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Abstract 

The Asian financial crisis has engulfed most of the region's countries, with the notable exception of China, 
which has maintained a stable doIIar exchange rate. However, China's situation is being widely discussed, some 
commentators cIaim that China wiII eventuaIIy be forced to devalue whiIe others maintain that China neither 
needs to nor would gain from a devaluation. China, not yet a fuIIy open economy, has the means and resources to 
withstand pressures against its currency. Reserves remain comfortable and the trade surplus is even growing as 
China's exports to the United States and Europe continue to grow at a healthy pace although exports to other 
Asian countries have slumped. Domestic economic activity is recovering from a slowdown as pubIic expenditure 
is rising. However, rapid reform of China's state-owned industries and bad-debt ridden state-owned commercial 
banks may be endangered if foreign direct investment faiIs to pick up the slack in the labour market as state
owned industries and government ministries shed miIIions of workers. Chinese authorities might be tempted to 
ease the pressure through a devaluation of the renminbi. However, China's exports have an import content of 50 
percent, so a smaII devaluation would make little difference, and a large devaluation would probably trigger a 
new round of competitive devaluations among the region's countries, in the end leaving everyone worse off than 
before. For the time being China is therefore best served by maintaining a stable exchange rate, but in the longer 
term China may have to reconsider the wisdom of its peg to the US doIIar. 

Keywords: China, Asian crisis, devaluation, exports, trade surplus, exchange reserves, renminbi, reform 
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1 Introduction 

The Asian financial crisis started over a year 
ago, initially in Thailand, but it quickly en
gulfed all the ASEAN-4 group of countries 
(Thailand, Malaysia, Indonesia and the Philip
pines) as well as all NIEs (Hong Kong, Tai
wan, Korea and Singapore). Thailand, Indone
sia and Korea now have IMF stabilisation pro
grams in place, but the stock markets and the 
currencies have crashed 01' come under pres
sure throughout the region. The real economies 
of all the region's countries are in sharp con
traction as investors, both domestic and for
eign, have fled the region. At the same time the 
protracted stagnation of the Japanese economy 
has continued, and Japan has therefore not 
been able to provide the other economies with 
buoyant demand and a flow of investments. 
The predicament of the region has not been 
helped by the persistent strength of the US 
dollar in the global exchange markets. The re
cent sharp weakening of the US dollar against 
the yen has relieved some of the pressure, but 
the sheer sharpness of the change may call into 
question its durability. 

From Asia, investor nervousness has 
spread also to other emerging markets, in par
ticular Latin America. The crisis in Russia, 
while hastened and deepened by these devel
opments, is mostly homegrown. In this situa
tion one major economy, China, stands out as a 
bastion of stability and continued economic 
growth. However, as the crisis in Asia drags on 
without signs of early recovery, the possibility 
that China might also have to follow suit has 
been a major topic for discussion and argu
ment. The purpose of this paper is to review 
some of the issues affecting China. The current 
state of the Chinese economy on the basis of 
the latest available data will be briefly re
viewed, after which China's expo sure to the 
Asian crisis will be evaluated in the light of 
some of the arguments made in the ongoing 
discussion. 

2 
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China's current economic 
situation 

The economy 

Economic developments in China have clearly 
been affected by the ongoing crisis in the re
gion. However, so far the effect amounts to a 
slowdown in growth, not a reversal of prevail
ing trends. Table 1 provides a brief sketch of 
the current situation. 

Chinese authorities continue to maintain 
that 8 percent GDP growth will be achieved 
this year, even in spite of the natural disasters 
that may cut growth by one half percent. 
Growth for the first three quarters 1998 has 
been reported at 7.6 percent. Floods apparently 
have prevented a significant recover in output 
during the third quarter, but fourth quartel' 
growth is optimistically projected at over 9 
percent. Market analysts' consensus forecast is 
7.2 percent for the whole of 1998, and 8.2 per
cent for 1999. In the October 1998 World Eco
nomic Outlook report, IMF forecasts growth of 
only 5.5 percent in China this year. A whole 
range of public investment initiatives are said 
to be coming on stream during the second half 
of the year, some of them to repair extensive 
flood damages. Anecdotal evidence seems to 
indicate that economic activity indeed has be
gun to pick up during the second half of the 
year, although industrial production is clearly 
lagging behind last year's growth rates. The 
recovery has been evident in higher invest
ments and spending on a range of consumer 
durables. Housing investment is also up 10 
percent, and spending on rail and road infra
stmctures has gone up by 50 percent. Recently 
the growth target for industrial production this 
year has been cut from 11 percent to 9.6 per
cent. This is not expected to reduce GNP 
growth, due to higher contributions by con
stmction and services, which are said to be 
booming. 

These initiatives are being financed by 
bond issues and bank lending. Rmbl00 billion 
will be raised through bond issues to fund in
frastmcture investments, and another Rmb270 
billion has been issued to recapitalise the state-
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owned commercial banks and to boost len ding. 
This bond carries a 7.2 percent coupon and has 
a maturity of 30 years. The bonds will be pur
chased by the four state-owned commercial 
banks with funds re1eased by a cut in the re
serve requirement. The ceiling on state bank 
lending has also been raised by around Rmb 1 
trillion in order to facilitate repairs to flood 
damaged facilities. 
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Inflation, which peaked in 1994 at over 20 per
cent, has been falling ever since. This year 
both consumer and retail prices have actually 
been falling, reflecting bumper crops and slug
gish domestic consumer demand. However, 
inflation is expected to pick up toward the end 
of the year 01' early next year in line with more 
aggressive public spending. 

