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Abstra.ct 

China's 'foreign cxcbangeregiIne includes,contrQl$ on the use Qf.foreign e~change, 
:an4 anovetvaluedexchange rate. While a systtm of foreip~)(change, retention and 
~onc.tuyJl'UU'kets for {QfCign exchange haabeenmtt()duced. to mitigate the effect of 
the overvaluation, ,andto'inaeasedteefficiency with 'whicbfQIeigncx.change 'is us~, 
overvaluation stillreduces ~turnstoe,pc>rters. Giventbe Ji3Ol'C prlce-Jesponsive nature 
of the ,post~refonn Chinese ;econom~ ,8. likelyC()nsequenceofthis pOlicy is 'that e>xports 
and hence foreign, exchange avaiJ.abilltyare JCduce4. '~lowcostof foreign exchange' 
at official rates stiInulatesthe detnaJld for irnports, resulting in asilortage of foreign 
exchan8c.. Theprice,ofe&pQrtables t, loweted, and tbeprlce of~le$israised" 
National income is reduced becauscIJUUlyofthepotentlal gains from txadcare 
fOJY¢gone. The reduttioninincome bas a tnadced adverse effect onthemarkct for wool. 
Refonnswhichallowed. tbeexchange rate to reach its equilibriuxn level would,on 
balance~ probably-have ,8, positive impact on the world wool market. They would 
certain1YUnprovc theperfonnance of China's textileexpqrts. A tnOdel to assess the 
effects ofltformsonthe ~mftnd for wool is ~velQrA 



IMPUCAtIONS OF CBJNA'$·FOREIGNEXcmN()£ SYSTEM FOR THE 
WOOLM.t\ltKE.T' 

Thepoticy refOnns' ot 'dl.e .. past decade. have greatly increased tbem,-porumceofforeign 
trade.andtbc.foreign.excbange.:SY$tem.intheChinesc~nmny.. OVer ;tbis~rlodtCbina 
bas also becornQ .. alDuch more irhpQrtant panicipant in the world lllBlket for woOI.and. wool 
ptodncts, panicularly~. an importer of wool..JktWe~n 1980.and 1986, China's imPOItS of 
virgin wool havegtown ti."om2.S pel" cent Qfworld i.Qlports'too\leJ:IO~~cent (JWS 1987, 
Table8)~ 

CbinA"5, f"m:eigtt·trade systelllt andits f(}Jeigntxchange '$ystemin particularthave been 
:iclentifiedasbavingapotcntianymajorUU1uence· on: w()()l .imports (SiIr:nnons, Angel artd 
Coote 1988). The foreign exchange sys~mcan also 'be; expected 't()aff~t China'.$ 
substantial expo11S'of wpoUenfabncs and~pparct 

The foreign tl'adesystem hrusprofound itnpliC1ltion$ throughout·the· ~I1QDl1. Itexel1S 
anit)fiuence on the ·overallsi7.c of .~. et()JlQnlyandbence consumption levels :8u.d living 
standalQs. Ina4dition, it affects relativepricesbe~n activiuC$and bence the :patternof 
productionandCQnsutnpUQn"China1$ foteign tradesystetn h8$ undergone vast .ch.anges 
since 1978:andth~rc is clearly a great deal of, interest in fUrthet reform tofacUitate 
economic growtltand development (e~g.Zhang 1987;Pai 1987; Tant .1986. Ho 1986)~ Lin 
(1988)COllcludes' that it is widely tecQgniz.e(l witbin China that tbecnrrcntforC.igne;xcbange 
systeJllb untenable andtbatrefQnJ.l is C$scntial fotmodernizanon. Substantial .t\1rther 
cb~ge tQ the. system ap~ likely,and811 unders~lcling oftbebnplicatiQns of the current 
sy$~mis .essentinl ,iftheeffcct$ oftUture J'efnm.'1$.arc to bQ·Pl~ctett 

The approach adoptedinthispapet' 'takes intO account the fact that the foreign 
exchange,s),stelllbas ramificatioQs,througbouttbe econolllY and these cannot be ignored. in 
assesMg lts effects on a. pamcular market~ Further, it takes into account the fac;tth4t both 
central PlaImirtg and market m.echanismsnow play a role in the allocation of goods ,and 
tesOtJtCeS(Byrd 1981; SicuIar 1988). 

Givcl1.the d\U!l nature of ClUna's'planned connnodityeconomy' t a central iss\le is the 
extent to which, pricesafi'ect tbc'a1lpeation ·of resources~In a fully centralized system where 
export and import levels atedete1lllined solclybypb,mning decisions. pricing instruments 
s'ucb as the elCcbangerate and .tariffs seJ;Vcbnlyan accounting .function. ,By contrast, in a. 
decentraU~ nuttket systeQl;these variablcsplay a central mle in the dctennination of 
export$andi~~," Tbusthe rust issue addressed in tbispaper istbe ~lativeimportance 
·.Qfphm and market in tbcrc~va,pt areas of China's econoJDY. 
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The,_xt i$$UC wbediscU$sed iSlhe '~Qfthe~ign~xchan~e' and .torcign .. ttatie 
sY$1el11$, ·and ~it,impUcation$ .iQtthoi:econOll1Y' iU1d. it$ majQr~tors. Me~amin;ti()n of 
tbe"clfect$ :of ··tbe,·for.~itneJ~lu.ln~ :;ystemon ,lhe· rruutet for wool :isthen $ldtessed in 
Section 4 of ~ pa~. I~noWing,·~. ,a~nthll.approachby wbichtbe, Qverall, Cffecl$ ,of 
1M. fOldp ~duutsemccluull$ur on the market fQtwOQlndgbtbecvaIuated inage~ 
equilibrlu,mcontCJ-t is ,outlineiL, FilWly, ~ ~ntatiYeconclU$ion$, ,~dtawn ·and 
propoW$ forwtQtO·wort ~t ouL 



2. PLANANllMARKET INTBECIUNESEECONOMY 

A ~jordu~s~ Qf,~ re.fonns in China'.$ .econ()iJlysince 1918 bas been to. dec-...nttalize 
·econ<mUc deciSionQldngaway froxncenttalplanninga,nd towards ,provincial gQvennnents 
an4.pnxiQclngcnte1prl$Cs"Tbis.process&asinvolVec1 i~ usc ofmarkct$ ,as ,a. means 
of ~tingreso~s. Zllthougbplannbtg by central aQdprovinciatalltbodtics#mains very 
i,ulporta:Qt'(Naughton 1985; Wong 1985), pardcutarlyin detemliningthe dlstdbutiol1of 
g~ an410$$CS~ 

Tbo~tent towbicb decision-making has been decentralized depends upon dl~ $ector 
of' tbe:CCononlY. It8ppears,forinstanCc. that (lecision-nlaiduSb8$ been$ub$tantially 
&centt.aUzed in the agricultutalsector(Sicular 1985~ Latdy 1983). ho~$$ to date bas 
$enerally ~nviewed as' having ;bf;cn somewhat less in th~ ~trial sectOr, (Naughton 
198~S; Wong 1985; :Chines~ Economic System Reform, RC$eatCh inst\tQ,tc(CESAAI),1988), 
however ~twork SQ"~sts thattbc 19" refQallS bavelllAde thefrec .. Jlla!'kct prices very 
impmtant in 'inf1~m:ing indQstritU sectordeclsionsat the· .margin<Bpt! .1981; Wu $ld. ZhaQ 
1981)~ ThefOteign. 'trade sy$~mha$ alS()been substantially ,decentralized.altbough 
j111pOr.tfln~ elmnents of cen~ plAnning remain (World Banh: 1988) .. 

therc;w,tive itnpottanCe of ,plal1U1in~~dmarkctsas.,influence$ onoutcQIllCS in' me 
~. :btOad$C<;~ of agicul~.ind.u$try andf~ign trade· are examined and their 
itnp'catiOJl$.asseS$Cd mUle'~ of this section. 

l11e., PW\:eS$, ofecononlic refonnappeiU'S to Mve, had its greatest .bnp~tin the 
agricUltu.ral~tor.. Heret the intrQductiouof.thebousehold responsibility systetU has 
ttansf~dmg,chof the direct ~sponsibility for decision making to the enterprise level~ 
Whiletbe planningauthorlt;iesbave.at least until 1'ecently,inlpbsed delivery quotas. the; 
proportion of .output marketed outside diOse, quotaS appears tobaveirtc~d for most 
Ctlnnnoditics, although Siculat(1988:287)reportsth~t. only 18 percent of totalagrlcultural 
'production wa.s, sQld.atmarkctprices in 1984~ 

'l1teplannmg systent hasesscntiaUy involved a IeqWre@utfor 'producers t.O deliver 
sp;~Qd quantities of output tome state at set pri~s which. in the caseoff~ are· 
g~nera1ly al5'QVe. ·the.n;tl.'etutnsfrom 'the sale of thatf()()C1 As Sicular(1988) demonstrates, 
sucb asystemwillundoubtedty have powerful tedistrlbadveeffectSt butmaynQtgreatly 
.~l1cethca11ocatiOllofreso1lICes,; as long: as the market pricesrelevantlO J;Darginal 
o~tput~siQns tm'. ;notdi$tQrted.andme ~trlbution do(:s not greatly affect demand 
pattems~ 

ThCplanningsystemundollbtedlyinbibits tile response to pnxlucers to pri~ signals in 
anumbct'ofwaySt includin8 a .tendency for th~tnegotiate(r prices for over quota 



.~.ta 'bc~tedto Witbin-qUOUlprl~$, w~ty.bout·the .Unk betweencuttent 
ptQduction '$lCltuture q1J()tI.dellvery at cOIltraet le~l$, .an4~tJ:ala11QCatk>not .~ 
mp\lu;, ·such ·asfertUizcrs.. Howcvor,it ~lI$ c~ ,liom ·the availableinfortlltlnon 'on 
agricultund lJQllcy :i1\Chiua(c.g.$icular 1985, 1981~ 1988; Lw:dy 1985). and.Cxom the 
Qbscned ~$~of ~sc agricuI .. to .~. pricc,.changCS mthe 1980s,thattbe. 
Cbine~.gricu1turalsecfor docs now respon4significandytoi;prices •. 

Thefe .. appear' lObe WCY'{ew quantitative anal.yse$ 6£ ,$gricuItural 'supply .~spQnsein 
thina-. thc.litnitcd :quanti~tivc evidence that is availabl~ ·(e,g. ·SinltnonS. 1iendlQ ·and. 
B~w« 1988) dOc::sappeatto l» consi$tentwith.~ .having ,significant effect on supply~ 
The., ,largely jud.grnental sctofsupply' elasticities M$etnblC(\ 'by Yan; and Tym(1986) is 
tdso ccnsistentwith '.an ilnportanJ(Qle for ~s. 

Casuatentpirical' evidence on supply behavioor!lt l~tsin~ 1978. points to 
substantial: pricertspQDsiveness<f Thein~in cottQn.productionfoUowingthe rise in 
coUQu, pri~ .. in 1980 ispanicplady ~.and.$Uggest$that thc;·te~ofindividual 
com.n:Kldities .(QchanF$ in their prices' .~.~. very subm.mtiat. Asi$e~nt ftom. Table 1, 
·aqittQ'e~:·ln JlQmillal.COtton prlces. of8l't)Und 50 per cent above their 1m lev~l$t 'tOg~th~ 
with ·~·introd.uctiQnof a 30 per cent abov~uota price bonus. for Ctrtton"was a$sociJlte4~ 
with prodtlctiog ·~than, doubling by 1984~ ·'lbi$.isdcspite: .the. fa¢tthat 'virt,"~IyaU 
cotton output was being PlUChascdby tb~sta~. At least in 'some. areas.~J'C$ now free 
m8t'k~t& 'for pver-Quot3 ptQ4uctiQn for CQuon.anc.lotber crop$w 

Al$)eviden' fronltho table .is the~ttbat ~·risein.c()tton, .prices followed the ~jot. 
~.inC()ttOnjmpQrt$inthe late 1970s. Tbcability oftbeagrlculturaIsectQr asa whole 
to expand by drawing. a4ditional resources .fromtbe: remJlinder of'tbe, economy would 
un4oubte4ly bemucb. less than the: l'CSJ?Qilscof individmUc~ties~ Howevct. the 
ap~ntprice 1'Csponsi~~, of indi\'id,ualcQtnn1Odities is of intPQ11aJlCc ·bi· assessipg the 
~ly implications Qf changes in .tJx) foreign exch~se ~gime.sioco .cUfUlgesinthe 
e~hange .rate ltginlecould potentially 'bavemarked effects on ··~:telativepdces'of 
compering commodities wbich.lU"e i~bles, exporta.blesor non~2oPds~ 



QmQn .~ 
sW!~ cotton ·CottoIl 'pu.n;buc above;... 

