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The Exchange Rate and the Capital
Account: If China Liberalizes, Does
the YUAN Appreciate or Depreciate?

I. Introduction

This paper raises the question: Were China to suddenly liberalize its capital account,
would the YUAN appreciate or depreciate? Most, but not all, believe it would appreci-
ate. © Robert A. Mundell thinks not:

“In the unlikely event that the YUAN were suddenly made fully convertible, Mr.
Mundell predicts that the value of the currency would fall, not rise. Many Chinese sav-
ers would want the securily of keeping at least some portion of their wealth in foreign
currency and would convert quickly, worried that the government might slam the door
shut. This might become a self — fulfilling prophecy. In the U. K. in 1947, the Bank of
England saw its reserves evaporate in a matter of weeks, and reinstated capital controls.
The movement to full convertibility is fraught with danger and must be approached cau-
tiously. ”( Source: “Robert Mundell and the YUAN Riddle”, Hugo Restall, The Wall
Street Journal, June 7, 2007, P. A.9.)

The Nobel Prize Laureate has a good point: Portfolio diversification by Chinese in-
vestors would cause a substantial capital outflow. If the People’s Bank of China main-
tained a stable exchange rate, this would entail a huge sale of the PBC’s foreign reserves.
Recently, the State Administration of Foreign Exchange (SAFE) of China approved a reg-
ulation which allowed citizens in the city of Tianjin to invest in oversea securities without

any quota restriction. These residents need only open special foreign exchange accounts

@ In particular, “The (IMF) staff stressed the need to utilize more fully the flexibility provided by the current
exchange rale system to allow greater movement in the renminbi — dollar rate and a further significant appreciation of

the currency in nominal effective terms, ” IMF Country Report No. 06/394, Oct ,2006, p. 18.
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for overseas securities investment purposes in the Tianjin branch of the Bank of China,
and instruct the bank to open securities accounts in BOC International ( China) Limited.
From July 31,2007, some insurance companies classified as Qualified Domestic Institu-
tional Investors (QDII) may invest in oversea fixed income products, money market fund
and equities such as stocks. @It is estimated that about $ 50 billion of insurance invest-
ment funds could flow out of China. By the end of August 28, 2007, if Chinese compa-
nies ‘listed in Hong Kong are taken into account, the combined market capitalization of
the Chinese stock market approached $ 4,720 billion, exceeding that of the Japanese
market, $ 4,700 billion according to World Bank figures. (Source: Geoff Dyer, “Chi-
nese stock market bigger than Japan's”, The Financial Times, August 28, 2007.) Ac-
cording to these data, 20% of the Chinese market capitalization would be $ 944 billion.
If we subtracted the value of H shares ( $ 1, 690 billion) from $ 4,720, 20% of the re-
mainder would amount to $ 606 billion. Therefore, twenty percent diversification of mar-
ket capitalization in China would deplete over $ 500 billion of the foreign reserve hold-
ings of the PRC, should it maintain a fixed exchange rate.

The other side of the coin is not considered, however. Capital inflows have also
been restricted, constraining foreign investors to minority ownership. In some sectors,
such as banking, single foreign ownership has been restricted to 20%, whereas overall
foreign ownership up to 25%. Full liberalization of the capital account would also mean
increased capital inflows. Since November 2002, Qualified Foreign Institutional Inves-
tors (QFIl) have been permitted to purchase both A shares and B shares in the Chinese
stock markets. By the end of April, 2007, 52 QFIIs together had become the second
institutional investor in A share market. @

In the latest China — U. S Strategic Economic Dialogue, 2007, China said it would
raise the quota of QFII from current $ 10 billion to $ 30 billion, and abolish the de-
cree prohibiting foreign stockholders from investing in the A — share market. However,
although restrictions on capital inflows have been eased in the past several years, it is
still difficult for foreign individuals and institutions to invest freely in China. A full lib-
eralization of the capital account would also induce a capital inflow into China.

The net impact on the exchange rate and/or foreign reserves is thus unclear. If
capital inflows were greater than capital outflows, the YUAN would appreciate. If not,

the YUAN would depreciate. In the likely case of the maintenance of restrictions on

@ Source: www. circ. gov. cn.

@ Source: www, csrc. gov. cn.