Table 1. Summar Indicators for China's Econom 
1996 1997 1998 

--~------~----~~----~~--~~~--

Pro·. Oet To date 
Real GDP, % change 9.6 8.8 5.5- 8.0 7.6 
Industrial production, % change 15.1 13.2 9.6 7.9 10.2 10.6 8.2 
CPI, % change 8.3 2.8 -1.4 -1.5 -0.7 
Retails sales, nominal, % change 9.5 7.0 7.6 6.5 
State fixed-asset investment 10.1 21.8 17.4 21.2 

Exports, $ billion 151.2 182.9 190.0 15.6 15.5 14.7 +1.3% 
Imports, $ billion 138.9 142.2 143.3 10.9 11.5 11.7 -0.3% 
Trade Balance, $ billion 12.3 40.7 46.7 4.7 4.0 +7.8% 
FOl, net, $ billion 39.6 41.7 32.0 39.4 
Level ofreserves, $ billion 105.0 139.9 148.0 140.0 141.1 

Exchange Rate, Rmb/$ 8.30 8.28 8.28 8.28 8.28 

Deposit rate, % 7.47 5.67 4.77 3.96 
Lending rate, % 10.08 8.64 6.93 

Sources: 1996-97 data from IFS. Projected data based on published news and IMF /WEO October 1998 data and 
projections. To date-data is published data for 1 S'halfyear (GDP) or January-September over same period in 
1997. 

China's external balance remains strong, but it 
has c1early been affected by the Asian crisis. 
Export growth has fallen sharply overall. This 
reflects a steep fall in exports to emerging 
Asian markets and Hong Kong, while exports 
to Japan are flat. Exports to the United States 
and Europe continue to grow at a healthy pace. 
In September, total exports fell 6.7 percent 
from September of last year in spite of buoyant 
exports to the United States (+16.5 % in Sep
tember) and Europe (+21.7 % in September). 
In spite of this, China's trade surplus has in
creased, but this is due to weaker domestic 

demand in China, which has brought import 
growth to a virtual standstil1. The net inflow of 
foreign direct investment has apparently con
tinued, but at a lower pace. Export competi
tiveness has also been enhanced by reducing 
expoli taxes on a range of commodities, which 
for some commodities have an effect equiva
lent to up to a 17 percent depreciation of the 
renminbi. These incentives will be extended 
also to foreign-owned enterprises as from the 
beginning of next year. 
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Chart 1 China: Foreign Trade. Billion on US dollars, 12 month moving averages 
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However, exchange reserves have no longer 
been rising, since enterprises and banks have 
been hoarding foreign currencies in the expec
tation that the renminbi will be devalued. On 
occasion, the central bank has intervened in the 
exchange market by selling dollars to p1'event 
the exchange rate from dep1'eciating beyond 
the Rmb/$8.28 de facto peg. In the early sum
mer months the black market became more 
active, and the black market 1'ate at times ap
p1'oached Rmb 9. Recently the sp1'ead between 
the two 1'ates has na1'rowed, pressure against 
the 1'enminbi has eased and the central bank 
has even on occasion bought dolIa1's again to 
prevent the 1'enminbi from app1'eciating. Pres
sure has also eased due to the recent strength
ening of the Japanese yen against the US dol
lar. There are also expectations that interest 
rates will be 10we1'ed in China to boost eco
nomic activity and discourage excessive sav
ing. Chinese official have also repeatedly 
pledged that China will not devalue the ren
minbi. However, recently some officials have 
added "this year" to thei1' statements. 

At the beginning of this yea1' majo1' ex
porte1's were permitted to 1'etain 15 percent of 
thei1' annual export earnings. This liberalisation 
was introduced in o1'der to 1'elieve pressure on 
the renminbi to appreciate. However, autho1'i
ties now suspect that enterp1'ises a1'e hoarding 

more foreign exchange than they should. En
forcement of exchange controls has therefo1'e 
been st1'engthened in order to prevent circum
vention of constraints on capital movements. 
No de facto new constraints appear to have 
been introduced, bona fide current payments 
remain free, but rules requi1'ing supporting 
documentation a1'e enfo1'ced more vigorously, 
penalties fo1' non-observance of 1'egulations 
have been made mo1'e seve1'e, and more com
p1'ehensive computer control systems a1'e being 
put in place. The SAFE (State Administration 
of F o1'eign Exchange) is paying particular at
tention to enterp1'ises active both in special 
economic zones and e1sewhe1'e in China. Ex
change regulations for enterprise in special 
economic zones are mo1'e liberal than fo1' en
terprises elsewhere. The SAFE estimates, that 
Chinese enterp1'ises and individuals are holding 
foreign assets of up to $80 billion. 