Output: P~."$ exports inlpon." pdCC$. qlK)ta: 
lO,OOOt lO\Ot'lOt lO.OOOt, lO,OOOe'YW\PI1QOkg ~ 

,Ps:emium 

% 
1970 210.5 203.0 5.2 8 .. 1 204 ,.. 
1971 1.95.8 191.3 S~l. 12.2 '204 
1972 2S6.2 178.& 5~6 19.6 210 ..., 

:1973 246~1 240.8. 5.2 41~7 204 
1974, 2lS~1 224.5 S.7 37.3 210 
:1915 2f)s~5 .2~1 10.6 r/.,"l :201 '" 
1976 2,()4~9 18&6 8,,8 18.8 202 
1977 :W4.9 198.0 4~t 18,,1 208 
1978 216.7 209.6 ,3~4 SO~9 228 ,. 

1979 Z20~1 208.1 ~7 54.9 268; 30 
1980 ;270tl 26t.O 'to 88.8' 317 30 
1981 296~8 281.2 O~l 80~1 312 30 
1982 3S9~8 341.6 0.1 47.4 ,324 30 
1983 463.7 458;6 6~8 22.3 342 30 
1984 62S;~8 521.2 2Oi2 3.4 342 18 
1985' 4141>7 431.8 34~9 322 16-
1986 3$6.1 379..4 5'.8 

~stimatcs~senkd '~, Sk~ 1987 (pp~34" 17) • .t3$t;hna~$ fm- 1984 'and 198$'·~ simpl~ 
.~ge$of the.· ,nc;wpn~).Ql" North Md:SQutb China'!. 
Source:, .Stati$tical,'Yea~kof Cblna;SicUllu' 1987'. 

Tho ~ ina&rif;ulttlta"',produc~price$. ·.and,paniculatlyuunargina1(above qgota). 
priCC$.,~tet 1m ·~not .t,bc only :f~affccdnsoutput' lcvels~Over the- ·WQe .. period1 

thQcqar~on ,0£' agdcultlliO ~b.nged .froma CQUUnUllC toabou.$ebo14~nsibility 

$1$t,eOl :(~y 1986;,Niu ,and Calkins 1986).. Un4et~. h()uschol<l l'CSJ)QnsibiUtysystetn* 
hou,~lvj1d.inco.me, is .llluch xuore.sttongly linked to thcvatpeot outputthan~r the 
Q)m.lll~$.Ys~QW~, .terntmemtion was based oninput$,8$ measuredoywQrkpoints~ 
Recent ~$tUnatessuggest thatthi$ instit\itionaltlulQg~ WMa,ttu,ljor :sour<»ot productivity 
grtrtJn.b*~ting'fotpel'b.ps~~uartetSot .til<; pro4~t:ivitY. .pins.. lnChinese 
~gf,£Cu1~6e~Q 1978anit 1984(MacmiUa:Jl, Whalley andZhll 1987). Lin (1988)~s 
~ ~bMBe Ul, *&ricultural incentives· 1\sconUibuting50:percent of tbeagricultural output 
.gains; ()f~ .. ly' 19808. 

'The j:uttQ(iuction of the, contract sy~m fQr agriculturdin 1985. (Siculat 1987) appears 
to: ~,a f~step towards: ~tlW'ket orientation in, Chine~agritulturc.. Th~ 
'repl~~nt ior ;cOlllpulsory~mentquotas witli, voluntary .connaC;:t$, and tbe 
'lntrQduetion of '8 $ina1cstJltopricelvoid$.·p:oblertl$ such '~. quota:undet .. fulfUment 



1ssoeiattd·Witla, ad.ual 'priccsys~m." ·tboint:mduction oflhi$systcm was,Q$~tedwitb a 
l;tdutlloq, itt ·me· ~'paUdhY;tbc .~~ fot#Il,~tional (~) unit ofo,utput 1'bls 
~onin~~outputpri.te$, ttJBt~withi~4,~$,rQtSOJl'.cinput$(Sieulat 
1986) ,,,,,~ .. , ~Uneiin $W<;iQvesttnenti~agricult:Ul'C (Ynly1986) ·f4'O Uk~ly to have 
influe,~·tb.o. n;duc~ in Otltputofsomc'aj!'itultund p~t$·aftet' 1985 .. 

Tbc '~·1918 n;f~.tmvc '$UbstPtiIlUy ~uced' ~'role'QfcenUl1 pt8nnblS 
.~ in the: .u~<m of ff:m4t;S inCbirr~sc .in4us~. In me' .pa$~. ~ bll$been 
~ a~ot tha,t .tJ:d~ $ef:tor'~"le$s lubF1JQ. prl~bU1~;and nlOt'Q 

$u))ject to. pb'ruOOat¥cisioos :thatl .~.agJicutr~sect()t ~in 1988; N.Ugtlt9n 1985; Petry 
1985)., Rcfonnsin 1984IfJd$~bsequently ~attQ· ha'\1C J~ly ~;tbe rqtc of 
~tsmthiS,··~tot:\CE$~ 1988).·~ $fJthis·CMCtusicn tmay 'tequ~ "-eva1QAtiQn~ 

WhUetbete. JPPQat$,.tQ have been. I, r~ de.t'of' decetj.mizatkmofde¢is.iQn~maldng 
in indusPyllmuth of tbi1 dc:centra1.iz4dcm is 'to· PfQvinciai: 'OtUluniclPAlgoverntnents, ~t 
thtm: to Cl'l~s.(l,.in 1988:16),]1 tb~sc ilo~~nttJ wero· Ul $imply. 'ptod~tiQn' 
"'.J,QOtaSin,lnu¢h, ~ .~. waythattfAe ce.ntralg<>verrment ~viousll' did, ~l1'$uch 
~n~noo: wOUld .• ll()t coutrib • .uc,' to ~~.tngpriC:tespou$lveness~Howcver, tbete; 
~ tO~JgOQddCtlt ,~f cvj~ ~4hat. ·tbe$Q·letelsq,rg~w~nt·cio·~$pOnd to .prl~Sf' 
eitbet~d~t by ,~in& P,ri~~· siill',ls thto\Jgil tc en«Jrpdses •. ormdite,(;tJ.yby ttPdng, into 
accaunt pricosignals in. tbdt Own:PJz,I1nm.S, Mdinv§U1)ent ~i$iQn$~ 

Reltlltl fttJrna ,$pxvcy ~tm: by, .(be. t'bble~l ~cSys~ ltoffXln Research 
ln$"'tltu~,(l981)pnwide u indicatiooof .. ~ extent tt) which .in4U$trial output bad ~011lC 
JUf)jectto ~. price influ¢~by 1984. J\Jtbf' ~ta~. only 24 pel!'~ntQf the gross 
QUtputof ·fimls· wud1r:<;dyundf;rQUUld!\tory'pbuls ·andS7pe{~ntQf$alcs '~"11lado 
~~tol'y :plans~llowevett.abnost13pel cent of majqrraw roaterial$ ~ Qbtain~ 
tbroUghtbepltUUrlng system. 

,~an,and·ZbIng· (1987:5$).~ ,pobUlOVCTY lUghsbares subject. to ~itberlll8ndatQry 
(T(,~ pbulningin "lheptQdUcdonana mat1cetingof :taw and$Cmi"\finis~lIUlttrla1$ .. 
Even ·ftl( tb¢$Cgood$. bowc~,.apptoxirnatc1y20:Fcent:oftotAlsatc.s·~ ·made· 0Ild1~ 
xna$et by· ·tboenterprisc;j~lta ratiQ $ubstanti~lyhighcttbanin,manl a$ficulttmd 
indo,strlc;s~Zbug Md· 'Zb4mg's(1987:S3)1'esultsrcprinted in Table; 2 also iJCvealtbatvery 
low; 'ptt)pQtti0fl$ of ··dl¢'.ac.tividesQ£\1fban or .rural.f;:Oll~ctivcly-owncd enterprises wete 
dctennined.by ,planning dedsi()ns.Tbe,$~,$tud)' $0 points .to .~latively biBb growth 
'.nue$otenterpri~$ with. steater D.1llrl(~t Qtientauon.implyingtbat t~esbare: of the 
~y t:CSpondingtonwketsignals is likely 10 incrc~ even in tho aboonceQf further 
~pUcit, poUcy' ChMFJ. nus ilppaxentpricerespotlsivcllCS$ of local autborities and 
.en~$. can lead to ~onomic GO$ts whc;n pdce;sianals .,~ di~#tQ:tttd in; favour of 
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~lu ectivitic$! $UChp,consllnrugoo&;(e.8.Won$1~SS:270),~,tlUspdcc 
1cSpQn$iYO~C(lntn1>u~to .the· ea.$C fortef'oon; of ~. pricing .sY$tem.a$. wdl tiS. tho 
f~.sn~sesY$tel1l~ 

S\IP\11y 
PI~ ~\lCdon. 
·!4tteung; 

S6.~8 
29.5: 
71.0' 

Si~:Zbang aml:'1JlIDI.(1987;;S3);. 

6.5 
12~2 

4. 

RurIt 
CgUectiVtj~ 

TbetelaJ.i~y .hu'~·~otnon,,;p~prud~donand .$alC$~o\V$ for r~bl~ 
.flexibilitym .the, t~spQnSCQf:indlls¢y to~Iatlve price, cluutgeS. 11to·~tierpricinB$ysttm 
wt:rod.uc;edm '19.34~atly ~c~the,.~tonQmy()f individUal en~~1t a~'b~Jlcoth~it 
~iUty to 1'C$pQlld to at l"8$t $l'M .. tcnn.pti.»~bati~ (Pia<> 19$7)., H()~Vf;tt "it appetu'S that 
tbo~t Qf':pdc:e cnartgf;s l)lt indlJ.s.nalsupply wl$,rcdU<»dbytbopropom(t~natureQf 
~.tw~tier ,})ridllgsystenl.,Withplannedpnxlu.cdQn levem ex~ssed.asia, 'percentas~ of 
e$~. OUtpU~3tbertb~ul beiDg, hj$tQricaUy tixed.. an in~ in pnxluction iql1ies ~ 
'~in'futw';qUPta, 4elivc;ryreq\lireUlCllts~ Diao. .. (1981:47)con~tsthisproportipnal 
JWo-tiefprir~, JystcOl,in lndustl'ywitb ·the pote.nthU:lynon~stQftin8 ·fiXed qUQUl system h~ 
~s 8$ tnOrO.·prev.nt ia .the· agrl.cul~ $eCtor. 

1be'~Qtivc poblcm xesllltinSfonn .PtOportkmalitybetw~noutp\lt $ld. contttct 
outpUt bu~Jla~sse4 in, 1~ eonttac.ted:rwmaserill fe$PQnslbility $ys~.-cml(Far !tastern 
6cQnomic Review.S' Septtmbcr 1988~p.132). VVlillc thi$·systenJ:pt'OVid.e$ fot CQI\tn\cts of 
'bf!;tween .one· pd·fivcyeat1..tttc8enerJ.I pnlCti~a~,fromautborblteI'Views,tabc to 
~t C)Utput for • ~od of arQUl')d thtee· yea.t$,,: 'Thi$systcmmay 'hc11}to 'red~thQ' apparent 
,~mcic:nc1 of many $Ul~ ~n\tClPrise$inChlmt) 1$. WQU 8$10 inc~ ~. price 
.re~iv~*S$.of .~state";Ctot~ Byt:d(1987) anclWq:and. Zhao (1987) discuss the 
qpentt!oo, O.f·tbo ,twa-tier :pdCilll$Y$t~tn in SOllle·cktail. 1bot ~h~oncludedtat 'tho sY$tem 
hu·~:bn~1ant to1cininlproving '~~ allQtatjon, {Jespitemajor problclllS involved, 
pt~:rtic.~Jy in_dn. thcsy.stemov~·tUne. Byrd (1987) in pJItic~ emphQi~s the 
strong:~nde~$ iubm-entin'tho s)'StQntforOllt·of .. plan production toi~asa share of 
OI1tptU, ~tA.Q·~ ~odUc;tion&nlw$ ~. as etttetpri~$find ways'to IshiftproducnonfrQm 
within.-pbut tooul:oof"!pl~,~gQries. 

