yuan per doll ar
in Shanghai area in md 1995.°

One of the major reasons for strong Renm nbi since 1994 are
due to a sharp deval uation of about 30% fromthe official exchange
rate at the beginning of 1994, a strong performance of export and
foreign direct investnment and an effective control on inport.
Under the new foreign exchange control nechanism the firns
earni ng foreign exchange fromtheir export have to sell all their
forei gn exchange earnings to the state banks. So, the supply of
dollar in the inter-bank market is directly related to export
performance and foreign direct investnment. Another source of
dollar to the inter-bank market in 1994 is the one-tinme adjustnent
by firns clearing their retained foreign exchange earni ngs
accunul ated in the past. These two factors pushing Renm nbi up
have by now | argely di sappeared or will disappear soon. The stock
of foreign exchange held by the enterprises in the past should

have been all transforned into official reserve by now. The fl ow

" This nunber was obtained during a field trip to Shanghai area in June

1995.
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supply of foreign exchange nmay decline relative to denmand since
China’'s export growh rate has been falling nonth by nonth since
early 1995 while the recent cut in inport tariffs would increase
demand for inport in the future.

Fortunately, the demand for foreign exchange is still weak at
present due to the government’s austerity program which reduces
demand for inport, and to high interest rates on Renm nb
deposits, which di scourages hol ding of foreign exchange. However,
these two factors supporting a strong Renm nbi depend too nuch on
t he governnment short-term nmeasures to control inflation and
maintain a stable currency. The trouble is the governnent has not
yet found effective and lasting ways in elimnating inflation
pressure arising fromthe inbal ance of state assets and
[iabilities.

The cost of nmaintaining the current exchange rate nmay
i ncrease sharply. The state-owned exporters will conplain about a
| ack of profitability. The state banks holding dollar will also
complain for a lack of Renminbi fund. In md 1995, the centra
bank changed the rule frombuying all dollar above certain |evel
fromthe state banks to buying dollar only up to certain |evel
The state banks now have to keep the rest of dollar in their own
accounts at no interest earnings. |If Renm nbi continues to
appreci ate, then the state banks hol ding | arge anount of dollar
will lose profits. On the other hand, depreciation of Renm nbi
wll bring profits for the central banks and the state banks due
to their holding of dollar on their own accounts. But,

depreciation of Renminbi is likely to lead to a rel axati on of
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Renm nbi credit which would fuel inflation and lead to further
pressure for depreciation of Renm nbi

A crucial point is that a breakup of the dual-currency
system which was used to separate nonetary transactions in the
donestic sector and in the foreign trade and i nvestnent sector in
the past, has artificially forced a close |ink between donestic
and i nternational economc activities and the associ ated nonetary
transactions. The sharp increase of reserve from21.2 billion
dollar in 1993 to 51.6 billion dollars in 1994 w thout conparable
sterilization has produced an artificial shock to the Renm nb
nmoney supply. The increase of 30.4 billion dollar in reserve in
1994 is equal to an increase of 252 billion yuan Renm nbi reserve
at an exchange rate of 8.3 yuan per dollar or 43% of the Renm nbi
currency in circulation in 1993. The shock has been noderated by
a tight nonetary policy since 1993 but has been felt strongly
nevertheless in 1994 and 1995. This kind of nmonetary |ink may not
be hel pful to an econony where foreign trade and i nvest nent
fluctuate. Here, Hong Kong' s experience seens very useful. Due
t o geographical, economc and political reasons, Hong Kong has to
face wwth a fluctuating foreign trade and investnent. It has been
forced to link its Hong Kong dollar with the U S. dollar at the
costs of losing its own nonetary instrunments. Scholars and policy
makers have overl| ooked the possibility that the dual -currency
system practiced in China before 1994 coul d have reduced the
i npact of the fluctuating foreign trade and i nvestnent on the
domesti ¢ Renm nbi nonetary system Under the dual -currency

system an increase in export and foreign direct investnent can be
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channel ed nore easily to demand for inport since the increase in
dol l ar supply would not be imediately transformed into yuan
supply. The present one currency systemis very nmuch |ike the
fi xed exchange rate reginme practiced in nmany countries under the
Bretton Wods system during 1960s and 1970s which could easily
translate fluctuations in bal ance of paynents into donestic

busi ness cycl es wi thout careful nonetary managenent |ike
sterilization.