Economic reform 

Last falI, the Fifteenth Peoples Congress set an 
ambitious agenda fo1' 1'eform of the Chinese 
economy. The key elements ofthis 1'eform pro
cess are the 1'eform of state enterprises and the 
strengthening of state-owned commercial 
banks. The reform of state-owned enterp1'ises 
involves the consolidation of a core group of 
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1000 large enterprise that are to remain in state 
ownership, and the privatisation or c10sure of 
113,000 small and medium size enterprises. 
Currently, approximately 70 percent of the la
bour force is employed in state-owned enter
prises to which nearly 80 percent of all bank 
loans have also been extended, while they pro
duce only 30 percent of total industrial output, 
and half of them are loss-making. Chinese 
authorities are hoping that foreign investors 
will play an important role is this process. 

The reforms are going to result in mas
sive layoffs of labour, up to 10 million this 
year alone according to some estimates, al
though more conservative official estimates 
talk of "only" 3.5 million layoffs. During the 
first half of 1998 2.7 million workers were laid 
off, according to official statistics. This has 
reduced state enterprise payrolls to 105 million 
people by the end of June. At the same time, 
less than a million new jobs have been created 
in the non-state sector. 

Officials are hoping that unemployment, 
which officially stood at 3.1 percent or 11.5 
million by the end of 1997, can be contained to 
3.5 percent. This may prove to be an optimistic 
assumption, given continuing weak domestic 
demand. It should also be noted that official 
unemployment only covers urban areas, and it 
does not inc1ude workers of state enterprises 
who are receiving partial pay to stay home. 
The growing army of migrant workers, 
amounting to at least 70 million people also 
presents a problem. Major cities, in particular 
in the coastal regions, look very attractive, of
fering on average more than twice as high 
earnings as rural areas. 

China is therefore facing a dilemma 
between reform and social considerations, as 
weakening foreign and domestic demand fail 
to create the new jobs needed to relocate work
ers laid off by state enterprises. This is already 
seen to be slowing down the reform process 
amid calls for local authorities to show greater 
concern for the social consequences of c10sing 
down inefficient or loss-making state enter
prises. 

The drive to expand lending for infra
structure and other state projects also flies in 
the face of efforts to strengthen state commer
cial banks' balance sheets, which would require 
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a winding down of lending for state projects 
with low rates of return and very long pay-off 
periods. The ceiling for loans of this type has 
been raised toRmb 1 trillion. According to of
ficial definitions, only 6 to 7 percent of banks' 
loan portfolios are non-recoverable. However, 
the governor of the central bank has also ad
mitted that by applying more stringent interna
tional standards, up to 30 percent of loan port
folios may be doubtful. New loan c1assification 
standards are to be implemented in the four 
state-owned commercial banks in early 1999. 
These four banks account for 90 percent of all 
bank assets in China. 

A warning sign over the health of the 
financial system was raised recently, when the 
PBC c10sed Guangdong International Trust 
and Investment Corp (GITIC), the investment 
arm of the Guangdong provincial government. 
GITIC had been experiencing difficulties in 
honouring its foreign obligations. There is a 
good chance that the government will honour 
foreign debts with government approval, but 
the measure is a warning sign that the implied 
government guarantee on foreign debt may not 
always be there. This may raise China's bor
rowing costs in the short term but is seen as a 
step in the right direction. 

3 China' s expasure ta the Asian 
cnSlS 

The main argument about the exchange rate of 
the renminbi that is used to justify the notion 
that the renminbi should be devalued is that the 
whole Asian crisis was triggered by a 50 per
cent devaluation of the renminbi at the begin
ning of 1994. The follow-up argument to this 
is that the other Asian currencies have now 
depreciated so much that China's exports are 
no longer competitive, China is loosing mar
kets and the renminbi therefore again needs to 
be devalued. 

Is the Renminbi overvalued? 

Several commentators who should know better 
have made the argument about the 50 percent 
devaluation. Indeed, this "devaluation" was the 
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last step in the unification of China's exchange 
system. Already in 1987 enterprises in certain 
Chinese cities were permitted to start trading 
foreign exchange proxies called retention 
quotas, which exporters had received in ex
change for a certain portion of export proceeds 
sold to the central bank. These proxies could 
be sold to any authorised buyer of foreign ex
change, typically an importer, at rates freely 
negotiated between the two parties.Thus, even 
though exporters received the official rate for 
the sale ofthe actual foreign exchange, by sel-

Chart 2 China: Renminbi exchange rates 

RMBIUSD 
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ling the retention quotas they were able to re
ceive a higher effective exchange rate. Gradu
ally more formal electronic trading mecha
nisms were set up in the major centres. An in
creasingly higher proportion of export pro
ceeds were allocated as retention quotas, and 
an increasing share of importers had to buy an 
increasing proportion of their foreign exchange 
through the swap market. As a result, the ef
fective exchange rate for exporters and import
ers gradually shifted away from the official 
rate and towards the market-determined rate. 
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By the end of 1993, some 80 percent offoreign 
exchange was already transacted at market de
termined rates. At the beginning of 1994 the 
exchange system was unified, the official rate 
was abolished, and all transaction henceforth 
took place at the market rate. Since the market 
rate at the time was some 50 percent weaker 
than the official rate, analysts have claimed 
that this in fact amounted to a massive de
valuation ofthe renminbi. However, this claim 
ignores the fact that most transactions already 
were executed at market rates. Therefore, the 
effective devaluation at the time amounted to 

only some 7 percent. This is trivial in view of 
the fact that the swap market rate had depreci
ated from below 6 renminbi per dollar in 1992 
to over 10 renminbi in late 1993 before appre
ciating in late 1993 before unification. The 
chart above illustrates the point. 