~ic tcrQ11ll$ ~~, ~.at.thc NZUionalPeoplc's Cangles! (Australian 
\FiMr~lalRevltw~ lSApdl1988); appeV tQhave SQbsJantiaUy .incn:ased ~.autonomyand 
tes,ponsibiJity Of Indu.strialentetprQes. lffutly impl~mentea.. tbe enterprise law. including 
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pro~sion tOtbi~PteY, .CObld be ex~tedt() ~ .. the Ind\1$tdal sectQr'lllOto,price 
'~$tvo 'in ~ lon~ ~·bY~8 inv~$tn»nt decisint1s ~sub~t to uwket 
tOfte~, 

Ftout· 'thQ c\14ence:~~ :tt ~.' 'clearth-.t th«;. cun:cnt $U\l~~ of .the,. Chin~se 
1n4"~ ~Qt .311QW1··f'f$\d)$t1U1tia1dc~ of pri~ rcspon~i~ss., despi~ th~condllpmg. 
impottancc, of planmn&. in ·~~t()t~ 'Th.'Us" .price: changes ~$u1tjn8 bOm. cllallges.in ·me· 
tQn;ip~ch.u~ QUfO(Ci&nmu.~ system cau\ ~. ~"t:dtoa.ftCct the loveland 
«lro~Qn()f~ indU$f;rial ou.tput~ 

~or to 1978thcClUne$eecotlomy W8$;rdativelyclose~ withde<;isionsotl, exports 
.~ by .~. plamUng~$sin '~m»with zutas$e$sn:tent :o{ th¢I. level of imports 
Itquin:dforpatticula;r purposes. AU 'foreisn ~ WtiS chu.ooelle4thto\lgh 'cen~ 
Fotei.n Trade· COtporations. with nUni:o.1al. QPportUtlitiC$. f~tc.tiJectin1lC1"aCtion~tween 
pt'04Q(in&entep$ andhn~rs ofCb1nese .~ ... ' ' .. ~ 

,'.. , 

Vlbiletbc f~isn ·traf.Je,plan ;~mainsatthc c»n~ Qf ,aUna·$f~igo.,l11dc xe~t :its 
muu~~:Jnd, itnplicatk>rts iu1.ve c;han,~ .dta,rrulucally .. ~ 1979~ TQQi pUuthas been 
~ntiflC4.~··MVing:.~.· majotnmctions (World lJank 1988:1(4): 

(i), ~~~tiQQ of local piQd.uction wbc~ it competes with impot1s; 
(ii),~~gcerta,in, exportS .tQ.oft$et the ()vendl anti~~ bilts, pC .[sects pfthe 

n-adcre~; 
(.~~.t ..... ).. .. bal··.. d 

{4U IttelllPUllg to ' ..... ance· tm.pMS·an .' expot~. 

1l!e o~ fONign. '~planinvolve$ botbcQrnlnMd plarta,ndguiQance ~lan 
'comp<mentS'~ Command pl~$ ·8(C·specifiedinpby.$i~.l units n~ $ ~tOJY fortbe 
,FoYin¢es'orenterprisc$towhicl\ they l'pply. Gui&tl\ceplans, b~y C(tntJ:a$t, am specified in 
vlil~ ~.: .a.,nd involve a $ubstandaIlygteater degre<> of fl~xibijilfY.Tbe proportiol\Qf tOtal 
~ oov~byconunandpl~$ has beendeclining~ p~culadYQnthe iQlpon sid~t 
.,tthot1ghthe, ~ntraU~tiQflbt1pUcit .in this change hasbeenredllced. by the intro<luctionof 
~.sUtes such asimponUcensitlg, particularly since 1986 . 

. ~~ roUowin~: ltCCount of China's export: and. import system is based heavily on the. 
com~bensivc WQrld B~ (1988) study whiCh ptovidesa ·snapshot' (.lfthe system 
opet'atingin late 1986" Other sources. and aqtllor in~MeW$ have been used to update the 
Msc$$tllentto ·t1lid--198S. 

De$pi~subs.tantiatrefonn and liberalization :since 1978. the conunand plat). system 
stiUcovete.d 120 comtnodities. including CO$1. oU.agricuhural product'~i textilC$and 
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gatmcn#s and banditraft$ in late 19S6~ Md- c~dpla1~ ~pottstl¢Counted {Of' 1.Pl 

.csd.tnltQd:.70 pctCCnt of tcnal.exportvl1lue (World llank 19S8:;U) .. 

TQ$QOlO degree. the e~jKl(tc.Q:nt(Ql$· wel\1lUQtiv4teQ. ,by.~ d¢site tQa.void:adv~~nxl$· 
·Qf tm9c. e.f{~t'$ itt ,~¢ulttr~ts (80; 1986). WbU~, inlpottant inpanicdu nJarketsJj 
$U¢h as lex foodcxpQrtsto.· }fgogI(ong" sucbt~ot .U1fdeeftcctS can.~~,n1be over .. 
~tnp~. Lin~dYang {19S.7)point outmBt.despltcl1lpide~panSion (lflts exPQrt$ Oy¢t 

.tbr>. 'l~t '~~,I:·Chln.ts$hate; ()fthetotd;matket in ltS, tQajorcxpon ~t$ remains q~t~ 
lQw.e~nfot its.$tjpr la~-intensiy~ ~pc>tts. $ucba$~ti1~~andtlothing'i l1Qt clQthlng, 
.lotinstance. Chinat$s,~ l)f tho ·total· .tk»hit1$. ~~t (in· 1985) w4sless.tban l'per CCl)ti,u, 
~UnitedStateSt}apan and. tberEC 4nd 1.13perc»nt in Aus~ 

~ .. c;ontrols.()Jlqu()ta·(!at~$Ql'1~Xporl$oftcxtilQ$ zul<iclotntng to the. United: S~St 
the, :eC ·.and other maj()l" rnarkCl$ ·.are ~, ~$S~ b~ ·~··Mulu~fibre ArrangQ.ment 
However,.·~ de~lopiggC()untrie$,; in g~n~. an4 ,China 1npai1iculCU"1I.hav.~been·a.btet() . 
expan<ttb¢.ir~pott$of tcxtilestmd c.otlting b<;yand; tbt,quOla .limits b.y CJpol.1ing ~n 
~$trlctedcateg()d~, (TrelalUld Whalley I.988z20).(Uventhis"lUldthetelatively lQW 
Jll8l'ketsh~ of Chiua in these gOQd$, there would tlotapI)Cat to be much justification fox 
g1obal~ as distinctftQm: .MFA~tegory cxponcQnU'OlSt, fct'the~,QOds; ontenns ·oftrade 
gtWnd$.. 

In 1984,,3 map 'xcpon on·xt!Qtnl, ,of the tta4e~ylj~m by t.he Minisuy Qf~isn 
E¢Onl)nUQ Rolations ~.~. (MOFBRl) tet()~nQed :anumber Qf~jor~torm$. $Orne 
Qfwhicll; havebogun. to beimplemen~ shtcc 19S6~Th()ntaj<»" rec,oJl'tmendauons included: 
(World Bank 1988:21): 

(i) llil'ectpanicipanon by large<ptodl.lcfugen~Ipri.$Cs in fQrei$tlttt\de~ 
(til EIimina,ting,thc .sta~·J$ i'estXln$ibUityfot pfCfil$ Q<llOS$~S in foxeign, ~'o 
(iii) A4opuOQ or ana8~ncy systemfot Fotei&n'~CQrpQration$ (FTC$)~ 

The ··~0Pd. Objective of eJhninating the state's te'spon$lbillty forpxofits andlQ$scs in 
ttede·bas alw betnaddresse4man txperinlen,tal u-a.de refonnintroduced in eatly 1988~ 

Thcin.U'odqcuon o£ ~t panicipationby $Clectedproducinsentetprisesm foreign 
.trade; WQ swnglycndorsed .by World Bank (1988) ontht mounds that the taidock' 
im~ by f:¥ltclpri$eS baving ~() deal tbrot18b FTCS provente.dprQducing en~ris~$ from 
~tambt.agreat deal' 'of information fann buyers about productiontechniqu"$lUl.d prodt)ct 
q\Ullity;. Direct involve.ment of 1arserprodueingentexprise$zmdcoD$ortia of small~r 
entctPrises'in foreign .tra~ ()nth~it tlwn atcount,c however. appears to ~'inCJCa$ingrapidly)
.and. tQhave~Qn$i~blc potential to~ase the efficiency and pncerespoDsiveness of the 
t«momic; sY$teaa. 

An ~xperitnenw.systctn fot' c~ports 'frQ.m several: major sectors was introduced in catly 
19S8~t1ndetthi~ 's),stetnt $ubS,idic$ fot .exports were eliminated in the sectors Qftexdles and 



.~l., light,ind.ustl)·t' ~: ·~ctllft$f and·~b~ica1 andt::lectrical~ 1nstead~ PrCs. ~. 
ll()wable to tcta.ln A much blg~rpe~ntage. oftbe.foreign c~chan8f> poamedil'pnt t~xports in 
~$e·.c't~I~~s;(70 .. ~cent fQrtextiles $Kl apparel~ .m$: .andctafts and lightil)clustty; and 
l00perc;ent ~;)rr~¢hanical;md electrical). ' 

0nQ, po~:ndal1yxnajOfproblem with tltese~gement$ i$relat~tothm.r interaction 
with th~· doml;stic pricing $11lU&Qrnents. Sin¢e tbepricesofmanY$ood$ m these iCategodes 
have not been deconttOUed, and. ,pn)CUtementpri~s axe .te~y basedQn domestic 
prices, albeit with $QmenegQtiauQ$l. these pn~;cou1¢ 'pptc.ntiallydistQrt the: l?~u,entof 
~port$. Until ~efit1y~ it was. intended that dlis tension would .i» OVClWDle by a f~ly 
rapid pbilSini, .QUt of the (fQmeStic ;prlcc conttol$~l{owever. reteJitCO~lll ~bOlU:int1ation 
appe~ to .haVQPut back the sched.ulc f()rprlcc~rQllll$ (Au.$~ Fma,ndal Review, 
O;:toher 3, 1988:26). If~' temainlns prier. controls. are associated with tixedquantity 
constraints, they may hav~ no effectQn rnar~tU responsc$ and ~ecteconomic ,oUtco.mes 
onIy thrQush distributional effects .. 8$. ~JllQJ),~trate4 bvSiculu (1988)~ It ~truUns to be 
see~J h()~ver,. what f()1'1ll price controls will take over ·~·lk.~~t few ycmrs. 

As long a$:two-tierQr telativel1 free pricingi$ retained domestically , tIle new 
ex~ntal p~vi.$ions for foreign·trade can ~ expected to have major implications foctlle 
perf~~ of tb~ export se(!tQt. The,nUnt~f of RCs basjnc~ased· stibstantially in recent 
YCat$. and tbexesmcrions Qn the scope <>fth~ir'activityh.ave been relaxed~Tbus •. priceand 
non .. price c,otnpention betweentbese entel."prises can be e.xpected to make r.etUtnsto 
~ntelptiscs eonver8etow~s We elpOrtmarket retum. adjusted for any lncen.tivcs (e.g. 
fOl~igne"chan8eteten.tion) provided:bygovetnment. While the~trong ttaditiontll ties 
benw~llFTCs and producing enterpriSes may limit the extent Qfpric~ cotnpetidon, the 
sy!nem for tJt:.w r;mjor e;c;l'Ort sectOl'Sc seems likely to ~relatively responsive-to. th~pri~ 
mcentivespr.:>vided by the system, 

The emerg¢nc~ of an agency system for exports* wheteFTCs sell eXPQrts on behalf of 
~nterprise$in t:etUtn lot a specified conunission has been relatively sJow, apparently 
because of the domestic pricing distortions for numy goods. whiCbtnake exports of most 
matluf~~nn-ed goodsunpmfitable, at the official exchangera.te.WhiIe this is the int(mded 
long .. tennpatb. of developtnent for the export system. its full emergence$eems likely to. be 
rew~~ by the tQnent $lowdown in pricing refarms~ 

Under thtf fo(CignQ'ade system operating in 1986~ .it was estimated that 70 to 80 per 
cc=.nt of total ~'xportswere within me plan (World Bank 1988:11)~ Since then, it seems 
llif;nythat the shartorabove/-pl~ exports has increased very markedly .. As note<! by World 
1Ja:~ the system ptevaUingat that time provided sub.'5,tantial inc~ntives to expand out ... of .. 
plQne:cportS. Ftutbefttbcnew f;xperimenta! arrangements for textiles and clothing, arts and 
cntfts:t light in<iustrialprod»cl$ and rnachinery andelectronicexport$b~atly increase the 
~.ent to which the .leve.l Qf exports is poc" responsive. Oi~en the importance of these 
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~ t:ategQries (Lin .and Yang 1987; WOflCl Bank 1988:122},it nowS:etms likely that 50 
per cent or .~. oftotalel.q)011S ·are·price. :responSive;andhencedirectJy affeeted'by the 
exchange rate 'and other prlcingpolicies. lndirect effectS ontbe behaviour of local 
governments (W~ldBank1988:107) furtber'in~e tbeprlcemsponsivcness of the export 
sector. 'While '.S<>nlClll8jor exportca,tesoriessuch aspetroleumrenmm ~,nttally ~cd, 
it is clear that the behavioUtof ·the; exponsectoras awhole.can potentially be sllbstantiaUy 
affected ~y prlce.policy influences. 

