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FROM: A. F. Mohammed

SUBJECT: Colloquium in China
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The Colloquium on the theme of "Mat nomic Management,
Growth and the Role of the IMF” was organized in Beijing from

November 11-17, 1986 under the joint sponsorship of the Fund, the
People's Bank of China (PBC) and the State Commission on Economic
Restructuring (SCER). The Deputy Managing Director made the opening
address and six staff members presented papers. The staff team

. consisted of Ms. Koenig (CBD) and Messrs. Brachet (ETR), Crockett (RES),
Scott (ASD), Tanzi (FAD), and Mohammed (EXR). From the Chinese side,
there were five papers on parallel subjects. The Chinese authorities .-
invited Messrs. Finaish, Fujino, Salehkhou, Sengupta, and Zecchini to
China on the occasion of the Colloquium.

About 150 participants from all over the country attended the
plenary sessions; they were divided into three discussion groups, with
two IMF staff leading the discussions in each group. In addition to
middle-level staff from the two sponsors, officials from the State
Planning Commission, the Ministry of Finance and its provincial bureaus,
the specialized banks and research/training institutes attached to the
principal state agencies were present. Each plenary session was chaired
by a senior official from one of the sponsoring agencies and several of
them also participated in the discussion groups. The opening and
closing ceremonies were jointly chaired by Deputy Governor Liu Hongru
(PBC) and Vice Chairman An Zhiwen (SCER). Governor Chen Muhua attended
the opening session and Mr. Xiang Huaicheng, Deputy Minister of Finance,
was present at the last session. The IMF group was received by Vice
Premier Tian Ji-Yun, who supervises the economics and finance
portfolios. The duration of the Colloquium was shortened by a day by
moving the closing ceremonies to November 16 (see attachment).

The Colloquium appears to have been a timely event, this being
a period of intense debate on the efficacy, under Chinese conditions, of
indirect instruments of macroeconomic management., From the statements
made by even rather jumior officials during the discussions, it is
evident that the debate is not confined to the leadership but is being
conducted at all levels in the official and academic communities. Both
in the papers presented by the Chinese experts and in the day-to-day
interventions, one was struck by a marked absence of cant or rhetoric
and by the forthright and probing approach to issues, of which perhaps
the most pressing was that of introducing greater rationality into
decision-making at the enterprise level. The decentralization of
governmental powers from the central planning authorities to local
authorities was seen to have resulted in a virtual loss of control over
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enterprise investment spending as well as over the wage-bill, given the

conflicts of interest, inherent in the vesting of ownership of many

enterprises with the local govermments. The spending spree of 1984-85

was accompanied (and made possible) by an accommodating expansion of

credit through the specialized banks and through foreign borrowing

(typically via trade credits). While this excessive expansion has been

brought under control in recent months, participants reported active ]
resistance to the centralizing of decisions on foreign borrowing, T
foreign exchange allocations or domestic credit extension. That these

1ssues could surface in the presence of IMF staffers suggests the

freedom of debate that is now possible in China and (perhaps) a

willingness to treat the IMF as part of the “family.™ On this basis

alone, the staff participants would regard the Colloquium as a )
success. The Chinese authorities were complimentary in their concluding L e
remarks and I would accept these expressions as rather more than

politeness on their part,

One caveat is in order. Throughout the discussions, and
particularly at the end, when a meeting was held with a Chinese group
drafting a report on the Colloquium for their leaders, the staff
participants felt dubious as to whether the participants had any genuine
understanding of how markets emerge and function or how so-called
indirect policy levers can be applied without quite fundamental changes
in property relations, the legal infrastructure and without relaxing the
rigidities in internal labor or capital mobility. (Indeed, the
decentralization process would appear to have reinforced the centrifugal
tendencies in the Chinese system, making the emergence of a truly
national market even harder to visualize.) There is clearly a need for
a much expanded educational effort, both with the Fund's normal
interlocutors and, also, in a much broader forum, beyond the usual staff
contacts, through training and publishing activity. (A separate report
is being submitted on the latter subject.)

Attachment

cc: Heads of Departments, Bureaus, and Offices
Mr. Brown
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Program for a Colloquium
on "Macroeconomic Management, Crowth, and
the Role of the IMF"
Co;Spéhsored by tﬁe
International Monetary Fund (IMF)V .
.‘ and the
Peoplé's Bank of Chiné (PBC)

with the

State Commission on Economic Restructuring (SCER)

November 11-16, 1986

Beijing



fNovember 11 iifxff

Morning

. Afternoon

,f74;“The Role of the Fund in Bilateral and Multilateral
'"?lSurveillance

' Rovember 12 =

-Morningﬁ

" Afternoon

;Opening ceremonies j;f .

"Address by Governor Chen Mu—hua PBC o
- ;f Address by Richard D. Erb Deputy Managing D1rector,AIMFf‘7;fﬁv":w

ia;Session chaired by Shang Ming, Advisor ch

O irvacmenr

Speaker._ Andrew Crockett Deputy D1rector, Researchi
Department -IMF -~ . :

*Discussant' S. Zecchini Executive Director, IMF

x'Film, The IMF at Work " Chinese 1anguage version.

Meeting with Tian Ji—Yun Vice—Premier China

r’_Group discussions o
'Session chaired by Vice Governor ‘Liu Hongru, PBC

‘ The Role of Monetary Policy and Instruments

Speaker. Linda M. Koenig, Deputy D1rector, Central
Banking Department IMF

In Transition to a Planned Financial System

b Speaker" Yu Guan—tao, the Institution for Financial ’
Research PBC . : , ) L

Dlscussant' G. Salehkhou, Executive Director, IMF



November 13

Mornigg

Af ternoon

November 14

'Mornigg

Af ternoon
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GrOuﬁ discussions

Session chaired by Che Peiqin, Director, International .
Department, PBC

"The Formulation and Monitoring of Fiscal Policy”

Speaker: Vito Tanzi, Director, Fiscal Affairs
Department, IMF

"Fiscal Policy in the Macroeconomic Management of China™

Speaker: Ye Zheng-peng, the Institution for Fiscal'
and Scientific Research

Discussant: H. Fujino, Executive Director, IMF

Group discussions

Session chaired by Wang Chunwen, Commissioner, State
Planning Commission (SPC)

~

"Adjustment in Centrally Planned Economies™
Speaker: Christian Brachet, Chief, Stand-by

Operations Division, Exchange and Trade Relations .
Department, IMF

"Exploration of the Reform of Chinese Planning Management
Systems”

Speaker: Liao Xi-shun, SCER

"0On Comprehensive Balancing in China's National Economic
Plans™

Speaker: Yang Ke—gin, Deputy Dlrector, Department of
Comprehensive Planning, SPC
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.ﬁNbQmeer 15
~ Morning Groué discussions '
. Afternéonr ‘”Session chaired by Gong Zhﬁming, Commissiﬁnef,'SCER
"Devélopment‘Pol;cies in Korea, 1960-1985"

Speaker: Douglas A. Scott, Senlor Advisor, Asian .
Department, IMF ’ o :

"Questions Concerning Macroeconomic Management in China”

Speaker: Zhu_Li, Deputy Director, SCER

- November 16

Morning Group discussions
- Afternoon Session chaired by Gao Shang—-quan, Vice-Chairman, SCER

"Aspects of Domestic Stabilization in an Open Economy"

Speaker: Azizalli F. Mohammed, Director of External
Relations, IMF.

Discussant: A. Sengupta, Executive Director, IMF.
Closing Ceremony chaired and speech given by An Zhiwen
Vice-Chairman, SCER ’ o
Closing remarks by:

Liu Hongru, Deputy Governor, PBC

M. Finaish, Executive Director,IMF
A. F., Mohammed, Director, IMF



. INTERNATIONAL MONETARY FUND

November 11, 1986

¢

Mr. Brau:

Ms. Kelly asked us to send

this to you.

C&Wv\@{l VLO \,O\/\J‘}

%cﬂ7
Attachment ‘

G. G. Johnson
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Office Memorandum

TO: Mr. Johnson November 11, 1986
FROM: David Burton SQD

SUBJECT: Quarterly Targets in First Credit
Tranche Arrangements

In the context of the China request for a first credit tranche
stand-by arrangement, you asked whether such SBAs have previously
included quarterly targets or benchmarks.

A listing of first credit tranche SBAs or outright purchases
since 1980 is shown in Attachment I. Of the nine first credit tranche
SBAs approved over that period, five contained quarterly targets of some
sort, typically for domestic credit (or NDA) and a fiscal variable
(Table 1). 1/ It is perhaps noteworthy that in these cases the language
in which the targets were expressed, in both the staff paper and the
letter of intent, bore close resemblance to the language traditionally
used for performance criteria (an example is provided in Attachment II).

Attachments

1/ The cases of outright purchases in the first credit tranche have
not been reviewed.



Table 1. First Credit Tranche
Stand~By Arrangements with Quarterly Targets

Performance Criteria

Domestic Fiscal

Arrangement credit variable Other
1981

Zimbabwe X X

Uruguay X X

Guatemala X X
1980

Uruguay X X

E1l Salvador X X 1/

l/ Gross credit to financial intermediaries.

J

C



.f’—\
T \.\_,/

Attachment

Stand-By Arrangements in the First Credit Tranche

1980-85 1/

Sountry Duration
1981 :
China, P.R. 12 months
Zimbabwe 12 months
Uruguay 12 months
Cuatemala 12 months

1980
Uganda 12 months
CAR 12 months
Uruguay 12 months
£l Salvador 12 monthns i
Cyprus 12 months

Outright Purchases in the First Credit Tranche
1980-85 1/ -

Country Drawn in Context of

ogH.

Gwnen, Besaw ﬁigavumaé&,Ghﬁaeycnha

1983 (¥ WV Y
Brazil EFF )

1982 .
Yemen, P.D.R. Natural Disaster
Mexico EFF '

1981
Vietnam Economic program,

’ 12 months
Ivory Coast : / EFF
Morocco EFF
Jamaica EFF
Pakistan EFF
Sudan EFF
Western Samoa Economic program,

12 months
Honduras EFF

1980
Senegal EFF
Morocco EFF
St. Vincent and tne Grenadines Natural disaster
Pakistan EFF :
Haiti EFF

1/ As of 8/22/85.
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Uruguay 1981 SBA: Description of Quarterly Targets for NDA

1. Staff Report (EBS/81/137)

After allowing for these operations and for seasonal variations
in public sector deposits, in 1981 the net domestic assets of the Central
Bank (defined as the difference between the sum of Central Bank liabilities
to the private sector and to the banking system, and its net foreign
reserves) will decline by no less than NUr$120 million through June 30,
1981; and thereafter increase by no more than NUr$430 million through
September 1981; and by no more than NUr$l,100 million through December 31,
1981. : \

- T T T T T T T T T e e e e

2. TLetter of Intent

. ) Accordingly, none of the cumulative changes
in the sum of the liabilities of the Central Bank to the private sector
and to the banking system from its level on December 31, 1980 will result
in cumulative changes in the net domestic assets of the Central Bank
(defined as the difference between these liabilities and the net foreign
reserves) from their level on December 31, 1980, except for a cumulative
decline of NUr$120 million through June -30, 198l; a cumulative increase
of NUr$430 million through September 30, 198l; and a cumulative increase
of NUr$l,100 million through December 31, 198l. - :




INTERNATIONAL MONETARY FUND.

‘November 10, 1986

TO . Mrf Nar\}ekarv- o 1 Y @WM/Q/ _

'FR.Ol\l/l: ,.Eduarfi Brau g[ T | =

~China—-New.Foréign Exchénge Arrangements

When Mr. Saito consulted me last Friday on

‘the draft note to the authorities, I suggested,
" inter alia, that they be reminded that consultations
~on the matter would be helpful (in fact, Article

VIII requires it) and that the authorities have
agreed not to Implement new multiple rate practices
for the duration of the prospective stand-by in
paragraph 19 of their letter of intent. In the
final note forwarded to the authorities, the
consultation'point is indirectly referred to in your

‘cover note, but the letter of intent reference is
qnot made. I am concerned that a section of the aide’

memoire purporting to set out the treatment of
multiple rates under the Fundsjurisdiction is less
than complete, and could therefore give rise to
future misunderstanding. 'While I understand and
appreciate Mr. Saito's concern regarding relation-—
ships with the authorities, I do not think the
setting out of facts should be affected by such

concerne.
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Office Memorandum

TO: Messrs., Levy and Pohl, World Bank November 10, 1986

FROM: K. Saitgkég

SUBJECT: China—--New Foreign Exchange Arrangements

Further to our telephone conversation last Friday, attached
please find the final version of the note we sent to the Chinese
authorities on this matter. The note stresses that the arrangements
being considered will have important implications for the development of
China's exchange system and for its obligations as a member of the
Fund. It then suggests that the authorities review all these
implications very carefully before taking any further action.

We appreciate the continuing close collaboration. with the Bank
staff on exchange rate issues in China in the manner that has been
developed over the years and confirmed through our recent telephone
conversations; the Fund staff "does the talking” on immediate policy
issues, taking into account the Bank staff's views expressed through
close contactse. Collaboration should, of course, cover a wider range of
issues, including the issue of how the system of the exchange rate,
prices, and more generally, enterprise incentives, should evolve over
the longer term as an integral part of reforms. In this context, we are
looking forward to discussing the report of the Trade and Capital
mission {(our comments on the mission's aid—-memoire and its back—-to-
office report will be sent shortly).

Attachment

cc:v/Mr. Narvekar (without attachment)
Mr. Brau « " " )
Ms. Kelly « " " )



S

S

November 10, 1986

MEMORANDUM FOR FILES

Subject: China

Mr. Hobart Rowen of the Washington Post phoned me today about
whether I could confirm that China has requested a loan from the Fund.
and that it was currently under consideration by the Executive Board.
As Mr. Rowen did not leave any doubt that he had the information from a
reliable source within the Fund, I did confirm that a request for the
equivalent of China's first credit tranche in the Fund was under
consideration and was likely to be acted upon by the Executive Board on
Wednesday, November 12.

Mr. Rowen asked a number of other questions relating to policy
understandings between the Fund and China which I declined to answer at
this point. Instead I referred him to the usual press release that I
expect to be issued later this week. During the discussion it became
apparent that Mr. Rowen had some misconceptions about the Fund's
relations with China, which I corrected. Basically he thought that this
would be the first loan of China from the Fund since the question of
representation had been decided upon in the spring of 1980. In this
connection, I pointed out that a first stand-by arrangement and a trust
fund loan were approved in early 1981. I observed further that the 1981
stand-by had been repurchased in full and that part of the trust fund
loan had also been repaid. On Mr. Rowen's general question on what
basis the Fund would consider a loan application, I answered in the same
general terms, namely that Fund financing is available to member
countries on the basis of a balance of payments need, provided the
member had policles in place to address its problem. On Mr. Rowen's
question on what the current account situation of China was, I quoted
the most recent figures contained in IFS (+ $2.5 blllion for 1984, and
=$11.4 billion for 1985).

é(ucw  Janeeam

Hellmut Hartmann

cc: Mr. Mohammed (o/r)
Mr. Narvekar

Mr. Gardner
Mr. Saito

Mr. Brown



@ffice Memorandum |

TO: The Deputy Managing Director-(in Beijing) November 7, 1986

FROM: P. R. Nérvekarw,@*j

SUBJECT: China—-New Foreign Exchange Arrangements

Attached for your information are (i) a note to Mr. Dai and
(ii) a draft statement by the staff for the forthcoming Board meeting,

both on the subject of the measures to promote foreign direct investment
which were announced by the Chinese authorities on October 1l. As

indicated in my memorandum of November 3, it appears that one of these
measures——permission for foreign investment enterprises to trade foreign
exchange among themselves——may constitute a multiple currency practice.

We understand that detailed regulations relating to these new
foreign exchange arrangements are still being drafted by the State
Administration of Exchange Control. The attached note to Mr. Dai
stresses that in light of the importance of the matter, the authorities

should review its implications very carefully before taking any further
action.

Attachment

cc: Mr. Mohammed (in Beijing)

wrapz



Ofﬁ'ce Memorandum

TO: Mr. Dai November 7, 1986

ey
FROM: &P, R. Narvekar‘e@

SUBJECT: New Foreign Exchange Arrangements

The attached note addresses the new foreign exchange arrange-—
ments for joint ventures and foreign—owned enterprises which were
announced on October 1ll. As you will see, our understanding of the
scheme is still limited, and we would welcome any additional information
that your authorities can provide. It does seem likely, however, that
the scheme would raise issues of considerable importance relating to
China's exchange arrangements, and we feel that its implications should
be considered very carefully before any further action is taken.

In light of the importance of this matter, you may wish to
forward the attached note to Beijing at an early juncture. We will be
pleased to discuss these and other related issues with the authorities
at an early stage and enhance our cooperation through such consultation.

Attachment

cc: Mr. Jiang Hai (in Beijing, sent through the
courtesy of Mr. Crockett)
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China—-—Proposed Foreign Exchange Arrangements for Joint
Ventures and Foreign—Owned Enterprises

I. Introduction

New provisions concerning incentives for foreign direct investment
in China were promulgated by the State Council on October Il. Article
14 of the new provisions states that "ﬁnder the supervision of the
g foreign exchange control departments, enterprises with foreign
investment may mutually adjust their foreign exchange surpluses and
deficiencies among each other.'" While detailed regulations relating to
the implementation of this scheme are apparently still being worked out,
this note attempts to envisage how it might operate, and to assess its
implications for the enterprises concerned and for the econony as a
whole. The last section includes some general considerations relating
to the disadvantages of multiple exchange rates, as @ell as their
- treatment under the Fund's jurisdiction over exchange rate matters.

_/

ITI. The New Scheme

Salient features of the new scheme appear to be as follows:
(1) Joint ventures and fo}eign—owned enterprises (enterprises
¢ with foreign investment, subsequently referred to as EFIs) would be
permitted to trade foreign exchange among themselves;
(ii) although article 14 of the new provisions makes no reference

to the exchange rate to be used in these foreign exchange transactions,



it séems likely that they would be condﬁcted on the basis of an exchange
rate negotiated between the parties involved in the transaction;

(1ii) enterprises and individuals other than EFI's on banks would
not be allowed to participate in these transactions; and

(iv) banks would not be permitted to be involved in these
transactions on their own account.

While available information, in particular information relating to
the exchange rate(s) at which these transactions would be conducted,
does not permit a definitive assessment, the scheme could give rise to a

nultiple currency practice.

III. Implications

1. For the investing enterprises

For those EFIs with surplus foreign exchange (mainly hotels), the
scheme would raise profitability by increasing the purchasing power of
foreign exchange earnings in terms of their renminbi expenses
(e.g. wages of local staff). EFIs which purchase foreign exchange under
the scheme for productive use may also find it beneficial compared with
the present system under which foreign exchange availability from
official sources is strictly limited and subject to a considerable
amount of red tape. . Those EFI's which do not have productive user for
the foreign exchange would be encouraged by the new exchange rate to

sell it to others.
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2. For the econony
ae Advantages
(1) In view of the advantages for EFIs described above, the

new scheme would be likely to assist in stinmulating an increaéeg inflow
of direct investment to the most productive user with attendant benefits
for China's balance of payments and the transfer of technology.

(ii) The transaction of foreign exchange between EFIs under
the scheme would be a concrete example of the operation of market
mechanisms which the authorities are promoting under the reforms, and
could provide useful experience, both for the introduction of market
mechanisms in other areas, and for the establishment of such an exchange
rate mechanism for the economy as a whole.

(iii) In the meantime, exchange rates negotiated under the
scheme would constitute a useful additional indicator to guide the
operation of a flexible official exchange rate policy.

b. Disadvantages

(i) The proposed scheme would confine the benefits of
greater exchange rate flexibility to a relatively small part of thé
econony, and could encourage the establishment of the EFIls as a foreign
enclave sector. While the scheme may improve resource allocation within
the EFI sector——by making foreign exchange available to the enterprises
in thag sector with greatest need for it—-it would not necessarily
benefit resource allocation for the economy as a whole. It might also
redirect foreign exchange from some more productive user outside EFi

sector, as surplus foreign exchange earned by EFIs would now be
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channeled to other EFIs for their use rather than held on deposit in the
banking system, where it would be available for other uses.

(ii) Enforcement of the bar against participation by the
rest of the economy in the scheme would be bound to create sign?ficant
administrative problems. The likely incentive for illegal partidipation
could give rise to problems similar to those experienced with the system
of foreign exchange certificates. These problems would be particularly
serious if the market determination of the exchange rate was not
generalized to the entire economy within a relatively short period of
time, as channels for illegal entry into the EFI exchange market became

more widely exploited.

IV. Policy Issues

The proposed scheme has as its main objective the promotion and
rationalization of foreign direct investment, which in view of its
potential economic benefits is justifiably accorded high priority by the

authorities. The scheme would also introduce a new exchange arrangement

which, as noted above, would have both advantages and disadvantages.

Its implications could be far—-reaching, and would need to be reviewed
with great care before.any‘further action is taken. 1In its discussions
with other interested government departments, the People's Bank would in
particular have to weigh the need to promote direct investment with that
of maintaining an appropriate exchange arrangement. The Fund staff is
prepared at any time to cooperate with the authorities in discussing
these and other related issues; in any event, such discussions may be

held during the staff visit envisaged for early 1987.



From the standpoint of establishing an appropriate exchange
arrangement, the advantages of the scheme (which would also accrue to a
unified market exchange rate) would be outweighed by the disadvantages
cited above, which are familiar examples of the drawbacks assdc;ated
with multiple exchange rate systems. Fund experience with these svstems
in other countries indicates that they often do not achieve their
objectives, entail high economic costs, and further distort resource
allocation and hinder balance of payments adjustment. Multiple rate
systems tend to become complex and result in a fragmentation of the
exchénge system that is often difficult to reverse. The systems also
disrupt foreign trade activities, and pressures to tighten quantitative
exchange and trade controls in support of a nonviable official exchange
rate which in turn stimulates parallel market activity and capital
outflow. Moreover, the economic costs of multiple exchange rates tend

to be higher the longer they are maintained, compounding administrative

burdens and corruption incentives.

In terms of Fund jurisdiction over exchange rate matters, multiple
currency practices are subject to approval under Article VIII. Apﬁroval
of multiple currency praptices has been granted in limited circum-—
stances, if the practice is clearly of a temporary nature and is part of

a well conceived plan (including appropriate pricing measures) to re-

"establish unified exchange rate at an appropriate level within an agreed

specified time period. In the context of China, the Fund could be
willing to approve a measure that conformed with these guidelines aﬁd

introduced a desirable element of market determination into exchange



rate policy. Whether the proposed scheme for EFIs would constitute such
a measure would have to be determined on the basis of additional

information from the authorities.
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Statement by the Staff on China
Executive Board Meeting 86/...
November 12, 1986

On October 11, the Chinese authorities announced measureé“designed
to improve the climate for foreign direct investment, especially in
export and high technology sectors. The new measures include additional
tax incentives, reductions in nonwage labor costs and land rents,
steamlined export and import procedures, autonomy in operational and
personnel matters, and permission for foreign investment enterprises to
trade foreign exchange among themselves.

Regarding the arrangements for trading foreign exchange, Article 14
- of the new provisions states that "under the supervision of the foreign
exchange control departments, enterprises with foreign investment may
mutually adjust their foreign exchange surpluses and deficiencies among

' The staff understands that detailed regulations relating

each other.,'
to the implementation of this scheme are being drafted by the State
Administration of Exchange Control. The staff is presently seeking

additional information from the authorities concerning details of the

proposed scheme.
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Distribution
Gerh %ohl, AEACH

61975

CHINA - - External Trade and Capital Mission

[o

-

This is to confirm that we will meet on Thursday, November 6,

‘at 2:00 p.m. in Room I~5-201. The main purposes of the meeting are to

A

brief Mr. Levy on the outcome of the mission; and to plan for the report -
- -writing. To thlS end, please find attached:

(i) the Back-to—-Office Report and Aide Meﬁoire; and -
(ii)' copies of annex/chapter outlines reéeived to date.

Copies of the mission minutes and the Yellow Cover Finance and
Investment Report will follow within the next few days.

. Distribution:

Messrs. Levy, Harrold (AEACH); Kavalsky (CPDDR); Bergsman (CDD);

Voljc (INDSP); Kim (EDI)(o/r)
Mses., Wallich (AEACH); Ni§himizu (INDSP); Kelly (IMF/ETR)

. PHarrold:mac
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THE WORLD BANK/INTERNATIONAL FINANCE CORPORATION

OFFICE MEMORANDUM

" DATE,

C .. TO
FROM
EXTENSION

SUBJECT

November 4, 1986_ o
R. Nickl ] Anderson,:Aéting Chief,'AEACH 7
‘Gefhargigghl,'Senior Economiét, AEACH
61975 :

China - External Trade and Capital Study ~
Back-to—-0Office Report

Introduction

1. The mission visited China as scheduled, from October 3 to 25, 1986, .
and its work program closely followed that outlined by the pre-mission issues
paper, dated August 29, 1986. The mission conducted approximately 80-90
interviews with government agencies, foreign trade corporation and managers -of
enterprises in Beijing, Zhengzhou (Henan Province), Shanghai, Fuzhou and
Xiamen Special Economic Zone (both in Fujian Province).

L2 On the first two days of the mission, we conducted a seminar on
external trade and capital issues which was attended by about 30 officials
from a variety of ministries, agencies and research institutes. During the

" following interviews in Beijing, and the field trip (October 8-23), we were
joined by an eight-member interagency counterpart team led by Mr. Zhu Ang,
Deputy Director of the International Trade Research Institute of the Ministry
of Foreign Economic Relations and Trade (MOFERT), our host agency. Arrange-
ments in the field were well organized, and cooperation was very good. Mr. Ji
Jongwei, Standing Member of the State Council’s Research Center, joined the
mission in Beijing and Shanghai and led the wrap-up discussions. The mission
was also hosted by Mme Zhu Youlan, Vice Minister, MOFERT.

- 3. As in the case of the Investment and Finance mission earlier this

year, having a permanent counterpart team proved to be very useful, as this
provided us considerably more insight, not only into the current situation and
problems, but also into the current thinking in China about reforms of -
external economic relations and trade. Informal and relatively free-wheeling
discussions were held frequently with the counterpart team and in smaller
groups. As most of the counterpart team members were relatively young, their
views on reforms were considerably "ahead" of the more senior (and more
influential) advisors and policy-makers. There was a surprising degree of
‘agreement between the mission and the counterpart team on the need for, and
the direction of, further reforms. The wrap—up meeting revealed the rather
different views held by more senior officials.

4, ©  As the mission’s preliminary conclusions and recommendations are
contained in the attached Aide-Memoire to the Government (Annex II), this
cover memorandum only adds a few impressions on the present situation and
comments on key issues. A proposed outline of the report is attached as
Annex III. A yellow cover draft is expected to be ready by end February as
agreed at the Issues Meeting.

- P-18¢



Present Sltuation'

'S.J o While there have been many steps in the dlrection of trade

decentralization and greater role of market forces, the system is still

- dominated by administrative controls. Export and import decisions are still

largely made through administrative decisions, and on thé basis of domestic,
rather than international prices. To promote exports, the foreign trade
corporations continue. to use substantial cross—-subsidies between profitable
and unprofitable export products. Although the recent devaluation has reduced

- the budgetary impact of foreign trade, increased domestic currency revenues
~ "have not been passed—-on to domestic producers, thus providing no incentives

for efficient "producers to increase export volume. While China has offic1ally'
adopted a unified exchange rate, the trade regime is in practice still
operating under a myriad of exchange rates.  Only foreign joint ventures and a .

. few enterprises with direct foreign trade rights are facing international

prices. Consequently, exchange rate policy is not yet a very effective tool
of balance of payments management. Further microeconomic reforms are urgently
required. ' : :

6. Although Chinese policy-makers now accept the idea that vigorous
competition among domestic enterprises is an essential part of economic

- reforms to ensure efficient resource allocation under decentralized decision-
making by enterprises, the need for competition in export production is not
_equally recognized. Many senior officials feel that China can improve her

terms of trade by restricting competition among domestic enterprises and using
foreign trade corporations as. export monopolies. While this may be correct
for some agricultural and primary commodities, it is also applied to exports
of diversified manufactured goods and is probably hamperlng export performance
in this sector quite substantially.

Major Issues

7. "~ There is;presentlyﬁcon51derable danger that administrative controls
could multiply and tighten in response to continued balance-of-payments

difficulties as recent and further changes in the exchange rate are likely to
remain relatively ineffective. “There is a wide-spread view among senior
Chinese officials that the generalization of enterprise foreign exchange
retention rights in early 1985 has béen a main source of the continued
balance-of-payments deficits. By contrast, many senior officials rarely make
the connection between recent, overly expansionary monetary and credit
policies and balance of payments performance. Recentralization of controls

| over foreign exchange allocation in the hands of the State Planning
- Commission, rather than tighter monetary and credit policies, are often

proposed as a way to regain control over balance of payments problems, and
there is considerable consensus among senior officials about the need for, and
benefit of, the recently intensified import and export licensing requirements.




8. An important area where China needs encouragement and help is in the

~ establishment of a foreign exchange market. Although rarely admitted, foreign
exchange retention rights are occasionally traded, usually at a one yuan (30%)
premium over the official exchange rate. The premium appears not to have
markedly changed compared to the period before the 15% devaluation (to

. Y3.70/US$) in July 1986. Most enterprises with accumulated foreign exchange
retention rights that we interviewed were unwilling to trade their foreign
exchange retention quotas, indicating an even higher scarcity premium.
Policy-makers seem reluctant to expand the role of the foreign exchange
market, and encouragement and assistance should be provided by both the Bank
and the Fund. In view of the unfinished enterprise reforms, the large gap
"between domestic and international prices, and the Chinese preference for
gradual domestic price reform, it is unrealistic to assume that Chinese .
policy-makers”would be willing to move in one step to a single, market-
clearing exchange rate. At best, a gradual introduction and expansion of a
foreign exchange market would be considered. An extended transition period
towards a foreign exchange market will probably be needed, with gradually
improving but less than perfect mechanisms being adopted, as Chinese decision—
makers become comfortable with moves towards establishing a foreign exchange
market.

9. Only if recentralization of foreign exchange allocation can be
averted will it be useful to talk about, and assist in, other elements of

, external trade reform. An important initial step will have to be in the

OL(_, ‘ direction of passing on international prices to export producers and
eliminating cross-subsidies. This could, however, result in a short~term
reduction of exports, unless compensating incentives are given at the same
time to exporters (e.g. enlarged and tradeable foreign exchange retention,
further exchange rate adjustment, automatic access to credit for export
production, etc.). This could then be followed by a longer-term program of
licensing and tariff reforms. Clearly, any such program would have to be
carefully dovetailed with domestic economic reforms and the Bank could be of
- assistance, not only through the report, but possibly also through pollcy

based lending in support of a consistent reform package.

10.. In the area of foreign capital flows, one of the more interesting
mission findings is that many Joint—ventures in the manufacturing sector have
primarily the objective of circumventing the cumbersome external trade regime
for domestic enterprises. Joint-ventures enjoy considerably more autonomy
than Chinese enterprises and have, among other things, direct foreign trade-
rights and full control over their foreign exchange earnings. In view of
their autonomy (which Chinese enterprises will gain only after full
implementation of the enterprise reforms) and their favorable tax treatment,
there are quite a number of export-oriented joint ventures that are joint—
ventures between China and China (typically between a domestic enterprise and
a Hong Kong subsidiary of a Chinese organization). Even the most impressive
and successful joint venture visited by the mission was apparently of such a
nature. This gives reason for considerable optimism with respect to China’s
economic and export performance, once domestic enterprises become similarly
-- —— -autonomous as-a result of enterprise reforms. At the same time, the number of




"true" joint ventures in import-substituting high-technology fields has fallen
- far short of Chinese expectations. The primary obstacle is again the = .
application of the foreign exchange balance requirement to which only a small .
number of ad—hoc exceptions have been made. - .

11. " With respectvto other capital flows, the good news -is that .there is
now an agency-in charge of foreign borrowing and debt management (the State
Administration of Foreign Exchange Control) and that it appears to be moving
fast to fill this potentially dangerous void. Further improvements needed in
this area are thus of a technical nature. . : - K :

-
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Annex IT-

EXTERNAL TRADE AND CAPITAL STUDY HISSION
) Aide Memoire :

October 27, 1986

1. This Aide-Memoire summarizes the preliminary impressions and conclu-

sions of the World Bank mission on external trade and capital.lv Upon its
return to Washington, the mission will draft a more detailed report which we
hope to send to the Government by late March/early April 1987.  In view of the
short time available to the mission in drafting this Aide-Memoire, the recommen-
dations ‘set-out below are preliminary and only indicate our views on the broad
directions and necessary elements of foreign trade reform. The timing and

" sequencing of specific reform measures and their relation to reforms of domestic

economic policies require further study and can only be addressed in the more
detailed full report.

Introduction

2. The "open door" policy adopted at the end of 1978 has already brought
substantial benefits for the Chinese economy. Since 1978, exports have more

 than doubled and this has made possible a very large increase 'in imports of

-capital goods and raw materials. These have contributed to the introduction of

more advanced technology and to reduce bottlenecks in production and infrastruc-
ture. This has helped to increase the efficiency of the economy. - While the
rural economic reforms were probably more important in raising the overall effi-
ciency of the Chinese economy, the open door policy has clearly made a signifi-
cant contribution, particularly in the urban sector. The emphasis on moderniza-
tion (or "technical transformation") of enterprises has been beneficial on

_balance as small technical improvements in existing enterprises have often

yielded substantial overall improvements in efficiency and product quality.
Imported machinery and know-how have been critical in the technical transforma-

. tion of enterprises, and have become more easily accessible to enterprises, as

exporting enterprises have now easier access to foreign exchange.

3. While the open door policy Has.brought substantial improvements, the
gains have--in our opinion--not been as large as they could have been if reforms
of enterprises and foreign trade policies had already been carried further. Of

.particular importance is the isolation of enterprises from world markets, the

uncertain availability and somewhat arbitrary administrative allocation of
foreign exchange; and the cumbersome administrative regulation of imports and
exports. . Together, these policies tend to reduce the volume of exports relative
to what could be achieved, and consequently to reduce the volume of imports and
the pace of technical, economic and managerial transformation of enterprises.
These policies also tend to raise the domestic costs of exports and imports, as
for some commodities more domestic resources are used per dollar of exports than
for others. One of the most important benefits of international trade is to

1/ The mission-has benefitted very substantially from many discussions with the
counterpart team, led by Mr. Zhu Ang and discussions with Mr. Ji Jongwei and
many other officials from the central government, provincial and local
administrations, fonsigntrade corporations, and enterprises.
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‘transmit the information in the world market--information on cost quality, tech-
nology, etc.--to domestic enterprises, forcing them to make competing reductions
in costs, and improvements in quality and productivity, to upgrade technology
and to undertake research and innovation. But in the case of China, this link
between enterprise decisions and world markets is still very weak and needs
considerable strengthening. .

4. The need for further reforms also becomes clear when considering
China's future export prospects. For China's main exports--textiles and
garments, petroleum and fresh food--prospects are limited because of, respec-

- tively, protectionist tendencies in industrial countries, depressed world market
conditions, and saturation of the main export market, Hong Kong. Together,
these products account for fully 63% of China's exports at present. Thus, China
must look to other manufactured exports for further growth. The main constraint
‘to export growth in this sector is imposed by internal factors, such as ineffi-
cient enterprises and inappropriate products because of the continued isolation
‘of enterprises from world markets. To achieve further growth in this sector
without reforms will be--in the mission's view--increasingly difficult to
achieve. However, we do believe that given China's natural resource endowment
and abundant, and 1ncrea51ngly well-trained labor, the prospects for such
exports are brlght given an approprlate policy environment.

The Need for Policy Coordination

5. Over the past seven years, reforms of China's socialist economic system
have been introduced in a courageous trial and error process and very often,
adjustments and corrections had to be made as difficulties occured. Overall,
the result have been good, and it would have been clearly impossible to plan
this reform process in advance. However, as reforms have progressed, interrela-
tions between the various elements of reform (of domestic as well as external
economic policies) have become more complex, and there is an increasing danger
that further uncoordinated reforms could lead to inconsistencies and large
macroeconomic imbalances as in 1984/85 when excessive credit creation occured
simultaneously with trade decentralization and the generalization of the foreign
exchange retention. system for enterprises. This led to a large balance of pay-
ments deficit that would be unsustainable if it were to continue. There is a
danger that such an unfortunate constellation of events could lead to the
reversal of desirable and needed refdrms.

6. It is therefore important that reform implementation be more carefully
pPlanned and coordinated than in the past. This is not to say that all errors
can be avoided. Unforeseen side-effects will always occur and policy measures
will have to be adjusted flexibly to make corrections. However, many of the
elements of foreign trade and capital reform measures discussed below are
closely interrelated and should be seen as a "package". Furthermore, reforms of
the external sector are closely related with domestic reforms, particularly the
transformation of enterprises into independent units responsible for profits and
losses and subject to competition from other enterprises elsewhere in China and
abroad. In some sense, reforms of external economic relations and trade can be
_seen as just one element of enterprise reform and need to be phased in with such
domestic measures as increasing autonomy in pricing and enforcement by the
central government of fair competition and trade between all kinds of enter-

———————prises—in -China- (and abroad). Reforms of financial institutions, taxation and

the social security system will have to be implemented at the same time.
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7. The f0110w1ng sections descrlbe the mission's views on three key
“elements of needed reforms of the open door policy--foreign exchange allocation
and exchange rate policy, decentralization and enterprise autonomy, and adminis-
trative and price (tariff) regulation of imports and exports. This is then
followed by a short discussion of issues relating to agricultural trade, tech-
nology transfer, foreign direct investment and other capital flows. There are
~close linkages between the three key issues mentioned above and policy issues in
these other areas. - Without a resolution of the key issues, relatively little
progress can. be made in these other areas. ‘ .

8. The f1rst two of the three key elements mentloned namely, reforms of
foreign exchange allocation towards a foreign exchange market, and decentraliza-
tion of foreign trade responsibility to production enterprises are in many ways
the most urgent and could. be carried out over a relatively short period of time
(say 2-3 years), while the third element, reform of administrative and tariff
regulation of external trade, could be phased in over a longer period.. However,
the timing of these measures will also. depend on progress of domestic economic
reforms, particularly price reform and increased enterprise autonomy and respon-
sibility. Appropriate macroeconomic stability (particular monetary and fiscal
restraint) will be essential in deciding on the timing of reform measures.

While the introduction of economic reforms should be gradual in view of uncer-
tainties involved, there are also dangers in stretching the reforms over too
many years. Large investments may be made on the basis of distorted prices and

incentives, and could create vested interests against further reform implementa-
tion. :

I. Foreign Exchange Allocation and Exchange Rate Policy

9. An important element of the present trade system is the provision for
provinces and enterprises to retain part of the foreign exchange they earn from
exports and use it for imports. By comparison with the previous system where
all foreign exchange was.allocated by the central government, the system has
brought some important benefits. It has created substantial interest in
exporting at the provincial level and led to the setting up of new export-
oriented enterprises, while at the same time providing enterprises with
flexibility in obtaining foreign exchange for improvements in product1v1ty,
product quallty and marketlng tee

- 10. It is 1mportant to recognize, however, that the retention system also

brings with it significant disadvantages. The system induces all provinces to
set up direct exporting capacity, often duplicating capacity which exists in

“another province, and not taking into account whether the product can be effi-

ciently exported. It encourages "balance" at the provincial level and weakens
the benefits of spec1allzat10n which China should be deriving from its large
domestlc market.

11. The retention system also causes distortions at the enterprise level.
For an efficient exporter in industries such as garments for example, which have
little import needs, the retention system provides little inducement to increas-

“ing exports. If anything, the availability of exchange at the official rate may

push- them into buying nonessential imports. At the. same time, efficient import
substitution_projects_ are placed at a disadvantage in getting access to foreign
exchange beyond their planned raw material requirements. The current policy

framework, including the foreign exchange retention system, the policy requiring

Y ————
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local governments or projects entities to service foreign debt in foreign
exchange, and the requirement of foreign exchange balance for foreign direct
investment, neglect the fact that saving foreign exchange through efficient -
import substitution can be Just as beneficial to the economy as earning forelgn
exchange through exports. -

12. The objective of the foreign exchange allocation system is to achieve
balance between the availability and use of foreign exchange and allocate it
according to national priorities. 1In practice the system is not achieving this.
It is cumbersome and time-consuming, imposing heavy costs on enterprises and the
evidence of the last two years clearly is that the objective of balance is not
being achieved. Nor are national priorities for use being effectively trans-
mitted to economic agents as demonstrated, for example, by the recent imposition
of additional controls on imports of vehicles by provincial governments and
enterprises.

13. There are a number of reasons why the system has failed to achieve its
goals. First, there is the difficulty of accurate prediction of foreign
exchange availabilities and the slow response of the administration when the
rapid change of world prices or demand means lowered export earnings. Second,
since retention quotas can be accumulated from year to year, the degree to which
they will be used in any one year is uncertain and depends on the availability
of renminbi for this purpose. Given the lax credit policy of the recent past
this has not constrained the use of foreign exchange. Third, there are strong
pressures from provinces and enterprises to increase foreign exchange alloca-
tions given the high premium which results from being able to get foreign
exchange at too low a price (i.e. a price at which demand exceeds supply).

14, The consequence of these failures of the retention system has been an
increasing number of institutions and activities which are mainly geared to
finding ways around the system. Yet the introduction of strengthened and more
complex control procedures will simply be to increase the. costs in delay and

make it even more profitable for provinces and enterprises to find ways of get-
ting around the system.

15. The eventual objective should be to substitute the retention system
with an exchange rate which clears the market, i.e. at which enterprises are
encouraged by profitability to export in total as much as China requires to meet
its import needs. The first element of this is the creation of a market which
allows for trading of foreign exchange and the second element is the price which
prevails on -that market. At present, foreign exchange quotas can be traded
between enterprises, but these are irregular and Edhoc tTansactions. While
they almost certainly involve Some SoTt of 1 premium this may différ from one
transaction to another. One option in the interim would be to regularize this
market and allow quotas to be sold at a market-determined price. It would then
be possible to move over time to a unification of the market rate with the
official rate.

16— - By allowing the trading of foreign exchange quotas, it would be

possible for import-substituting firms to have the same access to foreign

‘exchange as exporters. In addition, the more efficient exporter would be

encouraged to increase exports because of the advantage for renminbi profits
relative to sales on the domestic market. With the emergency of some form of

foreign exchange market, it would also be desirable to increase the proportion



CHA:External Study AM/CH-729/10-29-86/div/cc

.”‘_55 Lo

of foreign exchahge'retained,by:enterpriSes in order to maximize the incentive

effects. Reallocation of foreign exchange now undertaken by provincial govern-
ments could then be more efficiently handled by the market. The mission's _
report will offer more concrete options on the creation of a foreign exchange

market and the government may also wish to enter into discussions with the IMF
on the various options regarding foreign exchange allocation and market which
mlght be considered and their relative advantages and dlsadvantages

II. Foreign Trade Decentralizatlon and Enterprlse Autonomy

17. - Foreign trade in China is still perceived as being separate from
-decisions on what to produce and how much to produce. The recent decision to
expand the number of enterprises with trading rights, while certainly a step in
the right directiaqn, has not changed the fundamental divorce between decisions
on productlon and investment on the one hand and trade on.the other. The costs
<:> of this "airlock" are substantial. Enterprises which could profitably increase
their exports do not receive the signal or have the incentive to do so. At the
same time, other enterprises which could better serve the domestic market are
pushed into exporting at very high cost. Decentralization seems only to have
gone halfway in an organizational sense: from the central government to the
provinces, particularly to the provincial branches of the national trade corpo-
rations. It seeps. through to some extent to local foreign trade corporations

(FIC's) and to "independent" trade corporatlons but hardly at all to the enter-
prise 1evel . .

18. A large part of production for export is captive, i.e. under the
control of the FIC's and is separate from production for the domestic market;
the signalling functions of international prices and quality standards for
exports therefore hardly operate in the direction of producers for the domestic
market who also would have the potential to become exporters

19. - There is a tendency offprovincial authorities to translate guidance
(:) plans from above into commands to lower levels, and this tends to make the
_export structure static. This is also reinforced by an administrative organiza-
tion which permits the responsible FTIC's to offset profits and losses '
internally. As FTC's are not enterprises, and have to return any overall sur-
Pluses to the center, there is no incentive to concentrate on competitive commo-
dities and to drop continuously loss-making commodities. Nor is there any
incentive to pass profits made on exports of competitive products to their
‘producers, signaling to them what their external market opportunities are; on
the contrary, FIC's avoid this as it would in their view reduce their exports

since they would no longer be able to subsidize commodltles whlch incur export
losses , : :

20. " An important first step in extending the reform of China's foreign
trade system will be to permit all enterprises to engage directly in foreign
trade activities. The effect of moving this decision to the enterprise level is
hard to predict .in the short run. Some inefficient exporters will stop export-
ing while some efficient ones will shift their products out of the domestic.
market into exports. The net effect of this is unclear. In addition, there

-—~will -be some institutional problems in the ‘short run as enterprises learn the
business of foreign trade. The long-run effects should be positive, however, as
firms are able to 1dent1fy export opportunltles and organize their productlon in
response to them.
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- 21. . This does not mean that foreign trade corporations will not have a role

in future. Many small- and medium-sized firms will continue to rely on trade
corporations for both imports and exports, but they should have the freedom to
choose their own channels. In addition, the trade corporations can concentrate
on building up specialized expertise and carrying out promotional activities on
behalf of their enterprise clients.” Joint ventures with foreign general trading
companies could also be considered as a step toward more competition in the
external trade sector. - '

22, Also important will be a foreign trade information network, and
technical assistance (mainly in the areas of quality control, product design,
packaging and marketing) for exporting firms. As the number of firms entering
export markets grows, ways should be explored as to how best organize these
firms to exchange ideas and experiences to and propose improvements in export
policies, instruments and practices (similar to exporters' associations and/or
chambers of commerce in other countries).

ITII. Trade Policy Issues

23. There are several striking aspects to the trade system in China.
First, there appears to be an unnatural separation between import policy on the
one hand and export policy on the other. Second, there exists significant bias
against exports, which in turn requires strong administrative measures to
promote exports. It is the elimination of such biases that must be at the core
of future reform efforts. Third, the trade regime relies to a very significant
degree on quotas and other administrative instruments, both in regulating ,
imports and generating exports. These administrative instruments will become
increasingly difficult to administer as the volume of trade increases, so a

major goal of reform should be to replace these with other, less cumbersome
instruments. . S

Import Policy Reform

24, On the side of trade policy with respect to imports, the principles
should be as follows. First, there should be as little variation of the degree
of protection as possible among different activities in the economy. Otherwise,
incorrect allocation of resources amgng different activities is likely to take
place as the reform of domestic policy advances further. Second, against this
background of uniformity, incentives given to promote any specific set of activ-
ities should be transparent .and limited in duration. Without these principles,
there is a stronger possibility that high-cost domestic producers will never
grow up to be efficient competitors against imports or succeed as exporters.