In January 1994 the unified rate was 8.7 
renminbi per dollar, but from there on the ex
change rate started appreciating gradually, and 
currently the exchange rate is kept steady at 
8.28. In 1994 and 1995 the Chinese economy 
overheated, and much of the gain from the 
previous depreciation was eroded by inflation. 
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Subsequently the economy was reined in and 
inflation brought under controI. Over the least 
2 - 3 years the trade sUl-plus (but se discussion 
of trade sUl-plus below) in combination with 
large inflows of direct investment funds led to 
a large increase in foreign exchange reserves 
as the central bank intervened actively to pre
vent the renminbi from appreciating. This year 
the upward preSSUl'e on the CUlTency has 
abated, and at times the central bank has even 
been selling dollars to prevent the exchange 
rate from rising above 8.28. 

Following all this, do we know if the 
renminbi is overvalued? This information does 
not tell us anything one way or the other about 
the level of China's current competitiveness, 
but it does refute some of the arguments pre
sented. In particular, the Asian crisis was not 
triggered by a large devaluation of the ren
minbi in 1994 that eventually pushed other 
Asian countries over the brink. Likewise, the 
significant weakening of the market exchange 
rate in 1992-93 was to a great extent offset by 
inflation, which only was brought under con
trol in 1997. 

The significant weakening of the Japa
ne se yen against the US dollar put increasing 
pressure on the countries pegging their curren
cies to the US dollar. Between June 1977 and 
July 1998 the renminbi appreciated by some 23 
percent against the Japanese yen. Over the 
same period, the nominal effective exchange 
rate of the renminbi appreciated by 8 percent, 
but by only 3 percent in real terms due to the 
very low level of inflation in China. However, 
the recent sharp appreciation of the yen has 
more than reversed this development, although 
it remains to be seen how lasting it iso 

How are China's exports doing? 

Another argument made in the debate about 
China and the Asian crisis is that the crisis was 
actually triggered by inroads of Chinese ex
ports into other Asian countries' export mar
kets. Before discussing this issue, it will be 
useful to look at China's trade data in general. 
The issue here is the role of Hong Kong. This 
as well as the performance of China's exports 
are discussed in a very illuminating discussion 
paper by economists at the Federal Reserve 
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Board1 The economies of China and Hong 
Kong are intimate1y linked together. About one 
half of China's exports go through Hong Kong, 
where products may be repackaged and dis
tributed to various recipient countries world
wide by Hong Kong enterprises which may 
also have sold the goods. This activity adds 
significant value to China's exports. Some of 
these exports may have been c1assified in 
China foreign trade statistics as Chinese ex
ports to Hong Kong, but over time more ex
ports are reported according to ultimate desti
nation. Similarly part of Hong Kong's exports 
are classified as either domestic exports or re
exports. Therefore, adding China's and Hong 
Kong's foreign trade may lead to significant 
double counting. Instead, it makes sense to 
exc1ude trade between the two from their ag
gregate trade figures. The Federal Reserve 
Board economists call this aggregate "Greater 
China". A second point they make is that in 
particular China's trade statistics may also be 
less reliable than trading partner statistics. This 
can be addressed by looking at trading partner 
data rather than Greater China data. 

As table 2 shows, there are big discrep
ancies between how trade is registered in 
China and Hong Kong, on the one hand, and in 
trading partner countries on the other hand, in 
particular with regard to whether trade is with 
China 01' Hong Kong. Greater China totals, 
however, are quite similar. Trading partners 
systematically register a much greater share of 
imports as originating in China rather than 
Hong Kong, as compared to Chinese and Hong 
Kong export data. On the import side, in par
ticular imports from Asia (exc. Japan) seem to 
be registered more as imports of China, while 
the exporting countries tend to register the ex
ports has having been to Hong Kong. 

Trade balance figures raise the question 
whether China really has been running such a 
large trade surplus, after alI. Greater China had 

1 This section as well as tables 2 and 3 draw exten
sivelyon "Was China the First Domino: Assessing 
Links between China and the Rest of Emerging 
Asia", by John Fernald, Hali Edison and Prakash 
Loungani, Board of Governors of the Federal Re
serve System, International Finance Discussion 
Paper, number 604. 
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a deficit according to Chinese and Hong Kong 
data, and was approximately balanced, ac
cording to trade partner data. According to 
trading pattner data, the Greater China surplus 
towards the United States was $39 billion, 
while the China surplus alone was $42 billion. 
At the same time Greater China data showed a 
surplus of $33 billion towards the United 
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States, two thirds of which was with Hong 
Kong. It is easy to see why there could be dis
agreements between the United States and 
China about the size and balance of their bilat
eral trade. Most of the deficit toward Asia is 
with Taiwan and Korea, two countries that 
have move production based on imported 
components to China. 