The inJportxeginlt,appear$ tobave undergone relatively littlecbange;inrecent ycmrs. 
Tbekey .featul'es '.lr·~sYstenlare: 

(i) A command plan fot ~ . of seven k"yrawmateria1s. ~ steel,chemical 
fertilizer.tUb~r, timber,tob~o,grain~polyesterandothersyntbeticfibres 
(WoddBank1988:111)~ 

(ii) Central aU~tior. of fQreign exchange for importS on priority invt;stment 
proj~. 

(iii) AlIocation$ of fCRignexchange!or otber priorityimports.ofrawmaterialst 
sparepw .and equipmenL . 

(i...,) Non-centrally funded imports Qr intpons$ubject t() import licensin~. 

The World Bank ·estimated cottmltind plan imports to be around 40 per cent ami non .. 
centtallyfundeditnportSto be 30 to 40 per cent of total imports, Frotnalltbor'intetvicwsin 
June 1988, :itllPpears tlmt centralpu.rcbasesofmanyc·onunodities (and particularly wool) 
have declined markedly, with acon;espondingincrease in local order.s. 

Non~planinrports are 4ividedinto resmctedand nQn .. restI'ictC(i goods. Restricted. 
g()Qds~ ,'of which there were 4S in 19&6(Wotld Bank 1988:136) included most of th~ 
connnandplan impons (eg. s=l.rubber, timber, synthetic 'fibres, tobacco), 'luxuty' 
consumer duniblessuch as motor vchicles. televisions ·$l(lrefrigeratots, and assembly lines 
fot .$uch 'luxury'eonsumet durables. In 1a~ 1986,. mthe wakeofa serious. foreign 
exchangesool1age the list ofresmcted.impons wasexp~!dedto incI~ wool. 

Import licensing imposes a total ban on imports of some goods .perceived as wasteful, 
e.g~lllOtor vebicles,and very .strict IinUtson ~goods·aIteady in uexcess" supply, such as 
assembly lines formanyconsuIl'let' dunlbles. Sincetheprimal'y objective of itnl'Qrt 
licensing is to keep the CUl'1'entaccountinJ'ea$OIlablc balance, the extent to whicb it 
constrains importSwiUdepend upon the ~rlousness ofimbalanees in theexchangera~,and 
in dQme-!itic spending. For restricted goods unde.ttnc import plant an import licence can be 
obtainedtclatively l'Cfldily (World B~':'1988:138). while an application outside the plan is 
subjected to careful $CNtinyto ensure, .amollgst odterthings, that tbepri~ paid by 
hnponersisnote"CC$sivc, While the total imponsby aprovincc or en~rprise. as well as 
imports ofpard,cnlargoods: .~ a.pptu-entlyconstraitled byhnpon licensing, h appeared. in 
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1986 at least"that arestricred imltOrt withsultablefinance"and for which nodoll1esuc 
substitutes wero·~y avaUab~, would .qentUally receive approva!(World Bank 
1988:113).. l1ndertbeseconditions,:mpQl1$. are essentiallybeingcon~aainedbythe general 
ntinning of foreign exchangenuheJ ,than the, commodity ... ~c import llcensing system. 

The import tariff inclu(ie$a ninimUttltariff scbeduleandaniDlport sUfCbarge, wh~ 
combined:rate ttlIl~e$ ftotl1:r.e~ to,200 percent (World Bank 1988:146).. Wh~ imports. 
are ctm:en.tly b~ as· 'haSbeenthe case fQfll)Owr vehicles, the .tariff ·is essell~Y 
inelevanLWheretotal bnpom .ofa good .atete$tricted. by 'jmport licensing. the sole effect 
ofthetarif'f is on the allocanon Qfeconomjc tents between the'govellltllent and the'licence 
'holder. HowevCl",wbere jmports are con$trainedby 'thegenet8l.foreign.exph.SUlgeratio~g 
(andconseq~nt $catcityprenlitm~);tbe tariff wiUhQ.ve itnportant.elfects ollthC telati1J~ 
pnccsofdiffetent imports, and henc~ Qntbe overaU ·miX.of impQrt$~ 

The tariffstrocttrJ;Cjncludesseveral categQries of exemption(WQtid Bank 1988:150)" 
including:· 

(i) 

(ii) 

(iii) 

imports used directly forte..e~ 
capital gQQds used fertbe transformation of industry; dna 
imports of intennediate and capital goods fotthe Specld .Ec\ltlotnic Zones, the 
coastal cities. and Sin~fmeign joint ventm'Cs. 

The exemption for re .. e~portS does not~tend beYQndthe impc\l1ing fum itself,· and. 
this SP,peaIS to 'pose' some problems, fQrProducetS ofinternxiliategoclls (such as. wQOltpp .. 
tnakersl who do not direcdy engage, in e;ql()rting~ 

TheoVCl'8.ll pattern ofdte tariff scbedUleappears to be broadlycottsi$tCnt with the 
sttucmre ofhnport licensing, with thQsegoodscs8e.ntially 'b;;umed Ullderthe import 
1i~nsing system (sucbas motor vehi¢l~) faclng very high tariffs (200 pet. cent in lhecase, 
oftllQtorvehicles) and syntheticfabrlcs attmcting quite high tariff tates Cl40percent). 
From author interviews, it appears that most wool imports for domestic use now auracta 
duty of 20 Fcent.wbile wool imported fOf pt:OCe.ssing and re .. export is duty free. The 
ovef811patte11l of the import scbedplemay provide .at least ag~ne:al guide to the pattem of 
industry pmtQCtion. desired bypoUcymakers. 

For .non-counnand; imports. 1IY~ FfCs usually act as agents.. for the purchasing 
en~s and the enterprises ate gencrallyfiee. to~Iect anapptopnate FTC (World Bank 
1988:23). thus, .tbeprice signa),s resulting fi-om ~xcbange rate cbanges ruld import tariffs 
wpuldgenerally be ttansmitted baCk to the importing enterprise. The imponant exception 
to this principlcflJises wbe~tbe resulting ~sticprice would be be.1ow the fiXed 
d()mesnc price, in which case .tbedomestic price is charged. Thus, impot'tSQfgoods sucbas 
televi$ions~reportedlyvery .profitableto FfCs. 
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2~~ The foreign trade~ystem overall 

From the above discussions, it is clear that ·theFm:eign tmde ~ystemhas~me 
(»I1siderably ~priccc teSpQnsive·and fle,ablcthanitwQS'in· the past. While; command 
plan cxpo1t$ temain .asubstAntialcomponent of·to@! e~Jitseenl$clear .tiultcXpOrtS in 
general ~ .now$ubstantia,llyrespollslvcto·dle price. signals generated. by world Jllafk~tS 
WldtJ.~e. (J'Xchpge>.lllte.. The possibility that totalcxpPrtshave ~n artificiallystirtlUlated by 
eXcessive use· ()f COIImlaIld exports. now seelll$Jllucb less plausible given that export 
subsidies fol"'1he .Wge. expPl't5ect()tsoftextiles and clothing, Ught indpstry'and ·arts and 
craftshaverep0rlt;dly been~pl~by p~al retention arrangement$ for .foteignexchangc. 

World Jllatketprices~ .andtbe· exchange Pto 3150 appear to strongly 'impact on the 

dema.tld for imports,particularly giventhc genenduseoftheagtmCysYsteJll :lot importS. 
Thecffect of tbescion:es is a~nuated msontC cases byimpon licensing,bytarlffs and by 
i(ltetaCtions withofficlal tninimulll priccs,lUld.morc generally bY '~rationingof foreign 
exchange at the offi,cnu~",xchange .fate. 

Overall, it ~msthatthe foreign '~$Y$tetn ha.t become .ntore fle>xible,. moreprlce 
respohsive nnd. probably , tnQ;recfficient than the ·.nt()t'ecenttalizedsystelll which. it replace<L 
Mote importantly,thQsystem is.considerably·more .transparent 'mana, pltre planning sys~m 
and hence .some inferencclbout the implieationsof exogenous, shocks, 0.- policy chan~s 
can be; made .. 

3i1 NATURE OFTBEFOREIGN EXCHANGE SYSTEM 

(jiventbe detp'eCofprice responsiveness Qf~, major$CCtol'S of tIlcCbinese economy t 
'the fQteigne1(change systelllcanbce1q)Ccted tohave.an .Unportant role ininfiuencing trade 
and the. ovCl'all performance of the cc ~I. The purposeo! this chapter is to examine the 
key feattues ofibe Chinese foreign elC,\,-..dge system and to 'assess its likelyanplications for 
die traded g()QdsSCCtOf .. 

'PriQrto 1979, the exchange ratehadarelati\'ely limited l'Qle in influcncingtlie 
allocation ·ofresources..With a heavycnlPha$is Qll planning.in &:termining the level and 
pattem of c'ijlOns,the exchlUlgem~ perfOll11ed lar[ Ic1yanaccounting: function, .having only 
a]imited rt>le ininfiuencIngthepattem (If ex~ a \d imports. 

Since 1979, .the foreign, exchange system has been substantially reformed. A 'major 
change WttS the substantial deyabr'.tion~at. least for trade JClated tntnsactiol1s, involved in 
the introdu~1ion Qfthc mtemal.SettlelllCnt Rtlte for TnlCle in 1981. The major 1981 
'J;Cfonns, .oowc\'et,also involved a higblycentra1ized system of foreign e~change control 
with t;ightrestrictiQtJson holding of foreign cJtcbange (Zhang 1987). In 1985, the official 
exchange tate w8$esscntiallymerg~d with the internal settlementratcand further 
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dcval'uad.ons 'ocCtm'Cd in 1986 aud 1981, ,tiS ise:videntfxQm Table 3.How~vet!the 
exclutn~tate has been.~g$edtothe (atbnl.uy ~Iining)US dollar $ince luIy 1986. 

A p~cublrly hnppnant~n.t cbangeho'*ntbe introdu~tion of legal secondary 
tntttket$ fQr fOJtign exchange (AustralW.n Fin~ialR~viewt· August 19. 1988), The 
exnstencebt tbesc .tQl'e-8'l Exch$lgeAdJusl1UentCellttes in each povin¢e~ows' foreign 
excbahl;;~l~ i>e. tran$femd.bctwtenentc_sto JC~ct diffenmc~ 'jp:.its value in ~ch use, 
an..! redu~ the WMte l'Csuldng'from .hOardingof fm:eign. exchange. ·'Somodegmeof 
arbitrag~ betw~n~ntres ,ispo$sible, and :repocfe(U.ykeepsme extentoFdivetgences 
between piVvincialmarketsreb\tivelys~ 

Table3'Cbtna's ex.l1gerate andin~$ddement·for kade (yIUSS) 

1915 
1916 
1977 
1978: 
1979 
1980 
1981 
1982 
1983 
1984 
1985 
.1986. 
1987 
1988 

,Official 
exchangetatea 

1,86 
1.94 
1~8t$: 
1.68 
1.55· 
1.49 
1~70 
1~89 
1.98 
2.32 
2.94 
3.45 
3.72 
3~72 

,"'PrnQdaVCl'$ge.Y uanJUS dollar~ 

Internal 
settlement 

xate 

Cost of 
earning' fweign 

ex.change 

2.61 
2.86 
,3~2Z 
4.00 
5.00 

.,. 

Sour~: ,IMF,; International Finandal Statistics; Ho (1986); Tam (1987). 

Zhan,g(1987) notes,that the marlced devaluation occurring in 1981 appeared to have a 
number ,of beneficialeffccts.,In particuIar,he points to substantial growth in the level of 
export$.and.increascs in both tbe dive1'$ityofexpons: and the share of exportS. derived from 
oudyingprovinccs. In view ()f the apparent. effectiveness of earlier exchange rate 
adjusb:nents in acbieving.these ends, and in reducing the need for export subsidies. ,the 
'appatent slowdown iIltbe a4justment of the exchlUlge :rate seemssontewhat surprising. 
Fl:001,·intetViewswith ·officials in 1988. it appeatsthat concemsabout the inflation 
associ.~ with the preVious devaluations .haveinbibit~ further adjustment of the exchange 
rate •. 
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Ther'~ al"Canurnb«- of clearindicationJihat ·tbe.· cxcbang~ l'8.te,xcttuUns ... s"b$tantlal1y 
overvaluecL ~'$tronl indicaJionis the '$hottag~' of foreign e~clumgc wbi.cnnecc$$ita,teS 
apolicyofsttoogcontrols on the useandboldinS offOl'eign .exeluutge (Zhaag 1987)~ 8qeh 
a. sb~$earisesbeea1.l~. at the offidal rate of exchange, Un~ SOQds ~·anifjcially 
cheap, aQd ,~gg®ds()l1tbee~port~t is .JlQt$cl'fic;ienUyattfacuve to ge~e~the 
volwne of impQrts. detnanded. 

