




owned commercial banks and joint-stock commercial banks (JSCBs) have also been established.  



loans, which peaked at 20% of banking assets.  It was also difficult for the PBC, only recently 

given a central banking mandate, to develop the staff and skills to supervise the banks properly.  

�ŚŝŶĂ͛Ɛ�ďĂŶŬŝŶŐ�ĐƌŝƐŝƐ�at this time was a bitter experience that cost an estimated 18% of GDP 

(Laeven and Valencia, 2012), which was used to cover bad loans in the SOCBs and to 

recapitalize them before their IPOs.  Strategic foreign investors were brought into each major 

bank as minority partners to help strengthen their management before going public.  

In 1999, four asset management companies (AMCs) were established under the 

auspices of the Ministry of Finance and PBC, with $20 billion in financing, to address the bad 

debts of SOCBs.  Several years later, in 2003, China established the China Banking Regulatory 

Commission (CBRC) to supervise and regulate commercial banks.  That freed up the central 

bank to focus on monetary policy and financial stability. The establishment of CBRC has not 

only allowed PBOC to focus on monetary policy execution, it also enabled CBRC to develop the 

specialized staff needed to supervise commercial banks effectively.   

This background is important because it is a reminder that the key financial institutions 

in China are relatively young and that the banking crisis of 1998 was a costly experience that 



this stimulated the expansion of the manufacturing sector, which became the engine of growth 

for the larger economy.   

The global financial crisis in 2008-2009 was a large shock for China, primarily working 

tŚƌŽƵŐŚ�ŝƚƐ�ĞǆƉŽƌƚ�ƐĞĐƚŽƌ͘���ŚŝŶĂ͛Ɛ�ĞǆƉŽƌƚƐ�ĚƌŽƉƉĞĚ�ďǇ�ŽŶĞ-third within a few months and the 

government estimated that 20 million workers were thrown out of work.   GDP growth in 2008 

slowed to 9.6% as the effects of the crisis began to be felt.  China responded to the shortfall in 

external demand with a massive domestic stimulus.  The stimulus was mostly aimed at 

investment and mostly carried out through credit, not on-budget financing, despite contrary 

advice from the IMF.  In the years prior to the crisis, debt to GDP in China was quite stable.  But, 

with the stimulus program, the growth of credit rapidly shot up above 30% and the debt-to-

GDP ratio started to rise.  The GDP growth rate in 2009 declined only a small amount from the 

year-before, but the composition was very different.  The decline in net exports subtracted 

three-and-a-half percentage points from growth.  But the growth of investment accelerated 

from 10.8% in 2008 to 19.2% in 2009.  The investment boom was concentrated in local 

government infrastructure, real estate, and the heavy industry sectors that contribute to 



coming from an opaque shadow banking sector, that provided ways to channel credit to parts 

of the economy with limited access to the formal sector, often bypassing regulation that 

attempted to control credit allocation.   

During this process of reform, two areas of tension developed between China and the 

h͘^͕͘�ŝŶ�ƚŚĞ�ƌĞĂůŵ�ŽĨ�ĨŝŶĂŶĐŝĂů�ĞŶŐĂŐĞŵĞŶƚ͘��&ŝƌƐƚ͕�ƚŚĞ�h͘^͘�ǁĂƐ�ƵŶŚĂƉƉǇ�ǁŝƚŚ��ŚŝŶĂ͛Ɛ�

intervention in foreign exchange markets and the associated accumulation of reserves, in the 



provided a modest, steady inflow during the 1990s.  Other parts of the capital account were kept 

severely closed, especially capital outflows.    During the 1990s China accumulated reserves at a steady 

but unspectacular rate.  Its reserves provided an asset to match the FDI liabilities.  Throughout the 40 

years of reform, China was only a net debtor for a very short period, 1986-1989 (Lane and Milesi-Ferretti 

ϮϬϬϳͿ͘��&Žƌ�ƚŚĞ�ǁŚŽůĞ�ƌĞĨŽƌŵ�ƉĞƌŝŽĚ��ŚŝŶĂ͛Ɛ�ĐƵƌƌĞŶƚ�ĂĐĐŽƵŶƚ�ďĂůĂŶĐĞ�ĂǀĞƌĂŐĞĚ�ũƵƐƚ�ĂďŽǀĞ�Ϯ�ƉĞƌĐĞŶƚ͘ 