Table 2. Foreign trade ofChina and Hong Kong (excluding trade between China and Hong Kong) according to 
different statistical sources, in 1966 

In billions ofUS dollars 
Chillese mul HOIII! KOIII! trade stat;st;cs Trade partller coulltr;es' trade stat;st;cs 

Exports of 
China HongKong 

Total 118 119 
Industrial countries 82 84 
Asia exc. Japan 23 23 

Imports of 
China HongKong 

Total 131 125 
Industrial countries 73 70 
Asia exc. Japan 41 49 

Trade Balance of 
China HongKong 

Total -13 -6 
Industrial countries 9 14 
Asia exc. Japan -18 -26 

Table 3 seeks to establish whether Greater 
China has gained market share in export mar
kets, in particular after the devaluation at the 
beginning of 1994. The data does not se em to 
support such an assumption. On the contrary, it 
appears in all markets, with the exception of 
Italy, that Greater China gained market share 
between 1989 and 1993, while its market share 
has been quite stable between 1993 and 1996. 
During the earlier period the market
determined exchange rate depreciated sharply 
while at the same time an increasing share of 
transactions were moved from taking place at 
the official rate to the market rate. Greater 
China's market share gains have also been 
more at the expense of NIEs rather than the 
ASEAN-4 countries that now are at the core of 
the Asian crisis. The above-mentioned study 

Imports from 
"Greater China HongKong "Greater 
China" China" 

237 181 51 232 
166 139 30 170 
46 27 16 43 

Exports to 
"Greater China HongKong "Greater 
China" China" 

256 95 135 230 
143 59 68 126 
90 23 63 86 

Trade Balance of 
"Greater China HongKong "Greater 
China" China" 

-19 86 -84 2 
23 80 -38 44 

-43 4 -47 -44 

also finds that Greater China's export growth is 
either positively correlated or non-correlated 
with growth of exports from ASEAN-4 coun
tries, 01' non-correlated to export growth of 
NIE countries. Growth of exports from Greater 
China and other Asian countries would thus be 
explained by common factors, i.e. demand in 
export markets, rather than gains in market 
share for Greater China. 

The extent to which China could be af
fected by the sharp depreciation of in particular 
the ASEAN-4 countries would of course also 
depend on the extent to which China competes 
directly with the same types of commodities 
with these countries in various markets. The 
Fed study repOlts that for most Asian countries' 
exports to the United States, trade is dominated 
by two commodity categories, semiconductors 
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and related capital goods, and footwear, ap
parel and household goods. In 1996 the first 
category accounted for less than 20 percent of 
Greater China's exports to the United States, 
up from 13 percent in 1989. The second cate
gory of goods accounted for almost 70 percent 
in 1996, slightly down fi:om 72 percent in 
1989. China's main competitors in the first 
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category were Singapore and Malaysia, whose 
exports to the United States were dominated by 
these commodities. In the footwear, apparel 
and household goods category, Greater China' 
main competitor was Indonesia, where by 1996 
53 percent of exports to the United States were 
in this category. 

Table 3. "Greater China's" share ofselected Asian countries' exports to the US, Japan and Europe. 
S I d 100 fI I f I d . h k ca e to or tota exports 0 se ecte ASian countnes m eac mar et. 
1989 1993 

Ullited States 
Greater China 24 33 

NIEs2 59 44 
ASEAN-43 17 23 

Total 100 100 
Frallce 

Greater China 31 38 
NIEs 46 36 

ASEAN-4 23 26 
Total 100 100 

Italy 
Greater China 37 41 

NIEs 43 31 
ASEAN-4 20 28 

Total 100 100 

A similar picture emerges in the commodity 
composition of Asian countries' total manu
facturing exports. In 1993-95, c10thing was the 
single most important commodity in China's 
exports, accounting for 22 percent, followed by 
the semiconductor category with 16 percent, 
other manufactures 15 percent and textile yarns 
and fabrics 12 percent. Other Asian countries' 
expOlis are c1early dominated by the electron
ics category except for Indonesia, whose ex-

2 Korea, Taiwan and Singapore. 

3 Indonesia, Malaysia, Philippines and Thailand. 

1996 1989 1993 1996 
Japall 

34 23 29 35 
41 40 33 31 
25 37 38 34 

100 100 100 100 
GermallY 

39 36 40 40 
35 42 37 35 
26 22 23 25 

100 100 100 100 
Ullited Killf,[dom 

50 34 37 34 
26 45 36 36 
24 21 27 30 

100 100 100 100 

ports are dominated by c10thing while the 
semiconductor category only accounts for 9 
percent of exports, much less than in all other 
Asian countries. 

Direct trade between China and the 
ASEAN-4 and Korea has been becoming rela
tively more important, but these countries still 
account for less than 6 percent of China's ex
ports, whereas less than 8 percent of the 
ASEAN-4 and Korea group's exports are 
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headed for China. Much of the increase in ex
ports to China is probably explained by relo
cation of production to the lower costs in 
China. 