Allotber indication of 'tht·ovclYaluationuf foreian exchan8C is .pmMded. by the 
SQbstantitilly ,higher ra~, ~tly prevJ\ilingin ·the ~ondtrymarkets for f~ign 
e~cb!lllge. In .August 1988 the rate on .~·Shanghai .$CCQtt(Iary llUU'ket for foreigne1(cbange 
was te~tPl» ~6.3 Yuan/US dollar, ~ abo~ the offi,clalratc of 3.72 YnWl}S 
@11at· (All$trtJbm .Fbtmcl,l Rc;Yiew, August 19,. 1988). Sinc»tran$tCtions in these 
secondarJmatkets'areJt It)gal means oftnUl$ferriQ~. f~jgll exchange 'berween entities, 
lhese :l'atesdonQt ~flectlhe nsk.prcnnum ,lik~ty tQ.beassoci&ted with black market 
tnu1$actions.,RathetSllcQ high taleS fume secQildary market wouldappear.toreftecta vCWj 
marked ovet1l1: ~ge offoreign exchange .. 
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liO Quantity 

The rate for ·foreign exchange on,a. 'relttively !ree$Ccondaryma.d<et for foreign 
exchangesucb as 'the Shangbai market allows ~ very tough ·estimate Qf the degree of 
overvallJaUontobe made.. OIl tbe basis of the e'VidOUCCOItprice responsiveness presented 
earlier, it C;l1l bc8$su~. th~ ·thesupplyofforeign~xc:hangel$ .. $llincr.easing function of 
thepriceoff()l'Cipexchange. SimilfU'lYt the denumd fQt fo~ign c1(c'hange can be expected 
10. bd.adQWnwatd $lapiQg funenonaf its price~1 'with a higher prlccdiscouraginguse of 
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lOJOigtt eX.cbIl.lW>' foJ'~~ qdaivem,na'.~ ··ttl· domestic .SOUtCC$ of aupply,Given 
tbeSe..l$sumptions,. the·· ,~tfQt fQtei~ e~changc'canbe~~ntcdby ·~·shon .. side 
di~~b1iurn model; pu!SCll~ in.fi~ l·and diScussetiin:1l1()(Ie detail iutbe .Appendix. 
Tbisfi~. ~ponds lotbe te~s$Cd' deficit ·.~·~onside~by Desai .an4Bhagwati 
(1979),. n10det wbi~bappc;8:lS. at¥OPrin.tem tJle,. Ugbt. of Cbina·s success inavok!ing 
excessive ·~·dcficitPfOblc;ms throUghout most. of the 1980s.Jn,tbismodel,the 
overvllluation ofthce~changcra~i$. tnaintain$ by .. SQD1C. fonn.ofresJrlction .01) inlpoIt$ 
CQnstraWngtbe' tow value ot ,imports to equal !be value Ofexpons (plusbonowing). In 
~ import li~g' and,·t$riffs ·ate· 'important components Qftbe proceS$ of X'estricth,g 
~. 

In t1)e.diseqUiUQriwnmodel depicuxlinFigurc l.lbo.supply of.fotei~j4eXchange is. 
,de~· by ,.~. official exchange 'tate. At this rate. the detnand tot foreign, exchange 
exceeds the $'upply .1.beciomestic price. Or scat'l;ityvaluc.Qf foreign .,xchange is,however, 
.tem:dne(l 'byUie ;~bortsid.e'l of the lllafke~ in· ,this c~ tbesuWly 'sidetBe~~ause,the, 
supply of foteigg: c~change .at. tlle ofticialra~~ 'b is Jiess; ,dl~ ,$upplyat tbe CCluilibnum fttte; 
c*,atwltichStiPplyand dema.n<iwould be.equate¢ fQte,lgn exchange acquires a stafCity 
val~ depicted by cl.. If the $lopesof'the supply andde~ curves ~: equal,.wbicb does: 
not. SCeIn. aql. llJU'C8$Ol1ableasswnptiOllt.tbeequilibriuJllcxcbange.tate WQu1d lie half way 
~tWc:en the c>fficial exchange rate and the, secondaIytnarlcct ra~. 

n~ simplified rcpresen~tionof excbang~tate~termhlationpItsen~.inPig~ 1 
()tIlits.$(Xl'lC· key feattuesofthcniarketfor fQ~ipcxch3llge., The first is the ~xtenttQ wbich 
enterprises, or tbeprovincl.al :authorities~sponSible fOJ: enterprbcs,are entitle4 toxetaina 
cent1ln' proportionof~ir fordgne~c~ge eamings~Tbcct(cctof lhis:foreigne"chanse 
rctentiooschcmc Is to shift the supply curve,: of foreign exchange to the right. oVf~that 
penkm:or tbecQrVcfor which- foreipexchMgc l'enWnsinsbOl'Ul~. As long. as the official 
nne isbelowe ·,t f04Cignexcb~gcmn 'CQI11llWld ... p~miun-.and tbcpotential 'valt:eof 
l'CtainedforcigncxcbangeecmUogs.elthet~dy f(lr purcttL~inginputs ortbrollgb their 
sale on me .:1CCondat"ym.ai'ket,provides an· .~nth·efoten~lptiscs to increase their exports~ 
Thus, in. Fjgum2.the new supply curveoffoO!'i~ exchange S,'s ,is drawn to·tIle rlgbtof SS 

• at all excban/Ftales ~low c. 



fJSUIQ;2S .. ppJy,demapcl and p.we lQthe,~ota'oreiJD ExcQllJe Retention 
~Setetne 

e D 

-e 

Is ... 
?. 

As is evident' frotn Figute 2, 'the' effect ofa f~gnexCballge ~tentiQ~ :atrangetnent is 
tQ; ~ ·~.~pplyQff€.ni&n .~~c:b1Ingc and to drive; 'tlie: :~@ynw:ketpri~ down' 
frQmel toc2.. iTtQl(1981:9)estimatesthattbeav~retention n.tc of 1~ authoritiest , 

111injstrle$Jn(l Cl1~$ WI$ anmn430,~centin 1986 wbUc,ZhanS(1981tSZ)points to/~ 
wWc:'mnge of;~~uou ntioafor ~ntprod.w;ts 'and legions, with lllOstCQtnmOditit$'. 
appWingtob("in·the lJllgo 25 to lOOper ~nt. 

~ ,~. ·ba$c.ratt; of2S per~ .. t~tcntlonlpp1ies., lbo.· "U$l.UU' 'ptl;tice ,is Cot 12~Sper 
~t '~b;,~ued. to.tho enteqlrisc auut 12.' ·,p:t'ceDtto the provinf;ialgovenunent Even 
/\Vi!h 'a~la!\vely 'Jar&e,di~between ·tho· officlalexcb!nF :ratQ and 'Ulc ,$ecQndary 
markctntc;$JlCh. retcntiontatep-o'Vi<k:sonlyalimitcd '~ntiYet() exportCr$~ It ,,~ 
~"dlltprovin¢ialgQ~t$ frequently :mspondtO this.incel1p.vc byencoura,ging 
the en~.u1der,"~cont.rolto·~·their·~tion fQf~xpo¢ 

A$ 'WQ:/ .JlQtcd inS«t1on .2, ·thctctendontatc applyUlgto l$UO$tttntialptQportton of 
trade,1$, prQbably 1lOW'$Ub$tQtiallyabove '~" '~. 'ratf> of 25 per cent. "f,hQuuuxiuction of 
·tho ~~ntdSY$~mUnder which~1'$ ,in thO aI'tS.and ¢rJ,ft$.~tUe and clothing 
:1Uld Ugbthldllsuy $CCt(Qrccd~ • 10 pet cent tetendon l'IlC. meaJl$that .~ of China·s 
:J.1)O$t~t~$: :II'C llOW' ~ered by dlisrn~b higl1cr tetention l'I~..While this 
,$YI~ ,~It.ppli¢$ to the, FTCt~ l'ItberdtlUl~t1y totbe ,producins enteIprises, the 
,~Jbmtyof<mterprisesto choo$C.betwetn PrCs •. .nd tbepossibility of n~sotiation 
bctwetnd1o, FTC·and ··tbCtenterprlsc;ovcr':atangc of factors. such aspricc and the supply of 
'~~P'ltt p.'t$utnably :n1CW. thatpri~signaIs are tran$mitt~f1drly eff'eetively. 
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'~fQrcign~~cbanse «,ntmctsystent'al$Qa}low$en~t~s to obt~a highertatc of 
,turd$ttcxdtanF lCtentiM :faral)ove~pl..n e~ The intr04uction()f'tbis$y~m,:andthe 
ex~ntalustcmof hlslJ;tXl;tention tatO$)lu ~nM$()ciattd widla ted1.lCtion. in· the 
e~tellt Qr'dlstOdiotl$:inbotb'~'and input ~t$" U~f both$yJttQl$,; jtapPear$that 
e~s\lb$idie$.~.~ a.v.il~le Qlt tnlU'~~l)nit$()tpnxtucti()Q •. further, '~hig~'ra~$ 
Qf tQn,ip c:~cban., tetQntion bave becmN~ted witb~~tions in ~··~tnIl aU«ations 
of ~~. jnPUt$~ Fat 'WOO£. in 'pvticulat, it appe~ttomautbOf ,interviews. ~t centnll 
~bQes 9fwool fQtdi$tributiQ«l, thnmp tbe.atloe.JtJon llYSlOlllat&edptic;es.bf!.&cUned: 
'tQSO 'percent or less in 1988. 

Given lbe·stbnUlu$ ·tQ~~,nQwprovidf~. by 'dlc fOfCign ~cbangp :JCtendon 
~8~QlCnt$ and. ~'f'Ol'Qigne~clurogcCQntt!ACt .sy$~tnmCblna. Ute' ~s:t=.Qf 
Q~aluadQn.may .bt>. gtea~ tbtut· W$S inltia.U)~ lU~$se¢. By ~illg the incentive to 
~~t .;wd bcpco~,~ ·tbe·ava.ilablCsu.pplyof f(lCign exclUmse, me· retention 
art1ngement$c~ ·~.expected 'to brln* .the.. '~;Qn~~ketprlce: closet ·to th4 .official 
pd~, 35.1$ e'ri4entin ftsurc2. nltr.l., ·tlle· 'CUttY#l\t ,cqQllibfb.uI1.pri~ of r~igne.xchange is 
likdytQ ·~ne.~ to tbe6Si·tQ 7.0Yu@/uSdollarqUQted in the,·~· matket$ th~ the 
official.rate Qf 3.12Yuau/US doUat~ 'nc'eqqillbdumexchangemta haaundol.).btedly risen 
(i~e, dcv.lue4)substanUelly: in 1988,given;the c~nt high tate of inflation. 