25, ‘China relies largely on administrative controls on imports, and import
tariffs remain a secondary instrument for regulating imports. Quantitative
restrictions create uncertainty on the available flow of imports for production.
They also tend to create a wide range in the degree of protection which is often
not transparent. Finally, and perhaps most importantly, quantitative restric-
tions tend to delink changes in world prices from domestic prices. When such
conditions persist for a period of time there will be less incentive for domes- -
tic producers to improve productivity, quality, and technology, and to reduce
costs--an important benefit of trade. They make it increasingly difficult for
policy makers to judge who is protected from import competition and by how much.
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26. Import policy reform in the medium term should endeavor to eliminate in
a phased way the administrative controls on imports, and replace them with
import tariffs. The advantage of using tariffs as the primary instrument of

" protection is that they are price-based, transparent, and easier to administer.
The use of tariffs also permits changes in world prices to be passed on to
‘domestic producers, and this preserves a degree of linkage between world prices
and domestic prices. But this instrument can also be misused if an excessively
high tariff protection is adopted or if a large range of tariffs is used to
protect different producers. The level of tariffs in China today is quite high
relative to many other countries, including many developing countries as well as
socialist economies. The structure of tariffs is higher for consumer products
"or more processed.products and lower for raw materials intermediate.inputs, and
investment goods. This. means that the "effective" rates of tariff protection--
combining higher tariff protection on outputs -and lower tariff costs on inputs--

<:> may be even higher and more variable than indicated by the nominal rates of

tariff. Therefore, as quantitative restrictions-are being replaced by tariffs,
reform eventually should include a phased reduction in both the level of protec-
tion and the dispersion of tariff rates with the exchange rate being increas-
ingly used as the main instrument of trade policy.

Export Policy Reform

27. As the overall reforms progress, particularly in the areas of enter-
prise autonomy and the price system, China will have to rely increasingly on an
export incentive system which would use more indirect policy-instruments.

Such a system will be needed so help to (at least in part) offset the anti-
export bias of the import regime. As long as the trade system provides protec-
tion to domestic industries an anti-export bias remains as selling to the domes-
tic market will in many cases remain more attractive than to export.

28. The underlying principle of the export incentive scheme is therefore to

<:> create a status of "neutrality" for exporters, enabling Chinese firms to compete
on an equal basis with foreign exporters in the world market. Such an export
incentive scheme has been used successfully in several developing countries. It
is based on the principle that all firms participating in exporting activities
(i.e., including suppliers of inputs to exports) should have ready and automatic
access to the inputs needed for the production of exports. It is particularly
important for the success of the expdrt policy, that all firms participating in
production for export can avail themselves, in an automatic and administratively
easy way, of: (i) foreign exchange, (ii) working capital financing and (iii)
material inputs free of import duties and indirect taxes). . Several of these
elements are already available in the case of joint venture operations and
should be expanded to domestic exporters as well. i

29, The recent initiative on the part of Chinese authorities to increase
export supply by settlng up export production bases is a clear indication that
the policy makers are committed to promote exports. The system, however, seems
to have some flaws. The system may be biased in favor of existing exporters and
traditional export products at the expense of other (perhaps more efficient)
_producers. It appears also that several layers of authority (MOFERT, production
ministries, prov1n01a1/munlclpa1 governments) are gettlng involved in offering
different 1ncent1ves to producers under their supervision. This leads to

- -——————multiple incentive- regimes and may further increase distortions and waste scarce

AT ———
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" resources. A basic export incentive system as outllned in the previous para-
graph would most likely be more adequate and cost- effectlve and should also
encourage investment into new export products.

IV. Agricultural Trade Issues -

30. International trade in agricultural commodities is in many ways differ-
ent from foreign trade in manufactures discussed above. In the case of food
exports to Hong Kong and Macao, exceptional circumstances prevail as China .
attempts (and may succeed) to maximize revenues in a virtually captive market.
The present trading arrangement for perishables and livestock may therefore have
its merits, but there is nevertheless reason to look at alternatives of less
direct controls, perhaps through variable export levies, as a transitional
device until these markets become more integrated with the rest of China.

31. A crucial question is the decision making concerning investments in
agricultural processing for exports. The present system, where FTIC's appear to
have a major role, should be replaced by one which permits the rural producers
to benefit more fully from exports of their processed products. At present,
foreign exchange retention rights do not reach them as they are captured by the
processors who are not part of the rural economy. In general, the benefits of
agricultural processing should reach primary producers to the fullest possible
extent. A strong case can be made to establish rural production and marketing
cooperatives in which farmers themselves have the main interest, such as the
European cooperative processing sectors. For agriculture to adjust its patterns
of production to external markets, world prices need to be passed on to the
primary producers. The same probably holds true for those minerals where China
is not the major world producer/exporter.

32. International Markets. Passing on agricultural world prices to farmers
in China should take account of the extent to which these prices are distorted
and may remain so in the coming years. Industrial country policies result in
world market prices at which efficient producers elsewhere find it hard to stay
in the market, and this situation will at best improve very slowly. Excessively
low prices prevail in most years for wheat, sugar, red meat and dairy products.
Recent developments make it 11kely that in the near future the same will apply
to 01ls and fats.

33. When world prices for these products are compared with domestic prices
at the Chinese border, the latter appear even lower, particularly for unpro-
cessed products. China can therefore export several of these commodities, but
it would result in a further decline of world prices and an increase of domestic
food prices. Such price increases may be desirable in order to reduce the
rural/urban income gap, but further declines in world prices could have signifi-
cant repercussions in China's trade relations with the rest of the world. Also,
the benefit to China from these exports may not be long-lasting as it is doubt-
ful whether the country can maintain significant surpluses of production over
domestic consumption. It appears more sensible, therefore, to maintain a rela-
tively low export volume of those (mainly unprocessed) agricultural products,
even if surpluses occur which can be exported at a profit.

34, For a number of these commodities--particularly animal feed--China may
become a major importer and it would be wise to ensure that in the long run
these imports, by being available at prices well below long-run marginal costs
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of efficient producers, will not operate as a disincentive to agriculture.
Border levies whlch compensate for the low 1nternat10na1 price level are to be
con51dered ’ )

35, - Geographic Extension. Most Chinese agricultural exports go to overseas
"Chinese" markets; Hong Kong provides an important service by extending the
geographic reach to more countries, through its re-exports of €hinese goods.

For the longer term it is essentlal that considerably more attention is paid to
market research and other measures to promote exports to new markets.

V. Technologx Transfer -

36. Even the most advanced industrial countries cannot rely exclusively on
domestic technology development if they want to stay competitive. Importing
technology is essential even for them. However, there are many channels to
transfer technology, and the "visible" channels, such as imports of machinery
and equipment, technology licensing and joint ventures, are only one part of an
effective technology transfer strategy. Informal channels of technology trans-
fer, such as overseas education, training and work experience, overseas market-
ing and information trips, contacts with foreign buyers of export products and
suppliers of equipment and technology are at least as important, if the exper-
ience of other successful development countries is a guide.

37. The "airlock" of China's trade system--the almost complete absence of
direct contact between production enterprises and foreign sellers and buyers--
still prevents a considerable amount of technology transfer. Too much emphasis
is placed on the acquisition of hardware, and very often too much, or inappro-
priate, hardware is acquired and is not used efficiently. There are, of course,
deficiencies in domestic economic policies which account for part of this such
as the bottlenecks in material and energy supplies resulting from administra-
tive allocation at prices that do not cover the full cost of production. But
foreign economic policies also play a larger role. While enterprises are free
‘to use their resources to make business trips domestically, this does not apply
in the case of foreign purchases or sales. Business trips abroad are strictly
rationed and are even frowned upon as conspicuous consumption. Very often,
however, a few thousand dollars for a business trip by the responsible enter-
prise managers could save a few hundred thousand dollars in equipment imports,
or could lead to export opportunities that would otherwise have never occured.
Instead, the Foreign Trade Corporations are believed to act as the perfectly
knowledgeable intermediary--but they are far from that. This "airlock" even
exists in the case of joint ventures. Very often, the foreign partner under-
takes marketing and business contacts alone, often through a Hong Kong subsi-.
diary of the joint venture to circumvent restriction on overseas travel.
Important opportunities for Chinese staff of joint ventures to learn marketing
and business skills in working together with the foreign partner thus get lost.

38. One of the most important elements of an effective technology transfer
strategy is to strive to "unbundle" the technology package as much .as possible
by increasing the domestic content in procurement, erection, detailed
engineering and so one. However, this has to be a gradual process and will
depend on the kind of technology involved and domestic capabilities. Enter-
prises will clearly have to play the key role in this process and direct
contacts with overseas suppliers and buyers are essential to accelerate this
process. In order to permit rapid domestic diffusion of these skills, the
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strengthening of the domestic engineering and consulting industry is of utmost
importance, as is considerably higher labor mobility for technical and manager-
ial personnel. Financial institutions could also play an enlarged role in this
process, and some investment. and trust companies have already started to do so.
In addition, as pointed out earlier, a new role could be played by the technical
import-export corporations in becoming service and information agencies. These
services could in part be financed by a small levy on international trade.
Another function that needs strengthening is quality assurance and- quallty
control for export and domestic production. ” :

VI. External Capital

39. The use of foreign capital permits an increase in the volume of imports
now against payment later. If used skillfully, this will permit accelerated
technology acquisition and, therefore, higher growth. Apart from loans from aid
agencies and multilateral institutions, the two main forms of external capital .
available to China to fund desired imports that cannot be met by current foreign
exchange earnings are foreign direct investment and debt. Both are being used
extensively at present, but it should be recognized that those represent alter-
native ways to acquire desired imports, and particularly technology imports.

The use of foreign direct investment can bring with it not only technology and
finance, but also better management skills and access to export markets. The
use of debt permits Chinese enterprises to acquire both hard and soft technology
and may allow more control over the choice of technology, and to permit more
rapid diffusion to other Chinese enterprises. However, at this stage, Chinese
enterprises may find it difficult to procure the best technology available, and,
of course, China would be responsible for its own debt service. The balance of
these arguments can change over time, and the policies need to be constantly
reevaluated.  In the following paragraphs, the mission's views on the current
situation with respect to these two issues is discussed.

lForei n Direct Investment

40. 0f the various forms of foreign direct investment in China, the equity
joint venture is the one preferred by the authorities as it appears to be the
only form which can capture the four above-mentioned benefits (technology,
skills, finance and export markets). However, results to date have fallen short
of expectations, in terms of composi%ion (too many hotels.relative to manufac-
turing), volume, and sources (mostly Hong Kong). Therefore, there have been
disappointing results in terms of, in particular, technology acquisition and
export marketing. There is disappointment on the side of investors as well, in
particular with respect to interference in management and the application of the
foreign exchange balance requirement. With respect to this latter issue, the

authorities have been flexible in solving problem cases but the fundamental
issue remains.

41, The new 22 articles published on October 11, 1986, attempt to address
these problems and represent a good faith statement by the Chinese authorities
of their interest in stimulating foreign investment. They are indeed a positive
step forward, but investors that we have visited are holding judgement until
they see the detailed regulations on how the articles will be applied,
especially with regard to independent management and foreign exchange balance.
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42. ' The fundamental resolution to the foreign exchange balance issue lies

not, in our opinion; in further regulations but in the_ establishment of a
foreign exchange market-- We consider that the benefits of foreign direct
investment would be substantially increased if a foreign exchange policy of the
type we have discussed earlier were to be applied as joint ventures require
access to foreign exchange for their import needs. This is, therefore,.a
further reason to consider seriously those options. Just as it is our view that
Chinese enterprises will not export without appropriate incentives, so the same
is true of foreign enterprises, and there-is considerable evidence that the
present policies of promoting exports through rigid application of the foreign
exchange balance requirement does not work. In areas with more advanced tech-
nology, joint ventures cannot immediately become internationally competitive
because of the need to learn and achieve an efficient scale of operations. 1In
some cases, the Government is now permitting sales in the domestic market for
foreign exchange, and permitting enterprises a number of years to achieve
foreign exchange balance, or outright sale of foreign exchange to joint
ventures. But these measures are applied unsystematically and create consider-
able uncertainty. As a result a considerable number of potential joint ventures
are not concluded because of these uncertainties and contracting difficulties.

43. The mission also considers that Chinese policy makers should recognize
more clearly the main attraction for foreign investment in China: the domestic
market of 1 billion people. As noted earlier, efficient import substitution is
as good for the economy as exports, and in addition, there could be benefits to
the economy from the demonstration effect and competition that this would bring
to the domestic market. "Potential contributions which joint ventures can make
towards the diversity and sophistication of locally-based capability, through
their ability to mobilize advanced technology and management, should not be left
unutilized. However, it would be dangerous to encourage investments aimed at
the domestic market which would enjoy high levels of protection. Therefore, the
mission would recommend a gradual opening up of the domestic market to foreign
investment in line with the implementation of trade policy reform outlined _

earlier, particularly in activities where foreign investment could make the

greatest contribution in bringing in new production or management techniques.

44, Other issues are raised by compensation trade, leasing and similar
contractual arrangements for private direct investment. These are granted con-
cessions in the form of tax waivers.yhich are similar to those granted to equity
joint ventures. However, they are qualitatively very different, in that they do
not confer, in particular, any form of management skills. There are five key
issues with respect to these arrangements: (1) they are not true private direct
investments, but are really a form of importing machinery and equipment with
noncash payments; (2) as such, they represent a form of financing, and therefore
this is debt, with a future stream of obligatory repayments; (3) because of the
form of repayment, a part of future export earnings is pledged, and this should
be taken into account in balance of payments planning; (4) given the form of the
arrangements, it may well prove that this is a rather expensive type of borrow-
ing, as the lenders may be increasing machinery prices or reducing export prices
to cover their increased administrative costs and higher risks; and (5) the tax
concessions granted to such arrangements create serious distortions, and may
well not be justified in view of the facts already described. From these
points, two courses of action can be recommended. Given the debt implications,
MOFERT should ensure that all such arrangements are fully reported to SAEC, so
that they can be incorporated into the debt monitoring system and foreign
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exchange planning. Secondly, the Government would be advised to review its
current policy stance towards such arrangements, and seriously reconsider
whether the beneflts they confer merlt the major concessions that are currently
granted.

Debt Issues : L L

45, External debt has risen rapidly in the last two years to fund the large
trade deficits. The mission concurs with the government's intention to slow
down debt accumulation, and to bring debt management under control, not least
because of.the unfavorable composition of recent debt, of which about one-half
is short term and at variable interest rates. In particular, we welcome the
State Council's April 1986 decision to make the State Administration for
Exchange Control (SAEC) the sole agency responsible for debt monitoring, and the
efforts of SAEC to improve debt information and ensure the consistency of the
volume and composition of debt with overall macroeconomic objectives. In this
context, arrangements such as compensation trade, leasing and other contractual
forms of foreign investment which result in pledges on export earnings should be
taken into account in assessing the ability to service external debt.

46, In addition to the Bank of China, there are eight institutions
permitted to borrow abroad, subject to SAEC approval. Some of those we met
considered that borrowing rights should be further decentralized, and that they
should be permitted to borrow abroad without SAEC approval. We would urge
caution in this matter, and recommend continued approval authority for SAEC.
Centralized control over foreign borrowing is necessary in all cases where such
borrowing is explicitly guaranteed by the government and represents sovereign
borrowing. But even if such guarantees are not explicitly given, foreign
lenders very often construe such debt as implicitly guaranteed by the govern-
ment, and therefore de-facto sovereign. In the Chinese circumstances, it is
especially important that the responsibility of government on debt incurred by
institutions such as CITIC and the other provincial investment and trust
~companies, as well as commercial debt guaranteed by the Bank of China, be clari-
fied as soon as possible. If these debts are recognized as sovereign borrowing
it is obviously disadvantageous to China for enterprises or financial institu-
tions with lower credit standing to enter international financial markets and
borrow at higher interest rates than available for sovereign borrowing. The
effective costs of countertrade transactions, leasing or similar operations can
be particularly high and the higher cost of such borrowing needs to be weighed
against any other benefits that they might provide such as, for example, more
efficient resource allocation and greater flexibility. However, if a foreign.
exchange market were established as recommended above, these advantages would
probably be very small. Centralized management of foreign borrowing remains
therefore essential, not only to ensure that the total volume of debt does not
result in debt servicing problems, but also that the cost of debt is mlnimlzed
by adopting an appropriate composition and structure.

47, There is also a danger that borrowing by joint ventures or countertrade
practices could lead to an unplanned increased in debt, or an inappropriate
composition of debt. We would recommend that any such borrowings should require
prior registration with SAEC, on an automatic approval basis, but with provision
for SAEC to investigate and delay for a specified time-period, any such borrow-
ing over a certain level, say US$5 million.
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48, ' Chinese trade and financial corporations incorporated in Hong Kong can.
borrow abroad and onlend to Chinese enterprises without prior approval, despite
'Athe fact that it appears that the government of China is ultimately responsible
 for such debt. These corporations should be treated as foreign corporations,
and their borrowing should not be guaranteed implicitly or explicitly by the
government, If the government wishes to continue to offer these implicit guaran-
tees, such debt should be included in SAEC's debt program. If the first option
is chosen, borrowing from these corporations by Chinese enterprises should be
subject .to SAEC approval, for the present practice, which appears to.be on the
rise, also runs the risk of increasing China's external debt in an unplanned
way.

49, These three recommendations all entail a greater role for SAEC. They
will be beneficial to the extent that SAEC becomes an efficient institution.
Therefore, the overriding priority is to continue the efforts already begun to
make SAEC an efficient and respected debt management agency.
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Office ﬁ/femmwfmdam

TO: The Deputy Managing Director’ November 3, 1986
FROM: P.R. Narvekar*?@&ﬁ

SUBJECT: Your Visit to China

As requested, attached is the latest World Bank economic
report on China, together with the executive summary of the Bank's study
on finance and investment. 1/ Also attached are some notes on key
institutions and officials in China prepared as background material for
participants in the colloquium. -

There are two matters that may be raised during your stay in
Beijing to which I felt I should draw your attention. First, Chinese
officials may inquire whether the level of conditionality under their
first credit tranche program (now scheduled for Board consideration on
November 12) is excessive, given the guidelines under the Fund's tranche
policies. (This will be the first Fund arrangement in the first credit
tranche since China's previous program in 198l.) On our part, we have
responded to this question by attempting to set it in the context of the
need to reduce China's large external deficit. Consistent with their
financial conservatism, the authorities fully agree with this objective
and the need for domestic and extermnal financial restraint, together
with exchange rate, interest rate and price adjustments—-—-all of which
are maJor elements of the program. 1In finalizing the program, we
stressed to the authorities the importance of persevering with financial
restraint, continuing improvements in the system of macroeconomic
management, and implementing further price and enterprise reforms.

The second matter which may be raised by Chinese officlals
involves the recent measures for promotion of foreign direct investment,
which were announced in response to complaints by foreign investors
concerning, inter alia, high labor costs and difficulty of access to
foreign exchange. The new measures include reductions in the previously
high level of payments made to the state for the hire of local labor,
some additional tax preferences, and permission for joint venture and
foreign—owned enterprises to mutually adjust their foreign exchange
surpluses and deficiencies. While this arrangement for foreign exchange
transactions would introduce additional flexibility and a greater market
orientation, it may give rise to a multiple currency practice subject to
approval under Article VIII. 1In this connection, we are presently

“endeavoring to collect additional information, but it appears that the

authorities are still at a very early stage in drafting detailed
regulations. . The authorities may also raise with you the more general
question of the possible use of multiple exchange rates in China; we

l/ The finance and investment summary, which is only in yellow-cover
draft and has not yet been discussed with the authoritiles, has been
provided by our Bank counterparts on a confidential basis.

¢
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have responded to this question by pointing out the serious
administrative and resource allocation problems to which such systems
generally give rise.

Attachments

cc: Mr. Mohammed (without IBRD economic report)
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China-—Key Institutions and Officials-—-Background
Information for the Colloquium

The People's Bank of China (PBC), one of the cosponsors of the
Colloquium, is now a full-time central bank, as its urban commercial
banking function was transferred to a newly established specialized bank
in 1984. It also handles the matters related to the Fund and AsDB--the
Ministry of Finance handles IBRD matters.

Governor (Mme.) Chen Muhua spent much of her earlier career in
various agencies in charge of foreign economic relations. She was the
Minister of Foreign Economic Relations and Trade until March 1985 when
she was appointed PBC Governor to strengthen the Bank's leadership
(unlike her predecessor, she is a state councillor). She is well-
briefed on key policy issues and an impressive speaker. She is expected
to attend the Annual Meetings next year as the Governor to the Fund.

The First Deputy Governor Liu Hongru virtually runs the PBC. He
studied in Russia, is also a part-time lecturer at universities, and has
many publications on monetary issues. Mr. Shang Ming used to be a
Deputy Governor and, then, Advisor. He has now formally retired but

. still plays an active role, especially in international meetings. Other

PBC officials involved in the Colloquium include Mr. Che Peiqin
(Director of the International Department and Alternate Governor to the
Fund) and Mme. Yang Jingping (Acting Chief, IMF Division).

A number of other institutions will also be involved in the
Colloquium; the roles of these institutions are changing considerably
with economic reforms. The State Commission for Restructuring the
Economic System (the other cosponsor of the Colloquium) is a relatively

new institutions (established in 1980), and is in charge of formulating
policies for long-term reform. The State Planning Commission used to be
the most powerful institution handling the formulation of the State
Plan. Its power has diminished with reforms, but, neverthéless, it
still commands considerable influence in the interdepartmental
discussions of all aspects of economic policles. The role of the
Ministry of Finance has also changed with reforms from one of a direct

controller of all public sector finance to that of an agenecy in charge

of fiscal policy and central government accounts——greater autonomy has
been given to local governments and public enterprises, and the
importance of fiscal policy as a macroeconomic instrument has
increased. The Ministry of Foreign Economlic Relations and Trade now
focuses on external trade policy, as most of its operational functions
have been transferred to foreign trade corporations. The specialized
banks ‘consist of the Industrial and Commercial Bank (urban commercial’
banking), the Agricultural Bank (rural commercial banking), the Bank of

China (foreign exchange), and the People's Construction Bank (long-term

investment finance).
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The State Council (Cabinet) consists of Premier Zhao Zhiyang, Vice
Premiers Wang Li, Yao Yilin, Li Peng, and Tian Jiyun, and some 20 other
members (including Minister of Finance Wang Bingqian and PBC Governor
Chen Muhua) who are elected by the Party. It meets regularly and
frequently (at least once a week) to consider policy matters brought up
by responsible ministries, usually after interdepartmental meetings.
The Party's Secretariat (9 members) is headed by General Secretary
Hu Yaobang and works closely with the State Council. Xey policy issues
are referred to senior leaders—Mr. Deng Xiaoping, Mr. Li Xiannian
(President), Mr. Chen Yun (a well-known economist and an architect of
the planning system in the 1950s), as well as Messrs. Zhao and Hu.
These officials meet frequently on an informal basis and form the five-
member "Politburo" (more formally, the standing committee of the
Political Bureau of the Party). Reportedly, Messrs. Li and Chen (as
well as Army Marshal Ye Jianying who was also a Politburo member but
died recently) expressed occasional reservations to reform moves put
forward by Messrs. Deng, Hu, and Zhao. Mr. Deng Xiaoping's only formal
positions are the Chairmanships of the Party's Advisory Committee and
the Military Commission.
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TO: Mr. Saito Q&D October 22, 1986

FROM: Peter J. Quirk %;/

SUBJECT: China—-Foreign Exchange Swaps by Foreign Direct Investment
Enterprises :

The following is in response to your request for clarification
of some aspects of the reported scheme for swapping foreign exchange
between foreign direct investment enterprises in order to facilitate
more efficient use of exchange for import requirements.

On the basis of available information it is not entirely clear
whether the swaps will be permitted between the enterprise themselves,
or with the intermediation of the banks. There is also the question as
to whether the exchange rate at which the swaps take place is negotiable
between the enterprises, or is set at the prevailing official rate or
another rate by the authorities. It is reported in the press that the
rates will be negotiated.

I have discussed the jurisdictional implications with
Mr. Francotte. The view of the Legal Department is that, if the
exchange rate struck for these transactions differs from the official
exchange rate, then governmental action would be involved. This would
result from actions necessary to preclude transactors other than the
foreign direct enterprises from the arbitrage opportunities that the
different exchange rate would create. For this reason, the swaps could
give rise to a multiple currency practice, if the 2 percent threshold is
exceeded.

Broadly speaking, the scheme appears, from available
information, to introduce an element of market-related flexibility,
although with the added complexity associated with dual exchange rate
mechanisnms.

cc: Mr. Finch \///

Mr. Brau
Mr. Francotte
Ms. Kelly (o/r)



Gy

FRev: @1IM/5.04904 Line: 5

OCT 25 1986 0243
440040 FUND UI

22612 P
22612 FBCHO CN- -

MR. SAITO OF ASIAN DEPT.
INTERFUND ¢

739743

IRECEIVED
'IMF CABLE ROOM

- 1385 OCT 25 M 9 14
ORIG: ASD
C: ETRD

AFTER CHECKING WITH NATIONAL BUREAU OF STATISTICS WE NOW PROVIDE You H
THE REVISED DATA ON TRADE (LINE 70-2F AND 71-ZF) FOR THE PERIOD
NOV. 1985 THROUGH APRIL 1984 AS FOLLOWS:

(IN BILLION OF YUAN)

PERIOD EXPORT
NQOV., 1935 7.82
DEC. 1985 11.99
JAN. 1986 5.90
FEB. 1986 6.03
MAR. 1984 6.82
APR. 1986 7.73

PLEASE NOTE THAT DATA FOR NOV. AND DEC.

TO FURTHER REVISION.
BEST REGARDS

YANG JINGPING

DEPUTY CHIEF

IMF DIVISION
INTERNATIONAL DEPT.
PEDPLE“S BANK OF CHINA
QCT. 24,1986
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440040 FUND UI
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REPLY VIA ITT

?

Time: 02:55 10/25/86 EST
Connect Time ¢ 1283 seconds

IMFORT
12.21
20.03
7.34
10.16
10.89 |
12.47
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Office Memorandum /WG 'ML

TO: Mr. Huang October 23, 1986

FROM: ) 8 Narvekar‘7234

SUBJECT: China--New Foreign Exchange Arrangements

Attached please find, for your information, two recent press
articles regarding new foreign exchange arrangements for joint ventures
and foreign enterprises in China. Since this subject 1s of great
interest to the Fund and could be raised during the forthcoming Board
discussion on China, we would appreciate it very much if you could
consult your authorities and provide any additional relevant informa-
tion. In the meantime, we have asked Ms. Kelly, who is in Beijing

during October 23-24, to try to contact SAEC officials.

Attachments

cc: Messrs. Brau/Quirk
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India May Get
Military Aid
Fromthe U.S.

But Help Would Depend
On Keeping Technology

4 By TiM CARRINGTON
Staff Reporter of THE WALL STREET JOURNAL

NEW DELHI, India—Defense Secretary
Caspar Weinberger indicated the U.S. is
willing to help India modernize its mili-
tary, but officials added that such aid
would depend upon safeguards meant to
keep U.S. technological secrets from the
Soviets.

U.S.-Indian collaboration appears most
likely in the possible sale of a so-called su-
percomputer to India and the possible pro-
duction of an Indian light-combat aircraft.
After meeting Saturday with Indian Prime
Minister Rajiv Gandhi, Mr. Weinberger
held out the promise that the two countries
might set up coproduction plants here.

The Indian government tomorrow is ex-
pected to give the Pentagon delegation,
which is on a four-day visit to India, a
response to suggestions by the U.S. about
how it might assist India in building a
fighter plane. A potential stumbling block,
officials said, will almost certainly involve
proposed security arrangements to keep
U.S. fighter-plane technology from the So-
viet Union, India’s main source of military
hardware.

Lost Technology

Secretary Weinberger is scheduled to
tour Indian technological facilities in Ban-
galore today. Officials say the Indians
hope to impress the Pentagon chief with
their tight security there. ""We have an ex-
cellent track record” in protecting sensi-
tive technology, an Indian government offi-
cial said. He noted that, over the years, In-
dia has closely guarded Soviet military se-
crets.

The Pentagon will remain skeptical.
however. "“We have the basic position that
we have lost, in the United States, a lot
of technology to the Soviets,” Mr. Wein-
berger said. “*We have been quite care-
less.”

Because of this concern, Mr. Wein-

- berger has assigned Assistant Defense Sec-
retary Richard Perle, the Reagan adminis-
tration’s staunchest anti-Soviet official, to
lead a compaign to block sensitive technol-
ogy sales except when countries can sat-
Isfy U.S. demands for tight security.

‘A Few Barnacles’

) Workirlllg out these details with India is
=.creating “‘a few barnacles' in negotiating

the terms of military collaborati
- officlal said, on, a US.

problem is that by law, the

, mment reserves the right to can-

] nlnnm| arms sale as international
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Away From the Soviets -

Peking Announces Regulations Meant
To Mollify Foreign Investors in China

By VIGoR FUNG
Staff Reporter of THE WALL STREET JOURNAL

HONG KONG—The Peking government
unveiled regulations meant to address
“growing complaints by foreign investors in
China.

The new rules, which took effect imme-
diately, are meant to deal with red tape,
growing operating costs for foreign inves-
tors, a shortage of foreign-exchange in-
come and government interference.

News of the regulations came after an
announcement Thursday that the State
Council has set up a working group to su-
pervise foreign investment in China. At a
time when China is short of funds to de-
velop its economy, officials worry that for-
eign investors will shun the country. For-
eign investment in China fell 20% in the
first half from a year earlier, to $1.24 bil-
lion, the first decline since Peking opened
to foreign investment in 1978.

“*Previously, Chinese officials thought
that when they opened the door, money
would flood.in,” an Asian diplomat said.
*Itisn’t true. They don’t know how capital-
ists work. Without a good environment, no
one would invest in China.” Now, he said,
China is beginning to realize that foreign
investors won't come if they can't make
money.

Exports, Technology Cited

The new regulations apply mainly to
Sino-foreign joint ventures and to enter-
prises in China that are wholly owned by
foreign companies and that either are ex-
port-oriented or possess advanced technol-
ogy-

The regulations aim to cut labor costs,
lower taxes and reduce land-use fees for
enterprises with foreign investment. The
rules guarantee that these enterprises will
have priority in getting services. such as
electricity, and in getting loans from Chi-

nese banks. Also, ventures are assured
greater management autonomy.

Under the rules, export-oriented and
technologically advanced Sino-foreign en-
terprises will be exempted from making
various payments to the government, ex-
cept for items such as labor insurance.
This should cut labor costs. Charges for
water, electricity and other amenities will
be the same as for state concerns. Cur-
rently, Sino-foreign joint ventures pay
higher prices for such services.

Income-Tax Provisions

The regulations stipulate that when the
foreign investors in these enterprises remit
profit abroad, the amount remitted will be
exempted from income tax. Most Sino-for-
eign joint ventures currently pay a 33%
income-tax rate, but they are exempted
from paying income tax for two years, and
the tax is reduced by half for the subse-
quent three years.

Also, all enterprises set up in China
with foreign investment will be allowed to
trade foreign exchange for Chinese cur-
rency among themselves, instead of having
to go through banks. If foreign investors in
all such enterprises reinvest their profits
in China, the tax paid on profit will be re-
funded, but such reinvestment has to last

at least five years. And all Sino-foreign en- |

terprises will be exempted from paying the
consolidated industrial and commercial
tax, a kind of sales tax, levied on goods
they export, except for crude oil and a few
other items.

Also, their autonomy will be guaran-
teed. They will have the authority to set
production plans, hire or dismiss em-
ployees, set wages. and manage their en-
terprises “‘with international advanced sci-
entific methods,” which could mean capi-
talist methods.

Bundesbank Will Determine Whether
Dollar Rallies or Declines, Traders Say

By CHARLES W. STEVENS
Staff Reporter of THE WALL STREET JOURNAL

After trading within a tight range most
of last week, is the U.S. dollar ready to
rally, or will it resume its decline?

“That's something only the Bundesbank
can decide,” said James S. Vick, vice pres-
ident and chief corporate foreign-exchange
trader at Manufacturers Hanover Trust
Co., referring to the West German central
bank.

It was the Bundesbank that halted a
dollar sell-off last Tuesday as it led sev-
eral other European central banks in mak-
ing large dollar purchases. The U.S. cur-
rency was little changed Wednesday and
Thursday, but speculators sold dollars Fri-
day after Claus Koehler, a Bundesbank di-
rectorate member, said that Tuesday's in-
tervention wasn't intended to reverse the
dqllar's course but only to slow its decline.
His remarks were made in g speech in
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tem, a joint float of eight continental cur-
rencies.
Temporary Rebound Possible
Although market sentiment toward the
dollar is generally negative, the currency
could rebound temporarily this week, some
traders said.
According to technical analysts, who

.predict exchange-rate movements based

on past trading patterns, the dollar is near
a bottom *‘chart point”’ where the currency
appears as a good short-term buy. Also, a
string of government reports on the U.S.
economy this week may be interpreted
positively, traders said.

“Between the technical and the eco-
nomic indicators, people may find excuses
to buy back dollars,” said Francoise
Soares-Kemp, vice president and chief cor-
porate trader at Credit Lyonnais, New
York.
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looks a bargain. . :

Despite this refusal to be straxtjacket-
ed, financial services seem set to remain
the focal centre. Mr Gunn is bringing four
new, and relatively young, directors with
him onto B&C’s aging board, all of whom
have worked with him and share financial
backgrounds. Their first task will be to
review the more than 60 associate and
subsidiary companies listed in B&C’s latest
annual report.

- Meanwhile, Mr Gunn could be excused .

a wry smile at Exco’s plight. By sitting
tight on its cash pile of £350m, Exco has
attracted hostile predators, among them
Mr Tan Sri Khoo Teck Puat, a Malaysian
businessman who has a 29% stake, and
Canada’s Belzberg family, which has a
10% holding. Standard Chartered Bank,
in which Mr Tan holds a stake, is an oft-
rumoured suitor. An Exco attempt to
merge with Morgan Grenfell fell through
earlier this year because of a Bank of
England ruling that a banking group can
hold no more than 10% of a money
broker. Now Exco  looks n'pe for
dlsmemberment

Inter-dealer brokers

Gilty adolescents

Amid all the changes associated with
London’s Big Bang on October 27th, only
one wholly new species of dealer is being
born: the six firms of inter-dealer brokers
(ipBs) in the new gilts market. These
infants are having to grow up fast. During
the first rehearsal of the new market on
September 27th, turnover was so much
higher than expected that, if it is repeated
at the second rehearsal on October 18th,
IDBs will have to raise more capital. This

. is because the Bank of England bans
them from trading more than 200 times -

their capital base. One—Williams,
Cooke, Lott & Kissack—is already taking
precautions. On October 15th, it secured
an increase in the capital available to it
from its parent, Exco, a financial services
group. from £4.2m ($6m) to £12.7m.
From October 27th, 1DBs will act as
intermediary brokers increasing liquidity
between the 27 primary dealers in gilts.
They will buy gilts from one market-
maker and sell them on to another, taking
a turn of 1/128th of a percentage point,
which they add to the price the buyer pays
for the bond. America, which has had
these beasts in its Treasury bond market
for years, sees no need to set capxtal ratlos
,for them. ..:
Inmally, each IDB had capltal of around
£3m 4m, making a total of between £18m

JUE B TR T

~.and £24m for the lot. Under the 200 times
‘rule, that would mean that all six could

_between them handle turnover of about

THE ECONOMIST OCTOBER 18 1986 -
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foreign-exchange swapping,

£4.5 billion a day, if it was evenly distrib-
uted between the firms. Average daily
turnover in the pre-Big Bang gilts market
is only £1 billion-1.5 billion. Most IDBs
expect about 50% of the new market’s
turnover to go through them.

Rough estimates put the volume of
business going through IDBs during the
rehearsal on September 27th at £6 billion
in only two hours. The dealing was so
heavy that some IDBs’ computer systems
failed. And it was not evenly distributed
between them. Still, the first dummy run
was only a blurred guide to the future.
The Bank pummelled the market with a
barrage of “events” (eg, money supply
announcements and so on) unlikely to
coincide on a normal dealing day. The

gilts futures markets, where market-mak- -
ers could normally hedge their positions .

Chinese financial reforms

(BApANK
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instead of dealing, were not open.

The Bank says it will check each 1DB
daily once proper trading starts. If an 1DB
does run into capital-adequacy problems,
most should be able to get help from their
parent  companies without much -
difficulty.

Capital ‘will not be the only problem,
however. Most in the City of London
reckon there is room for only three or
four IDBs in the London market. It is not
shortage of business that matters, but
shortage of space. Inter-dealer brokers’
prices are quoted on screens, and it is too -
much to expect busy traders to stare at six
screens. As some IDBs prove they are
more efficient than others, business is
likely to flock their way. The others could
die quickly, becoming Big Bang’s first
victims.

On your Marx

China is dabbling with financial markets and competition between

.~ banks, in reforms ranging from “socialist” joint-stock companies to

trading in shares, bonds and foreign exchange. Our correspondent
visited Shanghai to try to make sense of this babble of experiments.
One thing was plain: Chinese shares are not quite like anybody else’s

~ In late August, China’s most authorita-

tive newspaper, the People’s Daily, as-
tonished readers used to 37 years of
central planning by saying that stock-
issuing companies are ‘“‘precisely” the
form of common ownership that Karl
Marx envisaged. In September, it added
that eventually all medium. and large
enterprises in China—even railways, util-
ities, banks and telecommunications—
should issue shares and answer to a board
of directors. The paper suggested the

" government should own no more than
- 51% of a company’s total share issue.
. Such statements are part of a debate
. being encouraged by Mr Deng Xiaoping
.and other Chinese leaders on how best to
" see that more domestic cash and foreign-

exchange flow to efficient managers than

at present. The main experiments are to .

allow businesses to borrow by selling

- bonds to the public and to raise capital by

issuing shares. Out of these experiments
are emerging fledgling exchanges trading
shares” and bonds. The banks are also
being prodded to be innovative. The
government has permitted them to trade
money through an interbank market and
and has
pushed them to compete with each other
for deposits and loan business. .. -
The enthusiasm of middle-ranking
bankers and urban entrepreneurs for the

-experiments is unmistakable. Only five

cities—Shenyang, Chongqing, Wuhan,
Canton and Changzhou—were chosen

formally earlier this year for experiments
in fund raising and money trading. But
bankers in Shanghai, China’s financial
hub' before the Communist revolution,
and other cities are muscling in and
experimenting on their own. -

The re-opening of the Shanghai stock
exchange, closed since 1949, is the most
internationally visible, if partly symbolic,
example of the new liberalisation. Hun-
dreds of people jammed a small banking
counter (not the site of the pre-1949
exchange) on September 26th when trad-
ing began in the first two listed Chinese

“socidlist joint-stock’ companies. A tiny
board on the wall listed the two compa-
nies’ shares.

This reform is not as clear as it seems,
for in China bonds and shares are hard to
tell apart. Businesses in a few cities have
been able to issue bonds for about two
years, and what China calls shares for
about a year, though securities have-not :
been traded publicly. In Shanghal, more
than 1,400 companies have offered stocks
or bonds; most are sold through company
employee schemes or to co-owners and
customers of small factories.

- Most issues so far, whether called

_' shares or bonds, are more like what
-westerners call bonds. They are issued for-. -
‘a fixed term and earn a fixed interest

rate—plus for shares a dividend, too.
Except for Shanghai’s two pilot listings,

- trading is limited to a fixed price and

conducted through a branch of a state 89
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bank. Interest paid on some issues equals
the 7.2% offered on bank deposits. Divi-

dends are subject to ceilings that vary -

from city to city.

For example, the larger of Shanghai’s
two listed companies, the Shanghai Yanz-
hong Business Company, had sold
“shares” for a year before its listing. With
a product range extending from under-
wear to photocopiers, it has 18,000 share-

- holders, with shares worth a total of 5Sm

yuan ($1.4m). During the first three
weeks of trading, Shanghai Yanzhong’s
share price rose from 50 yuan to 54.70
yuan. Issues often feature a lottery as part
of the sales pitch. Shanghai Yanzhong’s
boss, Mr Zhou Xinrong, has set aside
40,000 yuan just for lottery prizes with his
shares. ’

Mr Zhou is both chairman and general
manager, responsible to a board of 32
directors. He proudly shows visitors a
videotape of national news coverage of
the company’s first day of trading, and of
its first shareholders’ meeting. The ques-
tion of how much say in management to

give shareholders is still being debated.

But apparently some ‘“‘shareholders” are
already more equal that others. Only 300
of the Shanghai Yanzhong’s 18,000 so-
called shareholders were invited to elect
the board of directors. Mr Zhou says the
300 were those who had large holdings, or
were technical advisers to the company,
or (even in China’s classless society),
were ‘“social notables”. - .
Mr Wang Yuchun, manager of the
Shanghai office of China’s Industrial and
Commercial Bank, the new exchange’s
sponsor, jokes that the exchange is only a
mengya, or beansprout market. A ques-
tion about underwriting drew a shrug.

“There are no brokers, nor an easy way to

match buyers and sellers.

Anybody wanting to sell his shares can
go to the exchange’s banking counter,
which quotes the price and acts as a

" jobber. Many buyers and sellers just find

each other. It is too early to say whether
this rough-and-ready secondary market
really works. Though formal listing re-
quirements are minimal, four of six appli-
cant companies “are not suitable™.

The total return on Shanghai Yanz-
hong’s shares will probably be 15% in the
coming year. Mr Wang explains the inter-
est rate on shares by saying that China’s
erratic structure of prices and subsidies,
itself undergoing reform, means investors
cannot judge the performance of a com-
pany on its profits alone. Therefore, until
China’s economic reforms are more ad-
vanced, investors in shares as well as in
bonds will be guaranteed at least the
equivalent of bank interest.

The city of Shenyang, which in August
opened China’s first bond market since
1949, has so far issued some 200m yuan
worth of bonds. Chongqing is preparing
to open a stock exchange soon. In Can-
ton, at least 600 companies have raised a

total of 120m yuan through various issues,

and an exchange is planned, too.

. Shanghai has moved ahead in recognis-
ing the need for two big changes in
banking: lateral links between bank
branches rather than, as now, passing all
orders through head office; and ways to

- ease shortages of foreign currency.

In mid-September, the city launched a
short-term, interbank market for money.
This is to let bank branches trade cash,
matching surpluses at one with shortages
at others. According to the New China

News Agency, the five official pilot cities
had by then already begun smaller experi-
mental markets, involving banks in some
20 cities, with 14 billion-yuan-worth of
trading so far this year. On Shanghai’s

‘first day of trading, 137m yuan changed

hands. Since then, trading has averaged
about 100m yuan a week, involving about
20 bank branches in the Shanghai area,
and the system is open by request to
banks anywhere else.

The Industrial and Commercial Bank’s
Shanghai headquarters has authorised its
branch managers to develop cross-district
relations. And Shanghai is the home of
China’s first priyate bank. It is the Shang-

- hai Aijian Banking, Trust and Investment

Company, a finance company set up to
support one industrial firm but now per-
mitted to trade in interbank and deposit
markets.

The authorities are encouraging cus-
tomers to shop around for the best service
from banks, even though bank deposit
rates are fixed and uniform. This is a
boon to the four foreign banks allowed
full branches in Shanghai for the past
year, whose business is beginning to take
off, albeit from a small base, Their attrac-
tion to Chinese managers is speed of
execution. Factory managers are said to
have travelled more than a day by train to

open business with a foreign bank be--

cause of its faster service.

Foreign exchange blockages are worri-
some because they deter foreign invest-
ment. The Shanghai foreign-exchange
bureau, run by the People’s Bank, is
building a pool of surplus funds to try to

develop a basic market ‘‘swapping” for-
eign exchange. So far that just means -

linking companies needing foreign ex-
change with other ventures, such as ho-
tels, that have surpluses. There is talk of
forward contracts as well. Only a few
deals have been-done, but, significantly in
a country where the domestic currency is

not convertible, the exchange rates for

these “swaps’ are negotiable.

_ The assistant director of the bureau,
Mr Zhu Xiaohua, says that for the mo-
ment swaps are available only in Shang-
hai, although Shenzhen, the special eco-
nomic zone on _the

exchange centre for some time. On Octo-
ber 13th, Canton authorities announced

" - plans to open a foreign-exchange trading

centre for the use of foreign joint ven-
tures later this month.

Meanwhile, the Shanghai bureau has
prepared a submission to the State Coun-
cil in Peking outlining a national foreign
exchange swap programme. It is typical of
the gung-ho mood in the city that Mr Zhu
says that should the State Council prove
snooty, Shanghai will continue develop-
ing the idea anyway.
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Office Memorandum

TO: Mr. Saito October 22, 1986

FROM: Peter J. Quirk @%LH

SUBJECT: China—-Foreign Exchange Swaps by Foreign Direct Investment
Enterprises ‘

The following is in response to your request for clarification
of some aspects of the reported scheme for swapping foreign exchange
between foreign direct investment enterprises in order to facilitate
more efficient use of exchange for import requirements.

On the basis of available information it is not entirely clear
whether the swaps will be permitted between the enterprise themselves,
or with the intermediation of the banks. There is also the question as
to whether the exchange rate at which the swaps take place is negotiable
between the enterprises, or is set at the prevailing official rate or
another rate by the authorities. It is reported in the press that the
rates will be negotiated.

I have discussed the jurisdictional implications with
Mr. Francotte. The view of the Legal Department is that, if the
exchange rate struck for these transactions differs from the official
exchange rate, then governmental action would be involved. This would
result from actions necessary to preclude transactors other than the
foreign direct enterprises from the arbitrage opportunities that the
different exchange rate would create. For this reason, the swaps could
give rise to a multiple currency practice, if the 2 percent threshold is
exceeded.

Broadly speaking, the scheme appears, from available
information, to introduce an element of market-related flexibility,
although with the added complexity associated with dual exchange rate
mechanisms. :

cc: Mr. Finch )
Mr. Brau v//
Mr. Francotte
Ms. Kelly (o/r)
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Office Memorandum

" TO: 1~! Mr. Saito S .,  S ,Octobé: 3, 1986

FROM: . Eduard Brau ﬁif

' . SUBJECT: China: Staff Report

This is a well written report on which I have one comment of
substance, one on an omission, and smaller presentational points.

. » "I am a little unhappy with the section on external financing:
on pages 28-30 because (i) no text table is provided giving, in easily

. .readable form, an overview of the improvement in the debt structure that
‘will be achieved as a result of the adjustment steps; (ii) no reference
is made to the policy on gross reserves, nor to the fact that continued
relatively high borrowing from commercial sources in 1987 is partly for
‘the purpose of increasing gross reserves (a reference to this point
should be made in the staff appraisal as well); and (iii) no reéference
is made to the fact, as I understood the September mission to have
found, that a functioning debt control and approval procedure is in
place, although clearly in need of considerable improvement. The
present description is silent on this key point and, instead, talks on
page 30 about "projected” flows instead of flows controlled at that
level. : : .

- As to an oversight, I would urge inclusion in the staff
appraisal of a sentence that indicates the staff's appreciation for the,
Chinese invitation for a small staff team to visit China in early 1987
in order to inform itself on the 1987 budget and the price reform, on
which a report would be made for Executive Directors' information.

The presentational points include the.following:

1. The title of Section V of the paper seems too grandiose.

2. Pages 14/15: Mention the past growth of e)éport and import
‘volume as a background to the medium—term projections. Contrary to the
footnote on page 14, Table 10 does not list the assumptlons regarding

the external environment.

. 3. Page 20: Clarify the statement that before the recent
reforms the main source of fiscal revenue was profit remittances.

4. >Page 22: Include some of the details on the envisaged
improvements in the tax system in 1987 that are discussed in paragraph 8
. of the policy memorandum. ‘

5. Page 30: Replace paragraph 4 (iii) with: "Cumulative
limits from October 1, 1986, and through end-1987, on the contracting or
guaranteeing of nonconcessional external debt with a maturity of over



£

'l year and up to 15 years, with a sublimit for debt with less than.

5 years' maturity.”

6. Page 36: The minor multiple currency practice is not

" recommended for approval because it apparently is not temporary and

could easily be replaced by an alternative measure. The absence of
balance of - payments need is 1mmater1al.

