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The Full Convertibility of Renminbi’s Convertibility and Its Implications for China’s Growth

LY PRZEBEZEFIBHEBI®R Andrea Fracasso

Visiting Fellowship at CAPS

During my Visiting Fellowship at CAPS, in
April 2014, I investigated the Japanese economic
experience from the mid-1950s to present with
a view to drawing insights on the Chinese
prospective economic rebalancing. As China does
today, Japan did face the twofold challenge of
abandoning its growth strategy while sustaining
high GDP growth; it did it twice in the 1970s
and in 1990s. In this short article, I will focus,
however, on my ongoing research (with Luigi
Bonatti) on the transition in China.

The full convertibility of Renminbi’s
convertibility and its implications for
China’s growth

For two decades China has purposefully
maintained an undervalued exchange rate and
boosted investment in coastal areas in order to
promote the growth of its exporting sectors and
of the entire economy. This outward orientation
accelerated capital accumulation and facilitated
the mobilization of the surplus labor in rural
areas into the highly productive sectors of the
economy. To this end, restrictions on capital
account convertibility have been maintained and
only authorized institutions have been allowed to
manage foreign financial assets. Massive foreign
(in particular, US dollar denominated) reserves
have been accumulated, and China overcame
Japan as the largest creditor country in the
world.

Although successful, the Chinese growth model
has generated domestic imbalances and social
problems. Households’ consumption and income
share have remained very low (even for emerging

market standards) and corporate savings and
investment have been incredibly high. Resources
misallocation and financial repression were and
still are in place, hampering the autonomous
transformation of the economy. Overcapacity
and excessive investment have materialized in
certain sectors (dominated by large state-owned
enterprises) and areas. Income inequality, across
inland and coastal regions, rural and urban
areas, skilled and unskilled individuals, is high.

On what needs to be done there is an emerging
consensus; China must rebalance its economy
away from export and investment and towards
domestic consumption. To do this, it is argued,
the Renminbi has to float freely and the capital
account is to be liberalized.

The Chinese leadership understood the
urgency to address the limitations of the current
growth model. Yet, engineering a successful
change in the model is difficult. On the one hand,
rebalancing seems necessary for China to escape
the so-called ‘middle income trap’ and address
the problems mentioned above; on the other
hand, rebalancing risks leading to a medium-
term growth deceleration, which the authorities
may not accept. The capital account and
exchange rate regimes impact on the dynamics of
the economy in the short- and medium-term even
though they do not affect the rates of growth
in the very long term. Gradually appreciating
the currency and floating the exchange rate
have direct effects on both the current account
balance and on the sectoral composition of
employment, which influences the rate of growth
along the transitional trajectory. This is key to
understanding the rationale of the export-led
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growth model embraced since the 1990s and the
Chinese authorities’ determination to preserve it
in the face of growing internal costs and foreign
(i.e., US) complaints. On this basis, in what
follows I shall sketch what I believe are the
three main reasons why the Chinese leadership
has postponed switching the
exchange rate and capital

many and to an increase of social instability.
After the collapse of global trade, central and
local governments in China undertook massive
investment projects to preserve high growth
at all costs. This strategy is now showing its
limitations: the debt ascribable to local public
authorities has grown large;
bank credit has expanded

account regimes, and why the
authorities will only gradually
implement such a transition.

The first reason has to
do with the presence of
vested interests in the State-
owned and State-controlled
enterprises. The liberalization
of the capital account and the
increase of domestic demand
require the removal of several
administrative controls and
measures that have distorted
the allocation of resources
in a way consistent with the
promotion of capital accumulation and export.
This regards the industrial sector, but also the
financial one. The latter may indeed benefit from
opening up to the global markets, but it might
face problems in collecting new funding (now
mainly quasi-forced deposits) and in dealing
with outstanding loans that, after the regime
switch, may turn sour. Financial repression,
I would like to emphasize, has been part and
parcel of the current model of growth; it has
been necessary to ensure the sterilization of
the reserves and fundamental to provide cheap
financing to the industrial sectors. A regime
switch will also negatively affect bureaucrats and
local politicians, for whom the local GDP growth
record has been so far the yardstick of success;
this implies that central authorities need to
ensure a widespread improvement of citizens’
welfare if they are willing to preserve support
and stability.

The second reason is that an abrupt
interruption of the export-led growth process
may severely decelerate the catching-up process
of the country in the medium-term, leading to
a worsening of income and job prospects for

(F&F @ Fracasso )

at extremely high rates; the
returns from investment have
fallen; non-performing loans
risk suffocating banks. This
suggests that, despite greater
emphasis on the welfare of
the population, the Chinese
leadership still considers
fundamental to preserve
relatively high growth rates
of the economy. A slowdown in
growth, it should be noted, will
anyway materialize given the
higher level of development
in China, the currently
unsustainable environmental conditions, and the
unfavorable demographic trends. This makes of
utmost importance for the authorities that the
extent to which rebalancing negatively impacts
on growth is not too large.

The third reason, as the previous one, regards
growth dynamics, but it is more specific. By
lifting the controls on the capital account and
floating the currency, the authorities renounce
a mix of policy instruments that proved to be
essential for their control of the short- and
medium-term dynamics of the Chinese economy.
Very often, the advocated appreciation of the
Renminbi has been de-contextualized, but the
undervaluation of the currency was a successful
tool to push export and export-driven investment
because of the capital account and exchange
rate management regimes in force. It was the
composite policy mix of capital restrictions,
exchange rate peg, reserve sterilization,
independent monetary and fiscal policies, that
made such achievements possible. Accordingly,
by lifting capital account controls and letting
the currency float, China would not only make
an internal rebalancing more likely, but it would
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relinquish a combination of policy tools that has
empowered the authorities and allowed them to
control the dynamics of the economy.

The new leadership has already made
clear that rebalancing the economy is of
paramount importance and will be engineered.
Yet, gradualism and experimentation will

which, while keeping high growth rates thanks
to the usual growth model, the authorities will
address social emerging issues (inequality,
corruption, pollution, labor mobility, and the like)
to preserve social stability. This should not come
as a surprise insofar as it aligns well with the
Chinese saying ‘cross the river by touching the

characterize this process of transition during stones’.
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