In the early years of reform China had a multiple currency system in which foreign exchange 

certificates (FEC) were required for certain international transactions.  FEC were denominated in yuan 

but traded at a premium to domestic currency.  This was an awkward system subject to inefficiency and 

corruption. The currency was unified and the unified rate devalued in 1994.  Then began a long period in 

which the currency was pegged to the U.S. dollar at the rate of 8.3:1.  A pegged exchange rate is a 

reasonable choice for a poor developing country trying to establish macroeconomic stability and 

credibility with foreign partners and the domestic audience alike.  While China pegged to the dollar, it 

had substantial trade with other Asian partners such as Japan, Taiwan, South Korea, and Europe.  And 

these areas all had currencies that fluctuated against the dollar. 

In examining whether a currency level is appropriate or not, it makes sense to look at the trade-

ǁĞŝŐŚƚĞĚ͕�Žƌ�͞ĞĨĨĞĐƚŝǀĞ͟�ĞǆĐŚĂŶŐĞ�ƌĂƚĞ͘��&ŝŐƵƌĞ�2 ƐŚŽǁƐ�ƚŚĞ�ĞǀŽůƵƚŝŽŶ�ŽĨ��ŚŝŶĂ͛Ɛ�ĞĨĨĞĐƚŝǀĞ�ĞǆĐŚĂŶŐĞ�ƌĂƚĞ�

from 1994 to today.  While pegging to the dollar in 1994 provided stability in the yuan in one sense, 

ironically it resulted in fairly rapid appreciation of the effective rate between 1994 and 1998.  It turns 

out that this was an appropriate path for China because the country had commenced its rapid 

productivity growth in tradables.  The problem with a fixed exchange rate in an economy with rapid 

productivity growth is that the country becomes competitive in more and more sectors and starts to run 

a trade surplus.  China avoided this initially as the dollar was appreciating from 1994-1998.  However, 

after 2001 the dollar began to depreciate, and China chose to follow it down.  It can been seen in Figure 

2 ƚŚĂƚ��ŚŝŶĂ͛Ɛ�ĞĨĨĞĐƚŝǀĞ�ĞǆĐŚĂŶŐĞ�ƌĂƚĞ�ĚĞƉƌĞĐŝĂƚĞĚ�ϮϬ�ƉĞƌĐĞŶƚ�ďĞƚǁĞĞŶ�ϮϬϬϮ�ĂŶĚ�ϮϬϬ5.   



It was shortly after this that China started to run large current account surpluses, nearly 6 

percent of GDP in 2005, rising to nearly 10 percent in 2007.  There was a certain amount of pride in 

China at this export prowess in the mid-2000s, but large trade surpluses are not necessarily a good thing 

ĨŽƌ�Ă�ĚĞǀĞůŽƉŝŶŐ�ĐŽƵŶƚƌǇ͘���ŶĚ�ŽĨ�ĐŽƵƌƐĞ�ƚŚĞǇ�ŚĂǀĞ�ƚŽ�ďĞ�ŵĂƚĐŚĞĚ�ďǇ�ƐŽŵĞŽŶĞ�ĞůƐĞ͛Ɛ�ĚĞĨŝĐŝƚ͕�ůĞĂĚŝŶŐ�ƚŽ�

trade friction and questions about sustainability.   

China had the very large trade surpluses for only four years, 2005-2008, and it is a mistake to 

think that it was the result only of exchange rate under-valuation.  But the exchange rate was crucial 

because it had so many spillover effects in other areas.  To maintain the 8.3:1 peg against the U.S. dollar, 

in the face of rising trade surpluses, the central bank had to buy excess dollars and keep them as 

reserves.  The reserves grew to $4 trillion.  These are low-return assets and having more than a country 

needs for stability has real costs.  The central bank was basically borrowing from Chinese people in 

domestic currency and lending to the U.S. treasury at low interest rates.  It was clear that the currency 

would eventually have to appreciate, so the central bank was setting itself up for capital losses.  It was 

also reluctant to raise Chinese interest rates to levels that would have been appropriate for a fast-

growing developing country because that would complicate its sterilization task.  So, the effort to 

maintain the peg led to financial repression in China that encouraged investment and a housing boom, 

at the expense of consumption.  