4. IMPLICATlONSOF'llIE FOREIGN EXCIIANGE SVStEMFOR. 
TRADE 
1be~jQr~pUcatiOns of Chin.', (Oteig1l ex&~gc s),$.tem, .~. thqse~ing ·frotnthe 

'QvetvalwatiQti: of 'dlt(c~QCY and tbct;onsequtnt di$incentivc: to ,exports. In Jddition. 'it 
.crea~$ .an.·~ntivcloriOOivid-lls,.todcv,,*.JUne·and ·te$OUl'CC$.·to non .. prodUdi veactivitits 
'$UCU ·~attemptiJlg;~increas~fbeir accesstoJJ.tti.ficially $~ef04'Cignexchange, 

TbolilOst·direCt effect ofllr1 ove"aluede~ehlUlge tate·· is tolQwet th~ price> obtain«! for 
exportS.lf' ~priceor .tul.e~&<1Ud.on ~'Wotld 'market isP*, the price ltCeived .by a 
~tic cn~foraunit of thegood:¢x~d iseP·~It tbeexcbange tate is 
oven"~ e ItltOQ low Mdbencoep· i$ttdUCedll~ordbtgl:y~ DeVJrluadon oftbo c1l1tenay 
i~ eand'~ncc· inctca$cs the domesticpric» of the gQOd~ 

The ~.~ of tx~foU(\wbtgadevaluation rai~s the supply of expPns. If 
OUllA isapnee. ·takeron world matkeiS: fora.panicutar cOnunodity,this in¢reasein the 
$Uppty of exports. will in<:rease the fc.dgn.currency valuo.of expons., In fatt,8,$ long as the, 
\YQddd:manil. few apu1iculu .expon. h~ a demand elasticitygreat~th~ QIle) in absolute 
value. the· ~,ine~ willillQ'e8$e the supply Qf f()tCip exchan&e~ DQvaluation 
wilt ~.tendto .increasCi the floworiomign exchange from. Oilier $Qun;es. such as 
Iemittance$~ 
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,A'~ ~on$eqYCJK;e of r~a!uation,nQWl from its. T~g.dvc effect ~thc$upply of 
foteip~SC.S~ ,tbctOh1avaihlble .supptyoff<l«,ign .c~chan30 ls.~~ .. total 
f;xpcndi~offOrcisnexcruw~e 'm...,tbec~m)'~~. 1'hi$.effec\'i$ brougbt 
out .in Fi~ .4,. w~ tho· .tQl8l $upply of, an(l·dc~n4fQ(tb(eilQ:eltcbango. 1.;1 ~. 
fronJ.q* lQql ~ Wltil~ .QQOof '.~ j\l$tUic_nOO$ mquently' offered fQt tnaintainin$ an 
o~alued ~duulao rate. ·is. to encQUl'age the 'imp<)n. Qfcapltal,t~f.aUtatc dcveloPQle~~t, the. 
crr~ofQ.vctVal~on.rnt1!t·.bQ to Rd~ total inlports. Anyptttcbl1$eS. ofC!lpita1.cquilm~nt 
mU$t: ~on» .bQ.) .. made·, frt;frnwithbt. ~l dlmblisbcd .tQW supply Of' 'foreign ~x<;h~gcta(~d 
hence .an; :likdytO c~ .~: c~petiuonfrnrn, ·other· ctabns on (<Rip, exchange. 
1JnlesJ,'~war category ofimpQrts ~. obtain asubstantia.l1Yllf$~ slwe ofthc total 
available' f~!lUexc:nanso than it would inaniundlsQ1edsituation,thelevdof :i~ lqiOrtS 
mUSt decline .. 

A.$ wasnotc:din '.~ pteviou$,chapter; lffO(eignexchan,g~ 'is.uocatedbctw~n the 
CQJllpcun! detnands Ql) tlt<)·basisQftb~ tetum$a"l2Ulablein~acb use,tbcn a scarcity 
prendmn:wUlde.velop,. The. c:ostof foreisn~~clmngc;, to Jnen~ap~ will bo c·, above the: 
~uUibrlU:tnc.'tchan~~te~ * .. which in turn it abovetbcQ~ildcxcbange.rrtte· c. Whete JUl 

en~, 'bal$. :~ss lOa. ;scconQ.arylll8l:kct for ftnign excb~gcor 'foreign exchanse 
adj~nt centr~lthisscarc;itypt¢miwn ~e~plkit, ~ithef aJMinCl'eascin the cost: 
of pllI'Chosing ltnl'Qrt:$ •. Qr as Ute: opportttni~ coslof using 'fm:ign ~xchangc whentbe: 
scan;lt-Y'.pr~qm: (~t .. e)rould. beQbtaixtedby~llinBitinthemafkct Ifcn~sdonot 
ba.vc access:lO _ ~Qfl'dafYmuket. the. sc~ityptenUumisJu:ilas ~al •. althoQgh'itwiU vary: 
$Ub$tantiallybet\1lef;nel'tetpriteS~ 

As .Dervis, ~. Melo. WldRobinson (1981).have·demonstrateti,.thc effects,of~ .fore~,3n 
oxclumgc Qvervalu"tion. on dle economy will depend. upQQ w~ther scarce fQXl:ian excfuutse 
!$" allocated using a ~econdu)' madcet, ot .$omc otheraUucatiMrole, If .$CCondary Jllifket 
is .~. tho 'value Qf fQreignc.xcb~gc. at the matsin. will be thestullCll1' ·a1lCA$es. By 
conUlt$~ ita JeJativel)~atbitra1'Yl!but plausibteM~ such. asequipl'QPOl1ionalxedU'-'''~''$in aU 
impons detnands is ttscdt the ~aleffic;l':llcyc:>ndition$wiUbeviola.ted and thCQVC.n;t.U 

eftlciency lesses wiUbeil\~Jer.O\ 

thccff'ect ofc"chan~l~ ta~ove(Vai\latiOl~ "the' ·SJrne· as •. tltJ(. uf.(e* ·,.,e) on eXpclits 
and. ,taX of (oJ .. O·)Qi.,knpr/n~.Tt~ ~lativesizc of these effects 4epends upontbe relative· 
$lope$of die· supply and ~tnand curveS. It the supply of foreign cx.cban8e is l~s$ 
responsivetQ 'price, thena1~y siv~n de~ ofovCl"'ialuationwill baveastnaU~~ effect Qnthe 
)~sect()t'than wQt1ldothetWi~be the case"8.$ CUll be *n in Pi~ 5. By contr.u$t, the 
l~$' .price~poosive the (t,:QlWld fOff~ign c;;cha,n,g",the gteater is the impactor foreign 
ox:cbanp Qvervatuauoll on th~ price· ofimpon& 

The,· implicit ,tQ. onexpomwitb an Qvetvaluedexcbange ra~ clearlytertd$ tp teduce 
U~$tzc()f ·tboexport ~tot. 'the. itnpliCittaX. on impQl1S.howr.ver. has tl~QPPQsiteeffect 
on dlCimpOrt-C~peting sector .. The· scarcity of forelgn exchtmge created byovetValuatiQn, 



and itt CXtNCq~nt' hip ~.~$ ~'ln3l\:Y .• good$ which. ~ld 'bc.1. ~at lo\VCr' 
::tII._ad ,wwn.r:1.~:,..;t-... ...... .!I......:n '. . .~t,at~·~ •. ~~~~t.N.q.a;;;s~y. 

''DJcpolitical'preMures tO$~imPCrt$ot itlvcstnlent gClQ<J$ end· ra.~ tnatCritd$. 
wbi.ch cootdb\lJedto =od&htal decislQl1 tQ,C)~altlC the: cunency •. $'C Uke1yto fu.nhet 
$tinl~; tbq,ckJnestic·productiQnof 'QC)U:-eJ$CutiQ1' ot ~IUXUl)'t good$b)' ~n, the shut 
of~,~, tQ.~, good$~ It ~P1$·li~Jy tlWthis 'bg.bappene4m ~.W~a' 
(l98S!270). pobu$.to vcrylUllll PQ6tlevet"in w.~lmlaking. ,forin~~ Tbil f8A;tQr may 
alsoe<mtribUto \0 tbc;wi~~· 8JlQtptCbiJ1e~.u~ 'abQut ubc. ,apparent bh~' 
,\l~~~U(il~ goods. At 'd~ .~'·of ~VY' indu~1l'Y. 'UltCCCnt, ~'(CESlUU 
1987:12).. ()pce l~on of $1~titu~~fOfim}?Ol'tablccOt'l$ume.fgood$,isestablisbed, if! 
,~for QW~~al$and pan$add; to the overaUcbnand fQt f<Gigo, exclw18e~ 
hlttn.sifybl, tbcQ~.sOOrtaS~ of fQteign C»(chan,c,. M~llJC$sucb '8$ the 1l$Q of import 
U(Cll$U1ll0 peventlhc"intpQrt, ofMditionalltl$Ctnbly., linc$ tm\y~p; toted~~the,sevcrity' 
Qf this 'problem but. if tbc}lMfit in:entive· ~s:, .8fOJlkelyt.o xcswt :in:ev~n 'higll«CQst 
~sponses*,$uch. ~stic prQduc~Qnof:asselllbly lines. 

Fi~ 4 Jfl'eets dDiff'ering&portSuPpl1 Slopes 

e 

While 'the, ovctvalued exchange rate tegitr~ stifles thopro.duction of c1Cponables,and 
stilllulatestbc,p{Q(iuctionof iInportahlcs! it 'bM cxacdydlc QPpo$lu,effect· on consumption 
pftbeso· ~ti~,·Domestic coos\l1nptlon of g<>ods, which continue to be exported is 
$Umula.tcd bY' ,them'low price.wbile dome$uC CQnsUD)Ption ofimportables is discouraged, by 
their ~cia11ylUgh price~Given ·~apparent1y 1arsodegrec of ovcrvatu_tionof the Yuan, 
~,~1a.tlve pricCeffectsarcpo'tcntiaUy important in tnarketssuch as the fibre mar!tet 
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'Where ~bles$1lCh 1$. wool &nd; '$~tbeuC$COOlpetcdirecUy with an. -exp€)ttlble: such as 
cotton", 

It.p~ dl~t the· nlttjQr$lministt'ative tmd pOlicy ·inf!ue~$ are vetydlffCJ;;nt 
between ·tbf>fibm anti te:x:tUeJclommgsec;tOl'$ \and: $Qthe c;;hMacteristic$ (tf each: havebet.n 
CQIl$idered in ttm'l .. 

QptQ1984~ '~~etJ~ wool Wti$ relatively tightly cont(Qllecl. with the price,paid 
tnpmucers<letermined by '.~ st~ (Qu1987:1~) ... ~ was Xlonc:;gQtiated:ptice Of QvQt'" 
q~~ price .1Ptd·so •. p~suntably •. price 'had',ver!! little ~l~in- ~~rm.inUJa. tMqua,nnty 
pnxlU¢ed. .. S~ 198'. ht)wev~l'J the prl~ of anumbct of comrnodidc$incluQin" wool has 
b.cen~ allowing l1lQJ:e. fle~bWty ·dlan.· was ~viQusly available, with ~. appatent 
dnunadc ~se' ¥l ~maud •. and. dle"priCf;spaid (I)u 1987!16)~ 

As ... ~ ~ in S~on 2." tho supply Qfconon in Chinr;t appeats to be bi8blyprice 
tespon$ive, .. and ~ ~W3&ticulturalliW'ketll1:' ~g~Jnents.appear to llllow:rnuchgttJater 
price· &xibilityinthi~ mzgtet.A$ Cnma appeats •. attftis$Ui~, to be l1Il.exponerofcotton~. 
dle·c~i)tQvetvalllmionQf ~ ClU'tCIlCY can .~·e:x:pected to· anificiallydepre$sthe 
domestic price of cotton" 

~ n:u.rket: fQtsynthedcfibl"e$ appeaJ'S to bc.heavUycQnlrolltXl. withhnports of 
s)1ltb~tic fi~ and the cnennca)suse(i tQ: ptOducQtbem $ttoQglyrestricted.The, objective of 
thispolicyappelU"$to· have been to protect ·lM· syntheuc fib~ ind.usuy. in which China is 
un!ikelyto havo .~. <:.ompan1.tlve advantage. The ·tariff structtuc l'rQvides ·for very high 
~ff~venuesofpn>~,cdonto these .activities (World Bank 1988)~ Rectnlly,. L :wcv~lit'has 
been tep(me(lt"tt retail prices .. tOt sYi~thetit fahdcbave been redqced, pedlap$ tefiecting 
$O~ teductlonin c;mphasi$ QQ. tbisQbjective~ 

J)ellUlnd fot 'Woul hIlS inc~dnun.atica1ly in tecent year.s. as is evident from the 
data p~sented in Table 4. Thc.rnain.: factoX'S' un4edying tlus expansion. appear to be ~ 
tapidgtQwt;hinmcornes in· China in recent years, 11lcteasin~utbanizati()n, and changes in 
styles' of clQtblng(Angel? SbnW(i!'lS and Coote 1988). White domesticprodllctiQn increased 
hr Qv~t80 per cent ~tweell191S and 1986. this ntteof growth was substantially below the 
.gJ:Ow'ltin,con$UMpnOn ofabn.:>st230per cent overth~ same ~riod (see Table 4). Wool 
pIOduction #ctual!y peaked at 101 million kS in. 1982 and bas since declined. As a 
torJ$equencc,impotts, Qfwool ha.ve rl.sen nOtll.14.7 million kg in 1975 to 124million~g in 
1986.anirt<;reMcof .a1tIlO$t750 per cent. ltnports have: ~l'tabovc 20 million kg since 
1913 •. andex~(k)rne$ticproductiQn in 1985 and 1986. Clearly. bused on these figures, 
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wool ptQ(iucdonappear& likely to l~ .an import C(lmpeting illdu$tty fOJ,'$()~ '~~B1 
eonttaS~ ·.tht$llbSlanti~ VQllUOO~·)f w()()lcontaine4 in fabric ·and·ganncnt~xt>01t$ i.Q)pU~s 
thl,tme woollen tex.~ indPStr"~lsttQngly ex,PQrtoriente<l~ 

,. '. 
Net, 

Raw wool domestic 
Production impolU, CQDSUJPptiqnt\ 

1975 .S2t3 :14t7 ·63~4 
1976 67~9 11.4 ·so.o 
1917 69 .. 9 17!!9 79~6 
191$· 11.1 24.1 4.6~7 
1979 79~9 22.3 92S 
198Q 92.0 28.3 l12A 
1981 94.S S3~4 115.0 
19.82. lOtO 84.1 137~7 
1983 91~O 73.1 144.$ 
.1984 915 39~.3 152.0 
1985 88.5 92.6 163.~O 
l.986 95.0 124.0 175.0 

aRefet$ to the quantlty of wQOlfinally con$\)~r1. rather than tomi.1l usc .. 
bRt\w'wool eqmvn}entt vinuaUy t\ll.in p~~ ~. form. 