7. Appendix Table 3: Heading covers 1982-87 but data cover

only 1982-86. "

8. Appendix Table 6: Include as memorandum items the overall
fiscal position according to the natlonal def1n1t10n (both in levels and
as percent of GDP).

ce:  Ms. Relly
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Mr. Brau:
China——Draft gtaff Report '
for Consultation and SBA
Request
Attached are comments on
the draft staff report for China
which was reviewed DY Mr. Neuhaus -
cc: Ms. pillon
. Mr. Johnson
Ms. Kelly
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Christian grachet
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October 3, 1986

China-—-Comments on Draft Staff Report for
' " "Consultation and SBA Requést =~

I. Overview

The program seems to be broadly appropriate for a first credit
tranche purchase, even though the authorities' intentions in the fiscal
and trade areas are somewhat vague, as discussed below. Beyond these
issues, our comments are mainly of a presentational nature.

1. Figscal policy

The use of the national definition of the budget in the
authorities' policy memorandum and of the GFS definition in the staff
report is somewhat confusing. lj In our assessment of the policy
memorandum a few days ago, and in the absence of tables, the
authorities' objective of "achieving at least the targeted budgetary
balance for 1986 . . . (or evem) to realize a small surplus”

(paragraph 7) seemed quite reasonable. The staff report, following the
GFS definition, puts the matter into a different perspective, i.e., the
financial program was framed on the assumption of a small deéficit of

Y 3.5 billion (0.4 percent of GDP) but the authorities have merely
committed themselves to limiting the deficit to Y 7 billion (page 21).
This ambiguity carries over into 1987, for which year the authorities'
undertakings in the policy memorandum are equally vague. The staff
report notes that the authorities are contemplating "a further reduction
in the fiscal deficit” but it is not clear whether their 1986 base would
be the budgeted deficit of Y 7 billion or the program's target of

Y 3.5 billion; we note on Appendix Table 6 an indicative deficit of

Y 3.1 billion for 1987 but it is not clear how firmly the authorities
intend to aim for such a lower figure. Incidentally, the indicative
quantitative benchmarks under the program do not include any subceilings
on banking system (or PBC) credit to the Government; as the Treasury's
net creditor position with the banking system is expected to improve
during the program period, a floor on that creditor position might have
been in order.

2. Trade and eéxchange system policies

On trade policies, the reforms in the recent past and the near
future seem to focus on reducing administrative controls over foreign
trade activities (i.e., letting enterprises transact directly with
foreign customers and, to an extent, with foreign suppliers), and to
broaden the scope of transactions that use the official exchange rate
(rather than an accounting internal settlement rate). These are
certainly welcome steps, but they still beg the question of the

1/ See page 21, footnote 1 of the staff report for the differences
between the national and GFS definitions of the deficit.
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predominant use of quantitative restrictions (instead of tariffs) on the
The report (and the policy memorandum) are silent on any

import side-.

scope for a shift towards a tariff-(rather than QR) based commercial
policy, and it would at least be useful to indicate whether the coming
World Bank study of China's external trade and capital (page 32) is

planning to address this issue.

As regards the bilateral payments agreements, the authorities'
intention to abolish the remaining arrangements has no operational
The

content, because it is not explicitly linked to the program period.
intention to eliminate these

Fund's satisfaction with the authorities'
arrangements (pages 36 and 38) simply restates similar language used in

the previous consultation, when an equally vague promise was made by the

authorities.

3. Presentation

Pages 14-15: Mention the past growth of export and import volume
(e.g., during 1980-85) as a background to the medium—term projections.

Page 20: Clarify the statement that before the recent reforms the
main source of fiscal revenue was profit remittances.

Page 22: 1Include some of the details on the envisaged improvements
in the tax system in 1987 that are discussed in paragraph 8 of the

policy memorandum.

Appendix Table 3: Heading covers 1982-87 but data cover only

1982-86.

Appendix Table 6: Include as memorandum items the overall fiscal
position according to the national definition (both in levels and as

percent of GDP).
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TO: The Deputy Managing Director
(Via Director of Administration) ’ 6"

FROM: P. R. Narvekarq?Q)Q

China--World Bank Mission on the Study of External

SUBJECT:
Trade Policy

The World Bank is sending a mission to conduct a study on
China's external trade policy during October 6-25, 1986. We believe
that the work in this area will be of crucial importance to us and that
our participation would be of benefit not only to the Bank mission but
also to our own work. Accordingly, it 1s proposed that Ms. Margaret
Kelly (ETR) participate in the mission during the second part of its
stay in China, October 12-25, 1986.
Mr. Huang has informally agreed to Ms. Kelly's participation

in the Bank mission.
Mr. Beveridge concurs on behalf of ETR.
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INTERNATIONAL MONETARY FUND

September 29, 1986

Mr. Brown:

I hate to ask this in these
days, but would you kindly get this
cleared as soon as possible so that

I can give the good word to the
Chinese.
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P. R. Narvekar
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Office Memovrandum

THE MARAGIE@GIRECTOR The Managing Director

FROM:

SUBJECT:

supported by a first credit tranche arrangement.

The Deputy Managing Director -

P. R. Narvekar?ﬁb*

CONFIDENTIAL

September 29, 1986

China--Exchange Rate Policy and Use of Fund Resources

Since your meeting with the Chinese delegation on Septem—

ber 24, the staff has had lengthy discussions with Chinese officials for
the purpose of obtaining from them assurances on exchange rate policy
which would be an adequate component of the overall policies to be

The Chinese remained

adamant throughout that they could not give a specific assurance as to

<i> ~the timing and extent of the next exchange rate change.

However, they

have given assurances on the flexibili;z_with which they would _pursue

satlsfactory.

These are 1ncorporated in the attached (i) revised ver-

sion of the relevant paragraph of the letter of intent, and (ii) memo-
randum to files signed by me but carefully reviewed by Deputy Governor

Liu,

program for your approval.
(:) meeting on November 7.

With Mr, Brau's concurrence, I now recommend the Chinese

For your approval.

: Attachments
cce: Mr. Brau
Mr., Brown

We could work toward an Executive Board



Paragraph on exchange rate policy from the draft Memorandum on the
Economic Policies of China.

External policies

15. In tﬁe years to come, China will need to achieve export
growth at a substantially faster rate than the growth in imports to
reduce the external payments deficit. Since the reforms, the greater
financial accountability of foreign trade corporations and the larger
share of trade carried out through other channels hggg_gégg_zhg_ggggggge

et e

rate an important macroeconomic instrument affecting export

performance. To enhance our capacity to earn foreign exchange through

R
export, effective July 5, 1986, the value of the renminbi was changed to

Y 3.7 pef U.S. dollar, representing a devaluation of 13.5 percent in

B

U.S. dollar terms. With this adjustment, the depreciation of the

renminbi against all our major trading partners during the last 18
TN — e
‘months amounts to abouqf40 percent in real effective terms; against our
—— A L
B N U R

competitors in Asia, the depreciation is estimated to have been about

e e

half that amount. We intend to maintain a flexible exchange rate policy

e ——

e
in order to increase export volumes and strengthen the balance of
paymentse. We will make further exchange rate adjustments as warranted

well as export performance, developments in the net foreign assets of

— e ———————

the banking system and movements in the exchange rates and prices of our

major trading partners and competitors.
——,——"—"-——‘——\_’




INTERNATIONAL MONETARY FUND
WASHINGTON, D.C. 20431

INTERFUND

CONFIDENTTIAL

September 29, 1986

MEMORANDUM FOR FILES

Subject: Meeting with Chinese Delegation

~ On September 25, 1986, Messrs. Narvekar, Neiss, and Saito met
with PBC Deputy Governor Mr. Liu Hongru, Mr. Zhang Zhixiang, and
Ms. Yang Jingping. The meeting discussed China's exchange rate policy
against the background of the indication given by the Managing Director
in his September 24 meeting with the delegation that, before China's
request for a stand-by arrangement could be presented to the Executive
Board, there would need to be a clear understanding that the exchange
rate for the renminbi would be adjusted during the coming months to the
level mentioned by Mr. Narvekar; earlier in the meeting, Mr. Narvekar
presented the staff's view that a further exchange rate adjustment to at
least Y 4 per USS1 was required to ensure successful achievement of the
authorities' export and balance of payments objectives, and that any
such adjustment would have to be closely coordinated with price reforms.

Deputy Governor Liu agreed in principle with the need for further
adjustment and indicated that exchamge rate polity would -continue to be
imp}emeneed_flexably_f“ﬂé”ilso pointed to the important links between
the exchange rate and price reform, and stressed the need for careful
coordination of these policies. Against this background, he noted the
difficulty and time required to establish internal consensus on further
exchange rate action in the period immediately ‘ahead. In these circam—
stances, it was difficult to be specific about the timing and magnitude
of further adjustment. However, the authorities would review the impli-
cations of price reforms to be introduced in early 1987 with a v1eqw£9
1mplementing shortly ‘thereafter any further exchange. rate~§33ustment
that may be~ necessary to ensure_ proper coordination of ,policies and
achiévement of their export and balance of payments objectives. In this

context, the authorities would discuss exchange rate and related
policies with the Fund staff as appropriate.

7? ZZ,hJaVVUEKAUL

P. R. Narvekar

cc: Deputy Governor Liu

CABLE ADDRESS
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SUBJECT :
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Office Memorandum 72 oo . ..
/izw C})Lmu&»”@
Mr. Van Houtven ‘ pare: July 7, 1986

% e .

Jiang Hai

China - Exc¢hange Rate of Renmimbi Against U.S. Dollar

I have received the following communication from my authorities:

"The exchange rate of RMB against U.S. dollars was adjusted

July 5. The new rate is 370.36 Yuan RMB to 100 U.S. dollars, de-
preciation of 15.8 percent."

Will you please inform the Board.
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I. Introduction and Summary

1. Backgfouhd
- The process of gconomic #nd social reform initiated in 1979 has‘
entailed major‘changes-for Chiﬁa's finanéial éystem; changes which
already are substantial and which are bound to cbntinue for many years
- to come. One of the most important éhanges has beén the decision to
transform the People's Bank of China (PBC) into an gﬁtonomous central
bank, responsible for the conduct of monetary policy. 4This transforma~- -
tion in turn entailed the need to review the pre—existing framework for
planning financial flowsiin the economy, aﬁd to create instruments -
whefeby the PBC could carry out its task.

Prior to the reforms initiated in 1979, Chin;'s banking institu-
tions had, at vérious‘times since the establishment of thé People's
Repﬁblic, been fused into a mdnobank; or divided into specialized banks,
each of which was reqponsible fb: extending credit to a particular sec—
tor of the economy. In either c§se, the bankiﬁg system was assigned
the role of extending credit :9 enterprises to fulfill output targets. 1/

As of the start of 1979, aii the speclialized banks except the Bank of
China (BOC), responsible for foreign exchange operations, were a part of
the PBC. 1In line witP the objective of moving to an institutional sys-
tem which would foster efficiency and rely primarily on indirec£ insﬁru—
ments of macroeconomic control, the banking system was Qubstantially
restructured during 1979-83. The Agricultural‘Baﬁk'of China (ABC) was

revived as a separate institution in charge of banking operations in

1/ For further details see Luc de Wulf and David Goldsbrough, "The
Evolving Role of Monetary Policy in China,” IMF Departmeuntal Memoranda,
DM/86/2, January 3, 1986.
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the rural areas; the BOC was gfaﬁted greater operational'flekibility§
and the People's Construction Bank of Chinav(PCBC), previously a coﬁduit
-for the éhannéling of budgetary funds to state—owned enterprises,.was‘
empowered to receive deposits aﬁd extend cfedit from its own reSourcés.

The éulmination of-thia restructuriné process was the vesting_of
the reﬁaining commercial banking functions of the PBC in a néw institu-
‘tion, the Industrial and Commercial Bank of China (ICBC). As‘from
January 1984, the ICBC became responsible for commercial banking func—
tions in the urban areas, and the PBC became responsible for the full
range of central banking functions, including intef alia those of for-
mulating monetary.policy,_controllingltﬁe financial markets and super-
vising all finanéial institutiﬁns. 1/

In the two and.a ﬂalf years since its ttansformatioq into China's
central bank, the PBC has made substantial progress in refininé its
financial prégramming syétem and developing the instruments required for
the exércise of monetary policy. The second semester of 1984 was a
watershed in this respect. The much more rapid than projectedvrate of
economic growth gnd the deep struétural changes which had takén place
in the economy combined to place heavy pressureé for credit expansion
on the PBC. This expansion in turn contributed to pressure oﬁ prices
and on the balance of paymenﬁs. In response, in early 1985 the author—-
ities moved to re;ffirm the PBC's responsibility for monet#ry policy

and to strengthen its authority over the financial system. The PBC

1/ The State Council's Decision: The People's Bank of China to
Concentrate on its Functions as the Central Bank, December 1983,




itself tightened credit--in the first instance thfough direct meéna-—'
and bégan to review its system-of credit control and its monetaryrpolicy
instruments.

Substantial progress also was made in the areas of accounting and
statistical reporting. in pa;ticular, the separation of thevaccounts of
the PBC from those of specilalized Banks, and the gliminﬁtion of thé com-
mon settiement»account.were major steps in these areas. Although further:
refinements will be necessary, the present stétistical base prévides'a
good st;rtiﬁg point for more sophisticated programming techniques, which
will be discussed later in this reéoft.

The Fbjective‘qf this s;udj is to é?aluate the hdequacy of.Chiné's
monetary pbiicf instrumgnts and of the procedures the PBC ngs to program
its operations and thdse}of»thé financial system as a whole. A basic pre-
mise is the autonomy of the central bank and its uniﬁue responsibilityvfor
tﬁe formulation aﬁd execution of monmetary policy. While in any country,
key deéisions regarding economic and social objectives muét be taken in
the §olitical arena-aﬁd goals regarding key macroeconomic variables such.
as the rate of inflatiom, thé balance of payﬁencs and the rate of real
economic growth must be arrived at through interaction between statesmen
and technicians—--the formulation of monetary policy.and its targets is a
technical matter falling within the competence of the central bank. The
centra; bank also must design and operate the instruments byr§h1ch mone-
tary pdlicy is carried out.

A gecond premise of this report is that, in the interest of economic
efficiency, monetary policy should target iacroéconomic objectives, work

to the extent possible through market mechanisms and avoid allocating
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resources direc;ly by means of administrative>contfols. Tﬁis use of'éo-
called "macroeconomic levers™ does not mean tqtal'aﬁandopment of the idea
of directing financial resources to highfpfiority activities through
selective érédiﬁ mechanisms. It does mean, however, fﬁét in the longer
run resource allocatibn WOuid be effected mainlf.through the price mecha-
nism and that selective credi; would be wellAdefined, limited in scope
and with its costs specifically idehtified{

2. Summary of analysis and recommendations

The presegt framework for monetary policy formulation and several Af
the PBC's key monetary instruments_haveito a large extent been iﬁhe;ited
from_pas;‘deéades when credit was fully prpgrammed to support output

.goals; enterprises did not contrél their'own funds, and ﬁhe growth of
currency was viewed as the principal determinant of magfoéconoﬁic b#lance.
Since the.tr#nsﬁdrmation of the'PBC into a central bank, much has been
done to adapt the existiﬁg prograﬁming framework to the new conditions
creatgd by the economic reform and to carry out monetary policy through
indirect, rather than direct, cbntrols. In this prqcéss, pre-existihg
instruments of poiicy have been modified and a new one, the legal reserve
requirement, has been created. The following paragraphs summarize the
miséion's anal?sis of the pfogramming framework and monetary instruments
as they operate &t.present and its recommen&ations concerning improvements
which would adapt Both the framework and instrumeﬂts to current economic
circumstances and to the authorities' p&licy goals. The mission acknow-
.ledges the fact that probably not all the recommendations could be adopted
immediately. Therefore, insofar as possiblé, examples of time sequences
that are technically appropriate are'provided in different parts of this

report.



a. The framework for monetary policy

A well—functioning framework for monetary policy 1a”one that provi&es
continuous support for the formulation and 1mplementatioﬁ qf monetary
policy. To perform this fole, this framework should: (1) facilitate the |
eétablishment of policies which are consistent with the authorities'
macroéconomic objectives for output, prices, and the balance of payments;
(2) provide iﬁformation which permits, if appropriate, a flexible and
timely resp&ﬁse by the authorities 1if policies move off track or if cir-
cumstances change unexpectedly; and (3) give clear opefational guidelines
to the authorities in their depldymeﬁt of the va;ious monetary policy
instruments. The present Chinese policy-making framework has'many of the
above-mentioned eiements,.but there is ﬁeed for imprpvement in several
areas. |

The present financiai program—the Credit Plan—-ié developed "from
the bottom to the top” and then executed "from the top to Ehe bottom.”
This approach introduces an expansionary bias 1nto'the»program aﬁd, more
important still, means that the prpgfam is not firmly grbundéd in the
aqthorities' ﬁacroeconomic targefs. Also, under the present system, the
growth in currency in circulation is the residual between bank credit
expansion and deéosit growth. No direct relation is made between currency
growth and that of the other components of broad money. This approach .
probably was adequate at a time when households and enterprises were not
free to substitute deposits for cash and when enterprise deposité could
only be used for trﬁnsﬁctions under the Plan; neither of these conditions

obtain any longer.



It is éuggested that the programming pfocess begin with a projectiqn
of broad momey growth that is consistént with the authorities' price and
output goals (and with a reasonable assumptioﬁ concerning velocity).

The disposition of banking system ioanable fundsi(i.e.; broad money)
between net domestic assets and international réserves would be decided
upon in Q éecond stﬁgé, to iﬁcorporate into the program the authorities’
balance of_payments target. The expansion in the banking system's net
domestic lending wéul& be determined as the difference betﬁeen broad
money growth and the targeted changé iﬁ net international reserves.

From this projection of banking sysfem operations the PBq would
proceed to derive a projection of i;; own operations, which would becomé
the operational basis for day-to—day decisions regﬁrdipg'monetary pplicy,

A major issue which the authorities of any céntral bank must face
'is the selection of the approﬁriatg intermediate and operational targets
for monetary policy. Intermediate targets are those whose movement is
closely linked to macroeconomic policy goals; operational targets afe
those which.are directly under the control of the authorities and which,
if met, will lead to the acﬁievement of the intermediate targets; The
.two most éommon aggregates that serve as intermediate targets are mbney
(for a closed economy or an open economy with a flexib;e|exchange rate)
~and domestic credit (for an open economy with a fixed exchange rate).
In the Chinese case, there are Qtrong arguments for targeting both of
them, as the economy is in #n intermediate position between being closéd
aﬁd open.

A further issue in the selection of intermediate targets is the

‘definition of money. Historiéally, Chinese monetary policy focused on



a narrow aggregate-—currency-—although in recent.yea;s greater attention
has been paid to various-categories of deposits as sources of purchasing
power. -In the present circumstances of rapid financialvinnOQation and
structural change, broad money clearly 1is fp be preferre& to cash br
narrow ﬁoney as thefe are iikely to be substantial shifts between broad
doﬁey components. The choice of broad money also has the advantage that
this aggregate encompasses ché total resources of the banking system and
thus corresponds well to an all-inclusive financial programming exercise.

The operationai target or targets of policy.shoula be aggregates
contained in the balance sheet_of the central baqk itself, as these are
undér the direct control of the central bank and also can be &onitored
on a continuing basisvwith minimal time lag. Some variant of net central
bank credit wouid seem to be the most appropriate operational target
and--giveﬁ:the high level of excess regerves which the spgcialized banks
hold on deposit with the PBC--a "ﬁet net” definition of credit--that
is, net domestic credit minus bank reserve deposits, would seem to be
»tﬁe best operational targeﬁ in the ﬁresent circumstances. -

The operational target or ﬁargéts could be monitored at a biweekly
or monthly meeting at which seﬁior staff of the PBC would review monetary
developments and addréss the need for any possible médification in policy
stance and/or adjustment in the instruments of policy. As the basis for
.this evaluation, the financial program--both for the banking system and
the PBC itself-—should be éubdivided into monthlf subprograms againét
which developments can be asséssed. These subprogrﬁma shoﬁld.be adjusted
for seﬁaon&l Vﬁriations in the aggregates. The incluaion-of seasonality

in the monthly subprograms will allow the authorities to make provision
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for seasdnal Qariations and thereby remove onme of.the ﬁajor factors whichx‘
has caused the financial program to be exceeded in the'past. This does
not however mean that past seasonalnpatterﬁs should be followed mechan-
ically in drawing up the monthly subprograms. |

The figéncial program on the basis of which policy is formulated
should>in¢1ude all credit operations, regardless of their maturities.
It also should cover foreign currency4dénominated operations of the
banks which; like local currency-denomipated opefations, affect aggre-
gate demand. Finally, all financial institutions should be covered in

the financial programming'exercise.- This however does not mean that

- inclusion in the program constitutes an eantitlement to receive credit

‘from the PBC.

b. Instruments of monétary policy .

The transfofmation of the Chinese financial sjsfem entails important
consequences for thé instruments of ﬁonetary policy. Before the PBC's
conversion into a central bani, the People's Republic of China relied
primarily on direct instruments of-cqnttél. The PBC now has.begun shift-
ing to indireet methods of monetary control, which are those relied on

by most industrial countries and by an increasing number'of developing

'countries as well. At present writing, the PBC has four major instru-

ments to achieve its monetary and credit cﬁrgets:'PBC credit, reserve
requirements, cbntrols on interest rates and cre&it ceilings. Some
improvemeﬁts in the technic#l chérécteristics of these instruments are
suggestéd, as well as in their coprdiﬁation.

(1) PBC credit to specialized banks

In any country, the foremost consideration guiding central

bank credit to banks is‘that the central bank retain tight control over
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its total credit operations at any point in time. Furthermore, this
control should be exercised at the same level of authority as that which
defines the monetary targets and executesvcredit policy; otherwise, the
achievement of the monetary targets will be jeopardized. Decisipns
regarding central bank credit should take into account all types of
credit given by the monetary authority, and they should be made in the
context of the overall financial program.

PBC credit to specialized banks unquestionably is China's moast impor-
tant instrument for monetary and credit policy and is likeiy to remain so
for the foreseeable future. The PBC at present has two credit facilities
fbr banks, credit under the Nafionai Credit Plan and tempor;;y credit.
These PBC credit facilities pose several problems. The majJor ones are
lack of accurate control by the PBC head office over the amount of out-
standing credit at a given point in time and-the attractiveness of PBC
credit as a source for funds for specialized banks due to its relatively
low intergst rate and the fact that this credit does not have to be repaid.

These problems compromise the usefulness of PBC credit as a monetary
instrument. To resolve them, the first recommendation 1is that all PBC
credit, regardless of its maturity, be included in the financial program.
This will allow the PBC to decide how much credit to grant during each
programming period, in line with the intermediate targets for broad momney
and net domestic credit. PBC credit, like other elements of the financial
program, should be broken downvinto subperiods and seasonally adjusted.
The decision as to whether to grant credit up to the maximum allowed by
the financial'program during any particular period would be taken on a

monthly or biweekly basis after a review of monetary conditionms.
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Control over the aggregate amount of PBC credit should be firmly
in the hands of the PBC head office, since it 18 the head office which
is responsible for the attainment of the monetary and éredit targets.
This does not preclude some oberational decentralization, which may be
required given China's size and communications difficulties.

All new credit should bear a maturity. This has two purposes. One
is to éliminate the expansionary bias discussed above, by giving PBC the
possibility of reallocating and absorbing crgdit rather than just adding
to the outstanding stock. The other 18 to reduce the attractiveness of
PBC credit versus deposit mobilization for the specialized banks. Finally,
overdue PBC credits ahouid be penaliied geverely in order to ;ncourage
prompt repayment.

It is recommended tha£ the different types of PBC credit be more
clearly differentiated from one another. Specifically, the present two-
tier system of PBC credit would be replaced by a three-tier system which
would consist of the following components:

(a) Directed credit facility. Directed credit would be simi-

lar in some respects to the present Plan credit. The PBC would assign
credit to each bank according to economic conditions and Plan priorities.
The annual amount of directed credit would be broken down into seasonally
adjusted monthly amounts, apd would be reviewed periodically in the con-
text of the financial program. Over time, it is anticipated that the
directed credit facility would become a selective credit facility, re-
served for those sectors and activities to which the authorities wish to

guarantee special and limited credit support outside the market.
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(b) Nondirected credit facility. Nondirected credit would

serve as a way of gradually introducing market determination in the allo-
cation of PBC credit. The PBC head office would determine each month how
much nondirected credit was to be offered on the market on the basis of
its monthly financial program; bank head offices them would be invited to:
bid for this credit by indicating the amounts demanded by the bank ;nd
the interest rates they would be prepared to pay. Funds would be granted
to the highest bidders. ‘Initially, the nondirected credit facility would
operate on an experimental basis with a limit of 10 percent, for instance,
on the proportion of new PBC credit to bq granted through this‘facility.
Over time, as banking becomes more ébmpetitive, the relative importance'
of this facility could increase and that of the difectgd credit facility
decline. The nondirected credit facility also can be used to promote the
use of commercial bills by incorporating within it a rediscount facility
at a more f;vorable rate.

(c) Temporary credit facility. The temporary credit facility

would be transformed into & true lender-of-last-resort facility that
would assist banks facing a temporary liquidity shortage.

This facility would have a short maturityi(e.g., 30 days with a
maximum of one rollover); specialized bank branches could borrow up to a
certain limit of theilr deposits under the temporary credit facility, and
could avall themselves of this facility only a limited number of times
over a two-yeaf period. The interest rate on temporary credit should be
above the highest market interest rate, and it would be increased if the

credit was rolled over.
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(2) Reserve requirements '

Reserve requirements, as indicated above have the potential of
becoming a ﬁajor instrument of monetary policy in China, as they are in
many other countries. - This instrument functioné by affecting the demand
for reserve money and, hence, the banks' ability to extend credit to the
economy .

A major problem for monetary management in China is the present
overhang of excess reserves, which, to a large extent, is a legacy from
the old system. Specialized bank deposits at the PBC are cufrently more
than double the amount needed to fu;fill the legal reserve requirements.
Were banks to reduce these excess re;erves to the level required to ful-
£111 the requirements, blus a margin for needed working balances, the
expansion in credit would be substantial. Moreover, this overhang makes
small variations in the requirement largely ineffective, because banks can
cope with them by adjusting their excess reservés without changing the
amount of their loans. |

Either a voluncéry or a mandatory approach could be considered to
solve the.problem of excess reserves. Given the size of bank excess
reserves and the danger they pose to monetary control, a compulsory
approach probably is required. This could be accomplished in different
ways. However, in the present circumstances the best way would be to
issue PBC bonds. Such bonds, carryingla rate of interest perhaps mar-
ginally above that paid on feserve deposits, coqld be placed with the
specialized banks to "mop up” the excess reserves. Alternatively, banks
could be required to use a part of their excess reserves to repay PBC

loans.
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A few improvements are suggested in the present éystem of reserﬁe.
requirements as they apply to future changés in déposi:s.' The principal
of these would be to move to an aVeragé contemporaneous reserve system
with @'unifprm reporting period for all bfancheﬁ. Under such a systenm,
regerve reéuirements would be set as a percentage of the average daily
| depdsigs over a period, and would Be met by average daily reserve bal-
ances over the same périod. Ultimately, the PBC might wish to analyze
the possibility of'setting reserve requirements at the bﬁnk, father than
the branch level, provided coﬁt;olvand monitoring procedures can be madé
-~adequate for this purpose. |

(3)V Interest rates‘

Two major issueq need to.be discussed when analyzing interest
rates: their levelrand their strucfure.' China easeﬁtially has two sets
of interest rates, those on bank operations with the public and those on
the operations of PBC with the banks. Rates within each set should bear
an appropriaﬁe relationship to one gnother; in addition the,relationship
of rages across the system must be considered.

(a) Bank interest rates. The economic reforﬁ has reduced the

role‘of mandatory planning and éllowed enterpriées to retain a part.of
their profits, making iﬁterest rates potentially more important as eco-
nomic regulators. At the macro level, interesg rafes should servelto
equilibrate aggregate investment and savings, and the supply and the
demand for money. At the micro level, thej.should'serQe to éllocate
investment to the projects having the highest rate of return, and to

mobilize savings from individuals and enterprises.
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Interest rates can only play a mbre substantial role if they are
more flexible. In this'regard, thé aim'éhould be to move gradually to
a system of market-determined rates. However, movement will have to
proceed pari passu‘with proéress in economic reform. In the meantime, -
PBC will have to continue reguiating most interest rates‘on bank opera-
tions with the public. While interest rates remain regulated, it is
important that they be adjusted frequently beforg major imbalances occur——
the adjustments affecting new operations, but not the outstanding stock
of loans. The following paragréphs contain a few basic guidelines for
policy as regards bank interest rates with the'public. .

It is suggested that interest rates on deposits serve as the basis
for the interest rate structure. SAQings and time deposits of individuals>_
and enterprises should receive a positive real remuﬁeration, which means
that they must receive a rate of interest abo#e the expected rate of in-
flation over‘the maturity of the deposit. In addition, the maturity
structure of interest rates should include a.liquidity premium, that {is,
longer maturities should carry a higher interest rate; all else being
equal.

To set bank lending rates, the fBC shouid determine # permissible
spfead over deposit rates. This spread shoﬁld»be set at a level suffi-
cient to cover banks' costs (including tﬁe financial cost of fulf;lliﬁg
the reserve requirement) and allow well run banks to make a profit, while
causing poorly run ones to.inéur é 1o§s.

In line with the above guidelinés there 1s an urgent need to (1) re-

view interest rates on deposits to ensure that they take due account of

current inflation and 1nf1ationary expectations, and (2) unify interest
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rates on deposits of epterprises,»an4 individuals, unless there are
clear cost differentials in operating the two. This review could well
require somé adjustment to interest rates on loans.

(b) 1Interest rates on PBC operationé. " The interest rates on

PBC éredit to banks and on specialized banks' depoaiﬁs wichlthe PBC have
an.important impact on bank behévior; #nd ;herefofe §n monetary and
credit aggregates. A major concern for the PBC should be that its credit
to banks not serve as an attractive substitute for attradting deposits

or for interbank borrowing. This requires that the interest rate on PBC
c;edit exceed the rate ﬁaid on time and éaving deposits, éincg-the latter
have higher opérational costs and are subjéct to reserve requirements; |
This condition does not obtain at present, mﬂkiﬁé it a matter of prioriéy
to increase PBC lending raﬁes to an adequate level.

It is recommended that the interest rate on PBC credit under the_
Plan~-or, in the future, directed credit--be set at a level above the
highest market rate for deposits of comparable maturities. In order to
egstablish the precise margin above the deposit rate, PBC should take into -
account the other co;ts aﬁplicable to deposits and nbt to credit from the
PRBC.

If a nondirected credit facility 1s créated, its rate would be market
determined in auctions, as described earlier in this report. In order to
encourage thg growth of a commercial paper mariét, the PBC could charge a
somewhat lower rate on the ﬁortion:of-nondireétéd credit giQen as a
re&iscounc on commerciﬁl paper.

The rate on temporary credit should be raised substantially in order '

to prevent the use of this credit for the purpose of expanding bank loans.
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Tﬁis rate should be above the highest'rate that banks charge for loans or
offer for deposits. |

The interest rate paid on bank deposits witﬁ the PBC currently is .
very close to the PBC lending rates, giving.banks an incentive to draw .-
down their credit allocations under the Plan before the funds are actually
needed. This rate should be set at a level significantly below the
iowest PBC lending rate. Finally, the rate on reserve shortfalls should
penalize such shdrtfallé very heavily; this is necessary to make the
reserve requitementlsystem-and,the other instruments—work properly,
as otherwise teserfe shortfalls could be used by banks to expand lending.

(4) Credit ceilings

- Credit ceilings-~ceilings: on the total credit extended by each

| bank-—are quite effective in the short run, but are prejudicial to the

development of the financial system in the longer run; hence, they have
been abandoned by the majority of éountrigs. Since credit ceilings limit
lending by each individual bank, rather than aggregate lending only,

they discourage'competitioﬁ among banks to mobilize savings. They thus-
retard the growth of the financial sysﬁem, and over time can lead to the |
development of an "informal” or "parallel“.systém outside the control

of the authorities. Therefdfe, it is recommended thqt credit ceilings

be phased out as an instrument of control in thé shortest possible time,

- although they might be maintained in a transitional period while the

PBC's other instruments are being improved.

(5) New instruments

_Although the preceding discussion has been couched in terms

of reformSYSugges;ed to the existing monetary instruments, it should be
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recognized‘that some of the technical modifications suggested are so
fundamental as to create Virtually a new arsenal of 1nstrﬁments. For
example, PBC credit would now be granted on the basis of a c&mprehensivé
financial program subject to continuous review. ?lan, or directéd.credit
would be seasonalized and would carry a maturity—-asAwell as an interest
rate substantially above the current one., A new nondirected credit
facility would be created and the allocation of this credit woﬁld be
determined by market forces; this facility would include a rediécount
window. Finally, tempérary credit would become a lender-of-last-resort
facility, as originally ;ntended.

In the same way, the reserve requirements would be made effective
by‘steriiizing the outstaﬁding stoék o£ excess reserves, In additiom,
the flexibility and at the same time the effectiveness of reserve re-
quirements would be increased'bf_moving them to an avérage contempora—
neoué basis.

Finally, anomaliés in the interest rate structure would be removed
to pave the way for a more rapid growth of the fihancial-sysCem.and
reduce'fhe specialized banks' excessive dependence on borrowing from
the PBC. The basic link between the rate structure and_macroeconomié
variables would be fortified.

Over time, as experience is gainedeith_the néndirected credit
facility and, within it, the rediscount facility, the.achorities may
wish to consider the creétion of an open ﬁarket instrument based on a
PBC bill. However, there are many conditions for the ;ntroduction of an
open market instrument which do not exist in China at the present time,

and whose creation 1s bound to require several years. .For one thing,
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in order f@r open market operations to operate successfully, banks must
operate as enterpriées; a large proportion of loans should be subject to
free interest rates; and the banks must have gained experience in trading
financial inatrument#_(in this respect, the creation of a rediscoﬁnt
facility will be most useful). Until these conditions exist, most of

the benefits.of open market operacioné can be obtained through the effec-
tive use_of the nondirected credit facility and the reserve requirement
system. |

(6) Coordinated management of monetary instruments

" The importance of managing the arsenal of monetary instruments
in a coordinated fashion is a point which éannot be overemphasizéd. One
instrument, if improperly used, can render otherﬁ ineffective.. For in-=
stance, raisingkthe reserve requirements with the purpose of contracting
credit and money will be ineffective 1if, at the‘same time, banks have
access to inexpensive credit from the PBC.

This does not mean that om every occasion all‘instrﬁﬁents must oper-—

ate in the same direction. Rather, it means that the PBC must make sure °

that on every occasion all its instruments taken together will have the
desired impact. Under certain circumstances, adequate instrument combi-
ngtion and adaptation of existing instruments can make PBC policy more
flexible and at the same time more effective than the creation of new
instruments, When considering the creation of a new instrument, the
authorities must take care that its operations mesh well with those of
the existing instruments and that it will not undermine, or unduly com~
plicate, their workings. This means that the creation of any new instru-
ment must be approached with cautioﬁ and--if decided upon--subject to

careful technical design.



Office Memorandum w)

April 29, 1986

MEMORANDUM FOR FILES CONFIDENTIAL

Subject: China and the GATT

On April 25, 1986, I met with Mr. A. Lindén, head of the
GATT's legal department, to give him the comments conveyed to me by
Mr. Hino on the GATT Secretariat paper on China. Mr. Lindén expressed
strong appreciation for our efforts to help the GATT in this area.

The substance of our comments was that the GATT Secretariat
paper seemed to rely rather heavily on the authorities' description of
the workings of the restrictive system, the system of price formation,
and decision-making in enterprises, while not taking sufficient account
of the degree of flexibility actually present in the economic system.
Although the description was sufficiently qualified throughout, it was
overly nuanced in the direction of characterizing the Chinese system as
rigid. I explained that our somewhat different impressions were based on
our contacts with the authorities, our monitoring of balance of payments
and trade developments, and our collaboration with the IBRD staff, which
maintained some contacts with managers of Chinese enterprises.

Mr. Lindé&n welcomed the comments and undertook to take them
into account in the revision to be prepared in due course. The GATT
paper 1s intended for eventual circulation to contracting parties as a
description of the Secretariat's understanding of the Chinese system.
Issuance will follow the authorities' presentation of a formal memorandum
on the Chinese trade regime that the GATT Secretariat is also helping to
prepare. It now appears unlikely that China will submit its memorandum
before the summer recess. This delay may make it difficult for China to
attend the Punta del Este Ministerial meeting in mid-September that will
be open to GATT members and countries that have formally requested
accession (e.g., Mexico).

Mr. Lindén requested specific drafting comments on the
description of the restrictive system in the GATT Secretariat paper—-
particularly on the exchange rate system. I undertook to provide the
comments, 1f possible, in 2-3 weeks.

Given the apparent sensitivities that exist within the GATT
Secretariat on the division of responsibilities for China, we agreed that
it would be best for all future comments and contacts on China to be
channeled in the first instance through Mr. Lindén.

%J. Anjaria

cc: Mr. Finch
Mr. Sanson

Mr. Brau
Mr. Hino
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TO: The Managing Director ;*f/?xffijw April 3, 1986 %
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iy R - ~J
FROM: Tun Thin and E. Brau M < p
SUBJECT: Meeting with Deputy Governor Liu Hongru of the People's Bank (’

of China, April 4, 1986, 10:15 am

In his meeting with you, Deputy Governor Liu is likely to
focus mainly on China's interest in the use of Fund resources—-in par-—
ticular, a stand-by arrangement in an amount equivalent to the first
credit tranche and a drawing under the compensatory financing facil-
ity. The former would amount to about SDR 600 million. As for the
latter, preliminary calculations show that a shortfall of between
SDR 2 billion and SDR 2.4 billion is likely to arise for 1986, in com-
parison with the maximum access of just under SDR 2 billion. ’

You may wish to indicate that the Article IV consultation
mission, expected to begin work in Beijing on June 23, would also review
policies with the thought of assessing their suitability as a basis for
the use of Fund resources. The Deputy Governor will surely press you
for an indication of the policy framework, especially prior actions,
that we are likely to seek. The authorities have been pressing the
staff for such an indication over the past several months. We have
avoided being specific thus far but may have to be more forthcoming even
in Governor Liu's current visit.

The message that would be useful for you to give to Governor
Liu at this stage is that in our view the situation in China is rather
worrisome. Domestic money and credit have indeed decelerated sharply
and economic activity has slowed from its earlier hectic pace.
Nevertheless, demand pressure remains strong and inflation and balance
of payments problems continue. Import growth has slowed but exports--
none too strong in the recent past, in part, because of the loss in
competitiveness—-are now adversely affected by the fall in oil prices.
Under the present policies, the current account deficit in 1986 is
estimated to be about US$10-12 billion, about the same as in 1985.
International reserves have been drawn down sharply and large amounts of
external debt incurred. The former amounted to $13 billion at the turn
of the year, $4.75 billion lower than a year earlier; it is not clear
how much of this is available for ready use. Debt data are not complete
but it does appear that the total amount is now large and that its com-
position has developed unfavorably, with a rather prominent share being
short-term and commercial bank debt. Available information indicates
that outstanding debt probably rose by $7 billion in 1985 to $20 bil-
lion, half of the latter amount being short term, but yet unreported
debt is believed to be substantial. With these developments, the
authorities consider 1986 a year of consolidation of reforms already in
place and plan no further steps in this respect (a note on recent eco-
nomic developments is attached).
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The large and unfavorable accumulation of debt was partly--but
only partly--a matter of external debt management and monitoring. More
fundamentally, the underlying macroeconomic situation was such that
large external payments deficits were emerging, for which financing was
apparently readily available but at unfavorable and potentially volatile
terms. Notwithstanding a number of visits the staff has made in recent
months in connection with technical assistance and advisory work, we
have only a limited knowledge of the institutional arrangements that
have permitted these adverse developments to occur, as well as of the
improvements that are currently being made. Clearly, we shall have to
improve our understanding and be satisfied that a sufficiently firm grip
over this situation has been secured--with a view to ensuring that the
current account deficit will be reduced to a manageable size-—before we -
could recommend to the Board use of the Fund's resources. This may well
imply that the discussion on a first credit tranche program cannot be
concluded during the June mission. 1In that case, another mission could
visit China later in the year to evaluate the progress in policy imple-
mentation (including improvements in monitoring mechanisms) and finalize
the program. We may have to hint at this possibility to the Deputy
Governor.

A program aimed at reducing China's external deficit will
require domestic financial restraint as a key element. In particular, a
credit plan will have to be agreed with the forthcoming mission and put
firmly in place. Although, of course, a first credit tranche program
would not include performance criteria, strict implementation of the
agreed credit plan would be essential for a successful pursuit of ad-
justment goals. A specific area in which the staff will indicate that
prior action will be needed is interest rate policy. Increases in the
Peoples' Bank lending rate and some lending rates of specialized banks
would be useful signals of official resolve in tackling the problem.

Another area in which prior action would make for a credible
program is exchange rate policy. The renminbi was depreciated from
Y 2.8 per U.S. dollar to Y 3.2 per U.S. dollar over the period January-
October 1985, but has since remained at that level. 1In real effective
terms, the renminbi depreciaﬁed by some 15 percent during the twelve
months period ending January 1986. Staff work in this area has not yet
progressed sufficiently for us to indicate the rate to which a move
would be appropriate at this stage but it does appear that a sizable
further depreciation would be helpful. A small staff team will be
visiting Beijing in May to discuss principles and key indicators of
exchange rate management with the authorities.

Finally, concrete steps are urgently needed to ensure coordi-
nation of external borrowing and the monitoring of developments in debt
and debt service. The recommendations of a team that recently visited
Beijing to advise in this area should be implemented forthwith.

You may wish to say to the Deputy Governor that while a cer-
tain degree of slowing down of the reform process is understandable in



the current circumstances, the pace should pick up again soon. In par—
ticular, measures to correct the present imbalances should make the
maximum possible use of indirect, price instruments and a retrogression
into the use of direct, administrative controls should be avoided.

With regard to the timing of the use of the Fund's resources,
you may wish to indicate to Deputy Governor Liu that you would like to
keep an open mind at this stage. Even if all the conditionality cri-
teria were to be met, it would seem wise, from the point of view of
eventual repurchase obligations, to spread the use of a potentially
large amount over a period of at least several months. If all goes
well, a proposal for the first credit tranche could be put to the Board
say, soon after the Annual Meeting--although, as mentioned earlier, this
may turn out to be too optimistic a timetable. A small CF drawing may
be available, if a case can be established for a shortfall year ending
March or June 1986; a sizable export excess has been estimated for 1985
and it is not clear when the shortfall estimated for 1986 will begin to
emerge. Another CF drawing may be considered later, if the shortfall
currently projected for 1986 materializes and if adjustment measures are
implemented as envisaged in the first credit tranche program. Judgment
on this whole question of phasing the use of the Fund's resources could
best be deferred until after the staff has formed a view on the balance
of payments prospects and the strength of the adjustment measures being
taken.

Over the last several months the Fund has provided technical
assistance to China through a number of staff missions, including
missions on the balance of payments statistics (STAT/ASD), external debt
management (ETR), and financial programming (CBD/ASD). Should the
Deputy Governor request additional assistance, you may wish to indicate
your basic support.

Attachments

cc: The Deputy Managing Director
Mr. Kaibni
Ms. Koenig
Mr. Brown
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China: Economic Developments in 1985 and Prospects for 1986

1. Economic developments in 1985

Real GDP grew by 12 percent in 1985 (compared with 14 percent in
1984), with an apparent slowdown in the second half. Retail prices
increased by nearly 9 percent (5 percent in 1984), following the adop-
tion of price reform measures in the spring.

Financial policies were tightened considerably during 1985. The
growth of net domestic assets slowed to 16 percent in 1985 (from 44 per-—
cent in 1984) and the growth of broad money declined to 18 percent (from
41 percent), as the People's Bank of China improved control over its
lending to the specialized banks. The state budget deficit was reduced
to 0.5 percent of GDP (from 1.6 percent in 1984), partly reflecting a
buoyant revenue performance.

China recorded an external current account deficit of about
US$11 billion or equivalent to 4 percent of GDP in 1985 (compared with a
surplus of USS$2.5 billion or about 1 percent of GDP in 1984). This
marked weakening mainly reflected the effects of strong domestic demand
on imports, which increased by over 50 percent; exports meanwhile rose
by only 5 percent. By end-year, however, there were signs that the
earlier tightening of demand management policies was beginning to curb
the rate of import expansion.

The current account deficit in 1985 was financed by a combination
of borrowing and drawdown of reserves. China's medium~ and long-term
external debt, according to official data, is estimated to have in-
creased by about US$3.5 billion during 1985 to US$10.8 billion (3.7 per-
cent of GDP) at end-~year; however, data from creditor sources indicate
that China's total external debt (including short-term) rose by
US$7 billion during 1985 to about US$19 billion at end-year. Reserves
declined by USS4.6 billion during 1985 and amounted to USS13.2 billion
(4.5 months of imports) at end-year; of this amount, US$9.3 billion were
the foreign exchange asset of the Bank of China, only part of which is
readily available to the monetary authorities.

China adopted a managed floating exchange arrangement at the begin-
ning of 1985. The exchange rate of the renminbi depreciated from Y 2.8
per U.S. dollar to Y 3.2 during January-October, 1985 and has since
remained close to Y 3.2 per U.S. dollar. 1In real effective terms, the
renminbi depreciated by about 10 percent during January-October 1985 and
another 5 percent between October and January 1986, the most recent
month for which data are available.

2. Reforms and prospects for 1986

The recently announced Seventh Five-Year Plan (1986-90) emphasizes
continuation of economic reforms which are to feature greater
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responsibility for state enterprises, the development of market mecha-
nisms, and improvements in macroeconomic management. This year is _
viewed mainly as a period of consolidation of reforms already in place
before further steps are taken in 1987 and 1988.

Based on these policies and WEO assumptions on China's external
trade, the staff's preliminary projections for 1986 are: real GDP
growth at 7-8 percent; inflation at about 5 percent; and the external
current account deficit at US$10-12 billion (or about 4 percent of GDP).
Exports are projected to decline by about 3 percent, largely because of
the recent sharp decline in the price of oil (which accounted for about
one~-fourth of total exports in 1985); imports are also projected to
decline, reflecting the effects of demand restraint measures.
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ICUA/CHC bd5ch85 (3/31/86)
CHINA

Basic Data

1983 1984 1985 1986
ISt Proj. 1/

(Year eniinz Decerber)

Growth
Real GDP (change in percent) 9.8 13.9 12.0 7.5
Inflation
GDP deflator (chanze in percent) 1.1 4.7 a.0 5.0
CPI1 (average percent change) 2.0 2.7 8.8 5.0
Terms of trade (percent change) 8.1 -0.3 -1.0 -11.0
Central government budget 2/
Revenue (growth in percent) 2.3 17.2 26.3 2.4
Expenditure (growth in percent) 9.5 16.7 21.2 4.6
Current account (percent of GDP) 5.1 6.6 5.0 6.0
Overall surplus or deficit (percent of ’
GhP) -1.3 -1.6 ~ 4 -1.0
Borrowing from the banking system
(percent of GDP) .1 0.7 =4 -
Foreian borrowing (net) (percent of (D?P) a2 N.3 1.2 .4
Monev and credit (end of vear, percent change)
et cdomestic assets T3 AR 5.2 19
Currency in circulation .7 L9.4 2.7 17
Total liquidicty 2.2 al.2 12.4 17

3alance af pavments

Zxports (bn. dollars) T 23.9 25,1 27,54
Nf which: 01l {2a3) {(3.5) (5.3 (3.8)
Imports (f.o0.b., bn. dollars) ENE -23.6 -34.38 ~35.4
0f which: 0il (-0 (=) .1 =) (=0.1)
Current account (bn. dollars) 5.3 2.5 -10.7 -10.3
Current account {(percent o7 GDP) .o Ny 3.0 ~4.1
Of which: Incerest pavments -1 =11 -1.2 -0.3
Overall balance (bn. dollars) S.3 1.8 ~A.3 e
(Percent of GDP) 1.7 0.6 2.3 ..
Reserves (end of year)
Gross official reserves, including zold
(bn. dollars) 16.9 17.8 13.2 e
(In months of imports) 8.0 .8 4.5 ...
External debt (end-of-vear stock)
Medium- and lonz~term (bn,S) [ 7.2 10.8 vee
(Percent of GDP) 2.3 2.6 3.7 -
Debt service (bn. dollars) 3/ 1.5 47/ 1.1 1.3 -
(Percent of exports plus service credits) (5.M)3/ (3.9) (4.5) (vod)

Exchange rate
Exchange rate regime: Managed floact
Present rate Y 3.2 = USS1 (March 31, 19856)

Quota: SDR 2,391 nillion

1/ Staff projections except for budgat.
zz Fiscal vear ending December.