The lack of sterilization in China s nonetary nanagenent
could be solved in principle as the nonetary officials becone
famliar with the tools for managi ng a nodern nonetary system
However, the follow ng incentive problemis nuch nore serious and
nmore difficult to deal with under a one-currency system

The current one-currency systemcreated extra exchange risk
for both firns and the state banks by elimnating any
opportunities for voluntary or contractual allocation of exchange
risk. It elimnated the contractual, voluntary and symretric
transactions at the swap markets for donestic enterprises and
added two non-contractual, coercive, and asymetric transactions
between the enterprises and the state banks. The transacti on cost
saved in the contractual transactions at the swap nmarket may be
nore than offset by the cost the enterprises have to incur in the
coercive selling of their foreign exchange to the state banks and
a rationing of foreign exchange fromthe state banks.

It is possible that when foreign exchange is in shortage, the
state banks, under the direction fromcentral or |ocal

governments, may give preferential treatnent to sonme firns or
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i ndustries in accessing to foreign exchange. The probl em of
eating fromthe common rice wok may happen again since the reserve
in the central banks and the foreign exchange in the accounts of
the state banks are all state property wi thout specific use rights
assigned to specific enterprises. Wwo is going to benefit from
the common rice wk? The one who can buy exchange fromthe state
banks at the governnent controlled fixed rate. 1In this case the
rights to use precious exchange are very likely to be privatized
to bank officials and their friends.

When foreign exchange is in over supply, then enterprises
woul d voluntarily sell exchange to the state banks at the
government controlled fixed rate. The state banks have to buy al
of the exchange even if they are losing profits for holding the
exchange on their own accounts. Now, the obligations to assune
t he exchange | osses or risks are concentrated and socialized
t hrough the state banking system

Hence, it is the separation of rights and obligations or the
privatization of exchange use rights and socialization of exchange
| oss obligations that distinguishes the current systemfromthe
previ ous dual -currency system Under the dual -currency system
the bunk of the foreign exchange is held by thousands of
enterprises. The central bank and the state commercial banks do
not hol d transaction, production, or investnent demand for foreign

exchange nor the associated risk.

Conclusion

Ironically, a less risky and faster way than the current

gover nnent approach toward full convertibility of Renm nbi during
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the transition nay be to go back to a revised version of the dual -
currency systemwhich allows limted use of Hong Kong dollar in
the foreign trade and i nvestnment sector. Only a few changes are
necessary. The governnent could allow the enterprises and the
banks to open dollar accounts and | et thenselves to decide
whet her, when, and how nuch to sell and buy dollars. The
government could also relax the restrictions on entry into the
i nter-bank market for foreign exchange and | et the inter-bank
mar ket rate be real free market rate. Renm nbi would becone fully
converti bl e when the above voluntary buying and selling of dollar
are al |l owned.

However, the full convertibility under a dual-currency system
does not nean that anyone can buy any anount of dollar at any tine

at a fixed exchange rate fromthe state banks. Not at all. The

government and the state banks have no obligations to sell any

amount of exchange at a fixed rate. The government woul d not

defend a fixed exchange rate nor assunme any risk from exchange
rate fluctuations. All exchange risk has to be assuned
voluntarily by specific individuals and enterprises, be they
specul ators or ordinary producers, traders and investors. There
wi Il be no shortage or oversupply of dollar nor central bank
reserve but there will be a fluctuating exchange rate in the
i nter-bank market, a cost for true convertibility.

The fluctuation of exchange rate however woul d not
necessarily lead to capital flight under the dual -currency system
When foreign investors and donestic enterprises can use a fully

convertible currency such as Hong Kong dollar in parallel with
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Renm nbi, they would feel nuch safer than under an one-currency

fi xed exchange rate regime since they could sinply ignore Renm nbi
if the exchange rate fluctuates too nmuch and use only dollar. As

aresult, China will be able to attract foreign investnent just as
Hong Kong does. The capital flight observed in 1992 seens better

expl ained as a flight of state-owned capital not private capital.