~tte: Australian 'Wool Colporat;iouJIntentl"WnalWool Secretariat, 

&poxtsb 

$,6 
5.3 
7.3 
8~S 
9.7 
7:!) 

32~9 
47.4 
25.3 
21~3 
18.1 
44.0 

TIle raw ,CQUOlt tna;""ket bas behaved very diffe~ntly ftomtbe wOQl' ~et with outpUt 

growblg stron~y since·the eady 1980s:, wbUecons\ltilpnon appe~ ttl havegroWllllluch 
less rapidly. ~. cotton industry now appearstQ havetbe abilitytocxpon ·raw cutton on a 
fairly'consistent Qasist as long as domestic prices provide a sufficient return to proouccrs. 
Basic ~ 00 prQductiQn"sUlle purchases, exports lUld impons of raw cotton ate presented 
inTabl~S~ 

1."MUlOst prono~ ~bange~vident in Table 5 was Ulc incretlSe In taw CQtton 
prouuction over the·· perlodt.and particQIady the ~1atic inctease between 1979 auld 1984, 
wh~n CQUQ:n production vinuallytripled. Also ofintetest is the slump in cotton p:oiuction 
in 1985 and 1986 from the high. level or 1986. Estimated; mlliconsUlllption 0'1 cotton 
increClSed dnunaucally over the ~riQdt with expansion of the te)ttileindus~, altlougn 
cstima~d consumption appears tQ, have declined in 1985 and 1986~ The extent or any 
declirte, in consumption is runlQst, cettainlyexagge(a~. StQCk.levels were very higb aft"J,' 
the. bumperbarvest Qf 1984t and have· undQubtedly enabled domestic consUUlption to 
telWdnwmponuily aQo'VetbeCStlluat«i lev~ls~ HQwcver, the ~ppaJ'Cnt decline in 
production lW$e$ .. que$nons·a.bouttbc implications of current price levels for production. and 
exports~. 
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l'able5 Production, stat~ purchaseS, exports and. bnpOrts ofraw·totton (let) 

Apparenta 
mill 

PrQducnon Putchases Exports ImpQ11S consumption 

1975 2055 2237 1061 117 1171 
1976 2049 1886 871 188 1360 
1971 2049 1980 406 181 1824 
1978 2167 2096 342 509 2334 
1979 2200 2081 269 549 2487 
1980 270'7 2610' 99 89P 350b 
1981 2868 2872 11 8Ul 36S~ 
1982 3598 3416 74 474 3998 
1983 4637 4586 681 223 4179 
1984 6258 5212 202 34 4267 
1985 4147 4318 349 3798 
1986 3541 3794 SS8 2983 

PQdculated as Production -Expons + ItnportS~ Makes. no allowance for stock changes. 

Soura:s: 

Some basic s4\tisrlcs on chelllicalfibre production, itnpom aIld to~availability ar~ 
presented in Table 6. From. these ligures it is clear that totalchemicalfibtc ptoduct10U has 
beenrL~g rapidlYtbut not as rapidly as consumpp.on. Thus, hnPQrts bavealso been rising 
rapid1y~ ,and .havemadeupat:Ound :ha!fQftQtalconsumpnonof chenncal.fibres.. Oiventltese 
fi~st .andthe fact.thatsynthencfibreprodlCl1Qn isa bighly capititlintensive process.in 
whjcb.Chinais unlikely to bave acomparahve advantage. itseemslikelytbatChina will 
remain a net itnporterofsyntbetic fibres fotsome time. 

Data on Ute purchase prices ·of wool and cottOn are presented in Table 7 topmvid: 
some infonnarlonabout the price incentives for the production of cotton and wool in China. 

As can be seen from Table 7, 'the purcbasingpriceof wool (on a clean basis) was 
aroundthi-ee times .the price of cotton in the 1975 .. 78 period. When the purchasing price of 
cotton was increased in 1980. however. tbe price of wooll'emained virtually unchanged and 
the ratio oftbe price of wool to thepriceoftotton fen to around 2 until wool prices rose in 
1985, retunrlng the wool,(cott()nprice to around 3. Pi:esumably, the increase in wool prices 
in 1985 'was 'a consequence of the price refonnsinitiated in 1985 was a consequence of the 
conunoditymarketing refonns of 1984, and is therefore likely to be sustained given 
continuing strong demand. 
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Table 6 cPtoduction, .. impons .ndllvailabDity ofcbemicalfibres 

Production .~ 
kt kt 

1975 ISS 108 
1976 146 169 
1977 190 205 
1978 285 268 
1979 326 215 
1980 450 411 
1981 527 629 
1982 ,517 434 
1983 ,541 '398 
1984 ,235 530 
1985 948 831 
1986 1017 

Sources: 

Table 7 Purchase prices of rawwUQI'and cotton in Cbina 

1975 
19716 
1977 
19"/8 
1.979 
1980 
1981 
1982 
1983 
1984 
1985 
1986 

,aIndex. 

Greasy 
wool 

YUan/kg 

3.06 
3..12 
3.28 
3.40 
3.40 
3.43 
3.48 
3.58 
3,66 
3.73 
5,04 

bAssuminga clean yield of SOper cent for wO()l. 

Source: 

Cotton 
Yuanlkg 

2~07 
2.02 
2.08 
2.28 
2.68 
3.1.7 
3.12 
3.24 
3.42 
3.42 
3.22 

Av~ability 
kt 

263 
,315 
395 
553 
541 
861 

1156 
,951 
939 
765 

1779 
,"'~ 

t~ ..... 

Ratio of 
wool to 

,cotton price 
(clean' b~is)b 

2~96 
3.1Q 
3.20 
3.00 
2.50 
2~20 
2.2 

2.20 
2.20 
2.20 
3.10 

Since wOQli$an, importable, L:aCottonhasbeen an exportable,thedcmestic wool to 
cotton rano would be expected to be abQve the international pricerado for the same qUality 
eotmnodities bccause of the overv81uationofdte currency. 
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!nconttast with 'lbesituation ~th~fibre level. l~appeats that tbetetaU price .of 
wOClUenfebric isverymuchhigberthlUi the: xctaUpri=of cotton fabric. Even allowing fat 
the ,grea,tetwidth of the wool fabric xelativeto cotton(1.5rn:ra~ tlum 1 m), the difference 
1Jetwe.;;;n tho· two prices ,is $trikin~. Withtbe raw wO(}J/raw,cotton 'price J'8tioaround .3 to 1, 
a 10 to 1 priccratioat the t;elaitlevel requm;s explanation~ While wQ()l .requires 
$ubstalltiaIly ~ prpcessing to convert it iromthe raw state to finiShed fabric. it seems 
unlikely that these aOWdona!costs could ~xplain tbegreatet div~encebctween the fabric 
prices. 'FtOUl ;;nter~i.eW$with wool and cottQl1 prcx:eSSOtS in Shanghai and. auangzhou~it 
appem:stb!t ,~~.n- 'costs, in, particular, make up only a smallPJ.'O~Qn of total'c()sts. A 
xel~vel,'bigh retailpri~fQr wool woold be easily explained .if wooUell.products. W~ 
mtportab1cS,lUld cotton ptQducts ex;portables.. However, as wasovident in Table 7,China 
xe~s asubstantiale1tporter (If woollengC)Ods, 

Another indicauonthat dotnestir.;prices of wool fabrlcrnay have been kept high 
xelativeto e.xpottpantycanbeobtained byexaminins ·theexportunit value series. Forthe 
,linUtedWneperiod over which these data areav~able(l982-86), itappeaa that t1t~ pel" 
metre pdceQf worsted woolfabrlcexpotts has been substB.ntiallybelowtbe avc;rase 'retail 
prl~or wooU~n and worsted. fabric. Part of the diffexence b.-:-lWecn the two seriescowdbe 
duet() l'Ctailittg cost$,ru.tboughtbesc .;:m: likelytobct:elauvely low in a Jow.labour cost 
counb:ystlcb as Cbin~ Anothercontribunngfactotis the SOper cent tariff onilllported 
wool, which is rebated on wool wbicb isusedinexpon products. llowevet,the lISC of 
worsted fabric data fQruuitexpon 'valueS :rai$es the unit value of exports relative to the 
retailprlce ~ies whichin~ludes generally lowel" priced. woollen fabrics. 

In wntra t \Vith. wool, the export unit values for cotton are in most cases. above the 
telail price. Thi$ isc(!()nsistentwith tbcpri<;e ofcQtton fabric, a basic consumer stapte,being 
beld ~lowthe.tetums available on exp(lrt matkets. Anotherppssible explanation would1>e 
that the~eltp(lnunitS values .are affected brquota ~ntson bindiJlg MFA quotaS.andtbat 
~ginalexport JetumS obtainable from alon~MFA markets ~ somewhat lower. This 
argument. would also apply to exports ofwooUcn fabric unless quo~son woollen rabricate 
non-binding. 
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1.915 
1916. 
1917 
1978 
1979 
1980 
.1981 
1982 
.1983 
;!9~ 
19t~S 
.19.86 

IS.5 
142 
16.0 
16~1 
11,1 
18,1 
18.6 
18.5 
18,..l 
.20,.3 
22.8 

Woolb' 
e~'unit 

value 
'YU$)/Ini 

'", 

12.8 
'tl~9 
12.5 
13.0 
12.9' 

'aAvera~ fot wooUen ,2lilQ.w()rSted fabrics. 
hworsted fabric, 
·Sour~: 

CQttoo 
tCtail, 
price 

Yuani'm 

1 .. 60 
1 .. 60 
1.60 
1.60 
1 .. 60 
1.58 
1.59' 
1 .. 60 
l.8(J 
1$9 
1.1(0 
1~80 

'Cotton 
export unit 

value 
Yuan/in 

1.72 
1..59 
'l~77 
1'115 
2~ 

Wooll 
'cotton 
retail: 
ratio 

9~1 
lO~O 
10.0 
10 .. 4 
10.7 
11.4 
11.8 
11.6 
10.0 
i12~8 
13.4 

Scrcralpossiblo: ,exp~()n$for ·tbe,volUI1~QfwOQt 'oxport$ relDainingsubsmntial 
while 'tha doU1c$~c 'prlet. isweUabovc expoi'f i1;'Ctnnl$ need to '1>0 oxamirletL Perhaprwe 
most1ikelY'cauSQ,gf tbi$ diffe~I1<:e is '~,'~lad,!qe 10$S ()fftb~ ,identity at higher level$ of 
pn)Ce$$ing" wbcrovalue ,a&blbecoIDe$inCJeas!aagly 'Unportantasa $ht¢C()fthe~tal valu~. 
Thisc1tphtnation ~woul4 be {Wnsistent witha·tn'ach, hipet ,~' of wooling<U'nlCnt ~~rts 
than in fab!iceXpor!Sf This bypotl:esi$ ~$ ~p~ to be consistent widt tbeactualpatte11l 
l)f,~portS.WhUewool a£;count$for Dnly O;l.i pet .cent of Chinese fabricexportsf it makC$ 
up 4 per.cent mg~nt~xpot't$(AWC 1988t:14).Given the importance of other inputs in 
thc',produetion :P!j'ocess,andthe differences·belween,&al pnxtutts, anin~e inllie prl~ 
ofwO()lwould~e~peeted to.mduce ilSshat~()fthe ~tlll export market. but not necessarily 
driv~ it out of .~nlCl),iretaltOgether~ 

Qthef,ltegul~-1.)'PeCQnsidetatiorts probably also contribute to the continued 
presence: of wO.<)l exponsdespite such ani tlnfavo.urable- export/do~stlc price l11uo.One 
such fac~ is ~e p~al$Cparation betWCf:ndomesncand export pt(Xlucnousectors. Wool 
iulports f(lt4ome~1.ic US" .~$ubject to iJmpon licensmgand cUstoms duties, wblle imports 
of wOQl for pt«lucdon of expon$ .areexernpt .(rQm duty and unconsnmnedby import 
licenshtg.~.Ptestn,nabty, enterpri~ whi,cb are able totetain all or part ·of their foreign 
~~cbange ~ing$ .;md. ~onvert ·thctntQ Yuan on.me secondary tnarketfind exportS 
ptOtltabl~ An~pos$ibleexplanatil.)n for continuing'cxpottS ,i$ the a~uh'ementthat 
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relatiYcty auton()O.lO\l$ enterprises ,tnni,ntain $ODlCsort of f~ign~xchangcba1ance inlhek 
a.ctivities~ 

The, wSh, f()fCip extbangQtetelld.Qtl ratC$allowed to some,inland. ,~v!nces (Zhang 
1987)' would be consistent with. thesept'Ovin~wishing tQexport wool products. 'This 
factor. plustbeprobable und~r ... pricb:ag·of raw' WOOl in ·tIle· past WOuldha.vc'proVided an 
.iIlCCpPVc for tbcrnto discourage .~. 'flow of wO()t ·tcJ·the traditional coastal ~x~ and 
'g~nt nuddngregiOD.$t arldmaywc;Uhavecootributeti to thcrnucbdiscusset! 'wool wart 
(AWe. '19$8). 