3/ Includes early repayments in 1933,
%/ Includes repurchase of Fund credits.
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April 2, 1986

TO: Mr. Saito ‘ @$N

g %
FROM: Eduard Brau e

SUBJECT: China: Brief for Managing Director

We clearly will need -to be responsive in a positive way to the
Chinese request for use of Fund resources in the first credit tranche.
My reading of the economic situation in China, expressed in broad brush
terms, is that, in the process of economic reform, the authorities have
lost control over balance of ﬁayments developments, including debt
management, and, for a period, over demand management. At the same time
and unavoidably, the staff has serious gaps in its knowledge of the
functioning of the Chinese economy and also in its knowledge of the
actual effectiveness of economic policy instruments currently at the
disposal of the Central Govermment. In addition, the Central Government
is only in the process of acquiring the instruments of indirect economic
control in such areas as monetary and exchange rate policy.

In these circumstances, and at the present time, I am doubtful
that the staff, in cooperation with the authorities, can fashion a
financial program that would give a reasonable degree of assurance of
being successfully implemented. Such reasonably successful implementa-
tion, in turn, seems to me absolutely essential, not least in view of
China's heavy reliance, recently and in the near-term future, on foreign
commercial credit, where damage to confidence would be substantial if
program implementation deviated widely. The conclusion I draw from the
above is that we should not rush into a first credit tranch operation,
and I would suggest modifying the draft brief accordingly.

The Managing Director should mention that a considerable
amount of work will need to be done in a number of areas, such as debt
management policy, exchange rate policy, credit policy, etc., while not
being drawn into mentioning prior actions, as I would contend that the
staff cannot specify them with any degree of confidence at this time.

We should envisage a process of formulating a program extending from the
consultation visit in June/July toward the end of 1986, with a first
credit tranche program covering calendar (and fiscal) year 1987. Under
this approach, the consultation mission would begin elaborating the
financial program delineating policies as far as possible in the credit,
exchange rate, and external debt management areas, while exploring
structural policy needs. The staff would also try to get an operational
understanding of the authorities' economic monitoring mechanisms. A
mission would follow in October/November to finalize discussions on the
basis also of having observed implementation of the tentative agreements
reached during the June/July mission.

As regards the CFF, we need to be very cautious at this
stage. There obviously can be no commitment at the present time as the
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case has not been investigated, and I would strongly urge that the
Managing Director not raise the issue with the authorities but respond
in a noncommital way, if it is raised by the authorities. 1In any case,
I do not think we would consider access in excess of 50 percent of quota
under the CFF.

As a final point, and if the approach sketched above should

appeal, it seems to me there exists a strong case for responding
positively to a request by the authorities that a staff member help them
on the spot in matters relating to the finalization of a program in the
second half of 1986. )

ccC:

Mr.
Mr.
Mr.
Ms.

Finch
Narvekar
Hino
Kelly
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The Managing Director o A ji/
10 : The Deputy Managing Director // DATE: April 1, 1986 /¢{E) ~

A
FROM : Linda M. Koenig FLL"

SuBJECT : Advisory Mission to the People's Republic of China--
March 10-28, 1986

Background

A mission to advise the People's Bank of China on its financilal
programming methods and instruments of monetary policy visited the
People's Republic of China on the dates indicated above. The mission
dealt primarily with Mr. Liu Hongru, Senior Vice Governor of the
People's Bank of China, and his staff. In addition, we met with the
officials of the major specialized banks, the State Planning Commfssion
and the State Commission on Economic Restructuring. At Vice Governor
Liu Hongru's request, during a five-day period the mission traveled
to Hangzhou and Nanjing to hold discussions with the authorities of
the PBC and specialized banks for Zhejlang and Jiangsu Provinces.

, This missiord was the outgrowth of contacts between officials
of the People's Bank of China and the Central Banking Department

which began in early 1985. In May 1985, Mr. Richard Miller and I
visited Beijing and Shanghai, where we delivered lectures on a range
of central banking issues and held discussions with Mr. Liu Hongru and
other PBC authorities. Shortly after our return to Washington, the
People's Bank of China requested the initiation of a long-range
program of CBD technical assistancey, and we agreed that monetary
policy formulation and instruments were the highest priority areas.

! In January 1986 a PBC working group headed by Mr. Zhang Tun,
Director of the Research Department, visited CBD to initiate discussions.
Mr. Zhang Tun brought with him the first crude balance sheet for the PBC,
on the basis of which we jointly designed a methodology for financial
programming in China against which the present monetary policy and
instruments could be assessed. On the basis of this methodology
we made some crude projections for 1986. We then reviewed the process
of monetary formulation in China and discussed each of the existing
monetary instrument3. This work in Washington allowed us to assess
the extent to which PBC was prepared to discuss institutional and
policy making problems, build up a working relationship with our PBC
counterparts and agree on the terms of reference for the mission to
Bel jing.

Discussions in Bei jing

Our advisory assistance to the People's Bank of China focused”
primarily on the framework within which monetary policy is formulated
and on the workings of the specific instruments of monetary policy.



~ “"local plans are to some extent based on discussion with PBC-local

.fThe following lines summarize our‘discussiOns;on these points. .

a. .Monetary Poliey Formulation

: The basic framework for monetary policy formulation in China'
remains the National Credit Plan, -a holdover from the days before the .
‘PBC was transformed into a central bank,-and a reflection of the . -

. primacy which central planning still has in the Chinese system. We

..discussed the credit planning system at length with our Chinese =

counterparts and concluded that it had a number of deficiencies as a
framework for macroeconomic management. First the National Credit -: 0. -

Plan is arrived at "from the bottom up”, that is, from the plans

~formulated by the ‘local levels of .the ‘specialized banks. While these

‘branches, this method of,adding up credit plans introduces an importantlr;l"“"

upward bias in the draft National Credit Plan and places the PBC head
office on the defensive as it negotiates the final Plan with the head
offices of specialized banks and with the State Planning Commission.
The system has other defects as well. The National Credit Plan is
not broken down -into monthly or quarterly subsections; thus it allows
. specialized banks to ‘use. their entire allocations of People's Bank
credit early in the year, and then to pressure for more funds.

"Moreover, the Plan projects the growth of- currency in circulation as.... ol

a residual, and currency is the sole monetary target. Finally, so
~called temporary credits by the People's Bank to the specialized
banks are not covered in the Plan. This has become a major problem
~ .as, under the tighter credit conditions of 1985, specialized banks
' - substituted temporary credits for credit under the Plan and these
lfcredits in fact rarely were repaid.

We discussed different solutions to these problems and suggestedv<f
‘some basic principles for financial programming: 1) that the monetary
" targets be based on macroeconomic objectives rather than coming out
as a residual and that broad money be used as the basic target;
2) that the PBC be given authority over determination of the monetary
and credit targets once the goals for output, prices and the balance .
of payments have been agreed with the political authorities; 3) that
. PBC operations provide the operational targets for monetary policy,»
- with projections for the entire banking system as a background;
4) that the PBC credit plan or financial program include all PBC
operations; 5) that this PBC program be seasonalized and broken down
into monthly subprojections to be reviewed every month and serve as
the basis for decisions regarding monetary policy and instruments..
The discussion on these matters also led into the issue of the indepen-
dence of the Central Bank and that of relations between the PBC and
the State Planning Commission, and between the PBC and its own branches.
Vice Governor Liu Hongru and his colleagues grasped all these issues and
indicated that, although some of them-—-especially those with more
political implications—-could be solved only in the longer run, there



. iwere many improvements in the programming process that could be
’ }introduced immediately._Tr-- ‘ : »

In the course of .our discussions, we- jointly refined our .
financial programming model for China and updated it, and we were -

'”“w~able to-make a seasonalized. quarterly projection. PBC staff showed much -

. ‘interest on using this methodology in their future work; in particular
'”‘they planned ‘to 'do further work on financial programming during the .
forthcoming Article IV consultation mission to China.i" 4 ’

l,?< Monetary Instruments j;_b;‘

- In the area of monetary instruments, we reviewed in depth (1) PBC

R credit facilities, (2) the system of reserve requirements -and (3) the system

of cellings on total credit of each specialized bank. We also reviewed
the timeliness of the introduction of additional instruments. PBC credit
presently consists of two types, namely credit included in the National
Credit Plan, which is entirely allocated to specific banks and activities,

. l,and temporary credit. We discussed changing the nature of "planned™

iicredit over time to a system of "directed” selective ‘credit for
-gpecific activities and recommended. introducing a "non-directed”
facility which would grant credit to banks at a free interest rate.

.;_iGraduallj;‘the'size of this non-directed facility could be increased

and that of directed credit correspondingly reduced. With the introduc-
tion of such a facility, and the incorporation of seasonality into
the PBC credit program, it would be easier to reduce the scope of

- - ‘temporary credit and make it truly temporary. - Specific characteristics

-of these various credit facilities, such as maturity and interest rate

"’(fixed vs. free) also were discussed, Regarding bank reserves, we

.- suggested -various technical improvements in the reserve requirement
... system. 'We also discussed alternative ways of sterilizing the present

:~fplarge overhang of excess reserves--a consequence of excessive PBC

o »credit expansion in the past.;,_f
EI Because of time constraints, ‘our discussions on interest rate
"policy were relatively brief and centered on basic principles of

~ “ipolicy to be -applied on the way to market-determined rates, namely,

- (1) how to relate the level of interest rates to inflation and other
. ‘'macroeconomic variables; (2) how to determine the internal.structure of
.interest rates on credit and deposits of specialized banks; (3) what

" gshould be the relationship ‘of this interest rate structure to that

set for PBC's own operations; and finally, (4) how to allow for some
experimentation with free interest rates at the present time. Finally,
at the authorities' request we discussed the need for new monetary
policy instruments. We made the strong point that it was much more
important to correct the deficiencies of the present instruments,
-particularly as regards PBC credit facilities and the system of

reserve requirements, than to introduce new instruments. However, in -




view 6f Vice Governor Liu Hongru's strong desire to innovate in this
area, and also his interest in developing the financial markets, we
~did discuss the outlines of the above described non-directed credit:

- facility and, within it, a rediscount mechanism for a commercial

" paper. We also explored the introduction of a PBC bill as a way of
sterilizing a part of specialized banks' excess reserves.”, On the
other hand, we discouraged the PBC from introducing open market
operations until significant progress has been made in developing:

- the market economy, the banking system and the financial markets.

This mission to China was extremely rewarding and ve anticipate
,that the authorities will request follow up work after they have read
‘the mission's report, uhich we hope to finalize by endéMay..

ce: Mr. Zulu
- Mre. Finch
Mr. Habermeler
Mr. Hood ’
"Mr. Whittome
Mr, Mohammed
Mr. Gianvitti
Mr. Ouattara
Mr. Shaalan
Mr. Tanzi
Mr. Teyssier
"Mr. Tun Thin
Mr. Van Houtven o
Mr. Wiesner ‘ o
Mr. Dannemann ’
© Mre. Guetta
Mr. Sanson
Mr. Narvekar
Mr. Brown
Mr. Saito _
‘Mr. Fetherston




INTERNATIONAL MONETARY FUND

March 27, 1986

TO : Mr.

FROM: Hiroyuki Hino

Re: IFC Seminar in China

I spoke with Messrs. Saito and Goldsbrough on
the above subject. I understand that ASD has to
decide whether or not Mr. Goldsbrough will participate,
and if he is not to participate whether anyone else
should attend, and if so whether ASD would ask ETR
to provide the person. Therefore, there is no action
needed by ETR at this time. I asked Mr. Saito to
request that Mr. Narvekar communicate with you if
he wished an ETR person to attend. The seminar
is to take place in early May.

Having listened to the Board discussion
yesterday, I think that it would be useful for us
to develop some expertise on foreign direct investment.
This seminar might provide the opportunity for us
to get started on this subject.

cc: Mr. Brau
Mr. Quirk
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fyfwﬂ, \ Thank you for your memorandum of March l4. As you note,
/China, Aﬂndone51a and Malaysia are all expected to experience shortfalls
. for 1986 and we would expect that all of them will want to and will
"\probably be able to draw under the facility; the probability we attach
2. would be a little over 50 percent in each case. The amounts could be
the equivalent of 50 percent of quota in the case of Indonesia (in the
first quarter of 1987) and Malaysia (in the third quarter of 1986); in
the case of China, it may be that there will be two drawings—-25 percent

of quota, each--one in August-September 1986 and one toward the end of
the year. :

cc: Mr. FinchV/
Mr. Habermeier
 Mr. Gianviti

e
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TO: Mr, Tun Thin % March 14, 1986

Y
FROM: R.R. Rhomberg Z[/ [.

SUBJECT: Projections of CFF Drawings by 0il Expofting Countries

In view of the sharp decline in oil prices, we have been
asked by the Managing Director to have a fresh look at the projections
of possible CFF drawings by the oil exporting countries.,

In order to facilitate the task of providing forecasts of
CFF drawings by the o1l exporting countries, we have calculated short-
falls with respect to calendar years 1985 and 1986 for individual
countries covered by your department. The calculations are based on
data compiled by the Commodities Division on the basis of forecasts
provided last week by the staff of your department. The attached
sheets show respectively: (a) country shortfalls for 1985 and 1986
under two assumptions regarding projected oil prices for 1986-1988
($20/bbl and $15/bbl for 1986-87, and both prices raised by 4.5 percent
for 1988); (b) the annual value of total exports for the period 1983-85
and projections for 1986-88; and (c) country sheets providing a break-
down of exports by oil and non-oil trade, and the price and volume
assumptions underlying the projections for oil exports.

An examination of the shortfall calculations reveals
(1) that none of the oil exporting countries covered by your depart-
ment experienced shortfalls with respect to 1985 under either price
assumption, and (1i) all the oil exporting countries are expected to
experience shortfalls for 1986 substantially above the maximum available
access under the CFF even with the $20 assumption. The implications of
this finding for possible use of the CFF are that sooner or later all
the oil countries covered by your department will experience shortfalls
that could qualify them for use of the CFF. As you know, however, in
order to qualify a requesting member must, in addition to having
experienced a shortfall, meet all the other requirements of the CFF,
namely need, beyond control, and cooperation.

The task before us is twofold; (i) to identify those
countries that are likely to meet all the criteria for use of the
facility, and (ii) to assign a probability for those countries
identified in (i) that you expect to submit requests in the period
through 1987. In identifying countries in (i) a judgment must be made



whether the member would meet the criteria for a drawing in the lower
CFF tranche (up to 50 percent of quota) or in the upper tranche (up to
83 percent). A rough indication (e.g., by quarter) of the timing of
possible requests will be helpful.

I would be grateful if this information could be provided
to the Commodities Division by close of business Wednesday March 19.

Attachment

cc: Mr. Hood (o/r)
Mr. Whittome
Mr. Finch
Mr. Habermeier
Mr. Glanviti
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. U.5. $20 SCENARTO
ASTAN DEPARTHENT 3 EXPORT EARNINAS @F FUEL EXPORTING CEUNTRIES

------------------------ EXPBRT EARNINGS --——-----mommmmmmme
FHUEL EXPORT EARNINGS
AS PERCENT 6F
TATAL EARHINGS
COUNTRY NAHES AVERAGE 19B3-85 1983 1984 1985 1984 1/ 1987 1/ 1988 1/
------------------------ IN MILLLIBGNS @F SDRS 2/ ------wwmona~
CHINA, FEGPLE § REF. 23.7 ‘ 19370.4  23321.7  23779.2 1175B.6 0 23894.7  26414.5
: ( 1) ¢ 20 ( 2) { -B) ( ?) 13
INDGNESTA 71.7 18130.4  20090.9  18499.2  15514.7 13814.2 17105.4
' ( &) 1 ( -3 ( -14) { 2) ( B
HALAYSTA 22.7 128356.2  16004.7  15150.46  13274.1 14217.4  15481.3
¢ 18) ¢ 23 ¢ -3 ( -12) ( 7) ( ?)

1/ SH@RTFALLS IN 1985 AND 1984 ARE CALCULATED -#W THE BASIS 6F EXPORT PREJECTIGNS MADE FOR 1984,1987 AND 1988
BY AREA DEFARTHENTS, F@R 1984 AND 1987, AVERAGE CRUDE #I1. PRICE 15 ASSUHED T@é RE US 220/BRI. (REPRESENTING
A& REMICTIGN @F 25 FERCENT FROM THE 1983 LEVEL @F LS $26.465/BBL). FOR 1988, THE PRICE &F US $20.9/EBL
15 USET T4 REFLECT A 4.3 PERCENT RATE OF INFLATIGN.

2/ PERCENTAGE CHAWGE IN PARENTHESES.



KARCH 13, 1984

.5. $20 SCENARIG :
ASTAN DEPARTHENT -~ SHORTFALL CALCULATIGNS FGR 1955 AND 1984

» ANNUAL RVERAGE RATE @F 1984
HAX THIH BUTSTANDING  MAXIMUM  AKBUNT 6F SHERTFALL GROUTH TH 1987-1988 FOR SHERTFALL
CFF LFF FURCHASES AVATLABLE FOR . 1984 SF EQUTVALENT Té: AS % BF
ACCESS 1/ A5 BF 2/28/84  ACLESS 1985 2/ 1984 2/ SOZOUGTA  HAXTHUK ACCESS 3/ HMAXTHUM ACCESS 3/
(1 (2) (3=(1-(2) () (5) (4) 4 (7) (8)
————————————————— TH HILLIONS @F SDRS ~—====-=m=----o-mmem —momo—oo—ooo TN PERCENTAGE ---------===-m-
FHINA, FEOFLE § REF. 1984.4 D 1984.4  -1447.7  2017.0 4 10 102
THIBHESTA 838.1 42.0 796.1  -949.0  1804.9 -9 -4 227

HALAYSIA 457.0 7.2 447.8 -901.1 1519.5 -7 -3 339

1/ WAXIMUM CFF ALCESS ERUALS B3IX 6F BUATA.

2/ SHBRTFALLS 1IN 1985 AND 1984 ARE CALCULATED @N THE BASIS @&F EXFORT PREJECTIGNS HADE FOR 1984, 1967 AND 1983
IN CENJUNCTIGN WITH ARFA DEPARTMENTS. F@R 1986 AND 1987, AVERAGE CRUDE @IL PRICE IS5 ASSUMED T6 BE US $20/BEL
(REFPRESENTING 4 REDUCTIAN @F 23 FERCENT FROMW THE 1983 LEVEL &F US $26.465/BBL}. FOR 1988,

THE PRICE GF US $20.9/RBL 15 USED T4 REFLECT A 4.3 PERCENT RATE GF INFLATIGN.
3/ HMAXIHUA AVATILABLE ACCESS SHEUN IN CALUNN (3), T.E. AFTER DEDUCTING GUTSTANDING PURCHASES.



3/13/84
I.5. $20 SCENARIG
CHINA, FPEGFLE 8 REF. : EXPARTS, 1982-1988
1982 1983 1984 1983 1986 1987 1988

Gil. EXPBRTS

AVERAGE PRICE ($/BBL) 29.95 28.17 27.14 26.05 19.54 19.594 20,42

UVBLUME (MILL. BBLS.) 154.90 133.40 200.80 249.50 250.00 261.50 . 273.40

VALLE (% HILL.) 4440.00 4321.00 5430.00 4500.00 4885.00 3110.00 55R7.01
NBN-OTL EXPORTS (8 HILL.) 14485.00 14386.00 18455.00 17644.00 19424.00 21597.00 2444400

.00 20707.00 23903.00 24144.00 24509.00 24707.00 30051.00

[
-
-

ra

at

T@TAL EXPERTS (% HILL.)
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$20 SCENARTA
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INDGNESTA @ EXFORTS, 1982-1988

3/13/84

ot o e e et e e e et = o . e " e s o sy o oy o o T e e i = e s o - o = . I e T " % Svn o o o S G 0B S e o o R e S o o o S

e e e e e e e e e e e e o = T ey G i e e T e e . T e s e e B T e s el e M o S o e O G M e G v o St B W v e o R . M S e e e e

AVERAGE PRICE ($/BEL)
VALUME (MTLL. BBLS.)
VALUE ($ MILL.)

HON-BTL EXPORTS (3 HILL .3

33.03
451 .40
14911.70

3789.60

18%01.50

29.39
489.840
14394.460

008.30

19402.90

27 .84
5332.30
14820, 40

¥773.00

20593.40

26,27
493.10
12951.30

3831.30

18783.00

o 21,44
503.10
107946.80

6481.30

17478.10

20.14

524.60

10407 .60

7249 .50

17857 .11

20.84
541.30
1127%.40

2033.50

19312.70
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$20 SCENARI®

HALAYSTA : EXPGRTS, 1982-1984

3/13/84
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AVERAGE PRICE (%/BBL)
VGLUME (MILL. BBELS.)
VALUE (% WILL.)

NON-AIL EXPORTS ($ MILL.)

~d

~Q D0 dd
- ~0

s a

ol R s Y vee
=20 )

11944.00

31.37
108.10
3391.00

10331.00

[ B %}
-3
n

3

[== I « S

s A o

= o~ b
Pem]

e

1
37

12479.00

14407.00

B

27.00
118.40
3197.00

121846.00

15383.060

20.23
126.00

2352.00

12400.00

14952.00

13500.110

16052.00

21.24
126.00
267%.00

14800.00

17479.010
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H.85. $i5 SCERARTE
ASTAN DEPARTMENT : EXPGRT EARNINGS @F FUEL EXPORTING COUNTRIES

———————————————————————— EXPORT EARNINGS -----m=m=mmmmmmee
FUEL EXFORT EARNINGS
A4S PERCENT oOF
TETAL EARNINGS ‘
COUNTRY NAMES AVERABE 1983-85 1983 1984 1985 1986 1/ 1987 1/ 1988 1/
R e IN HILLIGNS OF SRS 2/ —=---==-w-mem
HINA, PEGPLE § REP, 23.7 19370,4  23321.7  23779.2  20674.4  22523.2  25379.4
¢ C om0 (=13 9 B
TNDONESTA 71.7 18150.4  2009D.9  18499.2  13120.4  13347.4  144D8.1
: S L G T G D R G2 2 N G- D TR G 3
MALAYSTA 22,7 12834.2  14004.7  15150.4  12707.7 13452.3  14888.1
(18 M -5 (-1 C 9

1/ SHERTFALLS TN 1985 A&ND 1984 ARE CALCULATED @8 THE BASIS G6F FEXPORT PRBJECTIANS HADE FER 1984,1987 AND 1988
EY AREA DEFARTMENTS. FOR 1984 AND 1987, AVERAGE CRUDE @IL FRICE IS ASSUMED Té BE IS $15/RBL. (REFRESENTING
f RFOUCTIGN @F 44 PERCENT FRGH THE 1985 LEVEL @F US 324.45/BBLY. F8R 1988, THE FRICE #F 1S $15.7/BBL
15 USEN T@ REFLECT A 4.5 FPERCENT RATE §F INFLATIGN.

2/ PERCENTAGE CHANGE TN FARENTHESES.
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H.5. 315 SCENARIG
ASTAN DNEPARTHMENT -- SHORTFALL CALCULATIBNS FOR 1985 AND 1984

' ANNYAL AVERAGE RATE &F 1984
HAXTHUH GUTSTANDING HAXTMUN  ANGUNT @F SHERTFALL GRBUTH T8 19B7-1988 F@R SHBRTFALL
LFF CFF FURCHASES AVATLABLE _ F@R 1984 SF EBUIVALENT T4: AsS 1 8F
ACCESS 1/ AS @F 2/28/84  ACLESS 1985 2/ 1984 2/ S0Z08UATA  HAXTHUM ACCESS 3/ HAXIHUM ACLESS 3/
(1) (2) (N=(1)-(2) (4) (5) (4) (7) (B}

CHINA, FEAPLE § REFP, 1984.4 0

1984.4  -1910,1 2409.0 1 7 121
INDBNESTA 838.1 42.0 796.1 -2083.7 2397.5 -18 -13 324
HALAYSTA 437.0 9.2 447.8 -1139.0 1725.7 -10 -7 3185

1/ MAXIHUM CFF ACCESS EQUALS B83% &F DUATA.

2/ SHERTFALLS IN 1983 AW#D 1984 ARE CALCULATED 6N THE BASIS @F EXFORT PRAJECTIANS MADE FGR 1984, 1987 AND 1988
IN CONJUNCTIGN WITH AREA DEFARTHENTS. FOBR 1986 AND 1987, AVERAGE CRUDE #IL PFRICE IS ASSUMED T4 BE U5 $15/RHL
(REFRESENTING A REDUCTTEN #F 44 PERCENT FROM THE 1985 LEVEL OF LS $24.65/BBL). F@R 19887,

THE FRICE 6F U5 $i5.7/BRL IS USED T¢ REFLECT A 4.5 PERCENT RATE @F INFLATIUN,

3/ WAXTHUM AVATLARLE ACCESS SHEUN IN COLUMN (3), T.E. AFTER UEDUCTING BUTSTANDING PIRCHASES.
?



1.5. $15 SCENARI®
CHINA, PEGPLE § REP., : EXPBRTS, 1982-1938

—
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3/13/84

AVERAGE PRICE (%/BEL)
VALUKE (HTILL. BELS.)
VALUE (% HILL.)

N@N-@IL EXPERTS (% HILL.)

29,95
154,90
4440,00

14485.00

21125.00

28.17
153,40
4321.00

16384.00

20797.040

27.14
200.80
3450.00

18455.40

23905.00

x

26.03
249.50
4300.00

17444.00

24144.00

14,44
250.00
36463.7%

19624.00

23287.75

25429.30

15.32
273,40
4190.325

23344100

28634.725
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315 SCENARIG
EXF@RTS, 1982-1988

O

3/13/84

AVERAGE PRICE ($/BEL)
VELUNKE - (MTILL. BELS.)
VALUE (% MILL.)

NON-@TL, EXFERTS (% HILL.Y

33.03
451 .40
14911.7

398%.80

18901.30

29.39
489 .80
14394, 60

.30

19402.90

14.10
503.10
80%7.60

4681.30

14778.90

LA pag -
By}
=

[ I =0
M
~d AN -t

~NJ an
[oe |

P5.63
341.310
83459.535

8033.50

16493.05
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3/13/84
H.5. $15 SCENARI®
MHALLAYSTA = EXPF@RTS, 1982-1988
1982 1983 1984 1985 1984 1987 1988

a1l EXPRTS

AVERAGE PRICE (3/BEL) 37.02 31.37 29.45 27.00 15.19 13.19 15.95

V@LUKE (HILL. BELS.) 8%.00 108.10 126.40 118.40 124.00 126,00 124,00

VALUE (% HWILLO) 3294.50 33%1.00 3728.00 31%7.00 1914.00 1914.00 2009.25
NEN-BIL EXPORTS (% MILL.) B471.50 10331.00 12479.00 12184.00 12400.00 13500.00 14300.00
TATAL EXPARTS (3 HILL.) 11944.00 13722.00 14407 .00 15383.00 14314,00 1541400 16809.25
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SUBJECT:

& cvhee
»

China's external debt is rising
Planning and .
More

L B “_}) i
The attached report by Mr,. Hino-Bh his recent visit to China

discloses a rather worrisome situation.’

S

g

= rapidly and its compdsition has developed unfavorably.
2 monitoring external debt is not yet vested in a single agency.

fundamentally, it I8 not clear that any one agency has been taking an
overall view of all aspects of the external payments and the underlying
domestic situation and forging policies to influence them. It is clear

that these weaknesses should be tackled befggg a first credit tranche
_authorities wish—-with reason-

i

=3

@ ..

5 _{g_entered in
able hope of success.

e L
- -Discussions for Article IV consultation and a first credit‘;r
tranche program are now scheduled to begin in the last week of June. 1In
D
P

the méanwhile, Chinese officlals will be visiting Washington for the
.and we believe it would be useful 1f you

Interim Commi

expressed to _them our concerns. We shall, of course, submit a specific V

briefing to you in due course. ; '
lc

The Chinese authorities have also asked that Mr. Hino return
to Beijing in May to discuss principles and key indfcato exchange
Recent staff contacts with the authorities have

rate management.
clearly been very useful to both sides and we would recommend for your
approval that Mr. Hino, accompanied by a staff member of the Asian

While exchange rate policy

Department, visit China in May as requested.
will certainly be a crucial element in the Article IV consultation and

first credit tranche discussions, it would clearly be useful to keep

discussion of basic principles out of a formal and negotiating atmos-
Mr. Beveridge agrees with this

-

phere and got out of the way first.
proposal. ,

¥ ¥
-, For your approval : P
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Office Memorandum

The Managing Director March 13, 1986
The Deputy Managing Director o h

FROM: P.R. Narvekar'?£}¢ A /

SUBJECT: Mr. Hino's Visit to China

The attached report by Mr. Hino on his recent visit to China
discloses a rather worrisome situation. China's external debt is rising
rapidly and its composition has developed unfavorably. Planning and
monitoring external debt is not yet vested in a single agency. More
fundamentally, it is not clear that any one agency has been taking an
overall view of all aspects of the external payments and the underlying
domestic situation and forging policies to influence them. It is clear

<:> that these weaknesses should be tackled before a first credit tranche
program is entered into——as the Chinese authorities wish--with reason-
able hope of success.

Discussions for Article IV consultation and a first credit
tranche program are now scheduled to begin in the last week of June. In
the meanwhile, Chinese officials will be visiting Washington for the
Interim Committee meeting and we believe it would be useful if you
expressed to them our concerns. We shall, of course, submit a specific
briefing to you in due course.

The Chinese authorities have also asked that Mr. Hino return
to Beijing in May to discuss principles and key indicators of exchange
rate management. Recent staff contacts with the authorities have
clearly been very useful to both sides and we would recommend for your
approval that Mr. Hino, accompanied by a staff member of the Asian

<i> Department, visit China in May as requested. While exchange rate policy
will certainly be a crucial element in the Article IV consultation and
first credit tranche discussions, it would clearly be useful to keep
discussion of basic principles out of a formal and negotiating atmos-
phere and got out of the way first. Mr. Beveridge agrees with this
proposal.

For your approval

Attachment
cc: ETR
ADM

Mr. Brown
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‘Mr. Boutros-Ghali v131ted BeiJing to help establish a-
computer-based external debt database during February 17-March 4, 1986
nd I joined him for the last five days to discuss short-term debt '
management. :The discussion was held with operational staffs of the’
State Planning Commission (SPC), the Ministry of Foreign Economic .
Relations and Trade (MOFERT), the Ministry of Finance (MOF), and the
‘People's Bank of China (PBC), and was concluded in a meetlng w1th ;

de t to‘commerciallbanksirose

$4 2 blllion during January-- .

September. _According to OECD data, China s outstand ng debt was

.$12 4 billion at end-1984 and may have risen by a. furtherﬁ&l_bl lion by

e i e A

(The data exclude loans_extended to local’ ent1t1es and

the end_of 12_5.

icredits (abouENTS percent) and a very hlgh_share of short—term debt
(abQut_Eleercent) Foreign i exchiange reserves held by the State
declined to $2 6 billion by the end of 1985 and only part of the
remainrng'intg;national reserves ($9.3 billion held by the‘Bank of

Chinz) is available to the State.,

e "suggested that ‘any" recourse to short- ~-term financial credit
‘to. finance " ‘a balance of. payments deficit be avoided in 1986, and -,
bilateral and multilateral loans ‘and medium—- and long-term suppller
redits be’ increased _,Although a substantial financing could be .
obtained from lengthening the average maturity of import financing--
hrough ‘for example, a minimum ‘maturity requirement*fofﬁcertain
imports, China’ may . not have the adm1nistrat1ve apparatus ‘required for,
its effective implementation.' In addition, ‘the introduction of such
minimym maturity requirements at this juncture might have adverse
repercussions among foreign—creditors. .In any event if the current -
ccount deficit, in: 1986——now projected at. $10-12 billion--is no not
reduced; a substantial increase in_ T commercial bank debt wit with
inappropriate maturities will become inevitable




.

-,
v A

borrowing of entities under their supervision. My report of the last
visit (November 1985) was submitted to the State Council, on the basis

. of which the Council decided to establlsh a central unit to mon1tor

external debt in one of the agenc1es, but left the choice of the aj agency -

,unresalzgé/ AS a result, various agencies declined to put forward data

on external loans to be entered into the database that Mr. Boutros—Chali
prepared for the PBC. After extensive discussions, a consensus emerged
at the operational staff level that the SPC expand its external
borrowing program to include borrowing of all agencies; that the MOFERT,
the MOF, and the PBC implement the borrowing program; and that data on°
external loans that various agencies now collect be collated by a
central unit to be established in PBC. The officials expect a decision

by the State Council on this issue by April.

Mr. Shang Ming said that the Chinese officials are in complete

o e
.agreement with our suggestlons,““OUr concern still remains, however,

because China apparently does not at present have an institutional
arrangement to address balance of payments management in a well- -
orchestrated and comprehensive manner. Indeed, when the officials put

" together with our assistance various components of the balance of

payments in 1986 that their agencies had independently projected, they
were struck by the magnitude of the balance of payments deficit and its
implications on financing requirements. The SPC is empowered with broad
authority to manage foreign exchange, but has no apparatus to ensure its
effective implementation.

The officials informed me that the role of exchange rate
policy is being actively debated among policy makers, and asked me to
return to Beijing preferably in early May to lay out principles and key
1nd1e§tg;§ for exchange rate management. I noted the importance of an

active involvement of the SPC and MOFERT in an interagency study and
stated that I would seek your guldance on their request for our

.assistance.

cc: Mr. Tun Thln/Mr. Narvekarr ': ' - C L

-Mr. Finch ' .
"Mr. Brau
Mr. Brown
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WE HAD VERY FRUITFUL DISCUESSIONS WITH MR. HINO AND MR. BOUTROS-

GHALI ON CHINA“S SHORT TERM DEBT MANAGEMENT AND ON INSTRUMENTS FOR

COMPUTER-RASED PROJECTION OF CHINA“S EXTERNAL DERT. IF IS HOFED

THAT OUR FRODUCTIVE COOPERATION WILL CONTINUE IN THIS FIELD. IT
(T‘S ALSO SUGGESTED DURING OUR DISCUSSION THAT A JOINT STULDY ON THE
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TO: The Managing Director \ February 10, 1986 iﬁ/
FROM: P. R. Narvekar 1762}J ' ”w
SUBJECT: China--Presentation of Data on the Internal Settlement ~iiJ
Rate in IFS

As you will recall, the Chinese authorities had always
insisted that their internal settlement rate—-—now abolished--was not an
exchange rate and Fund documents and the relevant Executive Board
decisions were carefully drafted to take account of this sensitivity.
You will have noted, however, that beginning with the January 1986
issue, the IFS presents this rate as a "secondary exchange rate” and
publishes historical data on it (together with data on "secondary rates”
for eight other countries). We thought you should know that the Chinese
authorities not only agreed to this presentation which had been cleared
with them beforehand but also themselves provided the relevant data.

For your information.

cc: The Deputy Managing Director
Mr. Finch
Mr. McLenaghan
Mr. Brown
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Office Memorandum

January 6, 1986

MEMORANDUM FOR FILES

Subject: China--Meeting with GATT Officials, November 14, 1985

I met with Mr. David Hartrage, Chef du Cabinet, and
Mr. Ake Linden, Legal Adviser, to discuss general issues related to
China's accession to the GATT. They said that the GATT expects to
receive in early 1986 a request by China for readmission to the GATT
(China maintains that it is one of the founding members of the GATT).
China is required to submit a memorandum on its foreign trade system
when it presents its request for readmission. The memorandum will
describe: what agencies are authorized to engage in foreign trade; who
(the State or importing entities) decide what and how much to import;
who issues import licenses and how much; how domestic prices of traded
goods are determined; and what the structure of import duties is. China
has indicated informally that it wishes to be considered a developing
country, rather than a State foreign trading, for the purpose of GATT
membership. o

After the receipt of request for readmission, the GATT will
enter into negotiations on concessions by China required for the
readmission. Such concessions will take a form of reduction in import
duties, a liberalization of quantitative restrictions, or a commitment
to increase the value of total imports by a fixed percentage per year.
Although China may prefer the first, some member governments are
skeptical as to the effectiveness of tariffs in affecting import
volumes., In the case of Hungary, concessions in the form of tariff cuts
were accepted. This was because the country is small and the GATT
wanted to encourage Hungary to move further toward a market economy. It
would not be as easy for China, and several member countries already
raised questions on this matter.

Some countries prefer to require a liberalization of
quantitative restrictions as the concession from China. It is an
awesome issue to determine how much of these restrictions could be
maintained by China for the reason that it is a centrally planned
economy. If the IMF certified that the country was having balance of
payments problems, the extent of liberalization required of China would
be less than otherwise,

In the case of Poland and Romania, the concession was in the
form of a commitment to increase the value of imports by a specified
percentage. This form of commitment has not been working well, and a
number of officials find it inappropriate. However, better alternatives
are yet to be found.



I described briefly the present system of import restrictions

as well as the reform of the trade system underway, and discussed the
balance of payments situation very briefly. I promised to send them a
few articles from JETRO publications and to inquire into the possibility
of making this year's RED available.

cc: Mr.
Mr.
Mr.
Mr.
Mr.

L

Hiroyuki Hino *
Advisor
Exchange and Trade Relations Department

Narvekar
Brau
Saito
Anjaria
Boonekamp



Office Memorandum

To : Mr. Hino | ~ February 6, 1986

From : S. J. Anjaria %p

Subject: GATT Report om China

Attached please find a confidential paper prepared by the GATT
Secretariat entitled "Price Formation and Foreign Trade Regulations in
China.” Mr. Linden, GATT legal advisor to the Director-General, has
requested Fund staff comments on a personal and confidential basis. No
deadline has been given, but I suppose at the latest our comments should
be ready for me to take to Geneva early in April.

Two copies are attached for your convenience.

cc: Mr. Finech (o/r)
" Mr. Brau

or
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ToR The Deputy Managing Director January 31, 1986
(Via Director of Administration)
FROM: ' —~Tun Thin “R3)-\ *

SUBJECT: China--Mission on External Debt Management

The Chinese authorities have requested (through Mr. Huang)
that a staff team be sent to China to follow up on the work initiated by
Mr. Hino (ETR) on external debt management in November 1985. At this
time, they wish to focus on the processing of debt information and the
management of short-term debt. We believe that the work in these areas
will be of crucial importance to the upgrading of China's external debt
management and its debt statistics, which would benefit not only China
but also the international financial community in general. Accordingly,
it is proposed that Mr. Boutros—Ghali (ETR) visit Beijing during
February 17-March 1, 1986 to provide assistance on processing of
external debt data; Mr. Hino will join him a week later and stay through
March 1 for advisory work on the management of short-term external debt.

Mr. Beveridge concurs on behalf of ETR.

cc: ADM
ETR

oo

Office Memorandum = 77 Recr
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Office Memorandum

December 19, 1985

MEMORANDUM FOR FILES

Subject: China—AsDB Membership

During our recent visit to Beijing, Mr. Che Peiqin (Director,
International Department, People's Bank of China) told us that a basic
agreement has been reached for China to join the Asian Devélopment Bank
(AsDB)., Taiwan will remain as a member under the name of %Taipei,
China". This matter will be brought to the AsDB's Executive Board in
late March 1986 and then to the Annual Meeting of 1its Govefnors in Aéril
1986. Mr. Che Peiqin visited Manila twice in the last few months to

finalize the basic agreement.

K. Saito\&

cec: Mr. Narveka
Mr. Brau v/;
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¥ Office Memorandum oo

-fffﬂé\Acting«Managing Director December 18, 1985

Kunio“Saitsggg : -

T: " Visit to China

N,

~

In late November, the Chinese authorities expressed interest
through Mr. Hino lj in the possibility of a first credit tranche
program. To conduct a preliminary exchange of views on such a program,
I visited Beijing during December 9-11, after the consultation dis-
cussions in Western Samoa; I was accompanied by Mr. Fetherston (ASD).
During our stay we met with Deputy Governor Liu Hongru of the People's
Bank, Mr. Shang Ming, Member of the Council of the People's Bank, and
other officials of the People's Bank, the Ministry of Finance, the
Ministry of Foreign Economic Relations and Trade, the State Planning
Commission, and the State Administration of Exchange Control.

We outlined to the authorities the particular characteristics
of a first credit tranche program and mentioned the possibility of
combining an appropriate program with a CFF drawing, for which prelim-
inary staff calculations indicate the likelihood of an export shortfall.
We emphasized the need for the Fund to be reasonably assured that any
Fund-supported program would attain the desired adjustment goals; the
absence of performance criteria and reviews under a first credit tranche
program would require that the principal adjustment measures should be
in place before the Board considers the program. The authorities
briefed us on the current economic situation and policies, which indi-
cate that a balance of payments need indeed exists but the, adjustment
policies for 1986 are still being finalized (see below). In these
circumstances we indicated that possible negotiations could be held only
after the policies for 1986 are reasonably firmed up, perhaps in
February 1986. At the end of our stay, Deputy Governor Liu told us
that, following consultation between concerned government departments,
the Fund will be informed through Mr. Huang whether the authorities will
proceed with a formal request.

Economic situation

Domestic economic activity now appears to be expénding less
rapidly in response to the restrictive measures taken earlier this
year. The year-on-year rate of industrial output growth was below
9 percent in November, compared with over 20 percent in the first
half; the authorities feel that they have also succeeded in controlling
the hectic pace of investment expansion, which had exceeded 40 percent
in the first half, and price increases have moderated. They now have
greater confidence than before that their original plan target for

l/ Mr. Hino was in Beijing to provide technical assistance on
external debt management.
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credit expansion—--18 percent—-can be met; this would represent a consid-
erable achievement against the background of very rapid expansion in
late 1984/early 1985. Budgetary policy has been successfully tightened,
with expenditure held in check despite pressure for relaxation prompted
by a buoyant revenue performance. As a result, the overall deficit
should be less than 1 percent of GDP this year, and the authorities now
expect to have no mnet recourse to bank borrowing for budgetary
financing. - -

External developments have been less favorable. .Although
there are signs of a modest pickup in exports from earlier sluggish
levels, import growth has remained rapid, as the effects of demand
restraint on imports are belng felt only gradually. As a result, the
current account deficit this year could be as high as $11 billion
(4 percent of GDP). The underlying trend in international reserves
remalns downward, and has been slowed somewhat in recent months only as
a result of increased borrowing abroad by the Bank of China. At end-
September, international reserves were $13.8 billion (equivalent to 4.5
months of imports), about $4 billion less than at end-December 1984. lj
The State's foreign currency deposits at the Bank of China—-the counter-
part to which forms part of total reserves held by the Bank of China--
declined still more sharply than the total, and at end-September stood
at $3.4 billion, almost $5 billion less than at end-December. These
deposits from which foreign exchange is provided for most import
payments are expected to decline further in the coming months. The
authorities noted that the State does not normally purchase foreign
exchange from the Bank of China to replenish its deposits; the State
could borrow additional foreign exchange from the Bank of China (as it
did in 1980) for this purpose, but in this event the Bank of China would
need to increase 1ts borrowing abroad.

Policies for 1986

A sizeable current account deficit is again in prospect for
1986, reflecting a continuing trade imbalance. To prevent:a further
decline in reserves to an uncomfortably low level, the authorities are
therefore presently reviewing their options for securing additional
balance of payments financing.

For the next two years the authorities intend to give priority
to stabilization and consolidation of existing reforms over major new
reforms. Details of their adjustment policies for 1986 are still being
worked out, and at this stage for the most part only broad outlines are
available, The authorities intend to continue pursuing restrained

lj On a comparable basls, i.e., including holdings of foreign
securities throughout this period. The authorities' published data for
foreign exchange reserves include holdings of foreign securities only
from July 1985; as a result, published data show a 16 percent increase
in reserves during July-September 1985, whereas, on a comparable basis,
reserves declined by 6 percent during that quarter.



financial policies, and are contemplating a number of measures to
strengthen the effectiveness of monetary policy, including possible
increases in the interest rate on People's Bank lending to the -
specialized banks and in reserve requirements, and incorporation of
rural credit cooperatives into the credit plan. Fiscal policy will also
remain tight, with the 1986 budget expected to eschew recourse to bank
financing. Administrative measures to restrain investment and wages are
likely to remain in place. In the external sector, exports are being
given priority over domestic needs and restrictions have been placed on
imports of luxury items such as automobiles. ’

The exchange rate for the renminbi against the U.S. dollar
depreciated progressively from Y 2.97 to Y 3.20 during October, but has
since remained unchanged. The authorities indicated that the halt in
the depreciation of the renminbi was a temporary measure to deter
Chinese enterprises from exploiting leads and lags in their foreign
exchange transactions. Exchange rate policy for 1986 is currently under
study on the basis of relative movements in other countries' prices and
nominal exchange rates; however, Deputy Governor Liu noted that the
renminbi had been overvalued in recent years and that he personally
expected further depreciation in 1986 under the new managed floating
arrangement to be adopted in January.

cc: Managing Director (o/r)

CBD

ETR //

EXR

LEG

RES

SEC

TRE .

Mr. Brown
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TO:: The Managing Director ' Decémber 11, 1985
' The Deputy Managing Director Ao

FROM: {’ ¢ Hiroyuki Hino @

SUBJECT: China--Discussion on External Debt Management

I visited Beijing during November 19-26 to discuss basic

prlnc1ples of external debt management and its implementation.
.. Intensive discussions were held in the first five days with officials of
Peoples' Bank of China directly responsible for debt management, and the .
concluding meeting was chaired by Mr. Ji Chong Wei, Chairman of the
. Economic Research Center of the State Council and a key adviser for the
State Council on external policies. Senior officials of concerned
Ministries and Mr. Huang, Executive Director,-also.attended the final

meeting. I met separately with Mr. Shang Ming, Member_of the Council of
~ the Peoples' Bank of China. The officials said that the discussions
were timely as they are in the process of formulating the Seventh Five-
Year Development Plan .(1986—-90) and were useful for this purpose. They
expressed interest in continuing the dialogue, focusing next on .
- management of short-term debt.

The main objective of the discussions was to introduce a
methodology for setting limits on external borrowing, by maturity and by
type of creditor, in the medium—~term framework. We developed a
framework for medium—term balance of payments analysis in which various
balance of payments strategies could be simulated and their implications
on external debt analyzed. To illustrate the application of their
. framework, alternative balance of payments projections for China were
examined and the desirability of external borrowing was assessed.

. Although we discussed at length determinants of each of the major
variables of the balance of payments and factors affecting the
vulnerability of the external position, more reliable projections are
© requlred for several key items to make the framework fully operational.