O herwi se we can not explain the surge of foreign direct

i nvestnent into China at the sanme year.

The use of Hong Kong dollar as a parallel currency fully
convertible with Renm nbi at variable market rate in China would
facilitate greatly econom c integration between China and Hong
Kong and foreign trade and investnent. |In a practical sense,

Chi na has been using Hong Kong dollar as a parallel currency for
many years through the presence in Hong Kong of the Bank of China,
CITIC and nmany ot her state-owned enterprises. These China funded
banks and enterprises in Hong Kong have to foll ow Hong Kong’s

| egal and business rule and practice and are certainly using Hong
Kong dollar as a currency. The Bank of China has recently jointed
other two mgjor | ocal Hong Kong banks in issuing Hong Kong doll ar
bills. On the other hand, all of the China funded banks and
enterprises have extensive business relations with Chi nese banks
and enterprises in the mainland. It is inevitable that they have
to use two currencies. In the past, only a few nainland Chi nese
banks and enterprises were granted perm ssions in opening branches
in Hong Kong. 1In recent years, their nunber and capital have
increased significantly. After 1997, they will continue to rise.

This kind of free-riding on Hong Kong’'s capitalist institutions by
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the China funded banks and enterprises in Hong Kong has benefited
econom ¢ devel opnment in both China and Hong Kong. Legalizing the
use of Hong Kong dollar in China would be a natural extension of

t he above free-riding exercise and woul d benefit China on a nuch

| arger scale than the presence of Chinese banks and enterprises in
Hong Kong.

A practical problemunder the dual -currency systemis how for
the state banks to nanage the doll ar deposits by individuals and
enterprises. 1In the past, the state banks in China could use
their dollar deposits for a limted amount of dollar |oans, sel
themin swap centers in China, or put themin Hong Kong s noney
market to earn interest. These banking services for the dollar
accounts are not nuch different in nature fromthose for Renm nbi
accounts. The banks can make dollar |losses if the dollar |oans
turn bad or if dollar depreciates in the swap centers or if the
trading in Hong Kong nonetary market is not profitable. This kind
of dollar losses is not a result of the dual-currency system The
state bank | osses fromboth dollar and Renm nbi banki ng services
have to be traced to the ownershi p and managenent probl ens.

Al t hough the government can not print dollar bills to cover the
dollar losses, it could still print Renm nbi to buy dollar and
bail out the dollar business of the state banks.

Hence, it shoul d be enphasized that the one country-two
currenci es system although hel pful to China’s transition to a
mar ket econony, could not substitute fundanmental reform of the
Chi nese state-owned banks and enterprises. China funded banks and

enterprises in Hong Kong could be as efficient as other | ocal
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private banks and enterprises but they are fundanentally different
fromlocal private banks and enterprises. Wen they are making

| osses, they may be bail ed out by the Chinese governnent although
t hey are using Hong Kong dollar and following all the capitali st
rules and practices. Owmnership natters here. 1t’s not just
organi zational rules, market institutions and conpetition.

The change fromcurrently involuntary selling and buying of
dollar to voluntary exchange of dollar and yuan anong the
enterprises and state banks, or the practice of one country-two
currencies, is a sinple but useful step in transition to a free
mar ket econony. This conclusion is not a policy advice from
bl ackboard econom sts nor an imagi nation from experiences of a
capitalist econony. It is based on China’ s own precious
experiences just a few years ago. Many Chinese practitioners

derived the sane conclusion fromtheir comon sense economics.?®

8 From ny personal contacts with Chinese banking officials, | learnt that
concl usi on and suggestions simlar to this paper have been expressed in
various internal reports in China, although without systematic analysis

presented in this paper. In Septenber 6, 1995, Hong Kong Econoni c Journa
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Against MIton Friedman, | predict that China will not
repl ace Hong Kong dollar with Renminbi in two years after 1997.
Instead, we will see “one country-two currencies” to be as well
practiced in China as “one country-two systenms” in Hong Kong after

1997

(page 17) even reported a governnent plan to allow firnms to open dollar
accounts in the state banks. But so far, the reported plan has not yet

been i npl emented according to ny know edge.

21