It is also worth noting that the import 
content of China's exports is close to 50 per
cent, since such a large part of exports is made 
up of assembly of imported parts and compo
nents. If this activity were to be relocated to 
other countries, which now could provide 
lower costs, it could have important implica
tions for China's growth and foreign trade. 
How much of a competitiveness buffer China 
gained when the exchange rate depreciated 
before 1994 is difficult to judge, but much if 
not all of it must have been wiped out at least 
in relation to Indonesia, the main competitor in 
the clothing and footwear categories. However, 
so far China continues to offer a much more 
stable environment than Indonesia. 

Contagion and increased risk awareness 

The Asian financial crisis spread very rapidly 
after breaking in Thailand in mid-1997. The 
speed and depth of this process took both 
country and international authorities by sur
prise. The extent to which these countries are 
economically inter-linked had not been fully 
appreciated. These were after all seen as coun
tries that above all based their success on ex
port to the industrialised countries. However, 
trade among these countries had grown even 
faster than exports to industrial countries. Be
tween 1989 and 1996 the share of intra
regional exports in percent of total exports 
between Asian developing countries had risen 
from 3 1 percent to 40 percent. This is a strong 
indication that these economies are increas
ingly interdependent and that problems in one 
country would have an impact on the other 
countries in the group. 

However, both China's and Greater 
China's exports are much less dependent on 
markets in Asian developing countries. There
fore, while exports to this region have suffered, 
China's exports overall have been able to hold 
upo It would se em reasonable, though, to as
sume that the growth potential for China's ex-
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ports would suffer since the incentive to move 
production to China has been weakened. There 
could even be some incentives to move pro
duction from China to countries like Indonesia, 
although Indonesia for the time being does not 
appear to provide the necessary stability that 
would make in an attractive location. 

International investors have made a 
radical reassessment of risk in all developing 
countries and emerging markets. This has been 
reflected in a sharp curtailment 01' retreat from 
investments in markets now perceived as being 
more risky. This is also affecting China, but to 
a lesser extent that the Asean-4 countries 01' 

Korea. Foreign investment in China primarily 
has been in the form of direct investment, 
while the other Asian economies have been 
much more dependent on short-term borrowing 
and portfolio investments, which can be with
drawn more readily than direct investments. 
The table below shows the sharp adjustments 
that have taken place in capital flows after 
1996, which was the last "normal" year before 
the crisis broke. 

The turnaround in capital flows to Asia 
is remarkable, from an inflow of 100 billion 
US dollars in 1996 to a forecasted outflow this 
year of close to 45 billion. Predictably, the 
biggest turn-around is in the "Other net" cate
gory, which includes short-term borrowing. In 
particular direct investment has remained 
much less affected. The IMF forecasts a mod
est resumption overall of inflows to Asia next 
year. When data for China is separated from 
overall Asian data, the big difference in the 
structure of capital flows becomes apparent. 
Net direct investment was and is expected to 
remain much more important for China than in 
other Asian countries. Another interesting item 
is the errors and omissions term in balance of 
payments data. The persistent high negative 
number for China may be an indication of 
leakage in capital controls and underreporting 
of imports which produces a too positive trade 
balance. The large increase in Asia excluding 
China may also be an indication of an increase 
in outflows of a type that have not been cap
tured by regular balance of payments data. 
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Table 4. Net private capitalflows, Errors and omissions, and Change in reserves in Asia· 
1n billions olUS dollars 

Asia 

Net private capital flows 

Net direct investment 

Net portfolio investment 

Other net investment 

Change in reserves(-: increase) 

Asia (exc1uding China) 

Net private capital flows 

Net direct investment 

Net portfolio investment 

Other net investment 

Change in reserves(-: increase) 

China 

Net private capital flows 

Net direct investment 

Net portfolio investment 

Other net investment 

Errors and omissions 

Change in reserves(-: increase) 

Foreign investors investing in a country are 
interested in vaIue expressed in their own cur
rency. The collapse in the Asian stock markets 
is particuIarly amazing when Iooked at through 
the eyes of a US dollar based investor. The 
chart above shows that the dollar vaIue of the 
Indonesian stock exchange has fallen to about 
one tenth of its vaIue at the beginning of 1997. 
Hong Kong's stock market has been tracking 

1996 1997 1998 1999 

99.0 28.8 -44.3 

60.1 60.2 48.2 

10.2 11.6 -12.2 

28.7 -43.0 -80.4 

-48.1 -19.2 4.8 

59.0 5.8 -45.3 

20.5 18.5 16.2 

8.5 4.8 -7.2 

30.0 -17.5 -54.4 

-16.5 16.5 12.0 

40.0 23.0 1.0 

39.6 41.7 32.0 

1.7 6.8 -5.0 

-1.3 -25.5 -26.0 

-15.7 -22.7 -23.0 

-31.6 -35.7 -7.2 

11.0 

40.4 

2.6 

-32.1 

-37.9 

Japan's rather c1oseIy, to a Iow at around 60 
percent of originaI dollar vaIue. The other 
Asean-4 and Korea are at around one fifth of 
their originaI vaIue. What stands out is the very 
different performance of the Shangai A share 
index, even after allowing for weaknesses in 
the market's functioning. This must at Ieast to 
some extent be an indication of internationaI 
investors' different perception of risk in China. 