The officials said that the Seventh Plan will place great
emphasis on export growth (target volume growth of about 8 percent per
year); to this ‘end, production will be increased, competitiveness
‘"enhanced, marketing improved, quality upgraded, and markets in Latin
America and North America penetrated. Imports are to fall somewhat in
1986 reflecting the slowdown in economic growth, but normal growth will
resume thereafter. The projection which incorporates these assumptions
. implies a current account deficit of 2.0-2,5 percent of GDP during
1986-90, compared with about 4 percent in 1985, and an increase in the
debt service ratio from 4 percent in 1985 to 13 percent in 1990. The
officials said, however, that the Seventh Plan will aim at a current
account deficit and external borrowing substantially smaller than those
presented in the projection. I emphasized the importance. of adopting
policies to achieve the desired level of the current account deficit.



-

Data on outstanding debt are incomplete with respect to
borrowings by local entities, import-related credits, and foreign
liabilities of financial institutions. Borrowing decisions are not
centralized, and a proposal is under consideration to grant external
borrowing authority to a large number of local entities. The Chinese

.officials expressed the desire to establish a system for comprehensive

monitoring and careful screening of all foreign borrowing activities,
the area where the World Bank has provided assistance. I said that such
a system is a prerequisite for the effective implementation of debt
management. : '

Partial information indicates that foreign liabilities of Bank
of China increased by more than $2 billion (about 60 percent) in the
first nine months of 1985. 1In spite of the apparently large foreign
borrowing, international reserves (including holding of foreign
securities) declined by $4 billion in this period, and the officials
expect the pressure on reserves to continue over the near term. They
expressed serious concern about the lack of an effective mechanism to
control short—term debt. I shared this concern and pointed to the
potential danger of resorting to short-term financial credits to finance
the large balance of payments deficits.

cc: Mr. Tun Thin (o/r)/Mr. Narvekar
© Mr. Finch
. Mr. Brau
Mr. Brown-
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November 27, 1985

TO: The Deputy Managing Director
(Via Administration Department)

FROM: Tun Thin YV

SUBJECT: Official Travel to China

As noted in our confidential memorandum to Management dated
November 22, we propose that Mr. Saito have discussions with officials
in Beijing during December 9-11, 1985 on his way back from a
consultation mission to Western Samoa. He will be joined by Mr.
Fetherston who is presently in China on a Bureau of Statistics mission,
which is due to end December 5. Mr. Saito will proceed to Beijing via
Tokyo where he will meet with Mr. Narvekar and Mr. Hino for a day or
two. This arrangement obviates the need for Mr. Hino to stay behind in
China. He is now on annual leave in Japan.

We seek your approval for Mr. Saito's visit to Beijing as well
as for the stop in Tokyo by Mr. Hino on his return to Washington.

cc: ADM ]
Mr. Beveridge /
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TO: - ?iThe Managing Director 1985 4 ‘

o - 'The Deputy Managing Director S QFRRE R # PP
A | TuE.;..;";‘.Sm.,E-‘.,C"" D W

FROM: . -,P R. Narvekar ’))QN ﬁ%‘é . »» . é J

’JVSUBJECT: ,Chlna——Supplement to Staff Report

' Attachedlfor your approval is a'supplement to the staff report ‘
for the 1985 Article IV consultation with China. . The paper has received .
comments and clearance from Mr. Brau. ;}‘n R O R R

The-supplement reviews developments in recent months, which

e e e T

but_a continuing external deficit. “K summary of the T recently issged -
party. proposal for the next “Five-Year Plan is ‘provided. A supplementary

v~1'staff appraisal focuses on the short-term domestic situation and the

external deficit; however,_the thrust of the appraisal in the main

“,»;report remains valid.

Executive Board discussion is scheduled for Friday,
. November 8; we would wish to have the supplement available to Executive
'»Directors by Monday, November 4. : '

Attachment -

’{ncc:"Mr. Brau b///{f;-

‘Mre. Brown'
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Office Memorandum %ﬁ/

TO: - The Managing Director
=The Deputy Managing Director

FROM: PR, Narvekar ?@3

SUBJECT: 'Vlslt to China

October 24, 1985

After Seoul, I visited Beijing for a few days and held meetings
with officials of varigus ministries and the People's Bank. The main points
that emerged from these meetings and the meetings T had in Seoul with Vice

_ Minister of Finance Li Peng and People's Bank Deputy Governor Liu Hongru

(:) are set out below. The Article IV consultation is to be concluded by the
- Executive Board on November 8 and a supplement to the staff report, incor-
porating these and other recent information, will be issued in due course.

1. There is some evidence of slowing down but the Chinese
economy roars along. The annual rate of growth of industrial production
was 20 percent during January-September. For the year 1985 as a whole, a
rate of growth of about 18 percent is expected and national income is
expected to grow by over 12 percent, both rates being recognized by the
authorities to be excessive. They stress, however, that they are seeking a
soft landing for the economy rather than impart to it a sharp brake, and
that the recent measures to restrain domestic demand are beginning to take
effect. "I indicated that the situation would continue to need close
monitoring, and welcomed their willingness to consider additional measures
in the monetary area.

. 2, Monetary expansion, while continuing apace, has slowed
<:> down. The authorities concede that credit expansion is likely to exceed
the initial 18 percent target—-which the staff had considered reasonable—-
. but could not say by how much. The excess is unlikely to be small. The
<= authorities are considering increases, in reserve requirements and in the
rate of interest charged on lending to the specialized banks.

3. The budget, however, continues to be comfortable, the
authorities being reasonably confident of achieving a balance this year
after several years of deficit. The balance is on the official method of
reckoning, and would mean a small deficit (less than one percent of GDP) on
ours. . :

4. The authorities expect the price increase for 1985 to be of
the order of. 10 percent. No major price reform measures have been taken
since the consultation discussions and none appear likely to be until ‘the
overall demand situation settles down. :

» 5.k' The forelgn trade situation has proven a little more
‘impervious to the corrective measures than we had anticipated. We had




O

estimated a trade deficit of $2 billion for the second half of 1985 but one
twice as large was recorded in the third quarter and there is little basis
for envisaging a sufficiently sharp improvement in the last quarter.
Exports were somewhat smaller in the third quarter than expected and the
authorities said. imports contracted earlier continued to be delivered.

6. The authorities attributed the continuing decline in foreign
exchange reserves to this same factor of the backlog of earlier contracts.
In July--the latest month for which data are available--reserves dropped by
$2 billion to $10 billion; the cumulative loss since the beginning of the
year was $5 1/2 billion and that from the peak of July 1984, $8 billion.
The authorities estimated.a further loss of only about $1 -billion by the
end of the year. This would imply _ an overall deficit of $6 1/2 billion in-
1985, nearly twice as Iarge as the deficit projected by the July mission.

: 7. Flnally, on the subject of -the exchange rate axrangement,
the Chinese authorities have just informed the staff that effective next

- January, they would replace the basket peg of the yuan by a "managed

float”. They said that a more flexible exchange rate arrangement was
desirable in view of the substantial adjustment of the yuan in the recent
past and the price and wage reform in process.

cc: Mr. Brau
Mr. Brown
Mr. Collins
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Mr. Narvekar pate. Octobex

Zhang Zicun 77%4\.04«/%

Exchange Rate Arrangement for the Chinese Yuan

In response to your memorandum to Mr, Che Peiqin dated July 29

while you were in Beijing, the Government wishes me to pass on to you
the following information which I received today.

cc?

"In view that the Chinese yuan has been adjusted
substantially since 1984 and also on account of the
present price and wage reform in process, more flexible
exchange rate arrangement is desirable. Therefore, China
has decided that the original peg of yuan to a basket
of currencies will be replaced by the "managed floating"
beginning from January 1, 1986 and may be reclassified as
such by the Fund."

I trust you will take the appropriate actionm.

Mr. Finch v///
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COMMENTS ON “CHINA: AGRICULTURAL SECTOR POLICIESY ARE AR
FOLLOWS:

1. IN THE ARTICLE. IT SAYS, “FARMERS WERE FREE TO FLANT
THEIR LANLIS, OFTEN LEASED ON A LONG-TERM BASIZ.” WE CONSIDER
THAT IT IS NOT APPROPRIATE TO USE “LEASED” TO DESCRIBE THE
RELATIONSHIP BETWEEN CONTRACT HOUSEHOLDSE AND LANE. BECALUSE THE
OWNERSHIP OF LAND BELONGS TO THE COLLECTIVES,. THE CONTRACT HOLSE-
HOLDE HAVE ONLY THE RIGHT OF PLANTING AND OPERATING ON THE LAND.
THEY DO NOT LEASE THE LAND.

2. IN THE ARTICLE. IT SAYS, “WHILE THE STATE. THROUGH
ITS LOCAL AGENTS, RETAINED OWNERZHIF OF THE LANLD AND HEAVY M
MACHINERY.” IT IS NOT IN ACCORDANCE WITH THE ACTUAL SITUATION IN
OUR COUNTRY. IN THE COUNTRYSIDE OF OUR COUNTRY. THE COUNERSHIP
OF LAND BELONGS TO THE COLLECTIVES. NOT TO THE STATE. A5 REGARDS
TGO OTHER MEANS OF PRODUCTION. AT PRESENT. IT IS NOT ONLY THE
STATE THAT OWNS HEAVY MACHINERY. BUT ALS0 RURAL COLLECTIVEE. AT
THE SAME TIME. THE INDIVIDUAL FARMERS NOW OWN SOME LIGHT MACHINERY
SUCH AS TRUCKS, WALKING TRACTORT ANLD IRRIGATION AND DRAINAGE
EQUIIFPMENT.

2. IN THE ARTICLE. IT 5AYS. “PERHAFS ONLY DISTINGUISHARLE
‘FROM PRIVATE FARMING RY THE FACT THAT THE LAND OWNERSHIFP WAS
RETAINEL BY THE STATE.- IT DOES NOT ACCORD WITH THE ACTURAL
SITUATION IN OUR COUNTRY EITHER. FIRST,. IN OUR COUNTRY. THE OWNER-
OF LAND IN THE COUNTRYSIDE BELONGE TO THE COLLECTIVES, NOT TO
THE STATE. SECOND. THERE ARE MANY DISTINCTIONS BETWEEN CONTRACT
HOUSEHOLOS AND PRIVATE FARMERS. FOR EXAMPLE. CONTRACT HOUSE-
HOLDS PRODUCE CROPS ACCORDING TO THE CONTRACTEZ WITH THE
STATE OR FRODUCTION TEAMS. THEY PAY AGRICULTURAL TAXES TO THE
STATE OR FPRODUCTION TEAMS ACCORDING TO THE CONTRACTS.

THE REMAINDER AFTER TAX BELONGS TO
THEMSELVES. WHILE THE PRIVATE FARMERS FPRODUCE AUTONOMOUSLY.
BOTH THE STATE AND PRODUCTION TEAMS CAN HARDLY GUIDE THE PRODUCTION
OF PRIVATE FARMERS. CERTAINLY, THERE ARE ALSO OTHER DISTINCTIONS
BETWEEN CONTRACT HOUSEHOLDS AND PRIVATE FARMERS. WE SHALL NOT
LIST ALL OF THEM HERE.

COMMENTS ON “THE EVOLVING ROLE OF MONETARY POLICY IN CHINA“
ARE AS FOLLOWS:

1. IN THE ARTICLE. IT 5AYS, “THE “COMMODITY INVENTORY
SYSTEMY OF CREDIT CREATION IS A VARIANT OF THE “REAL BILL”
FPRINCIPLE. IN THE EARLY 1950%, THE SOVIET EXPERTS SAIL THAT
THE BANKS COULD ISSUE SHORT-TERM LOANS TO THE ENTERPRISES WHOSE
WORKING CAFPITAL WERE USED FOR INVENTORYIES. THE LOANS,. THEREFORE,

HECES\EEEE0 QZ—200'Z~




WERE GUARANTEED BY THE GOODE AND MATERIALS IN THE INVENTORY AND
IT WOULDN BE EASY TO RECALL AT DUE TIME. IT WOULD NEVER CAUSE
ANY INFLATIONARY FROBLEMS. REAL RILL DOCTRIME IS THE STAND
OF BRITISH BANKE SCHOOL IN 19 CENTURY IN BRITAIN. ITS MAIN CONTENT
WAS THAT ALL THE LOANS OF COMMERCIAL BANKS SHOULD BE SHORT-TERM
AND SELF-LIGUIDATING. S0 THE SIZE OF MONEY STOCK DEFENDED ON THE
BNEEDS 0OF ENTERFISES. AT THAT TIME. BRITAIN EXERCISED THE GOLD
STANDARD SYSTEM, WHAT COULD CAUSE THE INFLATION? DUE TO THESE
TWO REASONS, IT SEEMS IRRELEVANT TO MAKE A COMPARISON BETWEEN

“ THE LOANS GRANTED TO ENTERFRISES BY THE CHINESE BANKS BEFORE
197% AND THE REAL BILL THEORY. :

2. IN THE ARTICLE, IT SAYS, “HOWEVER. MOST OF THE DOMESTIC
TRUST COMEANIES WERE CLOSED IN 192%.¢ IT DOES NOT ACCORD WITH THE
ACTUAL SITUATION IN CUR COUNTRY. BECAUSE THE INDIVIDUAL PROVINCES
AND MUNICIPALITIES IN OUR COUNTRY NOW STILL HAVE MORE THAN 20
INVESTMENT AND TRUST COMPANIES.
, v END.

INTERNATIOGNAL DEFT.
FEOFLE"Z BANEK OF CHINA
NO. 25711 oinc ool

™
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Office Memorandum CGQ ’“‘*6*7;
A
October 10, 1985 8

MEMORANDUM FOR FILES ' Ibl?

¥

Subject: Meeting of the Chinese Delegation with the
Managing Director, October 10, 1985

The Chinese delegation was led by Mr. Liu Hongru, Deputy
Governor of the People's Bank. Mr. Zhang, Mr. Erb, Mr. Brau, and
Mr. Narvekar were present. There was initially some discussion of the
major issues deliberated at the Annual Meeting. Inter alia, the
Managing Director expressed appreciation of the position taken by China
in relation to the Trust Fund and said that China should feel assured
that this would not disqualify it from getting other concessional
assistance.

There was then a discussion of the Chinese economic situa-
tion. Mr. Liu reviewed in particular the credit restraint measures
being taken. In their comments, the staff expressed agreement with the
broad thrust of recent policies, said that there was still a long way to
go 1n cooling down the overheated economy, and that there was need for
exchange rate flexibility. They also outlined plans for technical
assistance 1n the areas of central banking, debt management and economic
intelligence.

The meeting lasted 45 minutes.

PN

P. R. Narvekar

cc: The Deputy Managing Director
ETR
Mr. Brown
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é Office Memorandum

To: Mr. Narvekar : ' September 18, 1985
L . . ‘\i}: .- -
From: * Hiroyuki Hino =

Subject: China--World Bank's Balance of Payments Scenario ,

The World Bank staff sent us a draft of the next country
program paper that included medium—~term balance of payments scenarios.
Their base scenario envisages an export volume growth of 8.7 percent per
~year and an import volume growth of 6.4 percent, and projects a current
account deficit of US$5.1 billion in 1990 (Table 1). The Bank staff
expects China's Seventh Five-Year Plan to include an external borrowing
strategy in line with this scenario. They recognize that the export
target is ambitious and incorporate a somewhat lower growth in the high
‘borrowing’scenario; The draft states that this latter scenario which
puts the current account deficit in 1990 at US$15.1 billion is not
‘advisable because (i) China would not be able to deal with imbalances of
this magnitude with the macroeconomic tools at their disposal; (ii) the
borrowing would entail substantial "interest-related liquidity risks”;
and (iii) borrowing requirements would be so large (US$16 billion by
1990) that China could face supply constraints.

The base scenario is broadly in line with our medium—-term
projection, except that the Bank staff assumes the volume growth of
manufactured exports of 10.6 percent, compared with our 8.5 percent. We
thought that ours was already optimistic and would require policy
adjustments to achieve it. The draft does not discuss the policies
needed to make their base scenarios feasible.

~Attachment

cc: Mr. Brau
Mr. Saito




Table 1. China: Medium-Term Balance of Payments Scenario

Fund Bank staff

staff ' Base High Borrowing

(In billions of U.S. dollars)

Current account deficit in 1990 8.6 5.1 15.1
:(Iﬁ percent)

Export.voiume growth

. 7.8 8.7 7.3
Primary. . o . 6.8 1/ 6.2 6.2
Manufacturers 8.5 2/ 10.6 8.0
TN ) . : :
([ Import volume growth _ 5.5 - 6.4 - 6.4
Debt service ratio in 1990 . 7.4 7.1 12.6

lj Refers to o0il; éverage annual growth rate.
.2/ Refers to non-oil.




xTable 1.7:Chine: 'Medium—Term Baiaqce of PeymentS'Scenerio‘

Fund : Bank staff

‘staff - Base High Borrowing

(Ta billions of U.5. doliars)
‘f.éﬁirénﬁjaccount’déficit,in 1990 © :§.6 o 5.1 15.1
EERTE P R . (In_percent)
;-E%poft;§eihme‘grodtﬁ;'ee |

: S =748
~- _ Primary. . oo .. 6.8
“ ’ 8.5

- Manufacturers 0.6

© Import volume growth = - . R - S R TV

.:Debfﬁserv{ee ratie iﬁ 1990 - B fe’“f 7{4- . i“7.l . : 5>'12;6'

l/ Refers to 011' average annual growth rate.
. 2/ Refers to non—01l. ’ :
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& Office Memorandum "

‘w&7SEP IYT&w 5-5“ The Managing Director L ) September 17, 1985
The Deputy Managing Director '

OFFICEQF eN _ .
Tt MAH#@%%%CWR P. R, Na:i?ekar and Manuel Guiti'a’n‘%_(" 4 , g{:
: B A A 4 ale
'SUBJECT: China--Draft Staff Report - S % /}}iﬁ W

Attached for your approval is the draft Staff Report for the
" 1985 Article IV consultation with Chiﬁa.‘ "It has been reviewed by
O ~ Messrs. Mahler (FAD), Silard (LEG), Chandavarkar (TRE), Hood (RES),
McLenaghan (STAT), and Ms. Koenig (CBD). it has also benefited from the

comments of Mr., Tidrick (IBRD).

Attachment

cc: Mr. Collins
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?system,fto proceedﬂinuparallelzwith the ‘domesti¢ reforms. A reformed -

., system need ‘not always equate:domestic and international prices; ‘for

instance, the.authorities might wish to insulate the domestic prices of

_agricultural ‘products ‘from temporary fluctuations in world market priceé

or to ﬁ;ovidé-moderate tariff protet;ion for certain developing
industries. However, too‘heavy a protection of domestic industry would
only lead to a continuation of ﬁhe excessive domestic market orientation
that has already been encountered in some recent fo;eign investment
projects.

The staff also believes that a system in which the price mechanism
plays a greater role in balance of payments management would require a

more flexible exchange rate policy. Since the last consultation, the

R e T et et

internal settlement rate has been Qliminaﬁed; the staff welcomes this
development. All transactiqns-are now conducted at the official-
exchange rate. The real effective rate of the renminbi depreciated by
3. percent between November 1984, when the Executive Board last discussed
China's exchange rate‘policy, and July 1985.

Thevétéff weléomes the termination, since the last consultation, of
the bilaterél payments agreement with Egypt. The tax on remitted
profits of certain joint ventures gives rise to a multiple currency
practice subject to approval under Article VIII; in vieﬁiof-tﬁe h
relatively limited scbpe of this practice there seemsjéo be no balance

b

of payments need for it and, therefore, the staff does not recommend its

P
v e e -

approval by the Executive Board.

e et i ey oo
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Messrs. Mahler (FAD), Silard (LEG), Chandavarkar (TRE), Hood (RES),

' oy
Office Memorandum 2 RN A

TO: The Managing Director "1985 SEPS&}ﬂteﬁHeBQS 1985
" The Deputy Managing Director\/
GFFICE &F HE

FROM: P. R. Nagekar and Manuel Guitian %L%Fgﬂ HANACING TﬁR

SUBJECT: China--Draft Staff Report

Attached for your approval is the draft Staff Report for the

1985 Article IV consultation with China. It has been reviewed by

McLenaghan (STAT), and Ms. Koenig (CBD). It has also benefited from the

". comments of Mr, Tidrick (IBRD).

Attachment

cc: Mr. Collins

.
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Executive Directors have often expressed interesf/zg/:£e -

-

international implications of national policies./ In last year's

consultation report, the staff had commented gn these from the. C\;ww
perspective of China's foreign trade. They/noted that, in the longer - )L}[$
P s . .\r{_v

2

S,

NS

*r:

.
A
~

ROPLY

<

term, China's increasing integration with the world economy could only

benefit both China and the rest of the worlld. This remains true }k} 9\5g

"U-'

VA St § 'S ca

ot Yol Co
- Jeo ts | in—reallocating resourEEER@B‘as to accommodate comparative

<:> advantagesﬂgigkgimatéi;}>abwever, it is the overall result of the

. %&thaugh_boqh China and its trading partners may encounter short-term -
8 l?& . \e§ — -

H

Chinese efforts to achieve its triple objectives that will have the most
far-reaching implications for the rest of the world.
It is proposed that the next Article IV consultation with China be

. held on the standard 12-month cycle.




&
Offzce Memorandu ®,

”ﬁ &g ,
S . :

“NAT'O

GTAR" €
e

TO: A Mr. Guitidn . 7 o . September 12, 1985 y _
FROM: Peter J. Quirk {J} . ’
- B l‘
SUBJECT: People's Republic !of China--Draft Staff Report for the 1985 (27
. Article IV Consultatiom— '

Following are ERD comments on this report:

. There is a question that Mr. Hino has raised with me
concerning the tighteﬁing of the foreign exchange allocation scheme.
Prior to the mission we had examined this scheme, and it is clear that
it constitutes an exchange restriction. I have been informed by Mr.
‘Hino that, following substantial relaxation in recent years, the budget
has been tightened in 1985. This places the tightening within an issue .
that is currently being examined (following similar questions in the
cases of Western Samoa and-Zimbabwe) concerning the meaning of :
"adaptation” under Article XIV. The view that I have expressed to the
Legal Department 1s that a very large change may materially alter the
restrictiveness of the system which should not be dealt with as an
adaptation which would have the measure retain protection under A
Article XIV. We have been exdmining the precedents in this respect, and
there are more recent precedents whereby a major tightening (and this
requires some judgment as to quantification) has taken the measure from
Article XIV to being subject to approval under Article VIII (e.g.
Cyprus, Western Samoa, Yemen Arab Republic, and Zambia).

On page 20 it is stated that imports in the second half of the
year would be about ten percent lower than in the first half, although
these estimates are noted to be "very tentative.:" Given the increase in
imports that has occurred in recent years, there is a question as to
whether or not this would constitute the structural "sea change” in the
restrictiveness of the exchange system that would take a measure from
Article XIV to Article VIII. T understand from Mr. Hino that full
information on the extent of this tightening is not presently available
to the staff (he i1s sending you a more detailed note on the matter).
However, there is likely to be a special visit to China later in the
year, by which time an assessment could be made of the extent of the
tightening, and the issue addressed.

A rather basic comment on the paper—-more in the nature of a
question-—is the role of monetary policy and the methods of its imple-
mentation. The paper suggests the development of a redeposit scheme for
the control of credit, but does not state directly the technique of
control in use at present. Presumably, it is a rationing system of some
sort. If so, the extent of the inflation at present disguised by price
controls may be important in assessing the level of interest rates.
Deposit rates are shown as now being just under seven percent on page
16, but the observation on interest rates for loans is given only




=

-

in change terms so that- it ‘is difficult to formulate a view as to the
real interest rate. This could be made more explicit. There is an
important question as to how to judge the interest rate and also
external competitiveness in the presence of price controls. It may be
useful if the paper was to. discuss this issue and it could be an
objective of the further work planned in this area by Central Banklng
and Asian departments, which is footnoted on page 17.

A . - The paragraph on page 23 dealing with the special economic
zones may be a little lower key.than required, given the amount of
publicity that these have received, and the likely interest of Executive
Directors. - It may be useful to specifically state the growth of exports.
from the zone, compared with total exports, along with some assessment
by the staff of the likely prospects in the zones. In the paragraph
dealing with the issue of exchange rate determination it could also be
useful to record any information concerning the exchange rate at which
the unauthorized foreign exchange activcities mentioned in the previous
paragraph have been undertaken, if this is known with any degree of
certainty. Mention of parallel exchange rates is a common feature of
staff reports. With respect to the chart on page 24a showing effective
exchange rate indices, it may be useful to indicate which exchange rate,
the internal settlement or official exchange rate, is contained in these
indices.

: Page 31, bottom of page: I wonder if the statement by the
World Bank regarding the foreign trade system is helpful, in that it
tends to overstress the merits of gradualism in liberalizing the trade
regime.

Page 35, line 9: the statement that there has been a switch to
"other foreign assets” is somewhat cryptic.

Page 37, the penultimate sentence: I would suggest that the
sentence beginning "A reformed system...” be redrafted: "The author-
ities might wish to insulate the domestic prices of agricultural
products from obviously temporary fluctuations in world market prices.

Page 38, last partial paragraph: It would be useful to list
the exchange restrictions. To this end, there could be added after the
first sentence the following: "China now maintains bilateral payments
agreements with ... Fund members. These agreements and the exchange
restriction arising from the foreign exchange budget are maintained
under the transitional provisions of Article XIV."

cc: Mr. Flnch\//
Mr. Hino
Mr. Belanger
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MR. SAITO. ASIAN DEPARTMENT. IMF

REF. YTLX OF AUG. 29, 1935.

1. DATA ON OFFICIAL FOREIGN EXCHANGE RESE FOR MAY AND
JUNE., 1985 ARE US DOLLARS 11.177 BILLION AND 10.852 BRILLION
RESFECTIVELY.

2. GUARTERLY DATA ON IMPORT LETTERS OF CREDIT FOR THROUGH
JUNE IS US DOLLARS 3.6% BILLION. MONTHLY DATA IS5 NOT AVAILABLE.

‘:%. THE BANK OF CHINA DOESN‘T HAVE DATA ON OUTSTANDING HOLDINGS

OF FOREIGN BONDS AND SECURITIES AND THERE HAS BEEN NO NEW ISSUANCE
S0 FAR FROM 1985.

4. DATA ON AGGREGATE OPERATING LOSSES OF STATE-QWNED INDUSTRIAL
ENTERFRISES IN 1984 AND DATA ON BUDGETED REVENUE IN 1985 WILL
BE AVAILABLE IN LATE SEPT. AND SHALL BE TELEXED TO YOU ASAF.

Se END-JUNE MONETARY DATA WILL BE MAILED TO YOU AROUND MID-SEPT.

4. MINUTES OF THE MEETINGS WHICH HAVEN“T BEEN RETURNED TO yYOQU
WILL REACH YOU IN EARLY SEPT.

BEST REGARDS.

IMF DIVISION
INTERNATIONAL DEPT
PECPLE”S BANK OF CHINA

—
NO. 85-559

248331 IMF UR

KKKKEK s
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Cennect Time = 216 seconds
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MR. ZHANG ZICUN, ED FOR CHINA., IMF

DATA ON OFFICIAL FOREIGN EXCHANGE RESERVES FOR MAY AND JUNE
1985 ARE US DOLLARS 11.177 BILLION AND 10.8%2 BILLION
RESPECTIVELY.

IMF DIVISION

INTERNATIONAL DEPT.
PEOPLE’S BANK OF CHINA

R
NO. 85-561 N

248321 IMF LR

KKKKEK

Time: 21:22 08/30/85 777
Conrniect Time @ 133 seconds
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fs Office Memorandum
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August 14, 1985

Memorandum for Files

Subject: China--Definition of International Reserves

The overall balance of payments is normally defined as a
change in net international reserves of the banking system. In the case
of China, the Fund staff has so far derived the overall balance from the
change in gross international reserves on the assumption that foreign
liabilities of the Bank of China are very small or do not change
significantly; the foreign exchange component of gross international
reserves consisted of state foreign exchange reserves and borrowed
reserves of the Bank of China which excluded, inter alia, holdings of
foreign bonds and securities. With a view to examining the
appropriateness of this procedure, I met Mrs. Yin Bao Yu, Deputy Chief,
Planning and Statistics Division, State Administration of Exchange
Control, and officials of the Bank of China on July 26, 1985 to review
(a) the present method of compiling gross reserve figures and
(b) changes in foreign liabilities of the Bank of China over the last
several years.

Compilation of gross reserves

China's international reserves have been reported in the
format of Table 1. According to the officials, there are two equivalent
ways to derive the figure for total foreign exchange reserves
($14.4 billion at the end of 1984). Under the first method, foreign
exchange reserves equal Bank of China's (BOC) cash holdings and deposits
with banks abroad (A+B+C in Table 2). This includes State foreign
exchange reserves since the State buys its foreign exchange from, and
deposits it with, the BOC, which in turn invests such exchange in banks
abroad. BOC's liabilities to the State on the latter's foreign exchange
account do not appear in the BOC's balance sheet as such liabilities are
offset against domestic assets (renminbi) with which the State purchased
foreign exchange. The difference between total foreign exchange
reserves and state foreign exchange constitutes BOC's own reserves. We
should not use the term "BOC's borrowed reserves” since it is
misleading.

Under the second method, reserves are derived as foreign
exchange resources minus usages. Resources consist of due to foreign
banks (J+K in Table 2), foreign currency deposits and some asset items
(F+G+H+I), while foreign currency lending (E), buyers' credit (F), and
some liability items (M+N+0) comprise usages.

The two methods are in general not equivalent. The
equivalence would hold if (i) total foreign assets equaled total foreign
liabilities and (ii) resources items in the asset side equaled usage
items in the liabilities side. However, these equalities do not
generally hold.






The officials neither denied nor confirmed that it was the
first method that they actually use in compiling the figures reported to
us. They simply reiterated that the two methods were equivalent. Thus,
we do not understand clearly how total foreign exchange reserves are
defined. I did not discuss other issues such as the residency vs. the
currency criterion, consolidation of BOC's foreign branches, and
possible inclusion of foreign bonds and securities in foreign reserves.

Foreign l1i{abilities

The IFS reports "National Banks: Other liabilities” which
amounted to US$3.6 billion at the end of 1984. This figure includes
mainly BOC's borrowings from foreign banks and overseas affiliates;
claims on China of banks in the BIS reporting area amounted to
US$3.5 billion at the end of 1984, of which about two-thirds represent
claims on banks in China. The officials did not provide a complete
definition of "National Banks: Other Liabilities.”

The Fund staff has not been provided with the data on total
foreign liabilities of the BOC. The bank's annual report contains a
balance sheet but it does not separate foreign from domestic components;
the officlals said that this segregation would be difficult because some
items are not included in the balance sheet. 1In addition to borrowing
from foreign banks, BOC's foreign liabilities include nonresidents’
foreign exchange deposits (US$3.6 billion as of end-1984), bonds and CDs
held by nonbank entities (amount unknown), and if the currency criterion
is used, residents' foreign exchange deposits (US$6.2 billion as of end-
1984). 1t appears safe to assume that BOC's total foreign liabilities
are fairly large.

W\
Hiroyuki Hino

Advisor
Exchange and Trade Relations Department

cc: Mr. Narvekar
Mr. McLenaghan
Mr. Saito
Mr. Fetherston
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L Table 1; L' Chlna Internatxonal Reserves, 1981 85 'r:,_if

(In mllllons of U, S dollarsL end of year)

'_,1981' 1982 t.f;éas 1984 - 1985
T T B ' " End June

AForexgn exchange f%,' ’ ST
Forexgn exchange’ balance total 3, 506 7,728
Minus bilateral paymenus s

. assets (net)® - -~ . . 'r 798 142
State foreign exchange = A2 708 - 6,986 8,219
Plus Bank of Chlna borrowed . - e g
reserves - S " 2,065 4,139 o071

Total foreign exchange
reserves .-

4,773 11,125

 Gold (PeOple s Bank of Chlna

holdings) 1/ = o - U s16 0 491 Taes 435
‘Reserve p051t10n 1n che Fund - -- 176 ‘ 255
SDRs = . : T 275 __214 . 335 406

Total reserves V[‘ 5,564 11,830 15,451 15516

Source: éaak—&ﬁnﬁﬁvzn' STATE ADMINISTRATION OF EXCHANGE CONTROL

- 1/ Valued at SDR 35 per fine troy ounce.




Table 2. Bank of China--Foreign Assets and Liabilities, 1981-84

(In millions of U.S. dollars)

1981 1982 1983 1984

Foreign assets 1/

A. Cash
B. Due from foreign banks
C. Due from foreign branches
D. Foreign bonds and securities
E. Loans
Residents
Nonresidents
F. Buyers credit
G. Export bills
H. Commercial papers
I. Other

Foreign liabilities

J. Due to foreign banks

K. Due to foreign branches

L. Foreign exchange deposits
Residents
Nonresidents

M. Buyers' credit

N. Commercial papers

0. Other

}/ Excludes State foreign exchange account.
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July 12, 1985

MEMORANDUM FOR FILES

Subject: China--Meeting with Mr. Hope, July 9, 1985

Messrs, Saito, Fetherston and I met Mr. Hope, Chief, External
Debt Division, Economic Analysis and Projections Department, IBRD, to be
informed of the latest status on collection of external debt data and
the outcome of the seminar on external debt management held in Beijing.

Data collection

The Bank has received standing reporting forms from the
Ministry of Finance (MOF), but the report included only 18 loans
directly under the auspices of MOF. Apparently, the MOF does not
recelve a report on utilization of foreign loans contracted by other
agencles. At present, there is no single agency to which all actual
borrowings are reported. (A circular was issued recently, however,
instructing that all foreign borrowing be reported to the People's Bank
of China.)

Seminar in Beijing

Officials from key financial agencies as well as representa-
tives from provincial governments, open cities, and Special Economic
Zones attended the seminar. The sessions were well received.

Drawing on the discussions in the seminar, the MOF made the
following recommendations to the State Council: (i) to set up a body in
charge of formulating overall external debt policy in a macroeconomic
framework which would report directly to the State Council; (ii) to
continue with the requirement that all projects and loans be approved by
the State Planning Commission; and (ii1i) to establish a unit within the
MOF which would collect data on external debt from all agencies and
monitor the developments,

The authorities have decentralized foreign borrowing decisions
without having an ability to monitor. This is not desirable. They
should determine the overall borrowing policy, e.g. the amount that the
country would borrow in a year, at the central level, and each borrowing
decision should be made by end-users within the overall policy
framework. At present, foreign borrowing is approved to finance a
project 1f it is expected to generate foreign exchange enough to cover
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TO: Mrs. Lachman , June 28, 1985
fi-, f
FROM: Peter J. Quirk C/ ,Z
% [
SUBJECT:. China--Treatment and Identification of Exchange Restrictions (

Mr. Zhang has raised with Mr. Hino, who will be participating
in the forthcoming mission, two questions concerning China's exchange
system. I have set out below some preliminary responses, and would
appreciate your reactions to them.

1. If China were to eliminate the tax from profit remittances
would the decision on Article IV consultations still be
needed? )

My view on this is that such a decision would clearly continue to be
required as long as China continued to invoke Article XIV. The need for
a decision would continue even if the last feature subject to

Article VIII and not maintained under the provisions of Article XIV
would be eliminated, i.e. the tax on profit remittances. (The other
multiple currency practice arising from the internal settlement rate was
eliminated at the outset of 1985.) The decision would, as for other
Article XIV members, refer to any actions that the Board deemed appro-
priate for the restrictions or multiple currency practices maintained
under the provisions of Article XIV, e.g. encouragement for
liberalization.

2. Would the practice of foreign exchange budgeting
constitute a restriction for China?

This is generally speaking, a more difficult question, involving
examination of the precise modalities of the restriction to ascertain if
it involves a "direct governmental limitation on the availability or use
of exchange as such.” }j As you know, the position of various practices
maintained over time under Article XIV is sometimes not- clear, and the
staff may need to engage in a thorough review of the system with a view
to ascertdining which measures are or are not subject to Fund
jurisdiction, although maintained presently under provisions of Article
XIV--particularly as it is now coming to the point that the decisions
may need to focus more on these restrictions. The principles for det-
ermining whether or not a foreign exchange budget would constitute a
restriction as with other restrictions, would involve the relative
proximity of the practice to the exchange system, as compared to the
trade system. I believe it has been the practice for foreign exchange
budgets that are set annually and subsequently administered through the
trade system, without intervening variation in response to foreign
exchange availability, to be regarded as trade-related, and therefore

1/ legal Aspects of Article VIII and Article XIV, SM/59/73,
November 18, 1959, page 33.




not subject to the Fund jurisdiction. However, should the foreign
exchange budget be implemented or modified on a short-term basis in the
light of ongoing foreign exchange availability--for which the payments
instruments would be monitored--then Fund Jurisdiction would be
involved. The present system in China, on the basis of the description
in the draft 1985 AREAER of the "Administration of Control,” (attached)
involves frequent revision in response to foreign exchange availability,
and administration on a comprehensive basis by the financial authorities
(State Administration of Exchange Control and the Bank of China). A
restriction on payments and transfers for current international payments
therefore appears to be involved. It may be that the mission would need
to look further into this question, and we would appreciate your
indications as to’ any especially pertinent questions that it should

ask. If you wish, we could meet for this purpose.

cc: Mr. Finchv///
Mr. Brau
Mr. Saito
‘Mr. Hino



Position on January 3, 1985
"PEOPLE'S REPUBLIC OF CHINA/2

An experimental foreign exchange trading system has been established
by the Bank of China in a few areas (such as Beijing, Guangdong, Hefei,
Shanghai,.and Tianjin), under which national enterprises holding foreign
exchange earned through the system of retention quotas are permitted to
sell such foreign exchange to other national enterprises that have a quota
for spending foreign exchange. The Bank of China acts as a broker and
levies a commission of 0.l percent on.both sides of the transaction, but
does not operate in this trading system on its own account or provide
foreign exchange or take up positions in foreign exchange. Most trans-
actions are in U.S. dollars, but Hong Kong dollars and pounds sterling are
also traded.

Forward exchange rates are published for 15 currencies. 3/ China
does not apply a system of forward premiums and discounts but instead
uses the spot rate plus a forward charge. Forward transactions are only
permitted in connection with an underlying trade transaction. When banks
sell-renminbi forward, a charge is levied; when they buy, no charge is
levied except for the Japanese yen and the Swiss franc. Rateé are given
for one to six months; transactions can be renewed for a further six
months, but for not longer than one year. Forward charges reflect interest
rates and trends in international mérkets in the currencies concerned.

Administration of Control

The People's Bank of China exercises central bank function and

control over foreign exchange; and the State Administration of Exchange

3/ Austrian schillings, Belgian francs, Canadian dollars, Danish kroner,
deutsche mark, French francs, Hong Kong dollars, Italian lire, Japanese
yen, Netherlands guilders, Norwegian kroner, pounds sterling, Swedish
kronor, Swiss francs, and U.S. dollars.



Position on January 3, 1985
PEOPLE'S REPUBLIC OF CHINA/3

Control (SAEC), as a governmernt administration under the leadership of the
People's Bank of.China, is responsible for implementing the exchange regula-
tions and controlling all foreign ethange transactions in accordance with
state policy. There are sub~bureaus in the provinces, in main municipali-
ties, autonomous regions, and special economic zones. Other banks and
financial institutions, including affiliates of nonresident banks, may
handle designated tramnsactions with the approval of the SAEC. The China
International Trust and Investment Corporation (CITIC) is authorized to
conduct transactions connected with investments of foreignm capital in
China and any other foreign exchange tramsactions in the special economic
zones. Individuals and institutions may hold foreign exchange but may
not deal im it or conduct arbitrage operations. Special exchange control
regulations apply to special economic zones, the 14 designated coastal
cities, and border regiomns.

Foreign exchange transactions are generally made in accordance with
a foreign exchange plan. Those parts of the foreign exchange plan dealing
with foreign trade, foreign loans, and China's external assistance program
are prepared by the Ministry of Foreign Economic Relations and Trade
(MOFERT); the foreign exchange budgets of other goverument departments are
prepared by the Ministry of Finanée. The SAEC draws up the section of the
plan covering local and provincial nontrade transactions, receipts from
overseas Chinese, and individual receipts. The overall foreign exchange
plan is coordinated and balanced by the SAEC; after it has been reviewed
and reconciled with.other plans by the State Planning Commission, it is
submitted to the State Council for approval. TFollowing apéroval, the plan

is sent back to the various localities and ministries for implementation.
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Position on January 3, 1985
PEOPLE'S REPUBLIC OF CHINA/4

The Bank of China is responsible for supervising the implementation of the
foreign exchange plan.

In principle, the foreign exchange plan covers all transactions,
including those with countries with which China maintains bilateral pay-
ments agreements. 4/ The annual plan is divided into quarterly plans,
and at the end of each quarter the State Planning Commission reviews the
implementation of the plan and.determines whether corrections are necessary.
That part of the foreign exchange plan dealing with trade is broken down
by commodity. Unexpected events, such as changes in foreign trade policies;-
might necessitate a revision of the plan.

Prescription of Currency

Trade transactions with Bulgaria, Czechoslovakia, the German Democratic
Republic, Hungary, the Democratic People's Republic of Korea, Moungolia,
Polénd, Romania, and the U.S5.S.R. are expressed in Swiss francs, and with
Cuba in pounds sterling at the official exchange rate and settled through
bilateral payments arrangements. In normal circumstances, imbalances
emerging toward the end of each year are covered by increased deliveries
of goods. Nogncommercial transactions are settled on a current basis in
convertible currencies, except for part of such transactions with the
Democratic People's Republic of Korea and Romania, and all the transactiouns
with Cuba, which pass through thé clearing account., Payments to and from

countries with which China has bilateral payments agreements are made in

£7_7Chiua maintains operative bilateral payments agreements with the
following Fund members: Afghanistan, Bangladesh, Egypt, Hungary, the
Islamic Republic of Iran, Pakistan, Romania, and Sierra Leone. It also
maintains bilateral payments agreements with Bulgaria, Cuba, Czechoslovakia,
the German Democratic Republic, the Democratic People's Republic of Korea,
Mongolia, Poland, and the U.S.S.R.
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FROM : Linda M. Koenig @t;//
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SUBJECT : Mission to People's Republic of Chinat=
May 3-16, 1985

Introduction

Mr. Richard Miller and I visited the People's Republic of China
during the first two weeks of May to carry out the first formal contact
between the People's Bank of China and the Central Banking Department.
In Beijing we held extended and frank discussions with People’s Bank
officials on a wide-range of central banking matters. The PBC team was
headed by Vice-Governor Liu Hongru who appears for all intents and
purposes to.be the de-facto Governor of the Bank. (The new Governor,
Chen Muhua, is at the Bank only two or three times a week as she is /
occupied with other duties as member of both the Politburo and the
State Council.) We also delivered a series of lectures on central
banking to a group consisting mainly of People's Bank Department Heads
and Branch Managers. Each of these lectures, which we repeated in
Shanghai, was followed by a free-wheeling discussion session which
-lasted for several hours. In Beijing, Vice-Governor Liu participated
actively in these sessions, as did Department Heads of the PBC.

Background

As you are well aware, the People's Republic of China is
presently reaping the fruits--and also experiencing the growing pains—-
of the program of economic liberalization begun in 1979. 1In the past
year, the decentralization of agricultural production under the “incentive
system,” whereby farm workers are allowed to keep a part of their
production for sale on the free market, has led to an unprecedented
increase in agricultural output and exports, and.in farm workers'

income. The "incentive system" now is being extended to the industrial
and service sectors.

Although data on the Chinese economy are very incomplete, there
are many indications in official pronouncements, what data are available,
and indeed through sheer visual observation, that these production
gains have, since the latter part of 1984, been accompanied by a serious
overheating of the economy. Based on figures cited in speeches by
Premier Zhao and other key officials, both currency and money supply
are estimated to. have risen by 30.percent during 1984, and at a much
higher rate during the fourth quarter. During this last quarter,

China's international reserves suffered a substantial decline, indicating
that domestic credit expansion was even more rapid than money growth.
Official pronouncements allude to some slowdown in monetary expansion in



the first months of 1985, but.this probably reflected seasonal factors
and increased velocity as the drain on net international reserves
reportedly continued. The strong expansion in credit reportedly
reflected some overshooting of credit to the central government, but
mainly was due to strong credit expansion to enterprises and local
governments. Premier Zhao's speech suggests that this excess financing
went to cover sizable wage increases and other rises in current and
capital outlays. The existence of inflationary pressures was confirmed
in the second week of May, after the mission had left Beijing for Shanghai,
when food prices in the Beijing area were increased by amounts ranging
from 10 percent for eggs to 100 percent for beef and 200 percent for fish.

The apparent weakening in monetary control during this period
focused attention on weaknesses in credit policy and made our visit

" especially timely. Until 1984, the central banking function in the

People's Republic had not been developed and, indeed, prior to the 1979

. reforms, the People's Bank of China functioned as a monobank on the
Soviet model.. Some of the commercial banking activities of the PBC

‘'were spun off in 1979. However, only at the end of 1983 was it invested

" with traditional central banking functions, including responsibility

for monetary policy and supervision of the financial system, the part

of the Bank responsible for commercial banking in urban areas having

been transformed into a new institution, the Industrial and Commercial
Bank (ICB). 1In the course of 1984, the functions, personnel and accounts
of the PBC and the newly-created ICB began to be divided, but this

- process is far from complete. In our discussions, Vice—-Governmor Liu

frankly indicated that the PBC in 1984 was far too new a central bank

to be able to resist the pressures for credit expansion accompanying
liberalization in the real economy. Not only were its monetary
instruments and financial programming techniques insufficiently developed
but, more important still, its authority to set financial policy and

its general "clout” within China's complex institutional system were
inadequate. References in recent speeches by Premier Zhao and others to
the need to fortify the PBC, and the naming of Ms. Chen Muhua, a high
ranking party member, as Governor, hold out some hope that this situation
will be corrected over time, although the fact that she is not at the
Bank on a full time basis is a source of some concern.

‘Discussions with the authorities

Our discussions with Vice-Governor Liu and his colleagues dealt
mainly with the techniques of monetary and credit targeting and the
instruments to achieve these targets; with the relationship between the
People's Bank of China, the rest of the financial system, and the
Government; and with the future development of the financial system and
the financial markets,



Regarding monetary targeting and policy, Vice-Governor Liu
expressed a great deal of concern about the appropriate monetary targets
for the People's Republic, and with ways of improving projection of the
monetary aggregates. We discussed at length the issue of credit versus
money, and the link between the choice of a credit or money target and
a country's exchange rate policy. From this we went on to talk about
the appropriate coverage of credit and monetary aggregates in the case
of the PRC. Vice-Governor Liu and his colleagues showed enormous concern
about the targeting of narrow and broad money and, in particular, with
the interpretation and treatment of velocity-—-a phenomenon about which.
the Bank has been questioned by Premier Zhao. Although he offered
good reasons for the apparent sharp decline in velocity, Vice-Governor"
Liu clearly feared, even though he did not say so, that the growth in
money supply in recent months had been excessive. -Without directly
expressing a view on the matter, we stressed the importance of looking
at supply shortages and at the balance of payments—-in addition to the
price index--for signals regarding the appropriateness of-a country's
monetary stance. The notion that the balance of payments deficit of
the past few months might be a sign of excessive credit expansion was

-quickly grasped by Vice-Governor Liu and his colleagues, who did not
seem to have thought of it before.