The undervalued exchange rate was a great stimulus to the export sector.  But it created 

inflationary pressure on the prices of non-tradables and on assets, especially housing.  In the heyday of 

the surplus, 2005-2008, China kept its fiscal policy very tight, and put off needed expenditures in health, 

education, and infrastructure.  That was the real cost of the trade surplus.  China was making a lot of 

stuff for Americans and getting paid with IOUs, while under-spending on its own domestic needs.   



The costs of undervaluation were becoming apparent by 2005, and China moved off the peg 

that year.  It began a period of gradual appreciation against the dollar.  Referring to the effective 

exchange rate in Figure 2, starting in 2005 it appreciated steadily until 2015.  Over that decade it 

appreciated more than 50 percent.  This apparently corrected the earlier undervaluation and accounted 

ĨŽƌ�ŽŶŐŽŝŶŐ�ƉƌŽĚƵĐƚŝǀŝƚǇ�ŐƌŽǁƚŚ͘���ŚŝŶĂ͛s trade surplus dropped during the global financial crisis, and 

then continued to drop further, reaching 1.4 percent of GDP in 2017.  The IMF and most economists 

consider it fairly valued as it is keeping any trade imbalance at a very modest level.  

The fluctuations in the effective exchange rate in the past few years are interesting.  Starting in 2014 

the U.S. dollar began appreciating, probably because the U.S. was recovering faster than other advanced 

economies and the Fed was signaling that it would start to normalize interest rates.  Initially, China 

followed the dollar up and in Figure 2 there is a sharp appreciation in 2014.  But by the middle of 2015 

Chinese leaders began to worry that the appreciation was too much.  So they wanted to signal to the 

market that they were de-ůŝŶŬŝŶŐ�ĨƌŽŵ�ƚŚĞ�ĚŽůůĂƌ͕�ďƵƚ�ƚŚĞǇ�ĚŝĚ�ŝƚ�ƚŽŐĞƚŚĞƌ�ǁŝƚŚ�Ă�Ϯ�ƉĞƌĐĞŶƚ�͞ŵŝŶŝ-

ĚĞǀĂůƵĂƚŝŽŶ͟�ŽĨ�ƚŚĞ�ǇƵĂŶ�ƚŚĂƚ�ƌŽŝůĞĚ�ŵĂƌŬĞƚƐ�ŐůŽďĂůůǇ͘���ǀĞŶƚƵĂůůǇ�ƚŚĞ�ĂƵƚŚŽƌŝƚŝĞƐ�ĚŝĚ�Ă�ďĞƚƚĞƌ�ũŽď�

communicating that they planned to manage the currency with respect to a basket.  They managed it 

back down towards trend, and have kept it relatively stable since then.   

While China keeps the vast majority of its foreign reserves in U.S. dollars, it has become an 

increasingly vocal critic of a dollar-dominated global financial system.  �ŚŝŶĂ͛Ɛ�ĐĞŶƚƌĂů�ďĂŶŬ�

governor, Zhou Xiaochuan, wrote an article in 2009 criticizing the dependence of the world on the 

dollar and launching a period in which China actively promoted the internationalization of its 

currency (Zhou 2009).  

Initially there was steady and rapid increase in measures of internationalization, such as the 

ǇƵĂŶ͛Ɛ�ƐŚare in global payments (Figure 3).  However, the growth came to an end in the middle of 

ϮϬϭϱ͕�ĂŶĚ�ƐŝŶĐĞ�ƚŚĞŶ��ŚŝŶĂ͛Ɛ�ƐŚĂƌĞ�ŚĂƐ�ĚĞĐůŝŶĞĚ�ŵŽĚĞƐƚůǇ͘� Up until 2015 there was an expectation 





the other hand, China still has a long way to go with financial market development before its currency 

will become an important international player.  

3. Foreign direct investment in financial services and other sectors 

��ŬĞǇ�ƉĂƌƚ�ŽĨ��ŚŝŶĂ͛Ɛ�ƌĞĨŽƌŵ�ǁĂƐ�ŽƉĞŶŝŶŐ�ƵƉ�ƚŽ�ĚŝƌĞĐƚ�ŝŶǀĞƐƚŵĞŶƚ�ĨƌŽŵ�ĂďƌŽĂĚ͘��dŚĞƌĞ�ŝƐ�ĂŵƉůĞ�



depicted ĂƐ�ŶĞŐĂƚŝǀĞ�ĞŶƚƌŝĞƐ�ďĞĐĂƵƐĞ�ŝƚ�ŝƐ�Ă�ĨŝŶĂŶĐŝĂů�ůŝĂďŝůŝƚǇ�ĨŽƌ�ƚŚĞ�ĐŽƵŶƚƌǇ͖��ŚŝŶĂ͛Ɛ�ŽƵƚǁĂƌĚ�ĚŝƌĞĐƚ�

investment (ODI) is shown as a positive item on the same graph.)   