4 Based on IMF World Economic Outlook, October 1998, and IMF International Capitai Markets, September 
1998. 
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Chart 3 Selected Asian Stock Indices expressed in US dollars (2.1.1997 = 100) 

180,.--------------------------, 

90 

m ------------- -----

-ShanghniA 

-Nikkei 

"Hllng Seng 

-Seoul 

-KUIlIIl 
Lumpur 

-Philippines 

-Thai 

"''--E'''''''\,r~- __ ~ ___ Indonesia 

2.Ll997 4.3.1997 6.5.1997 4.7.1997 2.9.1997 30.10.1997 2.L!998 4.3.1998 6.5.1998 7.7.1998 3.9.1998 

The role of Japan 

The Japanese economy has now been stagnant 
for a decade, and genuine reforms of the finan
cial and banking systems have until now con
tinued to elude the political establishment. Ja
pan has therefore not been able to provide the 
other Asian economies with the buoyant mar
kets for their exports that they need to recover. 
In Japan, consumers have been retrenching and 
the economy weakening while politicians 
bickered. However, now it seems that a politi
cal compromise has been reached on using 
public funds to dean up the balance sheets of 
ailing Japanese banks. Financial markets in 
Asia have reacted positively to this, but a wait
and-see attitude would be prudent given Ja
pan's previous record of taking decisions that 
seem to evaporate at execution. If this were to 
happen again, it would weaken China's export 
prospects to Japan further. This in turn would 
increase pressure on the balance of payments 
and the exchange rate. On the other hand the 
Japanese yen's sharp recovery from recent 
lows against the US dollar has served to ease 
pressure on all currencies pegging to the US 
dollar, even though the steepness of the cor
rection may undermine its durability. 

China has made much political mileage 
out of its own demonstrated willingness to 
push expansive policies and promote stability 
in the region while Japan appears to be incapa
ble of shouldering its role as the economic dy
namo. Much of the air would go out of this 
rhetoric if China devalued, even though it 
could-- and would -- blame Japan. 

The role and position ofHong Kong 

Hong Kong has a very important role as the 
gateway for much of China's exports to the 
world, and as an important regional financial 
centre with a very open economy. Hong Kong 
maintains a currency board-based peg of the 
Hong Kong dollar to the US dollar. Hong 
Kong has not escaped the financial turmoil as 
the peg has been attacked both in the foreign 
exchange and the stock markets. The odds of 
Hong Kong being able to maintain the system 
look reasonably good, since its economy is 
fundamentally sound and the financial system 
remains healthy despite sharp retrenchments in 
the stock and real estate markets. The authori
ties have tightened some of the rules governing 
the market to make speculation more difficult. 
In addition, the Hong Kong Monetary Author
ity also intervened in the local stock market by 
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buying shares to counter speculators who si
multaneously sold the currency and shOlted the 
stock market. The purpose of the intervention 
was to make the September futures contract 
c10se at a higher 1evel than at which many 
short positions had been opened. This also did 
happen, although investors' losses are not 
known. However, the Hong Kong authorities 
have been much criticised for this action which 
was seen by market participants as a retreat 
from liberal free market principles. 

Technically, Hong Kong does have the 
resources to maintain the peg to the US dollar, 
since foreign exchange reserves are many 
times larger than the amount of Hong Kong 
dollars in circulation. In the extreme case, alI 
Hong Kong dollars could be withdrawn and 
replaced with US dolIars. However, the eco
nomic cost of maintaining the peg is high. Real 
estate prices, admittedly very inflated, have 
fallen by up to 50 percent from peak levels, 
unemployment is rising and output is expected 
by some analysts to falI by up to 10 percent 
over the next few years. 

The cost to Hong Kong of cutting its 
link to the US dollar would also be very high. 
Neither is it c1ear that it could gain much from 
cutting the US dolIar link, since its primary 
function is that of providing highly efficient 
redistribution, transportation and financial 
services. The city-state bases much of its suc
cess on the solidity and stability of its economy 
and financial system and very prudent financial 
policies. Hong Kong is probably more exposed 
to China than the other way around, i.e. if 
China were to devalue, the pressure on Hong 
Kong could become unbearable. It is less c1ear 
that a devaluation of the Hong Kong dollar 
could force China to relinquish the ren
minbi/US dolIar link. 

4 China's options 

Can China withstand the pressure? 

China is not an open economy in the same way 
as the ASEAN-4 and NIEs. Controis on capital 
flows have meant that China is not exposed to 
short-term capital movements nearly to the 
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same extent as the other countries. Even 
though there are indications 01' suspicions that 
the exchange regulations are less than water
tight, at the aggregate level the authorities 
probably have the where-with-all to prevent 
China's foreign exchange resources from being 
drained. Foreign exchange reserves also do 
amount to almost a year's import. Enforcement 
of existing regulations has been strengthened, 
and with some apparent success. And if pres
sure were to intensify one can not deny the 
possibility that major banks and enterprises 
could simply be instructed to repatriate foreign 
exchange, regardless of what the regulations 
say. Therefore, it is difficult to envisage that 
capitai movements could lead to a liquidity 01' 
even confidence crisis that would force China's 
hand, at least in the ShOl"t term. However, it 
may not have been very wise of the Chinese 
authorities to let the fOlmally floating ex
change rate get de facto pegged in the minds of 
the markets at a particular level. To this extent 
the Peoples Bank's intervention procedures 
could be criticised. However, the markets can
not force China to devalue. 