In discussing monetary policy, the authorities requested our
views on the PBC's present use of monetary instruments-—-the reserve
requirement and the mechanism of credit to banks--and on the system of
interest rates. They expressed a great deal of interest in moving,
albeit gradually, to more flexible interest rates, possibly in conjunc-
tion with the introduction of new rediscount mechanisms. The reserve
requirement still was being experimented with; possible further modifi-
cation of the 10 percent basic rate or use of a marginal requirement
was not ruled out. We were questioned at length about the prospects
for developing open market operations or a simpler variant of dealings
in treasury or central bank bills. It was clear that the authorities
had not grasped the moretary nature of open market operations and we
attempted to explain it.

What struck us most about our discussions on monetary policy
and instruments was the fact that the People's Bank apparently had not
yet modified its system of financial programming to permit appropriate
" credit and/or monetary targeting. The present system of programming
has several important deficiencies, the most serious of which is that
the operations of the People's Bank are not broken out from those of
the banking system as a whole. The strongest point we made to the
authorities was that any improvement in monetary targeting and the use
of monetary instruments would be contingent upon a rad1ca1 modification



‘of financial programming methods. We indicated that the.forthcoming
Article IV consultation discussions might provide an opportunity to
deal further with this issue, and that, if desired, we subsequently
could field a mission, in collaboration with the Asian Department, to
assist the authorities in designing improved monetary instruments in
the context of an improved system of programming.

On more institutional questions--but ones certainly very much
related to the process of formulating monetary policy--we were asked -
repeatedly about the relations between central banks and government and
~central banks and the rest of the financial system. We described the
relations between the monetary authority, the finance ministry and other
organs of government in various industrial and developing countries,

. stressing the importance of good policy dialogue and well founded
technical expertise in the central bank. While we spoke of the desira-
ability of central bank independence, we were frank in recognizing its
limits. A Vice~Governor Liu had had the opportunity to talk with Chairman
Volcker in Washington and was enormously interested in the role of the
Chairman of the Federal Reserve Board of Governors; he clearly considered
it an ideal, if one that probably was unattalnable under the Chinese
system., :

With specific application to the PRC, the People's Bank authori-
ties identified the authority and independence of the central- bank
with the ability to say no to the credit requests of governments,
enterprises and banks when these requests were out of line with the
financial program. Clearly, an inability to do this had been behind
the rapid credit and monetary expansion of the last months of 1984 and
early 1985, The authority of the People's Bank over monetary policy
has now been affirmed, we were told, at the highest level. While
welcoming this development, we again stressed the necessity of improving

financial programming techniques if 1ts authority is to be successfully
exerc1sed. :

The authorities were very much interested in learning about the’
bank supervision function of a central bank and how it is exercised in
various industrial countries through analysis of bank returns and on-
site inspections. We described the "camel" system of supervision
applied in the United States, expanding on the concepts of capital
adequacy, liquidity, etc., and also discussed supervisory practices 'in
a number of European countries. The authorities told us about their
plans for licensing foreign banks to operate in China‘'s free economic
zones, and we stressed the importance of there being an adequate piece
of general banking legislation to allow the People's Bank to deal with
the establishment and regulation of both domestic and foreign f1nanc1a1
intermediaries.

Finally, our discussions touched briefly on prospects for the
future development of China's financial system and financial markets.



ccC:

Vice-Governor Liu told us that the ‘question of whether to change the
structure of -the banking system to permit the existing financial
institutions to compete with one another—-right now each serves a
different part of the financial market——and to permit the establish-
ment of new banks and/or non~banks was under discussion. - We had the
impression that no immediate actions were planned in this area, but
that the authorities were trying to think ahead to see what would be a
more efficient financial system for the longer run; indeed, substantial
structural innovation probably is not advisable until the powers of the
PBC have been more firmly established. Regarding development of the
financial market, steps already are under way to lay the basis for a
“horizontal™ flow of funds among enterprises. Many of China's rural
and industrial enterprises have become highly liquid and the opportunity
to invest in other enterprises would provide an alternative to over-—
spending, while reducing enterprise reliance on government transfers
and improving the overall efficiency of investment. '

All the above subjects, we indicated to the authorities, could
be the subject of further staff work by CBD, in conjunction with the
Asian Department, if the authorities so desire. There seems to be
quite a bit of interest in this prospect and we were given to understand
that the matter might be further discussed during the Annual Meeting.

Like all the Fund staff who have visited the People's Republic
of China before us, we were treated with great cordiality and hospitality.
We were extremely pleased at the openness of the authorities in discussing
their problems with us. We had the impression, and this was supported
by some of our Chinese hosts, that this openness was to an important
extent a reflection of the attitude and newly enhanced status of
Vice~Governor Liu himself. Also, we would like to think that it reflects
the progressive opening up of Chinese society and the steadily growing
trust the authorities place in the Fund management and staff.

The Managing Director (o/r)
Mr. Zulu (o/r) :
Mr. Finch

Mr. Habermeier

Mr. Guetta

Mr. Hood .

Mr. Mohammed

Mr. Nicoletopoulos
Mr. Quattara

Mr. Sanson

Mr. Shaalan

Mr. Tanzi

Mr. Teyssier

Mr. Tun Thin

Mr. Van Houtven

Mr. Whittome

Mr. Wiesner

Mr. Collins



RECEIVED
IMF CABLE ROOM

£05 MAR 26 AH Ti 22

Rovi @1IM/3.02088 Linet

i

RCA MAR 26 0321
242331 IMF UR g51¢@

=

MR. VAN HOUTVEN, ‘ .
INTERFUND -

WE HAVE THE HONOUR TO INFORM YOI THAT PRESIDENT LI XIANNIAN OF

THE PEOPLE“S REFUBLIC OF C A HAZ, IN ACCORDANCE WITH A DECISION
ADOPTED BRY THE TENTH SESSION OF THE STANDING COMMITTEE OF THE
SIXTH NATIONAL PEOPLE’S CONGRESS OF THE PEOPLE-S REPUBLIC OF CHINA
ON MARCH 21, 198%, APPOINTED OUR FORMER GOVERNOR LU PEIJIAN
AUDITOR-GENERAL OF THE AUDITING ADMINISTRATION OF THE PEOPLE’S
REPUBLIC OF CHINA. AND STATE COUNCILOR CHEN MUHUA GOVERNOR QF THE
FEOPLE“S BANK OF CHINA.

ORIG: ASD
CC: MD
PEOPLE“S BANK OF CHINA DMD
BEIJING, CHINA
MR. ZHANG
MARCH 25, 1925 E
j FAD
SEC
TRE
22612 PBCHO CN ﬁ?; E%I;ER
248'-‘331 IMF UR MRS. BAGARES
KKKKK MR. COLLINS
Time: Q3:08 03/26/8% 277
Cannpect Time @ 145 seconds

MooE=S\Erep QZ—==2007~



L el

FTO;']‘ l-hMr. Tun Th1n “;'f; ;fx'at.,f.l ;JI ;*ffﬁfi February 15, 1985,

FROM: f:K. Saltéﬁég 3?:;r‘f5;¢quﬁ}:'

SUBJECT:"Chlna S Exchange Rate-—Recent Developments

) Thls note is"an update of recent developments in China's
exchange rate, one of’ which pertalns to the class1f1cat10n of China's
exchange rate arrangementn ’ : -

1. Dur1ng 1984, the RMB (off1c1al rate) depreciated from
about Y 2 0 = USS1 to Y 2.8; in early 1985, the exchange rates were
"unified," as the- lnternal settlement rate (Y 2.8 = US$1) was

_ abolished. During January 2-February 18, the rate remained at Y 2.80 -

Y2.81, but on February 12, jumped to Y 2.85; the rate has been at that
level since then (see attached chart and table for:exchange rate
movements through December 1984)

2. These exchange rate developments, especially the sharp
depreclatlon during 1984, have attracted considerable attention from the
press (two reports attached) In these reports it is suggested that the
Chinese authorities have been allowing market forces to play a greater
role in determining the rate and lettlng the RMB depreciate to a more
reallstic level. .

3. The Fund has been notified that the RMB exchange rate is
"linked to a basket of internationally traded currencies, weighted with .
reference to their importance in China's external transactions"”--this
position was not changed at the time of the "unification". However, the
basket—peg arrangement does not seem to explain fully the sharp
depreciation during 1984 (the RMB would have depreciated less, if the
arrangement was strictly applied) or the exchange rate stability during
January-mld—February 1985 (the RMB would have deprec1ated)

4e Whlle it is difficult to visualize "market forces™ in the
Chinese context, the basket-peg explanation raises some questions. 1In
these circumstances, ETR (Mr. Quirk) has recently suggested that China's
exchange rate arrangement be reclassified from "Pegged to currency
composite” to "More flexible arrangement--managed floating;" this

reclassification would also be in line with the policy of encouraging

developing countries to adopt more flexible exchange arrangements. I
believe we should consider this suggestion and discuss the matter with
the authorities when approprlate. -

Attachments

cec:  Mr. Narvekar
Division F%
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99.855

102.271
99.007

93,894

'87.385
84 .684
86.027
82.892
80.880
77.290
75.942
76.711 .
75.358

' 75.508

75.683
72.977
69.357
62.588
56.184

77.205
78.029
76.397
75.708
75.363
75.438
75.273
75.303
“75.648

75.573 -

. 76.367
75.303
75.378
73.431
72.802
72.697
71.739
68.654
67.680
65.284
63.346
59.136
58.585
56.270
53.698

-4,
-28.

o )]

CPI

110.

105

105.
1086.
105.
105.
106-.
106.
106.
106.
107.
107.
107.
107.

107

107.
107.
108.

109

108.
108.
109.
109.

110

110.
110.

0.
2.

(sa)

. 300
.300
.500
.867
.267
.733
.300
.800
.433
.967
.667
.233
.867
.500
.933
.200
.600
.867
.500
. 167
.867
.467
.200
. 000
.567

200

.000
300
500
700
200
200
400
600
800
100
300
500
600
.000

400
200
.Q00
800
300
600
800
.000
200
400

o
6

200 -

CPI

91.300
91.300
91,500
91.867 -
92,267
96.733
99,300
89,800
100.433

- 100.967

101.667
102.233
102.867
103.500
103.933
104.200
104.600
104 .867
105.500 -
106.167
106.867
107 .467
107 .200
109.000
108.567

- 110.200

105.000
105.300
105.500
105. 700
105.900
106.200
106.400
106.600
106.900
107.100
107.300
107.500
107 .600
107.000
107.200
107 .400
108.200
108.000
109.800
" 109.300
109.600
108.800
110.000
110.200
110.400
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.é minbi’s value. - .-z

~ . Foreign economists and diplomats say 1"

- -, Peking has been allowing the currency’s
“ivalueto decline in an apparent effort to at--
.- +tract foreign investors, who can buy more
"1 renminbi-denominated goods with other

* tued renminbi will help increase exports
' ! and trim imports. The Chinese currency’s
- * yalue against the dollar has depreciated to

~i98 from 1.98 bt the end of 1983.

. ... . Foreign economists say Peking isn't of-

.. ificially fixing the renminbi’s exchange
.. \rate. Instead, the government has allowed
¢ ithe currency to fluctuate to a more realis-
Tltic level that largely reflects supply and
sl demand in domestic :and international
'markets. These economists caution, how-
: ever, that there is still a long way to go be-
.+ *ifore Peking floats the currency. ;
L ;; . Giving the renmi
;i fluctuate is part of Peking's move to over-

tl;e.country‘s economy.. : iz

i currencies. The governmient hopes a deval- -

nbi more leeway fo

haul a rigid financial system and liberalize-

&7 4{ - MARKET FORCES IN CHINA are play- ]
; - Afig a bigger role in determining the ren- .}~
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N\
INTERNATIONAL MONETARY FUND
Y/
Mr. Finch Feb. 13, 1985

The attached AP Dow Jones
report is one of several that %
suggest a greater role for
market forces in determining
China's exchange rate. As with
other cases, 1llegal currency
transactions may have played SEJ
a part, as there have been also
a number of reports of widespread
and growing activity in the parallel
market,

China's exchange rate is
presently classified as pegged to
a basket-- Mr. Xiang's office is
being contacted as to whether
"managed flexibility" would be
a better description.

cc: Mr. Brau N
Peter J. Quirk §
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RCV: @1IM/2.26446 LINE: 2 E4 B 50 MF CABLE ROOM
FER 12 1985 2357 f\NWV 1965 FEQ 19 :
440040 FUND U1 o 13 75
75297 ECWEK HX
13/2/85
ATTN: MR TUN THIN
DIRECTOR, ASIAN DEFARTMENT QRIGH ASD
INTERNATIONAL MONETARY FUND ach ETR

FROM: ROBERT DELFS
CHINA ECONOMY CORRESPONDENT
FAR EASTERN ECONOMIC REVIEW. HONGEONG
TX 75297 ECWEK HX

WORKING ON ANALYSES OF PATTERNS OF CHINA“E FOREIGN TRADE USING
YR INVALUABLE 1924 DIRECTIONS OF TRADE STATISTICS YEARBOOK,
AM CONFUSED BY WORLD PAGE ITEMS FOR KOREA AND ZINGAPORE.

LINES 542, 576 SHOW WORLD IMPORTS FROM SAME IN PART A (CIF)
TO BE LESS THAM THEIR EXFPORTES TO THE WORLD FOB IN PART B
(ANDI AS LISTED IN THEIR COUNTRY PAGES).

I CANNOT MAKE IMPORTS OF COUNTRIES LIKELY NOT TO REPORT
PURCHASES FROM SAME ADD UP TO THE MAGNITUDRE OF THE DISCREPANCY
(WITH CIF ADJMUSTMENT. I CALC GAF AT 25 PERCENT FROM FART A

FOR KOREA AND 20 PERCENT FOR SINGAPORE. THAT INDONESIA LISTS
2.5 B IMPORTS FROM SPORE THAT SPORE DNOJES NOT WOULD SEEM TO
MAKE DISCREPANCY WORSE. WOULD BE MOST GRATEFUL IF SOMEDNE
COULD CLARIFY THIS, NONATTRIEBUTATIVELY.

REGARDE,
A4AO040 FUND UI
75297 ECWEK HX
REFLY VIA ITT
?

TIME:

22332 0Z2/12/85 7?7
CONNECT TIM

E = 194 SECONDS

%ﬁ?‘ﬁ%\@?‘@?ﬁ QZ~=Z200Z—



-~ " EM - DISK #30
Draft
2/4/85

Berne Union: China-—Bfiefing Note

l. Recent economic and financial developments

China's external payments position remains strong (Table 1). It
is estimated that the current account will show another‘large éurplus
in 1984 (US$3.7 billion, eqﬁivalent to 1.5 percent of GDP), primarily
as a result_ofla substantial trade surplus. Exports are eétimated to
have increased by'18 percent in 1984 to US$26.2 billion, while imports
rose by 23 peréent to US$23.3 billion. The overall payments position
also was in surplus (US$3.4 billion). Total gross official reserves
increased to US$17.6 billion at the end of October 1984, equivalent
to 9 months of imports, from US$15.4 billion at the end of December'
1983 (Table 2 ). China continues to be one of the largesg deposi£ors
to the international banking system. Because of cautious borrowing
policy, China's external debt increased little in recent years. Tétal
disbursed debt is estimated to amount to somé US$7 billion at end71§84
(3 percent of GDP?. Most of China's foreign borrowing has been undertaken
on concessionary Q;rms. The debt service ratio'déclined to 4 percent A
of exports of godds and services in 1984 from 6 percent iﬁ 1983>and |
11 pefcent in 1982.

,'Ingome growth since 1982 has been impresSive'(B percen; average
growth), owing to a large extent to the extensive reforms implemented
in the rufal areas. Both rural and urban living standards have improved
substantially. Price stability has also been maintained (2 percent
average rate of inflation). Fiscal policies have remained éautious,
with budget deficits averaging less than 2 percent of GDP, of which

more than half has been financed by the banking system. Liquidity




expansion; however, haé been too fast (15 percent) and has contributed
to excess demand pressures, persistent shortages and bdttlenécks, and
forced savings. The latter has been.an important work disincentive.
Also, enterprise efficiency has remained low, due to outdated equiﬁment,
overstaffing, a history of inadequate incentives, and most importantly,
to an increasinglyvdistorted price structure.
2.  Prospects

China's external payments position is expected to remain strong in
1985. - Both the external current account and the overall balance of
payments are projected to be in surplus. It is anticipated, however,
that the current account surplué wiil be lower than in 1984 (US$2.8 bil-
lion or 1.2 percent of GDP). The growth in export volumes is expected
to decline from the exceptionally high level reached in 1984 (14 percent)
torsome 6 percent in 1985 (and beyond), in line with import demand in
partner countries. The growth in import volumesAis éxpected to exceed
10 percent in 19%5 (and beyond), reflecting the impiementétion of
severai large imﬁéft—intensive investment projects, the implementafidn
éf economic refofm in the urban areas, and a continuing'gfadual 1ibera;
Ilization of foreign trade. The overall surplus (US$3.4 billion) is
’projecged to increase gross reserves to US$22.2 billion or 10 months of
imports.

China's eiterﬁal payments position'is also expected to remain
strong over the medium term. In line with the authorities' investment
policies and as a result of increasingly higher imports of capital goods,

the present large current account surplus is expected to disappear by

1987 and widening deficits are projected for subsequent years (Table 3).



The steadf'deterioration in the current account is expected to be
partly offset by capital inflows, in the form of higher medium—- and
1ong4t¢rm borrowing for project finance and increasingly large foreign'
.direct investment. Total disbursed debt is projected to double in

the second half of the decade to US$16 billion by the end of 1990,
i.e., about the level of projected gross official reserves. In line
with the authorities' stated policy intentions, the major part of_the
projected current account deficits beginning in 1987 woﬁld be finaﬁced
by drawing dowm reserves from the pfesent high level to some three
months of imports by 1990.

It is also expected that the main thrust of external debt management
policies will continue to be to attract conceséional loans and limit
foreign borrowing on commercial terms. The authorities have stated
that China will continue to rely mainly on loans at concessional inferest
rates, including notably insured export credits from foreign governments
and increased cofipancing wiﬁh World Bank‘parficipation. lj' Commercial
borrowing is expeQZed to be undertaken only for specific projects and
on limited~scale.. Thus, debt éervice paymehts‘ére prbjééted>to represent
~ only 5 percent of exports of goods and services over the medium term.

3. Recent policy developments and economic reform

The 1984 Article IV consultatioﬁ was completed on November 7, 1984.
Since then, the Chinese authorities have implemented some of the policy
measures discussed in the staff report (SM/84/221, 10/3/84), including

the abolition of the internal settlement rate, a reform of the foreign

lj And, eventually, the Asian Development Bank, although access to
such financing is unlikely to materialize in the_ngar future.




trade éystem, and additional incentives for foreign direct inVeStment;;{;é
Effective January 1, 1985 1/ all foreign exchange transactions are ”
effected at the official rate, which is adjusted in accordance with
movements in the value of a basket of internationéily traded currencies.
The ongoing reform of the foreign trade system aims at separating the
overall policy and regulatory framework from the daily conduct of
foreign trade and giving greater autonomy to enterprises. Additional
incentives for foreign direct investment include further improvements

in pfeferential tax treatment and production and marketing conditions
for joint véntures, especially in the four special economic zones and

14 coastal cities. The 10 percent exchange tax on remitted profits of
3oint ventures is now exempted for ventures established in the special
economic zones and in designated econmomic and technological development
areas in certain coastal cities.

Announced reform measures include the implementatioﬁ_in 1985 of a
system of contracts and open market sales which will.replacé the present
mandatory.state ﬁchhases of grain. (It is expected.that subsidies on
essentiai food items will be coﬂfinued.) The authorities have also
announced a reform of the price and wage system, a key issue in China,
which gill be completed over the next five years (i.e., Seventh Plan
Period, 1986—90). Price adjustments are expected to be implemented
through a series of smail steps, starting with the prices of industrial

inputs and some agricultural products and continuing thereafter with

the prices of major consumer goods and services. The pace and direction

1/ Prior to January 1, 1985 all foreign trade and related transactions
had to be effected at the internal settlement rate of Y 2.80 = USS$l.




of the price reform are still uﬁcerfain.‘.The combination of pfide R
adjustments and 1iberélization may well lead to a higher rate of inflatibn _;i'w
in 1985. Regarding wages, the eight-grade system in state eﬂterprisés |

is to be abolished soon, while pay reform in state institutions is.to

be implemented by end-1985. The authorities annoﬁnced in early January

1985 that they intended to grant further tax conceséions for joint

~ventures and to open four additional areas to foreign direct investment. 3

As parf of the authofities' efforts td liberalize the economy, to
fosterreconomic development, gnd to enhance egonomic efficiency, greater. 
reliance on macroeconomic policy instruments is expected rather than
administrative orders. One step in that direc;ion was the recent sale of

Treasury bonds.

4. Fund relations

The staff mission for the next Article IV consultation is scheduled

to take place in July 1985.

5. World Bank relations
] »
The.staff of ‘the World Bank has just completed a draft report on

"China: ‘Long-Term Issues and Options,” which is currently being discussed
within the Bank and the Fynd Asian Depaftment. The report focuses on

a number{of policy issues that need to be éddreésed in the next 15 yeafs
in order to acceleréte economic development, tecﬁnology traﬁéfers, and’
attract further foreign direc£ investment. The report covers a wide
range of topics, including economic growth and required policy changes,
as;iculturél prospects and'policies, energy, spatial issues, international

economic strategy, human development, and mobilization of financial

resources.
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'

Tablerjd China: Balance of Payments, 1980-84 c

In millions of U.S. dollars)

. 1980 1981 1982 1983 1984

Est. 1/'
Current account -3,281 1,349 5,667 4,457 3,728
Exports, f£.0.b. 18,402 22,027 22,476 22,223 26,223
Imports, f.0.b. : -22,049 -21,047 -17,113 -18,955 -23,315
Trade balznce B -3,557 980 5,363 3,268 2,908
Services (net) =294 ~-203 -167 678 290
(Credit) (2,409) (3,130) (3,513) (4,166) (4,560)
(Debit) (-2,703) (-3,333) (-3,680) (-3,488) (-4,270)"
. Net unrequited transfers 570 572 471 511 530
Net invisibles 276 369 306 1,189 820 . -
Capital account (net) - 1,836 _21 123 . 186 2107 ET”A
Medium- and long-term ' CoL '
borrowing (net) 695 335 202 899 . 740
Drawings (1,096) (1,372) (2,382) (1,572) (1,580)
Repayments (-401) (1,037) (~2,180) (-673) . (—840)' S
Foreign direct investment (net) 57 265 . 359 478 540 Y
Other medium— and long- ~ . e R
term capital (net) : 1,008 31 ~383 -865 '7770*A;;jﬂ%
. Short-term capital (net) 76 -959 =55 . =326 =300 . .. ..
Errors and omissigns ‘1,671 762 485 - =550 ‘4550 :
Allocation of SDRs 146 142 - - -
Overall balance o 372 1,925 6,275 4,093 3,388

£

Sources: Data provided by the Chinese authorities; and Fund staff estimates.

1/ Prepared by the Asian Department for World Economic Outlook exercise in
December 1984 ‘ o



’ tbdlochl (1/10/ 85)

- o ‘ Aw . Table 2 {Chinai Selected Economic and F:lnanc:lal
o . : - y - -l Ind:lcators, 1982-85 ' -

1982 - 1983 1984 . 1985 -
: * Este. Proj.

(Year endiﬁg December)

Growth . . . .
Real GDP (change in percent) 8.3 9.1 8.0 7.0 -
Inflation
GDP deflator (change in percent) . -0.6 0.5 1.9 2.5
CPI (average percent change) 2.0 2.0 - 2.0 2.5
Terms of trade (percent change) 14.6 -5.0 - -
Central government budget 1/
Revenue (growth in percent) 1.2 8.8 8.8 v
Expenditure (growth in percent) 2.0 10.1 8.2 cee
Current acecount {parcent of GDP) . 5.8 6.2 7.1 ees
. Overall surplus or deficit (percent of i
GDP) ~1.3 -1.7 ~1.5 " eee
: Borrowing from the banking system ’ )
) (percent of GDP) 0.5 0.7 0.4  ees
Foreign borrowing (net) (percent of GDP) ) —-— 0.2 0.4 - “eee
Concessional X - 0.2 0.4 cee
Commercial ‘ : ' - - — e
Money and credit (end of year, percent change) . . e
Total domestic credit 11.7 14.3 13.5
Currency in circulation 10.9 20.9 15.0 © aee
Balance of payments o
Exports (bn. dollars) 22.5 22.2 26.2 28.3
0f which: 01l (3.3) 2.7) (3.2). (3.3)
Imports (f.o.b., bn. dollars) o =17.1 ~19.0 -23.3 =26.2
of which: 0il . (--) (--) (=) ()
Current account (bn. dollars) 5.7 4.5 3.7 - '2.8
Current account (percent of GDP) 2.2 1.6 1.5 1.2
Of which: Interest payments 0.2 .0.1 0.2 0.3..
Overall balance (bn. dollars) 6.3 4,1 3.4 3.4
(Percent of GDP) 2.4 145 1.3 1.4
Reserves (end of year) ‘ 7 D D
O i !feross official reserves, including gold ’ : .
! (mn. dollars) 11,840 15,451 18,839 22,191
(In months of imports) : 8.3 9.8 9.7 10.1
Net foreign assets (mn. dollars) ) 8,394 12,090 15,478 18,830
External debt (end of year stock) o
Medium- and long-term (bn.$)2/ 5.6 6.4 7.1 8.2
Total (percent of GDP) o 2.1, 2.3 2.8 3.5
Debt service (bn. dollars) 3/ 2.8 1.5 4/ 1.3 1.4
(Percent of exports plus service credits) (10.9) (5.5) &/ (4.4)  (&.3)
/ . )
. Use of Fund resources (mn. SDRsS) . - : .
EFF - ’ - - -
SBA ) - —-— -— —
CFF ' ) : - - - -—
RT . . . - — RPN —_
Repurchases - 450 |- -
Fund holdings of currency (percent of quota) 125.0 93.0 89.1 see

Exchange rate o
Exchange rate regime: Trade weighted basket
Present rate Y 2.8]1 = US$1 (January 3, 1985)

Quota: SDR 2,391 million

1/ Fiscal year ending December. . =
2/ 1Includes some short-term debt. )

3/ Includes early repayments. -

4/ Includes repurchase of Fund credits.
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Table 3. China: Mediuw-Tern Outlock of the Balence of Payments, 1982-1990 1/ - .

ASD/Deceaber 1984
I msx #55, INDEX #18
K . - (szised—-l/Jl/BS)

(In billions of U.S. dollars)

1982 1983 1984 1985 1986 1987 1988 1989 - 1990
Actual  Actual Est. Proj. Proj. Proj. Proj. Proj. vg;oj.
Balance of payments
Current account 5.7 4.4 3.7 2.8 1.4 =0.2 =24 -5.3 -=9.0 :
Exports, f.o.b. 22.5 22,2 26.2 28.3 31.0 35.1 39.8 45,2 51,2
Imports, f.o0.b. ~17.1 -19.0 -23.3 =-26.2 ~30.3 -36.1 -43.1 ~51.5 =6l.4
" Invigibles, net 0.3 1.2 0.8 0.7 0.8 0.8 0.9 1.0 1.2 -
Capital account, net 0.1 0.2 0.2 0.4 0.8 1.3 1.8 2.3 . 2.9
Long-term borrowing, net 0.2 0.9 0.7 1.0 ~1a42 1.4 1.6 1.8 2.1
Disbursements (2.4) (1.6) (1.6) (1.8) (2.1) (2.4) (2.8) (3.2) (3.7)
Repayments (=2.2) (-0.7) (—0.8) (-0.8) (~0.9) (-1.0) (-1.2) (-1.4) (-1.6)
Foreign direct iavestment, net 0.4 0.5 0.5 0.6 0.8 0.9 1.1 1.3 1.6
Inflows (0.4) (0.6) (0.7) (0.8) (1.0) (1.2) (l.8) (1.7) (2.0)
Outflows {--)  (-0.1) (-0.1) (=0.2) (-0:2) (-0.3) (-0.3) (-0.4) (-0.4)
Other long-term capital, net -0.4 -0.9 -0.8 -0.7 -0.5 -0.4 -0.4 -0.4 -0.4
Short—-term capital, mnet -_— " =0.3 -0.3 -0.3 -0.3 -0.3 -0.3 -0.3 -0.3
Overall balance 6.3 4.1 3.4 3.4 2.4 1.3 -0.4 -2,8 -6,0
Total reserves (end of year) 11.8 15.4 18.8 22.2 24.6 '25.9 25.5 22,7 16.6- -
(In months of imports) (8.3) (9.8) (9.7) (10.1) (9.7) (8.6) (7.1) (5.3) .(3.2)
External debt ' .
End-year stock 6.1 6.4 7.1 8.2 9.3 10.7 12.3 14.1 . 16,2
Debt service payments ‘2.8 1.5 1.3 1.4 1.6, 17 - 2.0 2.3 2.6 -
Principal (2.2) 1.2) (0.8) (0.8) (0.9) (1.00 (1.2) (1.8) (1.6)
Interest (0.6) (0.3) €0.5) (0.6) (0.7) (0.7) (0.8) (0.9) (1.0)
Outstanding debt as percent of GDP 2.1 2.3 2.8 3.5 44 47 5.0 5.4 5.8
Debt eervice as percent of exports '
of goods and services 10.8 2/ 5.5 3/ 4.4 4.3 5.1 5.0 5.0 ‘5.0 - 5.0

‘;.
-
i
g
i
§,
£
5
a
H
i

Sources: Data provided.bf the Chinese suthntities; and Fund staff estimates and projections. e }15- e

1/ This table is a revised version of Table 7 in the staff report (sM/84/221). It 1s based on ptojec-

tions prepared for the World Economic OQutlook exercise, December 1984.

2/ The rate was unusually high 1in 1982 b

of ad d repayments of conmercial debts; excluding-

such early repayments, the ratio was 6.6 percent.
/ Excluding repurchases of Fund credits, the ratio was 3.7 percent.

if
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INTERNATIONAL MONETARY FUND
WASHINGTON, D.C. 20431

With the Compliments of

Zhang Zicun

Executive Director
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o: Office Memorandum -

T0 :  Mr. Van Houtven DATE: December 28, 1984
(—'-9 R 3
FROM . Zhang Zicun /(:/r. /[:{.uﬂ.ﬂ M u:ﬂ‘-f

SUBJECT: China ~ Internal Settlement Rate

I have received the following communication from my authorities:

"The Chinese authorities have decided that the internal settle-
ment rate, which was introduced on an experimental basis on January 1,

1981, will be discontinued from January 1, 1985 as a result of changed
circumstances."

Will you please inform the Board.
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Office Memorandum AT

j v,//A -
Vo Plecosn

T0 *  The Managing Director DATE: December 18, 1984 .
S T ‘ e A )
FROM :  Wang Enshad J (. ~., - /ﬁ #”'#“‘Lﬁ

w3,

SUBJECT :  China - Exchange Rates

On behalf of Mr. Zhang Zicun, I would like to inform you
that the internal settlement rate which was introduced by our
authorities for all trade and related transactions as from January 1,
1981 on an experimental basis will be terminated as from January 1, 1985.
From that date, all transactions in foreign currencies will be settled
at the exchange rates published bj the State Administration for Exchange

Control.

cc: The Deputy Managing Director (o/r)
Mr. Finch v~
Mr. Habermeier
Mr. Tun Thin
Mr. Collins
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INTERNATIONAL MONETARY FUND

December 10, 1984

Mr. Narvekar:

For your information.
E. Maciejewski 5}7

Attachment

. Saito

Mr. Fetherston
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INTERNATIONAL MONETARY FUND Bim. 5 ‘
WASHINGTON, D.C. 20431
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CABLE ADDRESS

DEC g5 1684 , INTERFUND

Dear Mr. Song:

During the last Article IV consultation discussions, a number of
points related to balance of payments methodology were raised with the
Fund mission. In particular, further clarification was requested
regarding the treatment of external tramnsactions linked to offshore oil
exploration and development, notably through joint ventures. The

- following note and examples address this issue.

: The first step in identifying which transactions to include in the

<:> balance of payments 1s to determine the residency of the transactors.
Under the conventions of the fourth edition of the Balance of Payments
Manual, the territory of an economy includes "its territorial seas and
those international waters beyond its territorial waters over which the
economy has or claims to have exclusive jurisdiction" (paragraph 52).
Enterprises engaging in oil exploration and development activities
in China's territorial waters, therefore, should be regarded as Chinese
enterprises and their tramnsactions with nonresidents should be included
in the Chinese balance of payments. '

It is the Bureau of Statistics' understanding that these offshore
activities are being undertaken as joint ventures between nonresident
investors (49 percent equity) and the Government of China (51 percent
equity). It is suggested, therefore, that these enterprises be treated
as direct investment enterprises. The nonresident investors should.
then be regidrded as direct investors, and their capital contributions

<:> to the ventures should be recorded as direct investment liabilities.

During the exploration phase, the enterprises will incur a number
of current expenses for such items as materials, wages, surveying
services, etc. If any of these items are purchased from nonresidents,
they should be recorded in the appropriate current account items of the
balance of payments in the same manner as for similar transactions by
other resident enterprises. At the same time, the exploration phase
generates no revenue for the enterprise, which therefore results in a
loss being incurred. The proportion of this loss attributable to the
direct investor (i.e., 49 percent) should be recorded as a negative
debit entry under the current account item "reinvested earnings” and,
correspondingly, as a debit entry in the capital account item "reinvestment
of earnings.” This treatment reflects the fact that the value of.the
investment has been reduced by the loss that is incurred.




A common feature of offshore oil exploration activity is that the
drilling rigs used are leased, rather than purchased, by the operator.
According to the Manual, if the drilling rig (or other mobile equipment)
operates within an economy for at least one year, it should be shown as
having changed ownership to an enterprise in the economy of the operator
(paragraph 363(a)). This involves recording the value of the rig in
imports and imputing a resident enterprise to own it. The imputed
enterprise is then shown as having a direct investment liability to the
lessor equal to the value of the rig. The lease payments should then
be shown in two parts; an amount equivalent to the depreciation of the
rig should be shown as a withdrawal of direct investment capital, and
the remainder should be shown as distributed direct investment income.
Example 1, below, illustrates the entries required for the types of
transactions which often occur during the exploration phase.

Example 1: Exploration

Assume that dufing a particular year a joint venture operating in
China engages in exploration activities and has the following income and
expenditure transactions. :

Unrelated

Total Residents: Nonresidents
Income ' - - -

Cost of exploration | - 245,000

1. Materials ' 120,000 50,000 70,000
2. Wages and salaries 50,000 50,000 -
3. Office rental . : 15,000 15,000 -
4. Survey services 20,000 - ' 20,000
5. Lease of drilling rig 30,000 — ~ 30,000
6. Depreciation 10,000 XXX XXX

The joint venture, therefore, incurs a loss of 245,000. 0f this amount,
120,000 (49 percent) is attributed to the foreign direct investor.

The drilling rig is being leased under a three-year contract. Its
value is estimated to be 500,000, and the depreciation on it estimated
to be 20,000. When a nominal enterprise, reflecting the imputation of a
Chinese enterprise to own the leased drilling rig, is created, the lease
payment of 30,000 would then comprise 20,000 for the withdrawal of direct
investment capital, representing the depreciation on the drilling rig, and
10,000 for distributed earnings..



The entries in the balance of payments for China fof that year would
be as follows: - :

Debit

Credit |

|
Merchandise (materials) v | 70,000
(drilling rig) | 500,000

|

Investment income |

Direct investment |
Reinvested earnings (joint venture) | -120,000

Distributed earnings (nominal _ |
enterprise) ' R N .1 . 10,000

Other goods, services and income |
Private, other (survey services) | 20,000

' l

Direct investment capital, in China |

Equity capital (nominal enterprise) 480,000 |

Reinvestment of earnings ]
(joint venture) | 120,000

|

Reserves . |

Foreign exchange holdings 120,000 |

During the production phase, all the oil produced should be regarded
as Chinese 0il and that part which is sold, or transferred, to nonresidents
should be recorded as exports. Again, any current expenses involving
nonresidents should be recorded in the appropriate current account
items of the balance of payments. The operating surplus (after tax) of
the enterprise .should be determined and allocated to the investors in
proportion to their equity in the venture. The reinvested earnings
of the foreign direct investor should be calculated as its share of the
operating surplus less any earnings that have been distributed to it.

(If the joint venture arrangement allows the foreign direct investor to
receive part of the oil produced as a return on its investment, the
value of the o0il received should be included as part of distributed
earnings.)

Unlike the drilling rig used for exploration, which is often leased,
a production platform, which is not mobile equipment, is often purchased
or acquired under a financial lease arrangement by the operator. This
means that the value of the platform should be recorded in imports and that
a corresponding entry should be made elsewhere, reflecting the method of
financing the acquisition. If the production platform were the subject of a
financial lease arrangement then, according to the Manual (paragraph 217),
the basic nature of these transactions should be given precedence over
their legal form, and the market value of the platform should be recorded



in imports, with an offsetting entry made in the capital account to

record the credit extended to the nominal lessee. The lease payments
should then comprise two parts: repayment of the trade credit liability,
equivalent to the depreciation of the platform, and interest on the
liability, equivalent to the remainder. Example 2 illustrates the

entries required to record transactions under a financial lease arrangement.

Example 2: Financial lease

The joint venture in China enters Into a financial lease arrangement
with Japan for the use of a production platform. Let us assume that
the lease contract has a duration of five years and that:

(1) the value of the equipment 1s 300 units;

(1ii) the lease fee is 70 units,.which is estimated to comprise (a)
45 units for depreciation and (b) 25 units for carrying charges;

(1iii) at the end of the fifth year the equipment will be sold to
the enterprise in China for 75 units, the residual value.

The Manual recommends the following entries:

Statement for the first year

Credit [ Debit
l
Merchandise | 300 (i)
Interest income : . ’ ] 25 (iib)
Trade credit 1300 (i) | 45 (iia)
Foreign exchange ‘ 70 (11) }
Statements for the second, third,
and fourth years
Credit. I Debit
: ) |
Interest income : | 25 (iib)
Trade credit | 45 (iia)
Foreign exchange 70 (ii) |
Statement for the fifth year
Credit [ Debit
I
Interest income - . | 25 (1ib)
Trade credit : |45+75=120 (iia + 1ii)

Foreign exchange 145 (1i+1i1)]



With any offshore activity there are problems of covering all the
transactions appropriate to the balance of payments. This is particularly
true for merchandise imports, because they often do not cross the customs
frontier but go directly to.the oil field and, therefore, are omitted
from trade statistics, which are derived from customs returns. It is
essential that particular attention be given to the identification and
recording of these transactions. '

Also, during the Article IV consultation, clarification was sought
about the treatment of various items included in "Other medium— and
long~term capital” as well as "other short—term capital.” The following
notes address these items. :

Remittances by joint ventures. If the joint venture is treated as
a direct investment enterprise, any remittance of capital to the joint
venturer abroad should be recorded as a reduction in direct investment
liabilities and remittances  of capital to other investors should be
recorded as reductions in liabilities of other sectors. Otherwise, all
remittances of capital should be shown as reductions in the liagbilities
of other sectors. Of course, any part of the remittance that relates
to the distribution of earnings should be shown in the current account
under investment income, rather than in the capital account.

Repayment of "U.S. frozen assets.” These transactions should be
recorded as decreases in the corresponding liabilities that China has
to the United States.

Transfers for expenditure in China by joint ventures. These
transactions increase China's external liabilities and should be classified
as elther direct investment in China, or liabilities of other sectors,
depending upon the treatment accorded the joint venture.

HE &

Receipts on account of labor contracts abroad. These receipts
appear to be more appropriate to the current account than the capital
account. More information on the nature of the transactions is-required
before specific suggestions can be made about their treatment.

Goods sent to China by relatives residing abroad. These transactions
should not be entered in the capital account, unless the Chinese resident
has to pay for the goods and a liability to the relative abroad arises;
if the goods are a gift, the credit entry should be made in other
private unrequited transfers. '

Deposits of foreign diplomats in China. These should be shown as
short-term liabilities of the deposit money banks.



Guarantee funds for joint ventures. The joint venture should be
regarded as a Chinese enterprise and, therefore, only its transactions
with nonresidents should be recorded in the balance of payments. That
is, the original inflow of foreign exchange should be recorded as an
increase in China's external liabilities (either as direct investment
in China, or as liabilities of other sectors) and a corresponding
increase in China's external assets, representing the increase in
foreign exchange holdings. The classification of the external asset
can be made in either of three ways depending upon which institution
holds the foreign exchange. (a) If the foreign exchange is held by ‘the
joint venture it should be recorded initially in short-term assets of
other sectors. The subsequent prepayment to. the Bank of China for
imports should then be recorded as an increase in reservé assets and a
decrease in the short—-term assets of other sectors. (b) If the foreign
exchange is deposited in a bank account, and the foreign exchange
holdings of deposit money banks are not included as part of reserves,
then it should be recorded initially as an increase in short-term
assets of the deposit money banks. The subsequent prepayment of imports
should then be recorded as a decrease in the short-term assets of
deposit money banks and an increase in reserve assets. (c¢) If the
foreign exchange is deposited in a bank account, and the foreign exchange
holdings of deposits money banks are included as part of reserves, then
it should be recorded immediately as an increase in reserve assets, and
the prepayment of imports would not affect the balance of payments.

It is hoped that the above explanations will clarify your queries.
Should you have any further questions on these or any other items, or
should you have any questions in connection with the meeting on the
revision of the balance of payments reporting system that will be:
convened in Beijing, please do not hesitate to write. The Bureau is
prepared itg: extend any further assistance you may require in your
efforts to complle the balance of payments for Chlna. :

Sincerely yours,

»

- /3 i
,/ _/-,..,,‘., ,me//t./t/’-/\;
Werner Dannemann .

Director

Bureau of Statistics

Mr. Song Guangwei

Division Chief

IMF Division

The People's Bank of China

Beijing, People's Republic of China

cc: Mr. Zicun Zhang,. IMF, Rm. 13-400

—
Mr. MaCiEjeWSki, IMF, Rm. 5—54&% THIS Corv man

(LS VIO "““W
— -




@M'rpn . ) . . “ _ - |
Nt . |
; Office Memorandum
o’ef’ o : . : _
To: Mr. Peter Quirk - " Getober 30, 1984
From: Philine R. Lachman /é/(

Subject: "China ~ Multiple Currency Prectice

1. The conclusion in SM/84/221 "People's Republic of
China - Staff Report for the 1984 Article IV Consultation™ (October 3,
1984) that the existence of the internal settlement rate constituted a.
multiple currency practice.subject to approval under Article VIII was
based on the fact that the margin between that rate and the official
exchange rate was in excess of 2 per cent. :Your note of October 19,
1984 asks whether, if the spread between the official and internal
settlement rates were reduced to less than 2 per cent (a) China's
multiple currency practice subject to Article VIII would have been
eliminated, and (b) the remaining spread would constltute a measure
subJect to Article VIII, Section 2.

‘2. Decision No. 6790—(81/43), (Selected Declsions, Tenth Issue,

page 257) prov1des in paragraph 1 that:

“"a. (1) Action by a member:-or its fiscal agencies that
of itself gives rise to a spread of more than 2 per cent
between buying and selling rates for spot exchange
transactions between the member's currency and any other
member's currency would be considered a multiple currency
practice and would- requ1re the prior approval of the

und. ,

Under the policy laid down in that Decision, official
action resulting in a spread of less than 2 per cent between buying
and selling rates for spot exchange transactions between the member's
currency and another member's currency would not be considered a multiple
currency practice. It follows that if the spread between the two
rates is reduced to less than 2 per cent- China would no longer be -
engaging in a multiple currency practice ‘'subject to Article VIII,
Section 3. -

: 3. With respect to the question whether the remaining spread
would constitute a measure subject to Article VIII, Section 2, the
following considerations are relevant. As early as 1947 the Fund
adopted the position that "In most cases multiple currency practices are
both systems of exchange rates and restrictions or payments and transfers
for current international transactions” (Decision No. 237-2, Selected

Decisions, Tenth Issue, page 247). Official action which .gives rise

to a system of rates that does not constituteé a multiple currency

" practice because the spread is less than 2 per cent does not give rise
to an exchange restriction associated with a multiple currency practice.
‘There would be a restriction, however, if the official action constituted

an impediment .to the availability of exchange as such. In the absence



of evidence that this is the case it 1s concluded that when the spread
between the two rates 1s reduced to less than 2 per cent the remaining
spread would not be a practice subject to approval under Article VIII,
Section 2(a). ‘ '

-
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Office Memorandum

TO: The Managing Director October 31, 1984
The Deputy Managing Director

FROM: P. R. Narvekar )[:‘t\‘

SUBJECT: People's Republic of China: 1984 Article IV Consultation—-—
Revised Supplementary Information

Based on additional information just received concerning new
monetary measures, we have revised the paragraph on financial develop-
ments in the draft supplement to the Staff Report, which you have just
approved. The additional information relates to the ‘introduction of a
differentiation between the interest rates on deposits with and loans
from the Central Bank. As mentioned in the Staff Report, an increase in
the cost of borrowing by the specialized banks from the Central Bank was
suggested by the staff during the consultation discussions.

In view of the pressure of time--the paper should be
distributed to Directors by Friday--we thought we would take the liberty

of proceeding to send the paper to press. We hope you can approve.

The revised paragraph (pp. 6-7) reads as follows:

"2, Financial developments

Because of the improved performance of the
enterprise sector, contributions to the budget rose
rapidly, and the targets for budgetary revenue will most
likely be exceeded. 1In the area of monetary policy, new
measures were recently announced for implementation in
1985. The redeposit requirements that were imposed on
the specialized banks when the Central Bank was
established at the beginning of 1984 will be lowered,
and differential interest rates on the specialized
banks' deposits with and loans from the Central Bank
will be introduced. No specifics are available at this
time. These measures were discussed during the staff's
visit to China. Previously, as the result of the high
redeposit requirements, the specialized banks required
continuous advances from the Central Bank. However, the
authorities have recognized that such continuous
recourse was not necessary to assure the implementation
of the desired credit policy, and the redeposit require-
ments have consequently been reduced. The differential
interest rates are designed to strengthen credit control
by discouraging borrowing by the specialized banks."

cc: Mr. Collins
Mr. Brau v//
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‘.‘ Offzce Memorandum

TO : Mr. Narvekar ' , ~ paw: October 26, 1984

FROM : E, Maciejewski  C r?

© SUBJECT: China's Balance of Payments: Medium-Term

Projections of the Capital Account and '
Interest Payments

1. Capital account

A number of steps were involved in the projection of gross dis-
bursements on medium— and long-term foreign borrowing. :

(a) Unlike in previous years and until the last visit to China,
a distinction was made between four types of (nonmonetary) capital
inflows (and outflows), namely medium— and long-term foreign borrowing,
foreign direct investment, other medium— and long-term capital (e.g.,
stocks and bonds, due payments for processing and official loans
extended) and short-term capital. As a result, the results initially :
obtained through the use of the internally consistent framework developed
at the headquarters before the mission's departure had to be adapted. '

(b) The estimate of gross disbursements on medium- and long-term
foreign borrowing for 1984 is based on actual information provided by
the Chinese authorities; beyond 1984, as indicated in the footnotes to
the three scenarios on the medium—term balance of payments outlook
(Attachment 1), such gross disbursements were projected to increase at
an average annual rate of 15 percent, consistent with the projected

15 percent annual growth for imports of capital goods and the external

financing requiréments of the large development progects to be launched
in the next few years.

