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Abstract

The development of Foreign Exchange Market in China is of
vital importance to propel the reforms on full convertibility of
RMB, achieve the completeness of exchange rate mechanism, en-
hance the effeciency of foreign exchange resource allocation and
improve the result of marcoeconomic adjustments and controls by
the Chinese government, In order to meet the surging demand
from new rounds of market reforms and opening to the outside
world, it is required to speed up the process of cultivating the
domestic Foreign Exchange Market in China. With the economy
transformation, the development of China’s Foreign Exchange
Market should follow the “Government-driven” procedure in-
stead of “natural evolution”., The key to market development is
how to foster and manage the foreign exchange market through
appropriate government intervention,

From the perspective of the present conditions and future re-
quirements, the development of Foreign Exchange Market in
China should consider the followings: First of all, the Chinese
government should play an active role to stimulate the regulation

reforms, remove the policy barriers, and expand the room for
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the market development. The major issue is how to coordinate
and promote the full convertibility of RMB as well as establish
the rule of Foreign Exchange Market in China. In line with
achieving the full convertibility of RMB, several key elements al-
so need to be looked after, including currency exchange rights,
degree and scope of RMB convertibility degree of freedom in con-
verting the RMB into foreign exchange and the exchange rates,
etc. As for the Foreign Exchange Market, the following ele-
ments need to be considered, including market participants,
trading instrument, market organization structure, pricing
mechanism and the interrelationship between foreign exchange
market and other element markets, market supervision and con-
trol mechanism. It is the interaction among the above elements
that leads to the correlation between full convertibility of RMB
and Foreign Exchange Market, From this perspective, in order
to foster China’s Foreign Exchange Market, it requires to pro-
mote the reform on foreign exchange regulations and grow the
group of market participants, encourage the trading instrument
innovation via the initiation of RMB forward trading. Especially,
with the RMB exerting the dominating influence among all the
currencies in Asia Pacific Region, we should develop the foreign
exchange market to enhance the core competitiveness, and thus
take an increasingly importance position in the international for-
eign exchange market.

Secondly, duing the procedure of cultivating China’s Foreign

Exchange Market, the market effect should play an important
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role without too much external intervention. Especially in the
development and application of information technology, there are
relatively less restriction in China. So, with the aid of advanced
information technology, we should take full advantage of the ex-
isiting preferential enviroment to restructure the marketing
trading mechanism which will help reduce the gap between the
international foreign exchange market and us.

Thirdly, we should lay emphasis on the supervision in the
process of fostering Foreign Exchange Market. Essential super-
vision could help prevent the market breakdown and mitigate po-
tential risk from the financial market while the establishment of
market rule can help regulate the Foreign Exchange Market. In a
holistic view, self-disciplinary mechanism should be introduced
as the core of market supervision with complementary external
supervision. As to China’s Foreign Exchange Derivatives Mar-
ket, excessive supervision is witnessed. However, the risk of
devirative products does not lie in the structure of the products,
but in the usage of the products. The necessary supervision
could assure China’s Foreign Currency Derivative Market to play
an effective role in the economy.

Fourthly, besides the market supervision, Foreign Ex-
change Market Intervention also plays a fundamental role in the
market management. Theoretically, market intervention is im-
pacted by money, interest rate policy and some other factors. At
the same time, it influences the interest rate through the mone-

tary channel, portfolio balance channel, signaling/expectations
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channel and etc, Generally speaking non-sterilized intervention is
morc effective while the effectiveness of sterilized intervention is
in doubt. It is widely recognized that under the premise that do-
mestic assets cannot fully substitute foreign assets, the portfolio
balance channel is basically effective; even though the monetary
channel and the portfolio balance channel are not effective, steri-
lized intervention also could influence the interest rate via signa-
ling/expectations channel, Retrospectively since the PBOC oper-
ate the business openly in the currency market in 1994, market
intervention has effectively stabilized the RMB exchange rate but
with huge costs. In the future, it needs to proactively implement
intervention to achieve a better match between the cost and the

benefit.

[Key Words) monetary convertibility, transaction structure,
foreign exchange market cultivation, market supervision, market

intervention