China has indicated that it aims for fulI 
convertibility ofthe renminbi by the tum ofthe 
century. If is difficult to see that China could 
adhere to this schedule, even though the ex
change system so far has been liberalised much 
faster than official plans have indicated. Full 
convertibility would put intense pressure on 
the Chinese financial system, which needs to 
be significantly strengthened and reformed. 

China's problem is domestic, reform of 
financial institutions and the state enterprise 
sector, unemployment and resulting social 
pressures. So far much of China's boom has 
been export led. Now export markets in Asia 
are faltering, and Asian countries with sharply 
depreciated currencies could start to make in
roads into China's market shares in industrial 
countries. This will make refOlm of the state
owned industries more difficult, since much of 
the labour released is expected to find em
ployment in new 01' privatised industries fi
nanced to a large extent through FDI. But FDI 
may not be forthcoming on a sufficient scale, 
even though the 30 million large Chinese Di
aspora undertakes a large portion of it, in par
ticular from Hong Kong and Taiwan. These 
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investo1's a1'e in China fo1' the long haul and a1'e 
unlikely to withd1'aw thei1' investments in spite 
of tempo1'a1'Y setbacks. 

Howeve1', the slowdown in exports may 
fo1'ce China to slow down its economic 1'efo1'm 
p1'og1'amme, and the1'e a1'e al1'eady signs of this 
happening. The dange1' is that many of the 
la1'ge infrastructu1'e investments that now a1'e 
being pushed to boost domestic demand a1'e of 
infe1'io1' quality. State-owned bank's balance 
sheets may be bu1'dened by furthe1' soft loans 
just when the banks a1'e supposed to start ap
plying mo1'e 1'igid and one1'ous c1'iteria in thei1' 
lending ope1'ations and balance sheet valua
tions. In the face of rising domestic problems, 
intemal pressure fo1' what appea1's like a solu
tion could increase to the point where the 
authorities run out of a1'guments and loose 
credibility. 

Would devaluation help China's economy? 

China continues to run comfortable trade and 
cur1'ent account surpluses. A devaluation in 
this situation would ce1'tainly be rega1'ded as 
pu1'ely competitive, a begga1'-thy-neighbour 
move. China may have lost competitiveness in 
some areas to other Asian countries, but the 
collapse in exports to Asian markets probably 
has more to do with weak demand than com
petitiveness. FDI continues to flow into China, 
albeit at a slower pace. 

What, then, could be the consequence of 
a devaluation of the renminbi. He1'e China 
faces a difficult dilemma. The currencies of 
competito1' countries have devalued by any
thing between 40 and 80 percent against the 
US dolla1', although inflation is already begin
ning to erode some of this advantage. A small 
devaluation of the renminbi would thus not 
help China, in particula1' since the import con
tent of China's exports is so high, 50 percent. 
To gain 10 percentage points in competitive
ness, the devaluation would have to be twice as 
big. A small devaluation would not make much 
economic difference to China 01' the other 
countries in the 1'egion, but it could unleash 
expectations for furthe1' adjustments. 
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A very large devaluation would then be 
needed for economically meaningful effects. A 
large devaluation of the renminbi would surely 
unleash a new round of uncontrolled deprecia
tion of the 1'egion's currencies and set back the 
1'egion's recove1'Y even further. With the cu1'
rent uncertain state of world financial markets 
this would surely also have majo1' global 1'eper
cussions, the end 1'esult being that China would 
be worse of than before, since demand for its 
goods in industrial countries, still healthy, 
would certainly also be affected. 

The1'e a1'e also good political 1'easons 
why China wants to avoid devaluation. De
valuation would surely lead to a further in
crease in China's trade surplus with the US, 
which is politically very sensitive. China also 
has st1'ong aspirations to join the WTO. The 
main opposition to China's entry has come 
from the US, which wants China to open more 
of its economy to competition. Devaluation 
would most certainly make this process mo1'e 
difficult. China has also made much political 
mileage out of its 1'esponsible and proactive 
role in maintaining stability in the 1'egion, in 
particular at the expense of Japan. The Chinese 
autho1'ities a1'e aspiring for the leadership role 
that belongs to the second la1'gest economy in 
the world. 

Nothing is forever. There is a clear time 
dimension to the devaluation issue. If China 
maintains its current 1'egime for a few yea1's 
and China's current extemal surpluses tum into 
deficits, and if by that time the other econo
mies in the region have begun to recove1', de
valuation would be easier to accept and justify, 
and a much smalle1' devaluation might suffice. 

If and when China eventually adjusts the 
exchange rate, the new exchange regime 
should p1'ovide fo1' g1'eate1' flexibility in the ex
change rate than today. The fate of the other 
Asian economies show the danger of a pegged 
exchange 1'ate that is maintained fo1' too long. 
But over the next few years, devaluation is a 
no-win solution for China. 
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