tŚŝůĞ��ŚŝŶĂ͛Ɛ�ƉŽůŝĐǇ�ŚĂƐ�ďĞĞŶ�ƚŽ�ŐƌĂĚƵĂůůǇ�ŽƉĞŶ�ƵƉ�ƚŚĞ�ĞĐŽŶŽŵǇ�ƚŽ�ĨŽƌĞŝŐŶ�ŝŶǀĞƐƚŵĞŶƚ͕�ŝƚ�ŚĂƐ�

always retained a policy of requiring joint ventures in some key sectors.  In financial services such as 

investment banking, the equity cap has been less than 50%.  The aim of this restrictive policy is to build 

up the capacity of domestic firms.  The OECD calculates an FDI restrictiveness index for its members plus 

key developing countries.  The earliest year for the index is 1997.  The first panel of Figure 5 shows the 

index for China ʹ total and some key sectors ʹ as well as South Korea as a comparator.  Keep in mind 

that Korea is at a much higher stage of development than China.  In 1997, China and Korea were 

measured to be quite similar.  China was slightly above 0.6 for the whole economy, on a scale in which 1 

equals completely closed and 0 is completely open.  Korea was modestly more open with an index 

slightly above 0.5.  China had some completely closed sectors such as communications and media, and 

some highly restricted sectors such as transport and financial services.   

By 2016 Korea had become almost completely open.  For the whole economy, the index around 

0.1 is similar to the OECD average.  Telecom is much more open and financial services almost completely 

open.  China overall had become significantly more open, reaching about 0.3 on the index.  �ŚŝŶĂ͛Ɛ�

opening occurred in steps: there was significant liberalization in preparation for joining the WTO and in 

the immediate aftermath of accession.  Then followed a ten-year period in which there was no further 

reform.  Finally, in the last few years there has been further significant liberalization as well as promises 

for additional moves in automobiles and financial services.  Thus, the story for China is mixed: it is more 

open than Korea twenty years ago, and China is about 20 years behind Korea in terms of development 

so that is a reasonable comparison.  On the other hand, the whole world has become more open to 

ĚŝƌĞĐƚ�ŝŶǀĞƐƚŵĞŶƚ͘���ŚŝŶĂ͛Ɛ�ƌĞƐƚƌŝĐƚŝǀĞŶĞƐƐ�ƚŽĚĂǇ�ŝƐ�ĂďŽƵƚ�ƚǁŝĐĞ�ƚŚĞ�ůĞǀĞů�ŽĨ�ƚŚĞ�ŽƚŚĞƌ�ĚĞǀĞůŽƉŝŶŐ�ĐŽƵŶƚƌǇ�

members of the G20.  The gap is even more extreme in financial services.  Virtually all of the developing 



countries in the G20 have opened up financial services to direct investment, while China is still at 0.5 on 

the OECD index.  Direct investment in financial services leads to a more robust and resilient financial 

system.  Opening up to direct investment is not the same as opening the capital account to portfolio 

flows.  So, China is outside the norm on financial openness, and this remains a sore point in U.S.-China 

relations.  Especially now that Chinese banks and other financial institutions are going global.  They use 

the protected Chinese market to build up their capabilities and assets, and then compete with American 

firms globally.  
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Figure 1. China͛Ɛ��ƵƌƌĞŶƚ��ĐĐŽƵŶƚ��ĂůĂŶĐĞ�;й�ŽĨ�'�WͿ 

 

Source: World Development Indicator (WDI), The World Bank. 
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Source: Bank for International Settlements.  
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Source: SWIFT RMB Tracker. 

&ŝŐƵƌĞ�ϰ͗��ŚŝŶĂ͛Ɛ�&�/�ĂŶĚ�K�/ 

 

Source: WDI, The World Bank. 

  



Figure 5: FDI Restrictiveness, Korea and China, 1997 and 2016 (Index, 1=completely closed) 

 

Source: OECD FDI Restrictiveness Index. 

 

 