(¢c) The estimate of amortization for 1984 and 1985 is based on
the debt amortization schedule (See attached RED Appendix Table 56),
which was derived on the basis of the outstanding disbursed debt at
end-1983, of information on a number of individual loans (including
buyers' credits) granted by the Japanese and other foreign governments
provided to the mission during the previous Article IV Consultations,
and of available information on the general terms and conditions of
deferred payments (or suppliers' credits); the information related to
borrowing from banks was assumed to be applicable to nonbank borrowing,
while firm information on the terms and conditions of bonds, international
organizations (World Bank) and Trust Fund (Fund) were readily available.
It was assumed that new drawings on medium- and long-term foreign
borrowing (including new bank credits and buyers' credits) in 1984 and
1985 would not give rise to. additional repayments before 1986. Hence,
for 1984 and 1985, no adjustment was made to the estimates of repayments '
included in the above mentioned amortization schedule.



(d) The projections for amortization beyond 1985 include -adjust~
ments to the projections of repayments included in the above mentioned
amortization schedule. Such adjustments reflect increasingly large
repayments on drawings made in 1984, 1985, and 1986 on account of new
commercial loans used to finance development projects, including onshore
and offshore energy-related development projects. It is possible that
such adjustments are overestimated, as China, given its creditworthiness,
may obtain terms on its new commercial loans more favorable than those
I assumed in this exercise.

~ Regarding foreign direct investment, as indicated in the attached
tables on the medium-term balance of payments outlook, a 20 percent
average annual growth was assumed for inflows starting in 1984. Outflows
were assumed to increase more or less in line with inflows.

The projected decline in net other medium- and long-term capital
outflows reflect declining outflows on account of decreasing reserve-
related placements in the form of stocks and bonds in international
capital markets, as available reserves will be increasingly used to
finance growing imports.

Net short—-term cépital outflows in each year starting in 1985
were projected to be no more than the level recorded in 1983.

2. Interest payments

(a) I assumed that about 45 percent of the stock was in the form of
concessional loans and 55 percent in the form of nonconcessional loans.
This assumption is based on the composition of the stock of debt at
end-1983.

“(b) I assumed an average Iinterest rate of 5 percent for concessional
loans and an average interest rate of 11 percent on nonconcessional
-.loans. These assumptions are based .on generally available information
on the average terms and conditions of various types of concessional
and nonconcessional loans and on related information provided by the
Chinese authorities or drawn from other sources (e.g., Bank of Tokyo,
Nomura Securities, Agefi).
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Table . China: Medium Term Balance of Payments Projections, 1982-90--'lui1c Scenario”
' (In billions_of U.S. dollars)
- . Assumed Change 1982- 1983 . 1984 1985 1986 1987 1988 1989 199(
- Percent Actual Actual Est, Proj. Proj. Proj. Proj. Proj. Pro!
- Balance of plylentll ) . ..
Exports, f.0.b. . 91/ 22,48 22.22 24,22 26.40 28.78 31.37 34.19 37.27 40.6:
Imports, f.o.b, . .15 2/ =17.11 -18.96 -21.17 -24.33 -28,01 -32,21 -37.04 -42.59 -48.9¢
Trade balance ) - ) 5.37 3.26 3.05 2.07 0.77 -0.84 ~2.85 ~5.32 -8.3(
i Invisibles (net) . . 0.30 1.19 1.12 1.02 0.52 0.12 _  0.64 ~1.42 =2,0!
Service receipts . (3.51) (4.17)  (4.56) (4.82) (4.78) (4.65) (4.72) (4.61) (4.7!
Service payaents . (-3.68)  (-3.49) (-3.97) (-4.38) (-4.88) "(~5.45) (-6.11) '(-6.86) (-7.7:
Unrequited trancfers (met) ) (0.47) (0.51) (0.53) (0.58) (0.62) (0.68) (0.75) (0.83) (0.9:
Current account . _ 5.67 h.45 - 417 3.09 1.29 -0.96 -3.49 ' -6.74 -10.4!
: Capital account net: : 0.13 0.19 0.21 0.40 - .0.83 1.37 1.89 2.36 2,9:
Medium— and long-teru debt net 0.20 0.%90 0.74 0.89 1.05 . 1.23 1.45 . 1.70 1.9t
\ - Grogs disburaements 15 3/ (2.38) (1.57) (1.58) (1.82) (2.09) (2.40) (2.76) (3.18) (3.6
Amortization . (-2.18) (-0.67) (~0.84) (~0.93) (-1.08) (-1.17) (-1.31) (-1.48) (-1.6:
Poreign direct investment net 0.36 - 0.48 0.54 0.66 0.78 0.94 1.14 1.36 1.6:
Inflows . 20 (0.38) (0.57) (0.68) (0.82) (0.98) (1.18) (1.42) (1.70) (2.0
Outflows (-0.02) (-0.09) (-0.14) (-0.16) (-0.20) (-0.24) (-0.28) (-0.34) (-0.4!
Other medium- and long-term ' .
" capital net . -0.38 -0.87 -0.77 -0.85 -0.70 -0.50 =0.40 -0.40  -0.4(
. . Official credits utended (-0.40) (-0.27) (-0.30) (-0.35) (~0.40) (-0.40) (-0.40) (-~0.40) (-0.¢
i Stocks and bouds (0.02) (-0.62) (-0.50) (-0.50) (-0.30) (-0.10) (—) (=) (-
R ' Other (=) (-0.02) (0.03) —) (=) (=) (—=) ) (-
Short tera capital net -0.05 -0.33 -0.30 * -0.30 -0.30 -0.30 -0.30 =-0.30 -0.3t
Brrors and omissions ’ - 0.47 -0.54 . -_— -— -— -— — e -
t. Overall balance S ) 6.27 4.10 4.38 3.49 2.12 0.41  -1.60 -4.38 ~7.5(
Total reserves (end of year) ’ 11.83 15.45 19.83 23.32  25.44 25.85 24.25 19.87 12.3;
(In months of imports) . (8.27) (9.78) (11.26) (11.49) (10.92) (9.65) (7.85) (5.60) (3.0:
External debdt -
End year stock 6.06 6.40 7.34 '8.63 9.68. 11.11 12.76 14,65 16.8:
O D;bt service payments . . : 2,82 . 1.46  1.39 1.56  1.84 1.97 2,23 2.54 2.8¢
* Principal (2.18) (1.16) (0.84) (0.93) (1.048) (1.17) (1.31) (1.48) (1.6:
" Interest ’ (0.64) (0.30) (0.55) (0.61) (0.80) (0.80) -(0.92) (1.06) (1.2
Outstanding debt as percent of GDP 2,33 . 2.34 ~ 2.65. 2.85 2.94 3.03 3.13 3.23 5.3:
Debt service as percent of export N ) )
of goods and services . . 10.85 &/ 5.53 5/ 4.83 4.93 5.48 5.47 5.73 6.06 6.3:

Sources: Data provided by the Chinese authorities and Fund otaff eetilaten and projections.

1/ Assumes that non-oil exports (about 80 percent of the total) will risce by 10 percent per annum (or some increase in
China'a market ghare during 1985-90; oil exporta are ‘sssumed to rise by 4 percent per annum during the same period,
- exclusively on sccount of price increases.
' 2/ This rate of increase iamplies a rapid expansion of imports of capital goods financed through stepped up foreign
borrowing, totaling, US$4S M.llion in the ten year beginning 1985.

3/ see footnote 2.

6/ The rate was unusually high in 1982 because of ndvnnced repay-ent- of co-:ercinl debts; excluding such early repayment(
the ratio vas 6.6 percent.

5/ Excluding repurchsse of Fund credits, the rltio was 3.7 percent.
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'rnblc_;Aq China: Hedium Term Balance of Payments Projections; 1982-90--"Basic Scenario”

(In billions of U.S. dollars)

Assumed Change i982 1983 1984 1985 1986 1987 1988 1989 1990
Percent Actual Actual Est, Proj. Proj. Proj. Proj. Proj. Proj.
Balance of paynents

Current account ) 5.7 4.4 4.1 3.1 1.3 -1.0 -3.5 -6.7 . -10.4
-Bxportn. f.o.b. 9 l! 22.5 22.2 24,2 26.4 28.8 31.4 34.2 37.3 40.6
Isports, f.o.b. ‘ 15 3! -17.1 -19.0 -21.2 -24.3 -28.0 -32.2 -37.0 -42.6 -49.0
Invisibles, net . R 0.3 1.2 1.1 1.0 0.5 -0.2 -0.7 " =-1,5 -2.0
Capital sccount, mat . - 0.1 0.2 0.2 0.4 0.8 1.4 1.9 2.4 2.9
Long-term borrowing, net o 0.2 0.9 0.8 0.9 1.0 1.2 1.5 1.7 2.0
Disbursements : 15 3/ (2.4) (1.6)  (1.6) (1.8) (2.0)  (2.4) (2.8) (3.2) (3.7)
Lo Repayaents : (-2.2) (-0.7) (-0.8) (-0.9) (-1.0) (-1.2) (-1.3) = (-1.5) (-1.7)
- Poreign direct invutm: et 0.4 0.5 0.5 0.7 0.8 1.0 1.1 1.4 1.6
Wl .20 T A0 (0.6) 0.7) (0.8) (1.0) (1.2) (1.4) (1.7)  (2.0)
v ) (-0.1) (-0.2) (-0.2) (-0.2) (-0.3) (-0.3) (-0.4)

-0.8 -0.8 -0.7 -0.5 -0.4 -0.4 -0.4

-0.3 -0.3 -0.3 -0.3 -0.3 fO.S -0.3

4.1 4.4 3.5 2,1 0.4 "=1.6 4.4 ~7.%

15.4 19.8 23.3 25.4 25.8 24.2 19.9 12,6
{(9.8) (11.3) (11.5) (10.9) (9.6) (7.8) (5.6) (3.0)

64 7.3 B4 97 - 1l 128 146 16.8

: :1.5 1.4 1.5 1.8 2.0 2.2 2.6 3.0
Principll ‘ R o L (2.2) (1.2) (0.8) (0.9) (1.0) (1.2) (1.3) (1.5) (1.8)
huﬁeit R ’ (0.6) (0.3) (0.6) (0.6) (0.8) (0.8) (0.9) (1.1) Q.2)
Outstaading debt as percent of GDP 2.3 2.3 2.6 2.8 2.9 3.0 3.1 .2 3.3

Debt service as percent of export Ce : - ’ .
of goods and services E . C 10.8 é! 5.5 5/ 4.8 4.9 5.5 5.5 5.7 6.1 6.4

Sources: Data provided by the Chinese authorities and Pund staff estimates and projections.

1/ Assunes that non-oil exports (about 80 perceﬁt of the total) will rise by 10 percent per anmnum (or some increase in
Ching's market share during 1985-90); oil exports are assumed to rise by 4 percent. per annum durifog the same period,

exclusively oa account of price increases.

2/ This rate of increass implies a rapid expansion of imports of capital goods financed through stepped up foreign
borrouing, totaling US$45 billion in the ten year beginning 1985.

3/ see footnote 2,

6/ The rate was ugusually high in 1982 because of advanced repayments of commercial debts; excluding such early repayments,

. the ratio was 6.6 percent.

5/ Excluding repurcha:. of Fund credits, the ratic was 3.7 percent.

Note: This table is not intended as a forecast of balance of payments developments.

to illustrate the strength of the balance of payments at present, and are not predicted values.

The assumed growth rates are chosen



Table ch‘_hu: Madium Term Balance of Payments Projections, 190‘_».g:'--ut-mtl.u Scenarios 1/

(In billions of U.S. dolinrl)
1982 1983 1984 1985 (Proj.) 1986 (Proj.) . ' 1987 (Proj.) 1988 (Proj. 1989 (Proj.) 1990 (Proi.)
(Actual) (Actual) (Est,) I 11 II1 I 11 IIX I II 111 II IIX I II 111 [ 11 [314
ace of paymaate .
ports, £.0.b. 22,5 22.2 24,2 26,4 25,9 26.4 28,8 27.7 28.8 3l.4 29,7 3l.4 34,2 31,7 W2 37.3 3.0 37.3 40,6 36.4 40,6
ports, f.0.b. -17.1 ~-19.0 =21,1 =243 -24,3 ~23.7 -28.0 =28.0 -26.6 -32.2 ~32.2 -29.7 -37.0 -~37.0 -33.3 « ~42,6 -42.6 ~37.3 -49.0 -49.0 ~41.8
Trade balance 5.4 3'.1 3. 2.1 1.6 2.7 0.8 -0.3 2,2 =0.8- =2,8 1.7 =-2.8 -5.3 0.9 ~5.3. -8.6 - -8.4 -12.6 -1.2
visibles, net 0.3 1.2 L1 1.0 - 1.0 1.1 0,5 0.5 0.7 <=0.1 =0.1 - =0,6 ~0.,6 -0.6 -l.;t -1.4 ~ledh  =2,1 =2.0 <~2,1
0f which: service receipts (3.5) (4.2) (4,6) (4,8) (4.8) (4.6) (4.8) (4.8) (4.8) (A7) (4.6) (4e7  (4a7) (4.6) (A7) (4.6) (4.5) (4:6) (4.7) (4.6) (4.7)
Curreat account 5.7 4.4 4.2 3.1 2.6 3.8 1.3 0.2 2.9 ~=1.0 =2.7 17 =3.5 =59 0.3 6.7 =10.0 =leh =10.4 =14.6 ~=3,3 .
pital account 0.1 - 0.2 0.2 0.4 0.4 0.4 0.8 0.8 0.8 1.4 1.4 1,4 1,9 1.9 1.9 2.4 2;6 2.4 2.9 2.9 2.9
0f which: . . .
gross disbursesents
on medium- and : . o : 0
long-tera debt 2/ (2.4) (1.6) (1.6) (1.8) (1.8) (1.8) (2.1) (2.1) (2.1) (2.4) (2.4) (2.4) (2.8) (z.q) (2.8) (3.2) (3.2) (3.2) (3.7) (3.7) (3.7)
gross inflows of -
foreign dirsct , . . ' '
1avestment 3/ ) (0.4) (0.6) (0.7) (0.8) (0.8) (0.8) (1.0) (1.0) (1.0) (1.2) (1.2) (1.2) (1.4) (1.4) (1.4) (1.7) C1.7) '(1.7) (2.0) (2.0) (2.0)
ﬁ.n_ll balance 6.3 4.1 b 3.5 3.0 4.2 2,1 1.0 3.7 04 -1.3 3.1 1.6 -4,0 2.2 -4.4 -7.6 1.0 =7.5 =11.7 ~0.4
. rves at end of yesr 11.8 15.5 19.8 23.3 22.8 24,0 25.4 23.9 27.7 25.8 22,6 30.8 24.2 18.6 33.0 19..9 11.0 34.0 12.4 -0.7 3.6
. .0 months of imports, . ~ ’
(!.o.b.)" _(‘8.3)1 ] (9.8) (11.3) (11.5) (11.3) (12.1) (10.9) (10.2) (12.5) (9.6) (8.4) (12.4) (7.8) (6.0) (11.9) (5.6) (3.1) (10.9) (3.0) (...) (9.6)
rosl deWmt 6.1 6.4 7.3 8.4 8.4 8.4 9.7 9.7 9.7 111 111 111 12,8 12.8 ‘lz.li 14.7 14,7 14.7 16.8 16.8 16.8
.d-year stock
bt service as percant
of exports of goods ) )
and services 10.8-4/ 5.5 '8/ 4.8 4.9 5.0 4.9 3.3 5.7 5.5 5.5 5.9 5.9 5.7 6.1 5.2 6.1 6.6 6.1 6.4 7.0 6.4
tetanding debt as , '
percent of CDP 2.3 2.6 2.8 2.8 2.8 2.9 2.9 2.9 3.0 3.0 3.0 3.1 3.1 3.1 3.2 3.2 3.2 3.3 3.3 3.3

2.3

urcest Dats provided by the Chinese autltiorities and ataff estimates and projections.

! ‘Three sceoarios (I, 1I, and III) are presented in thl.o table. Differences betwsen them relate to different assumptions
. for the average .m.l growth rates for total exports (f.o.b.) and imports (f.o.b.); imports f.o.b., are lower than

.£ts celo.f. by 8.3 percent., Sceoarioc 1 assuses an average annual growth rate of 9 parcent for total exports (f.0.b.) and
verags aanusl growth rate of 15 perceat for total 1lporn during 1985-90; Scenario I1 assumes average snnual growth

‘s of 7 and 15 percent respsctively, during 1985-30; and $ 1o II1 average snnusl growth rates of 9 and 12 per-
S rocpccu.vuly. during 1983-90. Some increase in China's ssrket share for non-oil exports is d under 8 ios I
111, vhile no change in China's market shars for ndu-oil exports is d under 8 io II.

LA 15 psrcent average annual growth in gross disbursements on -dl.ur and long-tera foreign borrowing 1is nuuud under
three scenarios beginning 1965,

" A 20 p.reout average n.mul growth in gross tnuon of foroign direct investment in China is assumed under the three
‘arios,

' The rate vas un\uudly ‘high in 1982 bscause of ldvnnend repaymsnts of commsrcial debts; excluding such urly repayments,

ratio wes 6.6 percent.

./ Excluding repurchase of Yund credits, the nuo was 3,7 percent. o . . . . ’ ’

'




APPENDIX -

Table 5¢. China: Debt Amortization Schedule, 1983-90

(In millions of U.S. dollars)

Outstanding - Amortization Due In -

N ® [}
oy ) 1 \ j

Dec. 31, -~ 1984 1985 1986 1987 1988 1989 1990
Type of Loan 1983 c ' o and
' ) beyond
Bonds ) 60 — — = = = 40 20
: International .
{::) organiza;ions> . 80 —_— == == —_— -— -3 77
Energy credit 1,344 f— - 84 168 168 168 756
Japanese commodity
" loans S . 465 - —_— —_ —_ - — 223 242
Other intergovern— . A
mental loans - 407 L — —_ —_ —_ — 144 263
Buyers' credit 666 167 181 146 77 38 = 38 19
Deferred payments 1,592 417 496 372 202 105 — -
Borrowing from : - o »
banks - : 1,290 223 212 - 211 228 184 115 117
(::) Nonbank borrowing 168 36 42 38 22 12 12 6
o 6,072 ‘843 931 851 697 507 -743 1,500
Trust Fund 325 . — — 65 . 65 65 130 —
Total ! 6,397 843 931 916 762" 572 873 1,500

“Sburcefﬁ Staff estimates partly based on data obtained from the Ministry
Ministry of Foreign Economic Relations and Trade and the Bank of China.
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Office Memorandum

To *  Mr. Narvekar - DATE: October 26, 1984
FROM :  E. Maciejewski En ,
SU&ECTi China--Available Data on External
Indebtedness
l. Outstanding disbursed debt ‘ B

Relatively detailed capital account data on drawings and repayments -
on medium—and long-term foreign borrowing for 1982 and 1983 have been
made available to the mission for its internal use, together with the
other balance of payments data. However, as you know, no comprehensive
official debt data are yet available; very little progress has been
made in collecting such data both in China and by the Debt Reporting
System of the World Bank. To date, available official data cover only
outstanding disbursed amounts at the end of the last few years, mainly
by typesof borrowings. .

According to the official data provided to the mission in the con~
text of the last Article IV consultation (Table 1--RED text table 31),
medium— and long-term debt at end-1983 was $6.4 billion (compared with
$6.1 billion at end-1983). Excluding borrowing from the Fund, total
medium— and long-term debt was $6.1 billion at end-1983 (compared with
$5.2 billion at end-1982).

According to the semi-annual data of the Bank for International
Settlements, China's short—, medium—, and long-term external indebted-
ness to banks in the BIS reporting area was $2.1 billion at end-1983
(Table 2), compared with $1.3 billion at end-1982. (Quarterly data--see
also Table 3-- indicate lower amounts, as a result of narrower coverage).
The figure for end-1983 is well above the corresponding official figure
on borrowing from banks of $1.3 billion provided by the Chinese autho-

. rities (Table 1) and well below the Fund figure of $4.1 billion

(international banking statistics)

Accotding to the data compiled by the International Union of Credit
and Investment Insurers (the "Berne Union™), China's outstanding external

. debt to the "Berne Union" was $5.8 billion at end-1983, compared with

§5.7 billion at end-1982 and $5.9 billion at end-1981. The numbers for
end-1983 compare relatively well with the official figure for China's
external debt of $5.9 billion, defined as excluding bonds, credits from
international organizations, and borrowing from the Fund (Table 1), while
significant discrepancies arise regarding numbers for previous years.

According to data on bank and trade-related nonbank external claims
compiled jointly by the OECD and the BIS, China's external indebtedness

. to banks and official creditors was estimated at $5.1 billion at end-
- June 1983 and $3.9 billion at end-December 1982 (Table 4). External bank



claims on China were estimated to total $1.4 billion at end-June 1983,
compared with $1.3 billion at end-1982; these amounts include identified.
guaranteed claims, estimated at $0.4 billion and $0.3 billion,
respectively. Nonbank-related credits (i.e., official debt) were
estimated to total $3.7 billion at end-June 1983 and $2.5 billion at
end-December 1982, These data should be used with caution as the under-
lying compilation procedures are not yet fully established.

2. Data on new bank credit commitments and bond issues

Available -undrawn foreign credits, mostly on concéssibnal terms,
were estimated (by the Chinese authorities) to amount to around
$30 billion by end~June 1984, No similar data for the end of December
of the last two or three years and no breakdown by creditors are yet
available. A significant proportion of the undrawn credits at end—-June
1984 is likely to be accounted for by credits made available by the
Japanese Eximbank and OECF. ,

According to the BIS semiannual data on the maturity distribution
of international bank lending, undisbursed bank credit commitments
totaled $3.7 billion at end-1983, compared with $3.1 billion at
end-1982 and $5.0 billion at end-1981 (Table 2).

According to data on new publicized medium~ and long-term
international bank credit commitments and bond issues published by the
OECD, funds raised by China totaled $128 million in 1983, including
$21 million in the form of traditional foreign bond issues; $360 mil-
lion in 1982, including $45 million in the form of traditional foreign
bond issues; and $453 million in 1982, all in the form of medium- and
long-~term bank credit commitments. New funds raised during the first
half of 1984 totaled $123 million, all in the form of new medium- and
long-term bank credit commitments., ‘

According to Agefi (International Financial Review), new commercial
loans signed by China totaled $188 million in 1983, compared with '
$378 million in 1982 (Attachment 1), and $191 million during the first
eight months of 1984 (Attachment 2). )

3.  Maturity of China's :foreign debt

No official data on the maturity of China's foreign debt are yet
available. The Debt Reporting System of the World Bank and the Chinese
authorities have not yet established the list of foreign loans obtained
by China, even for the last three or four years, and are apparently
'still discussing the .procedures required for collecting such data as
well as other relevant data (outstanding disbursed and undisbursed
debt, new commitments, disbursements, and interest and principal payments)
on China's medium-and long~term public and publicly-guaranteed external
debt by major creditor groups. o



The only avallable data on the maturity of China's external
debt are the semiannual data on external assets of banks in the BIS
reporting area (Group of Ten countries, Switzerland, Austria, Denmark,
and Ireland), collected by the Bank for International Settlemeﬁts'(BIS).

According to these data (Table 2), the amount of debt maturity in
one year or less (remaining maturity) was $1.3 billion (around three-
fifths of the total) at end-1983, compared with $0.6 billion (less than
half of the total) at end-1982 when large advance repayments were made.

"4, China's net creditor position vis-a-vis
-nonresident deposit banks '

Tables 2 and 3 provide some useful indications on the net creditor
position of China (bank and nonbank sectors) vis—a-vis nonresident
deposit banks. The discrepancies shown in Table 2 between the BIS and
the Fund figures result mainly from differences in coverage.

Attachments

¢c¢:  Mr. Brau

Mr. Saito
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Table 1. -

China: External Medium- and Long-tetm Debt by -

Type of Credit, 1980-83

(In millions of U.S. dollars)

Qutstanding at the End of the Year

© 1980 1981 1982 1983
Bonds - - 40 60
' Iﬁternationalvotganizations 1/ —_ 46 97 80
Intergovernmental loans 446 926 1,479 2,216
Of which: o | |
Energy credit (435) (895) . (1,109) (1,344)
' Japanese commodity loans (=) (=) - (223)  (465)
Buyers' credit 142 343 638 666 .
Deferred payments 1,038 1,108 1,590 1,592
Borrowing from banks 2/ 3,612 2,277 1,232 1,290
Of which: short-term (a.,) (one) (43) . (24)
Nonbank borrowing 195 200 144 _ 168
Total disbursements 5,433 4,900 5,220 6,072
Borrowing from the Pund: :
Credit tranche o -— 524 496 —_—
Trust Fund - 361 342 325
Overall total 5,433: 5,785 6,058 . 6,397
Memorandum 1tems:
Total debt as percent of GDP 1.9 2.2 2.3 2.3
Total outstanding : :
Official debt 2/ con XX XX 3,200
Foreign exchange borrowed by -
Bank of China XK oo oo bt i/
Buyers' credits vee cee see 265
- Government—-to-government loans. cee cee oo 2,216
Loans from international
organizations ' Ceee oes cee 405 ,
'Other 5/ es e ‘oo see

134

Sources: State Administration of Exchange Control; and Ministry of Foreign

!cononic Relations and Trade.

- Including some short~tera debt.

N

3
%

~

»,f;é Excluding debt owed to the International Honetary Fund.
2 .

According to the definition of the Ministty of Finance.
4/ $181 million at end-September 1983.
5/ That 1s, changes in valuation on accoun: of exchange rate changee.



Table 2.

China's External Assets and Liabilities
on Banks in the BIS Reporting Area, 1977-1983

(In billions of U.S. dollars)

Semiannual BIS data 1/

Totals
Assets
Liabilities
Net assets 2/

Maturity (based on semiannual
data)
Liabilities, total
Up to and including one
year
Over one year and up to
and including two years
Over two years
Unallocated

Undisbursed credit commitments

(based on seminannual data)
Quarterly BIS data 1/

Total assets
Total liabilities
Net assets 2/

Fund International Banking
Statistics (IBS)

Total assets
Cross-border interbank
assets 3/
Cross—border bank deposits
of nonbanks 4/

Total liabilities
Cross—-border interbank
liabilities_z/
Cross—border bank credit
to nonbanks 6/

Net assets 2/

1982 1983 1984
end~ end- end~-
Dec. Dec. June
10.08 12.15 N.a.
1.34 2.06 n.a.
8.74 10.09 N.a.
1.34 2.06 n.a.
0.61 1.26 n.a.
0.11 0.11 N.ae.
0.42 0.52 N.a.
0.21 0.16 N.a.
3.11 3.74 N.a.
7.91 9.24 n.a.
1.22 1.63 n.a'
6.69 7.61 n.a.
11.50 14.65 16.86
11.13 14.34 16.48
.37 .31 .38
3.68 4,13 4.65
2.91 3.34 3.65
.77 .79 1.00
7.82 10.52 12,21

Sources: BIS, The Maturity Distribution of International Bank Lending (semiannual data),

International Banking Development (quarterly data);

Statistics (International Banking Statistics).

and IMF, International Financial

1/ Discrepancies between semiannual and quarterly BIS data on external assets and

liabilities result principally from differences in coverage.
2/ Plus denotes a net creditor position vis-a-vis, nonresident deposit banks.
3/ Assets or claims of resident Chinese banks on nonresident deposit banks.

4/ Deposits of resident Chinese nonbank entities with nonresident deposit banks.
2/ Deposits and loans received by resident Chinese banks from nonresident deposit

banks.

6/ Credits received by resident Chinese nonbank entities from nonresident deposit banks.



' Table 3. China: External Assets and Liabilities
of Banks and Nonbanks on Banks in the BIS
- Reporting Area, 1982-84 '

1982 1983 1984

end- end- end- end- end-

June. Dec. June. Dec. March

Assets -~ 5.81 7.80  8.66 9.30 . 10.73

Banks 5.53 7.45  8.41 9.01  10.47

Liabilities _ ©1.10 1.18 - 1.26 1.60 1.77

Banks . 0.63 0.58 0.74 0.96 1.12

Nonbank | 0.47 ~  0.60  0.52  0.64 0.65
Net assets . . 4.71 6,62 7.40  7.70  8.96

Banks - 4,90 6.87  7.67 8.05 9.37

~0.39

Source: BIS, International Banking Developmehts.



Table 4. China: External Indebtedness to Banks and Nonbank
" Trade-Related Credits, 1982-83

(In billions of U.S.'dollars)

- 1982 1983

end- end- end-
Dec. June Dec.
To‘banks '\ | | : | . - 1.31 i944 n.a.
of ﬁhich: identified guaranteed claims 1/ (0.31). <0‘43), (n.a.).
Nonbank trado-related credits 2/ 5;54 3,68 n.a.
Total o | N . 3.85 5.12 n.a.

'Sources. BIS, OECD, Statistics on External Indebtedness: Bank and
Trade-Related Nonbank External Claims on Individual Borrowing Countries .
and Territories.

1/ Trade-related bank claims under official insurance or guarantee.
2/ Under official insurance or. guarantee, or extended directly to
the foreign buyer by the official sector of the exporting country.
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China,PRof -~~~ = | ~ Loans?

. 2
L . _ Market
. . . : Amount Tems. ) . Position
Civil Administration of China (1983/21-16) US$58.00m 15 yrs at undisclosed Complereq
Californta First Bk o . ) . December
2016 C : A : .
Garden Hotei Holdlngs Ltd (1983/21-13) - : HK$700.00m 5 yrs at 4% (HK) Signed
CCIC Finance far & o) {US594.11m) 5yrsat 1% (HK) 24/11/83
901/949/986/1073/1107/1153/1293/1628 :
Golden Flower Hotad Co (1982-83/21-7) : US$10.00m 89yrsatl 1/4%-2% Signed
Nordic Bk (b & a) - : B 14/5/83
- 491111708 .
Great Wall Hotel Joint Venture of Beijlng (1983/21-12) Yen823.00m Syrsat0.1% (LTPR) Signed
Gid: Bank of China . - (US$3.44m) 3/6/83
LTCBJ (o} - . : :
7748 . ,
Guandong Trust & Investment (1983/21-19) . US$10.00m 1/8%-1/2% undisclosed Signed
B - R 15/7/183
1016 :
Guangzhou Rubber Tyre Factory o ' : £4.50m Undisclosed - Signed
China National Chemicals import & Export Corp (US$6.96m) : . 7y83
(acting jointly through the Bank of China-— 1983/21-11) o - - -
Ged: ECGD
Midland Bk .
49 . - . .
Landtrade Co Ltd (1983/21-15) ) . HK$40.00m 212 yrsat 1 1/2% (HKO Signad
Takugin Int'l {Asta) {a) L {US$5.12m) 14/11/83

Total loans for the year ending December 31, 1983: USs$187.63m

Total loanis for the year 1982: US$377.61m

o Bonds

R E Classifi- Interest - Issue

£ Amount cation Maturity Payment Price
Fujian Investment o Yen5,000.00m  Shibosai 1993 81/2% 100

%, Gid: Bank of China ) (US$20.52m) ’ -

Hs Sanyo _ e .

4 366/889/935/1234

i ;{' : Total boads for year ending December 31. 1983:  US$20.52m
g% . .
Ay Tota! bonds for the year 1982: US$43.38m

¥

S

TOTAL OF LOANS AND BONDS FOR THE YEAR EVDiNG DECEMBER 31.1983: US$208.15m ..

——

Toumcmwuam-wwussa.sooom—ususoooom . B S
anmtdsmUSGovcnmt : ’ . . = : . S L
42 Source' AGEFI (AGEFI Country and General Index. Internatio

bonds, 1983), . A ional loans and.




"ATTACHMENT 2

[
. China, PR of Loans
. Market
Amount Terms . Position
March Meishek (China) Investment Co Led (34/HK/MEI001/01) T US$76.65m 6yrsat5/8% ' Signed
’ Gid: China Nanhai Ol Joint Service Corp ) ; 71/2yrsar 3/4% 19/3/184

Soc Gen (b & a) ‘ ‘
321/375/467 _

April Bigful Co Ltd (84/CHIN/BIGQ01/01)’ HKS equivalentof 3 yrs at 5/8% (HK) Signed
Gid: Zhuhai Brewery Co Ltd, China International US$30.00m ' ) ) 6i4/84

Trust & Incestment Corp : -
Crocker (a) . :
508/554/605
" Mesy . -Carmto- Co Ltd (Hong Koag) (84/CHIN/CARC04/01) HK$160.00m 10 yrs ar 3/4% (HKP)  Signed

Gtd: Guangdong Province Foreign Trade Corp (US$20.47m) 28/5/84
Wardley Ltd
545/977

August Gladhover Ltd (84/CHIN/GLAOO1/01) US$63.96m A-5yrsat 5/8% Signed
Gd: Gladhover Ltd. Zhuhai Special Economic Zone Dew Co’ in 2 tranches Syrsat 3/4% 8/8/84

China Nanhai Oll Joint Service Corp A-USS27.00m 8-2yrsat5/8%
L8I HK (a} : 8-US$37.00m 4 yrsat 3/4%
1019/1238/1278/1362/1405 -
Total loans for the first § moaths of 1984:°  USS191.12m -

Source}; ~ AGEFI, October 1984,




Office MemOrdhdum‘

T0 . Ms, Lachman pate: October 19, 1984
FROM Peter J. Quirk .
SUBJECT : China~-Multiple Cu rency Practice

The attached memoranda by Mr. Maciejewski note the likelihood
that China will soon eliminate a multiple currency practice subject to
the Fund's Article VIII by reducing the spread between the official and
internal settlement rates to less than 2 percent. I would appreciate
your confirmation that the multiple currency practice would be so elimi-
nated, and that the remaining spread would not constitute a measure
subject to either Section 2 or Section 3 of Article VIII.

Attachments

cc: Mr. Brau
Mr. Saito
Mr. Maciejewski




Office Memorandum EVi fy

TO : Mr. Narwekar DATE: chober 18, 1984
FROM E. Maciejewski E '7
SUBJECT : China--Exchange Rate

Further to my memorandum to Mr. Brau of October 16, 1984,
you asked me to calculate the rate at which the maximum spread between
the buying official rate and the internal settlement rate would be
reduced to 2 percent.

According to the methodology used in China and elsewhere
to calculate the premium provided by the internal settlement rate
(ratio of the internal settlement rate over the official rate), the
buying official rate would have to be set at Y 2.745 per USS1.
According to the standard methodology used for calculating the
percentage of the depreciation (or appreciation) of a given currency
(see attached), thé buying official rate would have to be set at
Y2.744 per USS$1.

Attachment

cc: Mr. Brau///
Mr. Saito
Mr. Quirk
Mr. De Wulf

Mr. Goldsbrough (o/r)
Mr. Fetherston (o/r)
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fCw lo Calculale Percznlage Chaniges in Curiency Valuzs

W

Devaluation or revalualion of a currency represenis the decrease or
increase in the value of a unit of that currency expressed in terms of
gold, SDRs or a foreign currency. A decline in the value of one unit of
currency in these terms would correspond 1o an increase in the num-

- ber of units of ihat currency per ounce of goid, per SDR or per unit of
: foreign currency. (The parceniage figures wouid not be the same in
the two ways of staling the change; for example, with the value of the

dollar being reduced by 10 per cent, it is equivalent to raising the price
of gold by 10/90 or 11.1 per cent))

For currencies which are traditionally quoled in ierms of the yvalue
that one unit has in terms of gold, SDRs or another currency, calcu-
lating the perceniage of devaluahon or revalu ahon involves y‘m

- the old rale from the new rate and expressing the difference as a per

cent of the oid rate, When for instance, The gold conient. ol the Finnish

‘markka was recently reduced from about 0.1935 gram to about 0.1s89

gram, this meant a devaluation of:

1889 — 1995 . -~ _.0107
1896 - o .1898 .
(The minus sign in the answer here indicates it is a devaluation. If the

sign were positive it would be a revaluation or appreciation.)
To obiain the percentage luation gr.revaluation fg ies

= 5.4 percent.

. tradiiipniElty ‘quoted the gther way around, i.e., as so many units of
. national currency per unit of gold or. per lLS. deollar,.one.can inier-
chiange the EwW and nld. raies, and proceed as in the example above..,

Thus, when the rate for the Finnish markka was revised from 4.1 to the
U.S. doliar to 3.9, the value of one markka in ferms of dollars appre-
cialed by 5.1 per cent, which is calculated as:

41 — 3.9 0.2
_ " = = =4151per cent
39 39 1P

(This result is reconciled with the preceding example by noling that if
the markka devalued by 5.4 per cent in terms of gold, its value declined
to 84.6 per cent of the previous level, while the 10 per cent devaluation
of the dollar reduced it to 90 per cent of its previous level. The markka

. . : 94.6 . '
in reiation to the dollar then became 900 = 105.1 representing a rela-

tive appreciatipn of the markka by 5.1 per cent against the dollar.)

IMF Treasures’s Depanment

>
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&k Office Memorandum

K

T0 :  Mr. Brdu ' DATE:  October 16, 1984
FROM : E, Maciejewski EI)

suJect - China--Exchange Rate

‘ Attached please find a copy of a press report on the latest
quotations of the official exchange rate for the Renminbi.

As a result of the further depreciation of the official rate
to Y 2.7075 per US$1 (middle rate), the margin implicit in the internal
settlement rate has narrowed from the original 80 percent to slightly
more than 3 percent. Further, there appear to be no small taxes/
comnissions on foreign exchange that are additive to this spread. There-
fore, according to the provisions of paragraph 1 a (i) of Decision
No. 6790--(81/43) of March 20, 1981 on "Policy on Multiple Currency
Practices," if the maximum spread between the internal settlement and
the official rates is narrowed further to less than 2 percent, the
maintenance of the two rates would no longer give rise to a multiple
currency practice subject to Fund approval. However, the maintenance
by China of an exchange tax on remitted profits of joint ventures
continues to give rise to a multiple currency practice subject to
approval under Article VIII, Sectiomn 3.

Attachment

cc: Mr. Narvekar
- Mr, Saito
Mr. Quirk
Mr. De Wulf
Mr. Fetherston (o/r)
Mr. Goldsbrough (o/r)
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Office Memorandum

TO -+ Mre. Bouter ‘ o o DATE: September 6, 1984

FROM  : E. Maciejewski [V CONFIDENTIAL

suBJECT: China: Technical Questlons Relatlng to
- the External Sector

During the last Article IV consultation, a number of points
relating to balance of payments methodology were discussed. These
points, listed below, could usefully be followed up through the
Bureau of Statistics' monthly correspondence.

l. They asked in particular how external transactions
(merchandise exports and imports, invisibles, and nonmonetary capital
flows) linked to offshore o0il exploration and development, notably
through joint ventures, should be treated in the balance of payments.
Their question related to the issue of residency and the types of
transactions that should be included (or not) in the balance of
paymentse. I indicated that these aspects were discussed in sections
50, 68-71, 220 (i) and (iii), 221 (v), and 363 (a) of the Fourth
Edition of the Balance of Payments Manual., In light of the interest
shown by the Chinese participants, further clariflcatlon of this
issue would appear useful. !

2 Suggestions regarding the treatment of the various
items included in "other medlum— and long-term capital” as well as
"other short—term capital,” as noted in my memorandum for files of
August 29, 1984 (attached), would also be appreciated.

- 3. Data on import and export price and volume indices
tend to deviate from underlying developments. This problem stems
from their coverage as well as the methodology used by the Ministry
of Foreign Economic Relations and Trade to compile the indices.
Detailed data on both value and volume are now collected by the
General Administration of Customs; such data for 1983 as a whole and
the first quarter of 1984 have just been published in "China's Customs
Statistics, 1984-11." It might be useful to suggest that new series
of import and export price and volume indices be compiled on the
basis of the Customs data.

Attachment

ce: Mr, Narvekar
Mr. McLenaghan
Mr. Saito
Mr. DeWulf
ETR files / \




CONFIDENTIAL

August 29, 1984
MEMORANDUM FOR FILES

Subject: China--Methodological Aspects Relating
to the Balance of Payments

1. Introduction and principal finding

This memorandum summarizes the information gathered during the
technical meeting on the balance of payments of July 30, 1984 (in
Beijing). It includes (in a first part) information on items which
have been subject to specific recommendations made by the staff of the
Bureau of Statistics in September 1983 and March-April 1984,

It may be noted that the reserves data provided by the Chinese
authorities during the last Article IV consultation discussions in
Beijing include World Bank bonds and some short-term securities issued
by the U.S. Government (though this latter element has not yet been
firmly established and, unlike for the World Bank bonds, the amounts
remain unspecified). These reserves data do not include securities
issued by the Japanese and German Governments, notably in 1983, which
are included in "stocks and bonds"™ (debit) of the capital account, Data
on the amounts of these securities have not been made available to the
Fund. The Chinese participants in the technical meeting were not in a
position to indicate whether the securities issued by the Japanese and

. German Governments were holdings by China International Trust and

Investment Corporation and, hence, be excluded from the reserves data
reported to the Fund. C o

2. Items subject to specific recommendations
made by the Bureau of Statistics

ae Portfolio investment

World Bank bonds are included in the reserves data provided by

- the Chinese authorities during the last Article IV consultation discus-

sions (July-August 1984) and reflected in the changes in reserves and
related items of the balance of payments., This change is expected to .

be reflected in the reserves data to be reported to the Fund, starting
with end-June 1984 data. This change is in agreement with the recommend-
ation made by the staff of the Fund's Bureau of Statistics in their
report on the September 1983 visit and in their latest visit in March-
April 1984, ‘

Government securities issued by foreign governments, notably
those of Japan and the Federal Republic of Germany, are not included
in the reserves data provided to the mission during the last Article IV
consultation. During a technical session, it was mentioned that certain

N




-t

P O P W

short-term bonds issued by the Government of the United States were
included in the reserves data; however, this information could not be
confirmed before the mission's departure from Beijing and has-not yet
been confirmed. The staff of the Fund's Bureau of Statistics has.
recommended both in September 1983 and March-April 1984 that asset
holdings such as government securities, other than holdings by China
International Trust and Investment Corporation, be included in the
reserves component of balance of payments data reported to the Fund.
However, the required data on such asset holdings could not be

provided to the mission (mostly on account of confidentiality); hence,
it was not possible to make the required adjustments in the capital
account and reserves data of the balance of payments. (The 1983 number
on outflow on account of "stocks and bonds,” i.e., $773 million, includesg
the bonds issued by the Japanese and German Governments as well as
commercial bonds; it was also mentioned that an unspecified amount of
short-term bonds was included in the reported amount of $773 million.)

b. Shipment

The data provided to the mission exclude internal transportation
costs. 8.3 percent of the value of imports ceief. (which exclude
internal transportation costs) was added to the data on shipment provided
by the Chinese authorities. This adjustment includes some insurance
payments on account of freight. This treatment of shipment is broadly
in line with the related recommendations made by the staff of the
Bureau of Statistics.

Ce Official goods, services, and income

This item continues to exclude outlays of foreign embassies
located in China as well as expenditures by foreign diplomats and their
dependents. The related recommendation of the staff of the Bureau of
Statistics has not yet been implemented.

de Travel

This item continues to include international passenger services
rendered (notably by CAAC), while such services should be included
in "other transportation.”™ The related recommendation of the staff of

the Bureau of Statistics has not yet been implemented.

es Goods for processing

No adjustments have yet been made. Hence the related recommendation
of the staff of the Bureau of Statistics has not yet been implemented.

i Reserves

Valuation changes are currently not calculated and the counterpart
to these changes continues to be included implicitly in net errors and




e

omissions, The suggestions of the staff of the Bureau of Statistics
have not yet been put into practice.

3. Other findings

2. Capital account

(1) "Bank borrowing” means borrowlng by banks in China,
essentially the Bank of China., This entry covers drawings on (or
gross disbursements) and repayments on account of energy loans, buyers'
credits, and interbank loans. Numbers for credit (or gross inflow)
eege, $241 million in 1983, consist of gross disbursements on buyers'
credits (e.g., $158 million in 1983) and short- and medium-term deposits
on a net basis (e.g., $63 million in 1983).

(11) " "0fficial loans” means borrowing by the Government of
the People's Republic of China. This entry covers drawings on and
repayments on account of direct government-to-government loans (also
called in China "official loans"” or "bilateral government loans™) and
of loans received from international financial institutions, including
the International Monetary Fund (Trust Fund and credit tranche credits).
Hence, appropriate adjustments (e.ge., on account of repayment of Fund
credits in 1983) had to be made. The Chinese authorities agreed to
make such adjustments, :

(i1i) “Nonbank borrowing™ means in fact borrowing by
nonbanks in Chgna.

(iv) "Other"” medium— and long-term capital includes, on the
debit side, remittances by joint ventures ($444,000 only in 1983), 1/
and repayments on account of "U.S. frozen assets” (US$10 million in
1983). On the credit side, it includes transfers for expenditure
in China by joint ventures, which were described as financing items
(amounts are believed to be small), receipts on account of labor

.contracts abroad ($60 million in 1982 and $86 to 100 million in

1983—tentative estimates which could not be confirmed before the .
mission's departure from Beijing), and the value of goods bought and
pald abroad by Chinese relatives residing abroad and sent to China
(US$1.2 million in 1983). 1/

(v) “Nonbank borrowing” under short-term capital means
borrowing by China International Trust Company. '

(vi) "Other” under short-term capital includes deposits
by foreign diplomats in China (amounts not specified), and guarantee
funds for joint ventures (amounts unspecified); 1/ these latter funds
take the form of “"earnest money” which is part of the foreign exchange
owned by the joint ventures and is used to prepay the Bank of China in
settling import payments.

1/ T wondered whether these various items were adequately classified.




.(vii) "Foreign aid"” covers all cfficial loans extended
by China, including loans used to finance Chinese exports of capital
goods (including military equipments). 1/

A reorganization of available data on the capital account
(nonmonetary) items and related data for 1982 and 1983 provided by the
Chinese authorities for internal use is presented in the attached
Table 1 (China: Key to Capital Account).

b. Merchandise exports and imports

Available data on merchandise exports do not include exports of
military equipments (the amounts were sald to be relatively small);
such exports will be included in total exports starting in 1984, The
counterpart items will be fully reflected in the balance of payments
(under "unrequited public transfer™ and/or "official loans extended").
Available data on merchandise imports include imports of military equip-
ments. ‘

Ce Resident foreign deposits

They are not included in the reserves data. Such deposits
totaled $2.5 billion at end-1982 and $3.4 billion at end-1983. These
resident foreign deposits exclude the retention quotas which represent
“rights to buy” in yuan.

, - 4_6_"?/ 24~

“"7Edouard Maciejewski
Economist
International Capital Markets Division
Exchange and Trade Relations Department

Attachment

cc: Mr. Narvekar
Mr. McLenaghan
Mr. Saito
Mr. De Wulf
Mr. Saunders
Mr. Goldsbrough

Mr. Fetherston
ETR Files -

1/ 1 suggested that "foreign aid"™ be replaced by “official loans

extended,” since, in light of the explanation given by the Chinese parti-

cipants such a concept would cover more accurately the transactions
involved.




Vorking Table
BM #43

(In nillions of U.S. dollara)

Tabla 1. Chinat Ray to Capital Account

1982 1983
Mediuw- and long-term
borrowing net
Drawing 2,382 1,572
Borrowing by goverument )
(official loans) 333 789
including international
organizationa (&) (73)
Borrowving by banks 560 251
Energy loauns (225) (eee)
Buyers' credits (335) Cees)
Interbank loans (=) (ess)
Deferred psyments 1,434 481
Borrowing by nonbanks 55 61
Repayments -2,180 =673
Borrowing by government - -
(official loans)
including internationsl
organizations - -
Borrowing by banke =-1,131 -130
Energy loans ) (eus)
Buyers' credits (-42) (o)
Interbank loans (-1,089) (ees)
Deferred payments -952 =479
Borrowing by nonbanks -97 -64
: Poreign direct investment 359 478
: Inflows 384 571
Outflows =25 -93
. . Other medium— and long~term capital net -383 -865
B Inflows 174 390
/ : Stocks and bonds (40) (153)
) Due payments for processing (106) (137)
- X Official loans extended (18) (14)
i Others (10) (86)
i Outflows -557 ~-1,255
! Stocks and bonds (~20) (-773)
Due payments for processing (-59) (-s7)
/ 0fficial loans extended (-413) (-279)
Others ) (~65) (-146)
Short term capital net =55 =326
Deferred payments (net) 177 4
Deferred receipts (pet) -318 ~-250
Short-term borrowing by banks 43 -24
Short-term borrowing by nonbanks -13 27
Bilateral payments assets 56 -83
Source: Staff estimates based on data provided by the Chinese

suthorities in July/August 1984.
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@ Office Memorandum»

To * Mr. Narvekar ’ DATE: August 31, 1984
FROM g, Maciejewski E ]

SUBJECT :  China's Import and Export Volume Indices

Attached 1s a new memorandum for files on China's import and
export volume indices (in terms of annual percentage changes). These
indices were calculated on the basis of the import and export value
data provided by the Ministry of Foreign Economic Relations and Trade
(MFERT) and the estimates of import and export price indices summarized
in my memorandum for files of August 23,1984 (China's Import and
Export Price and Volume Indices). :

The new estimates for import volume indices (in terms of
annual percentage changes) are broadly comparable with the former
estimates for 1983 and 1981 but differ significantly for 1980 and
1982. Estimates for 1983 were bound to be broadly similar, since the
same underlying import value data was used. (The MFERT data was
replaced by the General Administration of Customs data.)

The new estimates for export volume indices (in terms of
annual percentage changes) differ significantly from the former
estimates. 1In particular, in 1982 and 1983, they exceed the former
estimates by significant margins. These latest estimates reflect the
higher annual percentage growth rate of export value in 1982 and an
increase (instead of a decline) in export value in 1983. The new
estimates also exceed by substantial margins the WEO estimates of
non-o0il import volume by China's partner countries (see Table 1) in
each of the four years reviewed,

Table 1. China's Export Volume Indices——
Comparative Estimates, 1980-83

( Asnnual percentage changes)

1980 1981 1982 1983
Imports, in volume,
of trading partmners +6.3 +4.1 +0.9 +5.5
New estimates 1/ +12.0 +19.1 +11.1 +7.5
Former estimates 1/ +13.3 +24.1 +8.5 +4.5
Memorandum item:
Official indices 1/ +14,.8 +10.9 +9.2 +13.0

1/ See b. (2) of attached memorandum for files.
Attachment

cec: Messrs. Saito, De Wulf, Goldsbrough, Fetherston
ETR Files
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Office Memora ndum

August 30, 1984

MEMORANDUM FOR FILES

Subject: China's Import and Export Price and Volume Indices (II)

As noted in my memorandum for files of August 15, 1984,
available official data on China's import and export prices and volumes
overstate underlying developments in import and export prices and
volumes. My memorandum of August 23, 1983 summarizes varlous estimates
of import and export price and volume indices derived on the basis of
alternative estimation methods and using balance of payments data for
import and export values. This memorandum (1) summarizes various
estimates of import and export price and volume indices derived on the
basis of alternative estimation methods and using import and export
value data provided by the Ministry of Foreign Economic Relations and
Trade; and (2) compares these estimates with those contained in my
memorandum for files of August 23, 1984,

Import and export value indices (in terms of U.S. dollars)
under (1) are those derived from the balance of payments data and
under (2) those derived on the basis of import and export value data
provided by the Ministry of Foreign Economlc Relations and Trade.
Unit value indices (also in terms of U.S. dollars) are derived on the
basls of alternative estimation methods, though the underlying price
index 1s always a Laspeyres price index. Volume indices are derived
implicitly, i.e., by dividing the value indices by the corresponding
unit value indices. The results, in terms of annual percentage changes,
are shown subsequently according to the estimation methods used;
data shown in parentheses refer to the corresponding official data;
1980 is used as the base year for the price indices.

a. Import unit value and volume indices

(1) Based on (1) the import price indices provided by the
Chinese authorities, accounting for 60 percent of the total value of
imports, and (2) Japan's export price index (in terms of U.S. dollars)
used as a proxy for the import price of manufactured goods (including

machinery and equipment), accounting for 40 percent of the total value
of imports: ‘

1980 1981 1982 1983
(1) (2) (D 2 () (2) (1) (2)
Value +36.1 +24.8 -405 -0 .4 -18.7 -10.3 +10.8 +10.8
Unit value +11.5 +11.5 -—~4.4 -4.,4 -11.1 -1l1.1 -9.1 -9.1
Volume +22.1 +12.0 -8,5 -8,.1 -8.4 +1.,0 +23.3 +21.8

(+7.4) (-4.9) (+3.3) (+29.4)
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(11i) Based on (1) the import price indices provided by the
Chinese authorities, accounting for 60 percent of the total value of
imports, (2) Japan's export price index used as a proxy for the import
price of imported machinery and equipment, accounting for 20 percent
of the total value of imports, and (3) the United Nations' export
price index for manufactured goods, used as a proxy for the import
price of other imported manufacturing goods, also accounting for
20 percent of the total value of imports:

1980 1981 1982 1983
(1) (2) (1) (2) (1) (2) (D (2)
Value +36.,1 +24,8 -4.5 -0.4 -18.7 -10.3 +10.8 +10.8
Unit value +12.7 +12.,7 +2.4 +2.4 -10.0 -10.0 -9,2 -9,2
Volume +20.6 +10.7 -6.7 -6.2 -9,8 -0.4 +22.,0 +22.1

(1i1) Based on (1) the import price indices provided by the
Chinese authorities, accounting for 60 percent of the total value of
imports, and (2) the United Nations' export price index for manufactured
goods used as a proxy for the import price of imported manufactured
goods (including imports of machinery and equipment), accounting for
40 percent of the total value of imports

1980 1981 1982 1983
(1 (2) (1) (2) (1) (2) (1) (2)
Value +36.1 +24,8 -4,5 -0.,4 =-18.7 -10.3 +10.8 +10.8
Unit value +14,2 +14.,2 +0.4 +0.4 —-8.7 -8.7 =9.7 -9.7
(16.3) (+4.7) (-13.2) (-14.4)
Volume +19.2 +9.4 4,9 -4,4 -11,0 -1.8 +22,8 +23.4

(iv) Based on the geographical structure of imports and the
export unit value of the major suppliers:

(1) Seven largest suppliers (i.e., Japan, representing
39 percent of the total value of imports, United States—-representing
31 percent, Hong Kong--representing 11 percent, Canada--representing
9 percent, Australia--representing 5 percent, United Kingdom--
representing 3 percent, and the Federal Republic of Germany--representing
2 percent),
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1980 1981 1982 1983
1 (2) ) 2 (2) (1) (2)
Value +36.1 +24.8 -4,5 -0.4 -18.7 -10.3 +10.8 +10.8
Unit value +11,5 +11.,5 +4,6 +4,6 =-3,2 -3,2 =-1.,6 ~-l.6
(+16.3) (+4.7) (-13.2) (-14.4)
Volume +22.1 +12.0 -8.7 -8.2 -16.1 -7.4 +12,7 +12,6
(+7.4) (-4.9) (+3.3) (+29.4)

(2) Three largest suppliers (i.e., Japan—-representing
48 percent of the total value of imports, United States—-representing
38 percent, and Hong Kong--representing 14 percent).

1980 1981 1982 1983
1 (2) (1) (2) (1) (2) (D (2)
Value +36.1 +24.8 -4.5. -0.4 -18.7 -10.3 +10.8 +10.8
Unit value +10.1 +10,1 +5.8 +5.8 -2.9 -2.9 =1l.5 -1.5
(+16o3) (+4.7) . (-13.2) (_14.4)
Volume +23.6 +13.4 -9.7 -9.3 -16.3 =7.4 +12.4 +12.5
(+7.4) (-4.9) (+3.3) (+29.4)

(v) Based on the broad composition of imports and IFS data
on commodity prices (with foodstuffs representing 16 percent of the
total value of imports, agricultural raw materials 7 percent, and
metals 7 percent); and

(1) With the import prices of manufactured goods proxied

by the export unit value indices of industrial countries taken as a
group; manufactured goods account for 70 percent of the total value
of imports:

1980 1981 1982 1983
(D (2) (D (2) (1) (2) (1) (2)
Value +36.1 +24.8 -4.5 -0.4 -18.7 -10.3 +10.8 +10.8
Unit Value +1409 +14.9 -6.6 —6.6 "'6.9 "6.9 -008 -0.8
(+16.3) (+4.7) (—13.2) (-1404)
Volume +18.3 +8.6 +2,2 +2.8 =-12.7 -3.7 +11.8 +11.6

(+7.4) (-4.9) (+3.3) (+29.4)




(2) With import prices of manufactured goods proxied by
the export unit value indices of Japan and the United States; Japan
accounts for 40 percent of the total value of imports and the United
States for 30 percent:

‘ 1980 1981 1982 1983
; (1) (2) (D) (2) (1) (2) (1 (2)
!
Value +36.1 +24.8 -4.,5 -0.4 -18,7 -10.3 +10.8 +10.8
Unit value +12,5 +12.5 +1.3 +1.3 -6.6 -6.6 +1.1 +l1.1
' Volume +20,9 +11.0 -5.7 -3.2 -13.0 -4.0 +9.8 49,7
O (+7.4) (-4.9) (+3.3) (+29.4)

(3) With the import prices of manufactured goods, accounting
for 70 percent of the total value of imports, proxied by the United
Nations' export price index for manufactured goods:

1980 1981 1982 1983
(1) (2) (1 2 (1) (2 (1) (2)
: Value +36.1 +24.8 =4.5 -0.4 -18.7 -10.3 +10.8 +10.8
; Unit Value +13.1 +13.1 _801 _8.1 "'5.2 _5.2 _0.6 —006
10 (+16.3) (+4.7) (-13.2) (~14.4)
: Volume +20.,3 +10.,4 +3.9 +4.,5 =-14.2 =5.5 +11l.4 +11.5
§ (+7.4) (-4.9) (+3.3) (+29.4)

(4) With the import prices of manufactured goods, accounting
for 70 percent of the total value of imports, proxied by the unit
labor costs in manufacturing in Japan and the United States:

e heapmea s

1980 1981 1982 1983
(D 2) M) (2) (D (2 (1) (2)
‘ Value +36.,1 +24.8 =4,5 -0.4 -18.7 -10.3 +10.8 +10.8
iy ) Unit value +8.5 +8.5 +1.3 +1.3 -4.6 -4,6 +3.0 +3.0
O (+16.3) (+4.7) (-13.2) (-14.4)
Volume +25.,4 +15.1 =57 -3.2 -14.8 -6.0 +7.6 +7.6
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b. Export unit value and volume indices

(1) Based on (1) the export price indices provided by the
Chinese authorities, accounting for 55 percent of the total value of
exports, and (2) the United Nations' export price index for manufacturing
goods, used as a proxy for China's export prices of manufactured
products, accounting for 45 percent of the total value of exports:

1980 1981 1982 1983
(1) (2) (1) (2) (1 (2) (D (2)
Value +35.3 +33.7 +19.1 +14.3 +2.0 +4.5 -l.1 +1.7
Unit value +14.0 +14.0 -1.0 -1.0 -2.9 -2.9 -7.0 -7.0
Volume +18.6 +17.2 +20.,3 +15.5 +5.1 +7.5 +6.4 +9,3
(+14.7) (+10.9) (+9.2) (+13.0)

(2) Based on (1) the broad composition of exports, with
crude oil accounting for 15 percent of the total value of exports,
coal for 2 percent, other mineral fuels for 3 percent, foodstuffs for
13 percent, tea for 2 percent, cereals fo 2 percent, other agricultural
raw materials for 8 percent, textiles for 5 percent, clothing for 5 perceant,
and other manufactured goods for 45 percent; (2) China volume and
price data for crude oil, coal, tea, textiles, and clothing; and (3) World
Economic Outlook (WEO) data for other mineral fuels, foodstuffs, and
other agricultural raw materials, and the United Nations' export
price index (also used in WEO) for industrial and manufactured goods:

1980 1981 1982 1983
(1) (2) 1) (2) () (2) (D (2)
Value +35.3 +33.,7 +19.1 +14.3 +2.0 +4.5 -1l.1 +1.7
Unit value +19.3 +19.3 _4.0 "4.0 -6.1 -6.1 -503 -5.1
(+1605) (+3ol) (—404) (_1000)
Volume +13.3 +12,0 +24,1 +19.1 48,5 +11.,1 +4.5 +7.5
(+14.7) (+10.9) (+9.2) (+13.0)

(3) Based on (1) the broad composition of exporté, with

~ crude oil accounting for 15 percent of the total value of exports,

coal for 2 percent, other mineral fuels for 3 percent, foodstuffs
for 13 percent, agricultural raw materials for 12 percent, and




manufactured products for 55 percent; and (2) Chinese volume and
price data for crude oil and coal and WEO export price data for the
other broad categories of commodities:

1980 1981 1982 1983
(1) (2) (D (2 (D) (2) (1) (2)

Value +35¢3 +33.7 +19.1 +14.3 +2.0 +4-5 -1.1 +1.7

Unit value +20.0 +20.0 -5.,1 =5,1 =5.4 =5.,4 -3.4 -5.3
(+16.5) (+3.1) (-4.4) (-10.0)

Volume +12,7 +11.4 +25.5 +20.4 +7.8 +10.5 2.4 45,2
(+14.7) (+10.9) (+9.2) (+13.0)

(4) Based on (1) the broad composition of exports, with
crude oil accounting for 15 percent of the total value of exports,
other mineral fuels for 5 percent, foodstuff for 13 percent, agri-
: cultural raw materials for 12 percent, and manufactured goods for
, 55 percent and (2) Chinese volume and price data for crude oil and
! WEO data for the other broad categories of commodities:

1980 1981 1982 1983

, (1) (2) (1) (2) (D (2) (1) (2)
, Value 435.3 +33.7 +19.1 +14.3  +2.0 +4.5 -1.1 +1.7
I, O Unit value +20.8 +20.8 "502 —5.2 "5.7 _5.7 _3.3 -3.3
: (+16.5) (+3.1) (-4.4) (-10.0)
i Volume +12.Q +10,8 +25.6 +20,6 +8.2 +10.8 +2,3 +5.1
g (+14.7) (+10.9) (+9.2) (+13.0)
]
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Office Memorandum

Mr, Narvekar pate:  August 30, 1984
FOM  :  E. Maciejewski ¢ (\
SUBJECT : China: Treatment of Securities by Foreign Governments

in the Balance of Payments

I discussed this issue with Mr. McLenaghan and other staff
members of the Bureau of Statistics. The "general approach” has been
to include securities issued by foreign governments in the reserves
data reported to the Fund. Hence, in the case of China, the Bureau of
Statistics would continue to recommend that such asset holdings, except
those held by China International Trust and Investment Corporation, be
included in the reserves data reported to the Fund. '

This recommendation reflects a position which is in line
with the definition of foreign exchange. Foreign exchange is defined
to include "monetary authorities' claims on foreigners in the form of
bank deposits, treasury bills, short-term and long-term government
securities, and other claims usable in the event of a balance of payments
deficit, including nonmarketable claims arising from intercentral and
intergovernmental arrangements, without regard to whether the claim
is denominated in the currency of the debtor or the creditor™ ngg,
Section 3 "International Liquidity,” page 9). WMr. McLenaghan suggested
that this definition should be adhered to; he would concur with the
view that the explanations and guidelines included in Chapter 21 on
Reserves of the Fourth Edition of the Balance of Payments Manual are
not sufficiently clearcut and felt that the above IFS definition
would provide a better basis for the recommendation.

The Bureau of Statistics would not, however, "press” for an
early implementation of the above recommendation, espécially in light
of the position taken by the Chinese authorities in March/April 1984,
Mr., MclLenaghan felt that at that time the Chinese authorities had not
clearly agreed to implement this particular recommendation, at least in
the near future. He also mentioned that maturity (rather ownership)
considerations might have to be taken into account in making a final
decision. He suggested that we indicate in our Balance of Payments
table (staff report and RED) and reserves table (RED) that the Chinese
definition of reserves does differ from the standard IFS definition
cited above. :

I indicated to Mr. McLenaghan that data on the amounts of
securities issued by the Japanese and German Governments and held by
the Chinese monetary authorities had not been disclosed to the staff.
Hence, for the purposes of the staff report and RED, the balance of
payments will reflect the reserves and portfolio investment data
reported to the mission. Mr. McLenaghan concurred with this approach,

cc: Mr. Saito .
Mr. De Wulf .
.Mr. Goldsbrough
Mr. Fetherston
EIR Files.”
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Office Memorandum

CONFIDENTIAL

August 29, 1984
MEMORANDUM FOR FILES

Subject: China—-—-Methodological Aspects'Relating
to the Balance of Payments

1. Introduction and principal finding

This memorandum summarizes the information gathered during the
technical meeting on the balance of payments of July 30, 1984 (in
Beijing). It includes (in a first part) information on items which
have been subject to specific recommendations made by the staff of the
Bureau of Statistics in September 1983 and March—-April 1984,

It may be noted that the reserves data provided by the Chinese
authorities during the last Article IV consultation discussions in
Beljing include World Bank bonds and some short-term securities issued
by the U.S. Government (though this latter element has not yet been
firmly established and, unlike for the World Bank bonds, the amounts
remain unspecified). These reserves data do not include securities
issued by the Japanese and German Governments, notably in 1983, which
are included in "stocks and bonds" (debit) of the capital account. Data
on the amounts of these securities have not been made avallable to the
Fund. The Chinese participants in the technical meeting were not in a
position to indicate whether the securities issued by the Japanese and
German Governments were holdings by China International Trust and
Investment Corporation and, hence, be excluded from the reserves data
reported to the Fund.

2. Items subject to specific recommendations
made by the Bureau of Statistics

a. Portfolio investment

World Bank bonds are included in the reserves data provided by
the Chinese authorities during the last Article IV consultation discus-
sions (July—August 1984) and reflected in the changes in reserves and
related items of the balance of payments. This change 1is expected to
be reflected in the reserves data to be reported to the Fund, starting
with end-June 1984 data. This change is in agreement with the recommend-
ation made by the staff of the Fund's Bureau of Statistics in their
report on the September 1983 visit and in their latest visit in March-
April 1984,

Government securities issued by foreign governments, notably
those of Japan and the Federal Republic of Germany, are not included
in the reserves data provided to the mission during the last Article IV
consultation. During a technical session, it was mentioned that certain



short-term bonds issued by the Government of the United States were
included in the reserves data; however, this information could not be
confirmed before the mission's departure from Beijing and has not yet
been confirmed. The staff of the Fund's Bureau of Statistics has
recommended both in September 1983 and March-April 1984 that asset
holdings such as government securities, other than holdings by China
International Trust and Investment Corporation, be included in the
reserves component of balance of payments data reported to the Fund.
However, the required data on such asset holdings could not be

provided to the mission (mostly on account of confidentiality); hence,
it was not possible to make the required adjustments in the capital
account and reserves data of the balance of payments. (The 1983 number
on outflow on account of "stocks and bonds," i.e., $773 million, includes
the bonds issued by the Japanese and German Governments as well as
commercial bonds; it was also mentioned that an unspecified amount of
short—-term bonds was included in the reported amount of $773 million.)

be. Shipment

The data provided to the mission exclude internal transportation
costs. 8.3 percent of the value of imports c.i.f. (which exclude
internal transportation costs) was added to the data on shipment provided
by the Chinese authorities. This adjustment includes some insurance
payments on account of freight. This treatment of shipment is broadly
in line with the related recommendations made by the staff of the
Bureau of Statistics.

Ce Official goods, services, and income

This item continues to exclude outlays of foreign embassies
located in China as well as expenditures by foreign diplomats and their
dependents. The related recommendation of the staff of the Bureau of
Statistics has not yet been implemented.

d. Travel

This item continues to include international passenger services
rendered (notably by CAAC), while such services should be included
in "other transportation.” The related recommendation of the staff of

the Bureau of Statistics has not yet been implemented.

e. Goods for processing

No adjustments have yet been made. Hence the related recommendation
of the staff of the Bureau of Statistics has not yet been implemented.

f. Reserves

Valuation changes are currently not calculated and the counterpart
to these changes continues to be included implicitly in net errors and

-



omissions. The suggestions of the staff of the Bureau of Statistics
have not yet been put into practice.

3. Other findings

ae Capital account

(i) "Bank borrowing" means borrowing by banks in China,
essentially the Bank of China. This entry covers drawings on (or
gross disbursements) and repayments on account of energy loans, buyers'
credits, and interbank loans. Numbers for credit (or gross inflow)
eefe, $241 million in 1983, consist of gross disbursements on buyers'
credits (eege, $158 million in 1983) and short— and medium—term deposits
on a net basis (e«gs, $63 million in 1983).

(ii) "O0fficial loans" means borrowing by the Government of
the People's Republic of China. This entry covers drawings on and
repayments on account of direct government-to-government loans (also
called in China "official loans" or "bilateral government loans”) and
of loans received from international financial institutions, including
the International Monetary Fund (Trust Fund and credit tranche credits).
Hence, appropriate adjustments (e.g., on account of repayment of Fund
credits in 1983) had to be made. The Chinese authorities agreed to
make such adjustments.

(iii) “Nombank borrowing"” means in fact borrowing by
nonbanks in China.

(iv) "Other" medium— and long-term capital includes, on the
debit side, remittances by joint ventures ($444,000 only in 1983), 1/
and repayments on account of "U.S. frozen assets” (US$10 million in
1983). On the credit side, it includes transfers for expenditure
in China by joint ventures, which were described as financing items
(amounts are believed to be small), receipts on account of labor
contracts abroad ($60 million in 1982 and $86 to 100 million in
1983—-tentative estimates which could not be confirmed before the
mission's departure from Beijing), and the value of goods bought and
paid abroad by Chinese relatives residing abroad and sent to China
(US$1.2 million in 1983). 1/

(v) T"Nonbank borrowing” under short-term capital means
borrowing by China International Trust Company.

(vi) "Other" under short-term capital includes deposits
by foreign diplomats in China (amounts not specified), and guarantee
funds for joint ventures (amounts unspecified); 1/ these latter funds
take the form of "earnest money" which is part of the foreign exchange
owned by the joint ventures and is used to prepay the Bank of China in
settling import payments,

}j I wondered whether these various items were adequately classified.




(vii) T"Foreign aid"” covers all official loans extended
by China, including loans used to finance Chinese exports of capital
goods (including military equipments). 1/

A reorganization of avallable data on the capital account
(nonmonetary) items and related data for 1982 and 1983 provided by the
Chinese authorities for internal use is presented in the attached
Table 1 (China: Key to Capital Account).

b. Merchandise exports and imports

Available data on merchandise exports do not include exports of
military equipments (the amounts were said to be relatively small);
such exports will be included in total exports starting in 1984, The
counterpart items will be fully reflected in the balance of payments
(under "unrequited public transfer"” and/or "official loans extended”).
Avallable data on merchandise imports include imports of military equip-
ments.

ce Resident foreign deposits

They are not included in the reserves data. Such deposits
totaled $2.5 billion at end-1982 and $3.4 billion at end-1983., These
resident foreign deposits exclude the retention quotas which represent
"rights to buy” in yuan.

4
NS e 2.-
“7Edouard Maciejewski
Economist

International Capital Markets Division
Exchange and Trade Relations Department

Attachment

cc: Mr. Narvekar

Mr. McLenaghan

Mr. Sailto

Mr. De Wulf

Mr., Saunders

Mr. Goldsbrough

Mr. Fetherston

ETR Files

1/ I suggested that "foreign ald" be replaced by "officlal loans

eifénded," since, in light of the explanation given by the Chinese parti-
cipants such a concept would cover more accurately the transactions
involved.
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Working Table
EM #43
Table 1. China:

Key to Capital Account

(In millions of U.S. dollars)

1982 1983
Medium— and long-term
borrowing net
Drawing 2,382 1,572
Borrowing by government
(official loans) 333 789
including international
organizations "(3) (73)
Borrowing by banks 560 241
Energy loans (225) (e0e)
Buyers' credits (335) (eud)
Interbank loans --) Ceed)
Deferred payments 1,434 481
Borrowing by nonbanks 55 61
Repayments -2,180 -673
Borrowing by government - -—
(official loans) R
including international
organizations - -
Borrowing by banks -1,131 -130
Energy loans (- (e0d)
Buyers' credits (-42) (eed)
Interbank loans (-1,089) (oes)
Deferred payments =952 -479
Borrowing by nonbanks -97 -64
Foreign direct investment 359 478
Inflows 384 571
Outflows -25 -93
Other medium- and long-term capital net -383 -865
Inflows 174 390
Stocks and bonds (40) (153)
Due payments for processing (106) (137)
Official loans extended (18) (14)
Others (10) (86)
Outflows =557 -1,255
Stocks and bonds (-20) (-773)
Due payments for processing (-59) (-57)
0fficial loans extended (-413) (-279)
Others (-65) (-146)
Short term capital net =55 =326
Deferred payments (net) 177 4
Deferred receipts (net) -318 ~250
Short-term borrowing by banks 43 =24
Short-term borrowing by nonbanks -13 27
Bilateral payments assets 56 -83

Source: Staff estimates based on data provided by the Chinese

authorities in July/August 1984,

L8 st SR MR )




Office Memovandum

TO : Mr. Narvekar DATE: August 23, 1984

FROM : E. Meiciejewski ?Y\
SUBJECT : China's Import and Export Price and Volume Indices

Attached please find a memorandum for files, which summarizes
various estimates of import and export price and volume indices (in
terms of U.S. dollars and annual percentage changes). As you know,
owing to the limited coverage of the indexes and compilation procedures
used by the Ministry of Foreign Economic Relations and Trade, available
official data (in terms of U.S. dollars), overstate underlying develop-
ments in import and export prices and volumes, especially in 1983.

Regarding import price and volume indices, the estimates
suggest that import unit value could have declined in 1983 by as much
as 9 percent, on the basis of estimation methods that take into account
official import price indices accounting for 60 percent of the total
value of imports, or as little as 1 percent, on the basis of other
"independent” estimation methods. As a result, imports could have
increased in volume terms by as much as 22-23 percent or as little as
11 percent (see memorandum for files; 2.a.(i) and (iii); and 2.a.(v).(3),
respectively). This compares with a 14 percent decline in prices
and a 29 percent increase in volume in 1983, according to official data.

Regarding export price and volume indices, the estimates
suggest that export unit value could have declined in 1983 by as much
as 7 percent, on the basis of an estimation method that takes into
account official export price indices accounting for 55 percent of
the total value of exports, or by as little as 3 percent, on the
basis of other "independent"” estimation methods. As a result, exports
could have increased in volume terms by as much as 6 percent or as
little as 2 percent (see memorandum for files; 2.b.(1); and 2.b.(3)
and (4), respectively). This compares with a 10 percent decline in
prices and a 13 percent increase in volume in 1983, according to
official data. :

For the purpose of the staff reports, it might be advisable
to use estimates of import and export price and volume indices, which
are partly based on the official import and export price indexes.
Available information on the coverage of the official price indexes
suggest that these indexes, which cover mostly primary products and
some industrial goods (notably materials for industrial and processing
use), and "independent” price indexes for manufactured goods only are to
a large extent complementary. A composite price index combining
these two complementary indexes is likely to be more representative
than the corresponding official price index, mainly on account of the
improved coverage. It should be noted, however, that it would still
be based to a large extent on official price indices whose weights do
not reflect the relative importance of the group of commodities whose




price movements they are intended to represent. Such a composite

index is actually a combination of Laspeyres and Paasche indexes

having more or less similar weights. Because of this inherent diffi-
culty, the possible use of estimates derived on the basis of estimation
methods which do not use at all the official price indexes should

also be considered. . -

Attachments

cc: Mr. Saito
Mr. De Wulf
Mr. Goldsbrough
Mr. Fetherston
ETR Files\/
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Office Memorandum

August 23, 1984

MEMORANDUM FOR FILES

Subject: China's Import and Export Price and Volume Indices

As noted in my memorandum for files of August 15, 1984,
availlable official data on China's import and export prices and
volumes overstate underlying developments in import and export prices
and volumes. This memorandum summarizes various estimates of import
and export price and volume indices derived on the basis of alternative
estimation methods.

1. Available official data on import and export
prices and volumes

Official import and export price indices are calculated by
the Ministry of Foreign Economic Relations and Trade (MFERT). The
underlying official import price index is based on 93 goods, accounting
for about 60 percent of the total value of imports. Imports of
machinery and equipments as well as a significant proportion of other
imported manufactured goods are not included in the official import
price index. The underlying official export price index is based on
145 major commodities, representing approximately 55 percent of the
total value of exports. A significant proportion of manufactured
goods 1s not covered by the index.

The unit value (in terms of U.S. dollars) and volume indices
for imports and exports are in principle compiled independently from
value and quantity data collected by the MFERT and utilize the
chainlinked method. Weights used in the calculation of the indices
reflect the actual prices (in the case of volume indices) or quantities
(for the unit value indices) of the commodities included. Hence, the
welghts do not reflect the relative importance of the group of
commodities whose price, or volume, movements they are intended to
represent.

During the last Article IV consultation the MFERT provided
a revised series of import and export price indices (in terms of annual
percentage changes) covering 1980-83. The MFERT also provided separate
indications on import and export volumes for 1983 only, which are
equivalent to estimates derived by dividing the dollar value indices
by the corresponding unit value indices. Import and export price
and volume indices (in terms of annual percentage changes) were
compiled (see also Table 1 of my memorandum of August 15, 1984), on
the basis of the information provided by the Chinese authorities
during the last and previous Article IV consultations. These data
are the following:
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1980 1981 1982 1983
Imports
Value 1/ 24.8 0.4 -10.3 10.8 2/
Volu.“le 7.4 —4.9 3.3 29.4
Price 16.3 4.7 _13.2 -14-4
Exports
Value 1/ 33.7 14,3 4,5 1.7
Volume 14.7 10.9 9.2 13.0
Price 1605 3.1 -404 "’10.0

1/ MFERT data in U.S. dollars.
2/ Balance of payments data in U.S. dollars.

2, Staff estimates of import and export price and
volume indices

Import and export value indices (in terms of U.S. dollars)
are derived from the balance of payments data. Unit value indices
(also in terms of U.S. dollars) are derived on the basis of alternative
estimation methods, though the underlying price index is always a
Laspeyres price index. Volume indices are derived implicitly, i.e.,
by dividing the value indices by the corresponding unit value indices.,
The results, in terms of annual percentage changes, are shown sub—
sequently according to the estimation methods used; data shown in
parentheses refer to the corresponding official data; 1980 is used
as the base year for the price indices.

a. Import unit value and volume indices

(i) Based on (1) the import price indices provided by the
Chinese authorities, accounting for 60 percent of the total value of
imports, and (2) Japan's export price index (in terms of U.S. dollars)
used as a proxy for the import price of manufactured goods (including
machinery and equipment), accounting for 40 percent of the total value
of imports:

1980 1981 1982 1983
Volume +22. ]. —8.5 "'8.4 +23|3

(+7.4) (-4.9) (+3.3) (+29.4)




(ii) Based on (1) the import price indices provided by the
Chinese authorities, accounting for 60 percent of the total value of
imports, (2) Japan's export price index used as a proxy for the import
price of imported machinery and equipment, accounting for 20 percent
of the total value of imports, and (3) the United Nations' export
price index for manufactured goods, used as a proxy for the import
price of other imported manufacturing goods, also accounting for

20 percent of the total value of imports:

1980 1981 1982 1983

Value +36.1 -4.5 -18.7 +10.8
Unit value +12.7 +2.4 -10.0 -9,2
(+16,.3) (+4.7) (-13.2) (-14.4)

Volume 4+20.6 -6.7 -9.8 +22.0
(+7.4) (~4.9) (+3.3) (+29.4)

(iii) Based on (1) the import price indices provided by the
Chinese authorities, accounting for 60 percent of the total value of

imports, and (2) the United Nations' export price index for manufactured

goods used as a proxy for the import price of imported manufactured
goods (including imports of machinery and equipment), accounting for

40 percent of the total value of imports

11980 1981 1982 1983

Value +36.1 ~4.5 -18.7 +10.8
Unit value +14,.2 +0.4 ~8.7 -9.7
(+16.3) (+4.7) (-13.2) (-14.4)

Volume +19.2 _4¢9 —1100 +2208

(iv) Based on the geographical structure of imports and the
export unit value of the major suppliers:

(1) Seven largest suppliers (i.e., Japan, representing
39 percent of the total value of imports, United States——representing
31 percent, Hong Kong--representing 11 percent, Canada—-representing
9 percent, Australia-—representing 5 percent, United Kingdom-—
representing 3 percent, and the Federal Republic of Germany-—-representing

2 percent).



1980 1981 1982 1983

Value +36.1 -4,5 -18.7 +10.8
Unit value +11.5 +4.6 -3.2 -1.6
(+16.3) (+4.7) (-13.2) (~1l4.4)

Volume +22.1 -8.7 ~16.1 +12.7
(+7.4) (-4.9) (+3.3) (+29.4)

(2) Three largest suppliers (i.e., Japan——representing
48 percent of the total value of imports, United States——representing
38 percent, and Hong Kong--representing 14 percent).

1980 1981 1982 1983

Value +36.1 =445 -18.7 +10.8
Unit value +10.1 +5.8 -2.9 ~1.5
(+16.3) (+4.7) (-13.2) (-14.4)

Volume +23.6 -9.7 -16.3 +12.4
(+7.4) (-4.9) (+3.3) (+29.4)

(v) Based on the broad composition of imports and IFS data
on commodity prices (with foodstuffs representing 16 percent of the
total value of imports, agricultural raw materials 7 percent, and
metals 7 percent); and

(1) With the import prices of manufactured goods proxied
by the export unit value indices of industrial countries taken as a
group; manufactured goods account for 70 percent of the total value

of imports:

1980 - 1981 1982 1983

Unit value +14.9 -6.6 -6.9 -0.8
(+16.3) (+4.7) (-13,2) (-14.4)

Volume +18.3 +2.2 -12.7 +11.8

(+7..4) (=4.9) (+3.3)  (+29.4)




(2) With import prices of manufactured goods proxied by
the export unit value indices of Japan and the United States; Japan
accounts for 40 percent of the total value of imports and the United
States for 30 percent:

1980 1981 1982 1983

Value +36.1 ~4,5 -18.7 +10.8
Unit value +12.5 +1.3 —6.6 +l.1
(+16.3) (+4.7) (-13,2) (-14.4)

Volume +20.9 -5.7 -13.0 +9.8
(+7.4) (-4.9) (+3.3) (+29.4)

' (3) With the import prices of manufactured goods, accounting
for 70 percent of the total value of imports, proxied by the United
Nations' export price index for manufactured goods:

1980 1981 1982 1983

Value +36.1 -4.5 -18.7 +10.8
Unit value +13.1 -8.1 -5.2 -0.6
. (+16.3) (+4.7) (-13.2) (-14.4)
Volume +20.3 +3.9 -14,2 +11.4
(+7.4) (-4.9) (+3.3) (+29.4)

(4) With the import prices of manufactured goods, accounting
for 70 percent of the total value of imports, proxied by the unit
labor costs in manufacturing in Japan and the United States:

1980 1981 1982 1983

Value +36.1 -4,5 -18.7 +10.8
Unit value +8.5 +1.3 -4,6 +3.0
(+16.3) (+4.7).\ (-13.2) (-14.4)

Volume +25.4 -5.7 -14.8 +7.6
' (+7.4) ‘_.(74,9) (+3.3) (+29.4)




b. Export unit value and volume indices

(i) Based on (1) the export price indices provided by the
Chinese authorities, accounting for 55 percent of the total value of
exports, and (2) the United Nations' export price index for manufacturing
goods, used as a proxy for China's export prices of manufactured
products, accounting for 45 percent of the total value of exports:

1980 1981 1982 1983

Value +35.3 +19.1 +2.0 -1.1
Unit value +14.0 -1.0 -2.9 -7.0
(+16.5) (+3.1) (-4.4) (-10.0)

Volume +18.6 +20.3 +5.1 +6.4
(+14.7) (+10.9) (+9.2) (+13.0)

(2) Based on (1) the broad composition of exports, with
crude oil accounting for 15 percent of the total value of exports,
coal for 2 percent, other mineral fuels for 3 percent, foodstuffs for
13 percent, tea for 2 percent, cereals fo 2 percent, other agricultural
raw materials for 8 percent, textiles for 5 percent, clothing for 5 percent,
and other manufactured goods for 45 percent; (2) China volume and
price data for crude oil, coal, tea, textiles, and clothing; and (3) World
Economic Qutlook (WEO) data for other mineral fuels, foodstuffs, and
other agricultural raw materials, and the United Nations' export
price index (also used in WEO) for industrial and manufactured goods:

1980 1981 1982 1983
Value +35.3 +19.1 +2.0 —1.1
Unit Value 19.3 _4.0 '—6.1 —503
Volume +13.3 +24,1 +8.5 +4.5

(+10.9) (+9.2) (+13.0)




- 7 =

(3) Based on (1) the broad composition of exports, with
crude oil accounting for 15 percent of the total value of exports,
coal for 2 percent, other mineral fuels for 3 percent, foodstuffs
for 13 percent, agricultural raw materlals for 12 percent, and
manufactured products for 55 percent; and (2) Chinese volume and
price data for crude oil and coal and WEO export price data for the
other broad categories of commodities:

1980 1981 1982 1983

Value +35.3 +19.1 +2.0 -1.1
Unit value +20.0 -5.1 =5.4 -3.4
(+16.5) (+3.1) (~4.4) (-10.0)

Volume +12.7 +25.,5 +7.8 +2.4
(+14.7) (+10.9) (+9.2) (+13.0)

(4) Based on (1) the broad composition of exports, with
crude oil accounting for 15 percent of the total value of exports,
other mineral fuels for 5 percent, foodstuff for 13 percent, agricultural
raw materials for 12 percent, and manufactured goods for 55 percent and
(2) Chinese volume and price data for crude oil and WEO data for the
other broad categories of commodities:

1980 1981 1982 1983

Value +35.3 +19.1 +2.0 -1.1
Unit value +20.8 -5.2 -5.7 -3.3
(+16.5) (+3.1) (~4.4) (-10.0)

Volume +12.0 +25.6 +8.2 +2.3
(+14.7) (+10.9) (+9.2) (+13.0)

e

7 E. Maciejewski
Economist
International capital Markets Division
Exchange and Trade Relations Department
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MEMORANDUM FOR FILES August 15, 1984

Subject: China--Basket of Currencies Used to Set
the Official Rate for the Yuan

In a dinner conversation with Mr. Chen Quangeng (SAEC) on
August 4, 1984, Mr., De Wulf learned that the basket of currencies used
to set the official rate for the Yuan includes the following currencies:
U.S. dollar, with a weight of 25 percent ("firm" indication), Japanese
Yen, with a weight of around 20 percent ('tentative" indication), and
Hong Kong dollar, with a weight of around 20 percent ("tentative" indica-
tion). He was also told that about 60 percent of China's foreign trade
is denominated in U.S. dollars, around 20 percent in Japanese Yen, around
20 percent in Hong Kong dollars, and a marginal proportion in "convertible"

Yuans.

7
Edouard Maciejewski
Economist
International Capital Markets Division
Exchange and Trade Relations Department

cc: Mr. Narvekar
Mr. Guitian
Mr. Brau (o/r)
Mr. De Wulf
Mr. Goldsbrough

Mr. Fetherst
ETR Files v/gn
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Office Memorandum

MEMORANDUM FOR FILES August 15, 1984

Subject: China: Exports and Imports--Value,
Volume and Prices

Attached are two tables summarizing a number of indicators
relating to China's exports and imports.

The background data (in terms of U.S. dollars) are those pro-
vided by the Bank of China (BOC), the State Administration of Exchange
Control (SAEC), and the Ministry of Foreign Economic Relations and Trade
(MFERT) during the 1984 Article IV Consultation discussions (see Minutes
No. 5 of July 24 and No. 12 of July 28, and Table IV-7 of the Question—
naire). I cross checked some of these data with corresponding value
data of the MFERT published in the summary version (in Chinese) of the
1984 Statistical Yearbook,

The only significant discrepancy which arises is with respect
to the growth of imports in value and volume terms in 1983. BOC and SAEC
indicated on July 24 that the growth of imports in 1983 was 10.8 percent
in value (U.S. dollar) terms and 29.4 percent in volume terms. According
to the 1984 Statistical Yearbook and the MFERT the growth of imports in
1983 was only 6 percent in value (U.S. dollar) terms, implying a growth
of 23.8 percent in volume terms; as shown in Table 2, the underlying
number for the value of imports (i.e., U.S.$18.5 billion) is significantly
lower than the numbers provided by the BOC and SAEC on July 24 (i.e.,
US$20.7 billion), which is used in the balance of payments, and by the
General Administration of Customs (i.e., US$21.3 billion). Differences
in coverage may explain part of the discrepancy involved.

For the purpose of the 1984 Article IV Consultation reports, I
would suggest that the data on the growth of imports in value and volume
terms provided by the BOC and the SAEC on July 24, 1984 be used together
with the revised price data (in U.S. dollar terms) provided by the MFERT
(see Table IV-7 of the Questionnaire). Regarding exports, I would suggest
that the data provided by the MFERT on July 28, which are those published
in the 1984 Statistical Yearbook, be used.

As already noted, owing to the MFERT compilation procedures, available
data on export and import prices as well as on the growth of exports and
imports in volume terms are likely to be overstated.

International Capital Markets Division
Exchange and Trade Relations Department

Attachments

cc: Messrs, Narwekar, S&ito, De Wulf, Goldsbrough, and Fetherston
ETR Files V;N
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Table 1, China: Export and Import Behavior, 1980-84

1980 1981 1982 1983 1984
Prel. Est.
(1980 = 100)

Exports
Value 100.0 114.3 119.4 121.4 132.3
Volume 100.0 110.9 121.1 136.9 146.5
Price 100.0 103-1 98.6 88-7 90-3

Imports
Value 100.0 99.6 89.3 98.9 110.4
Volume 100.0 95.1 98.2 127.1 139.4
Price 100.0 104.7 90.9 77 .8 79.2
Terms of trade 100.0 98.5 108.5 114.0 114.0

(Annual percentage change)

Exports
Value 33.7 14.3 445 1.7 9.0
Volume 14.7 10.9 9.2 13.0 7.0
Price 16.5 3.1 —4.4 -10.0 1.8

Imports
Value 24.8 -0.4 -10.3 10.8 11.6
Volume 7-4 —409 3.3 29.4 9.7
Price 16.3 4.7 —13 2 _14.4 1.8
Terms of trade -0.2 -1.5 10.1 5.1 —-—

Source: Staff estimates based on data (in terms of U.S. dollars)
provided by the Chinese authorities.




Table 2.

China:

8/14/84

Available Export (f.o.b.) and
Import (ce.i.f.) 1/ Data, 1979-83

(In millions)

1979 1980 1981 1982 1983
Exports
GAC 2/
Yuans N.A. 27,119 36,761 41,433 43,833
(Annual percentage change) (N.A.) (N.A.) (35.5) (12.7) (5.6)
U.S. dollars é/ N.A. 18,099 21,561 21,937 22,169
(Annual percentage change) (N.A.) (N.A.) (19.1) (1.7) (1.1)
MFERT 4/ , :
Yuans 21,170 27,240 37,120 42,000 43,450
(Annual percentage change) (26.2) (28.7) (36.3) (13.1) (3.5)
U.S. dollars é/ 13,660 18,270 20,890 21,820 22,220
(Annual percentage change) (40.1) (33.7) (14.3) (4.5) (1.7)
BALANCE OF PAYMENTS
U.S. dollars é/ 13,658 18,492 22,027 22,476 22,223
(Annual percentage change) (42.2) (35.4) (19.1) (2.0) (-1.1)
Imports
GAC 2/
Yuans N.A. 29,884 36,773 35,769 42,182
(Annual percentage change) (N.A.) (N.A.) (23.1) (-2.7) (17.9)
U.S. dollars 3/ N.A. 19,944 21,568 18,938 21,334
(Annual percentage change) (N.A.) (N.AL) (8.1) (-12.2) (12.7)
MFERT 4/ ,
Yuans 24,290 29,140 34,620 33,640 36,270
(Annual percentage change) (29.6) (20.0) (18.8) (-2.8) (7.8)
U.S. dollars 5/ 15,670 19,550 19,480 17,480 18,530
(Annual percentage change) (43.9) (24.8) (-0.4) (-10.3) (6.0)
BALANCE OF PAYMENTS
U.S. dollars 6/ 16,212 22,049 21,047 17,113 18,955
(Annual percentage change) (50.9)  (36.0) (-4.5) (-18.7) (10.8)

Source: 1984 Statistical Yearbook——summary version in Chinese (pp. 84-85).

1/ Unless indicated otherwise.

zy General Administration of Customs.
3/ Converted into U.S. dollars by using the annual average exchange rates

published in International Financial Statistics (IFS).

&j Ministry of Foreign Economic Relations and Trade.
5/ Converted into U.S. dollars by the MFERT; the implicit annual average ex-—

change rates differ from those published in the IFS.

6/ TF.o.b. basis; excluding service fees due on account of shipment by resident
hipping companies. The underlying data for 1982 and 1983 are the Customs (GAC)
Hatth
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MEMORANDUM ‘FOR 'FILES April 17, 1984

SUBJECT: Meeting. of Chinese.Delegation with the : - VNN,
i "Managing'Difechr;‘April“lo;“l984f v : C

Mme. Qiu, Vice President of the People's Bank and leader
of the Chinese delegation to the Interim Committeé meeting stressed
China's economic achievements in recent years. She said that the
new policies adopted by the Communist Party since 1981 had v1e1ded
results much greater than earlier anticipated. This was partlcularly
evident in the agricultural sector where, thanks to the new responsi-
bility system, grain output had increased by 7 per cent in 1983. 1In.
industry, too, whereas there had been a debate last year whether
output was likely to inerease by 4 per cent or 5 per cent, output
has in fact increased by 10 per cent, so that the Plan target was
realized two years ahead of schedule. All this did not mean that
there were no problems—-bottlenecks in key infrastructure facilities,
especially energy supplies, hadiemerged. ‘ '

The Managing Director said that he was 1mpressed by the
results achieved by the incentive system, especially in agriculture.
Clearly, however, rapid economic growth had led to pressures on
resources. To deal with this problem, macro—economic policies
needed to be assigned an important role. The recent establishment
of the Central Bank and the ongoing tax reform would help in this
respect. Mme. Qiu said that it was very much the intention of the.
Chinese author1t1es to develop and use tools of macro-economic

- management.

The Managlng Di¥ector noted that the next Article IV -
Consultation discussions were planned for July and he hoped- that
the opportunity would be used for a two-way dialogue between the
Chinese authorities and the Fund staff. The effects of decentraliza-

' tion, the role of prices and import policies were among the subjects

that could be discussed fruitfully.

Mme. Qiu responded that these subjects were also being
discussed among the Chinese authorities. The authorities intended
to develop China's socialist economy- with Chinese characteristics.
Theoretically, the system is a socialist one but a policy reform
has been set in motion. The objective was to develop the. economy.
at .a much faster pace than in the past. The main problem in relaxing
the energy and other infrastructure growth was financial. Although’
China had large foreign exchange reserves, they were likely to be
quickly drawn down once large scale projects were initiated.

The Managing Director commented brlefly on- the principal
topics before the Interim Comm1ttee.»

// &? /\/;V\AAﬁﬂtAUks

P. R Narvekar

cc: Mr. Collins L R _:';zﬁfv;t