From ·,thcbasic'sttuct.lU1ll infonnationprescnte4 in this 'paper.soxneinitial, tentative, 
~mJ~nt of ,the· effects uf'removing otrclaxh)g theoverv,a1uatipn ,oftbe Yuan CAn. 'be
made..S~hanexploratOtY, quantitative analysisis"!~n useful as an ir.,itialstep in an 
analysis. It complements, tnQrc fannal analysis oftnodelstructure and J1l4y Jeveal !inkages 
which are d.ifficultto.re~ntin afo~lJ)Qdel and couldperb$ dlerefOteescapt~ n()tice~ 

'fio~',abypotheticalcqlli1ibriU1l1tIemo'1al oftbC;Qvcrvaluation oftbeYu~.n would be 
cxpectedtOresult in.tI1e foUoWing changes! 

(l)A:raU ill ~eprieeof domestic raw wOOl.ndindo~cwOQl ,prociuetiOO •. Since 
wool production is an hnponcompetingin4ustry in China, the scucity.premium ()n 
fomign e)(c;hang~tnakes itSpti.cc ,higher than in. tru,. situation: of .foreign ·exchange: 
equilitni~ Adovaluation.by ~ducing the ,scarctty of f()l'Cign .exchange, would 
,make wOQl c~apcr~ 
Thi$as$UllleS, tlult,thc, authoritiesrcact to the ,increase in the availabUity of foteign 
e"Cbanse by \lIluonnty .relaxing 'the intport licensing regime whicb, afterallt was 
intJ:t't(}UCed Qa~s of dealittg with thiS problem.. 

(~)A rise.in 'tbe ,price, of~portablewootlengarments. !be rise intbeprlcc of 
expQf!$ following a~valuation wouldstimulatOcthedivers!onof, some woollen, 
garments. from ,the donlesnc to tb<;expOtttnarkel1raising the pri~s of theseg2l1'lllCDts 
QU·.tbe aomesticmarket~ 
While tlle'effect armis develop~nton China's. demand. for wool for use in export 
~lng would. bcfavolU'abl~t tbenegativc impact on domestic demand woulcibe 
jd.v~ fortbcglobal,demand. for wool,,}lQwever, in practice, the do1tlestic price. of 
wool apparel appears· :to ~ veryhigb,be4;auseof tbetestriction on supplies itnposed. 
byitnport licensing, and. ~u'elaxatiorof import controls associatedwithlibeniliSation 
may roeantbat 'the dotnestic,pricco£wool garments would ac~ally fall. 
Arise intbepri~ ofeo«on. Since thocouonfibreindustryappe8f$likely to 
wn, . ',',tin, ,tIC, ,', to,1».b" 1, 010" ,opera, ',teas an e, xport,',' i, n, du,S s,lIY, " <,ai, thOtlgh, ',thi" • saS,sum, ,,~ti,QP lleed, s. 
ttl be C$'Cfully exanUned following the recent production decUneandtbe inctease in 
demand for taltd $sociatedwith mpidly rising demand forfood),a devaluation rnigl <1 
.be: expected lQ. raise its pri~.. This would bebeneflCialfor substitu~productc; sucb 
as wool,~ ~yntbetics. 

27 



(4) AfiJlfDtlJe prieeot$yntlt~S~ .'.thi$" tnd.qsuy lSUnpprt ~tU1g,~. 
avaUability·offOleip,excb8Pgc Jnda, lower .. $Cattity .' prcmiumfQllowinga 
dcvaluati~ 'Would ·lowet import pdA:e$ and hence ~pri<:c of doJnosticallyprodl1ax1 
fibre. Tho,tan in syntheticpri~st.tould be'.a neptivc, fiCtorforwool,attbQf~gh 
synthetic fi~s. 'are· 'nQWU$Cd ~vclyinwool,blen4s. ~bly~g th" 
~tcn~t:l C,OmpetitiQJ;l·between ',the tWo ,6bte$~ 

(5) .Aft,~IttCbhlae~duetolDi~lnC~lQCOmeSandUving 
...... ds.. nn. would be l Jttong: ~tive factor given the. apJ»U'Cntly ·very·high 
.~·~lasticity .of ~,lOt'wO()tm ·Ch.itia(AugCl, :Sinnnon$and COOte 1988)~ 

J~ tbi$ situation, the overall.~ ·onworkl \VOQt demandwOQld depe~c.l tlPQn allot 
tbesc:~~ ~xcd1lcti()nin 'CbiDeso wool production would bt:. po$itive.f~tor andtbe; 
dflO in'~ price. or wool prod\ICtsm ~ Cl1inc$e'matkctwouldbenegauvc!acWts, wJille ~ 
'~$Upplyor ~·cxportsontQwoddrnarkets would,loVJ~tt tbe.a~e eoSl$O£ 

u~()J'Jnillg' wool intogannents .·Pd· 'heneo~pand toU\lW(lOl C()ll$umption.. 1be. 
sUbStituUoni effectS between wool·and· ·.eotttmand. wool. and,syntbeuC$wmdd probably •. ~. 
very l~lyoffsetting_, '1bCoveraUeftect wouldprobQly (le.pen4heavUyuponthc,di'ects 
ot me, tefoononCbintseinc~ 1evcls~If this wete :$Ubsumtial. as .scetns likely.thcnthe 
()~demand 'fOCWQ(lt would~gtben.nd work! priecs wouldtend.tQ.nsc,. If e~~al 
$tCtottcfonn '~couplrA with. or aetcduacawyst fOr:~ . .-cfotln. oth.tlemalconsttaint$ 
~ucbQ .~itnpo$Cd })y1bc Vimtal ab$CWA;e of alabourmadcet(CSSRRt 1987), the.· effects 
'<>n inc.OJne couldbc$Ubstantia11)'tarB~ (Srlniv~ 1984) • 

. 6.. MdOELLINGtHE EFFECTSOFCHANGE$IN CHINA'S 
'FO~·EIGNEXCIJANGE REGIME 

Prlotto &signlng~y~i.l(i$very 'itllportallt tocpnl'~rtbe majt)tfcauu;es oftbe 
s)'stemundet. 'stud)'. Thus"tbe iint .part, of 'tbisSectiolhis de.voted .to aschcmatic 
'consideration ()fthc majoJ:· ·fe~a or the, system. 'FOUow5ng,this. part6~,cOt1tains a 
,di$C\l$si«mof .SQIJ.le ·of .thQ. major 'modelling :issuesinvolved~ Fmally, '1\ general 1llOde1 
fi'amcwodc is set out'in .pan. 6.3 .. 

~systctnunderstudy can be divided into ~ majQr componc:nts: China's 
~~Ytthe Cbinesctextile: ·an(l.apparelsectors, ',and' tbeworldnwkets fOl,"te""tiles 
lAd.p!*Cl .. 'l1lesc tlu:ec:broa.d components, ofthesystema,re depicted-in Figure 6.1'. 

'IhefirstcQm:poncnt ·of ·~'$ystem. i$China·smacmecot'lomy~ The .price of.Unpott$ 
;Jtlauvo tonon~ gClOd$ is determined within this system, as ls the price of exports 
relative.to noo~g()Ods~ ~.system '8$. depicted cMiJctennineQnlyrelative prices. If, 
·bowevet •. ~ 'means of determining .theab$Olutepricc level is introdu~ then all 'of the 
:~ pric.es CJll bc). ~tennined. 
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Tbo' ,~, JCCdon.of tbo figum ,ae.t~,with tbe.tcxU1e/~pparel~l. Within·thQ 
~kcltthc ',three· .major ¢l8.$~a: fi~ ~puts~, C.QDlbinedwitbo~·inpu,t$(materiaIs, 
laboUt.capital), '10 ptOdtlC» .ttxtile$,~lativc price~l(fucluding, excbaJl~ 'J'8te.effects) 
ittflUcnce~l·aUQCatiOll oftbesc ~tilt;$:·bo~n tbc·~nc; 'and'~xport '~~i$ •. with:tbc 
vut·U"Aljorityot'ptoduction~a,lltlli=4~~y.Doute$tictC~rue:, ,00 $O~. 
bnprA1ed ~tiIest·~' ,~'With.·otbet inpUts to; l'fOducc a~t.l1le: xela.tlve :prices 
~,frool; 'the dome$tlc and, ,~JtP<X1'~ ·then lnflucncothe dlonAfionof apparel 
~tween dlo.~,.andexpOrtlJWb,~ 

~ '&at panclof: Fi8'l1C6.1 sbcw$ "~. wedel tnarketfotapparel,m wbi~.China'$ 
ex:poc1$COO1pttC with prodUCf,$pt'Qduced in Qthetcountries~ Anoutwltd shift. :htChina's 
Clpon'aupply$Cbed,u1ehu both. $Ub~.titutiont.nld<,xpanm~ ~ttCc.t$ withln ·tho world lNtlet. 
'The: effect. i$ .anintn'~o in Cbina~s :marketSnan,lt ,the· cxpc;~ of otherappatetptod\lcers. 
The ~t·expar.$iOt1 c.ffectis'~ •• ~. mtbc$~,o£tbe ·total.~tbrought.tbout by 
~. '~·ht ~$upply of,cxports .froIrjCbiwL~ti()t) in the world. ap~lmarlt~t 
tcduccsboth ,tho subSbtutionand the nwtet ~~<m. effects ()f~$C$ in; CbirJa.'s 
exporu. 

Tb¢overall ,ett«x:ts of cballges in Chinat
.$ foreign .exchange. policies· on the· world. 

market forfibies depend upon their imp~ts 'bodl. on dC»Destic demand fQt: wool in ~pP~lt. 
lUld.thc eftectSofincteasedC~ apparel expons on the J10bat ~tntmdf()l' app~l wool .. 
Qezuiy.,any ·.model ofthc sy::tcmun~study .needs·· to capturetb.esc .ht1pwtantiea.turcs of 
thema:rket;. 

Tho eff'ec;t$.of·tbe, exchange ratc,syslCm an=·in~rent1y genetal Qquilibrium innawre," It 
aff~t$j andba.ffected by. all of the.lccy ;l~g~tes in. the system a.ndany:satisf',~ctQty 
rQQdclmU$t~, into account ~se interlC;tions~ EveD, ~,sitnple,graphical model 
de~oloped wUerm this paper and mAppendbt lwasgeneralequilibriUIll. in cbaractr;t. 

UnfQrUtnately~itherthe$hnp!c graphical analysis presented ewlier:, nQtthe 
qualitative atUllysis. in.the ~vi()Us section ,can· aUQw ustocapttJre .~. intet~relflti()Usbip 
betweentbc~aS~gate$ and the .micro-variables. sucb Q wool.importSl! of immediate 
co~~ Tbenum~ ,Qf vari@les involved and the complexity oftbeit lnt~r-relationshjps 
a1$Qru}esQut tbe 11$e of purely theoretical tnorlels. 

One '~of QvetConUng. thisprobletnis. to develop a conlpptablcgene~-al 
equilibriUm.lllQdCloftbc Chloe$e ecOllQUlY* witbparticulardist,\wcg8,tion Qfthe, wool, 
cOU-an $'Id, synthetic tlbJ:e indu$trie.~tand .the textile and garment sectors.~/i$. dt~ Mela 
and Robinson (981),bavc de.mQn$trateQ the feasibility of using such atnOdf~tto anl\lyse 
'f~lgn cxchMget sbonage$andll1Odels Of this type' can incorpomteconsiderabledetail at 
the' :individUal indQstrY l~v.el; 
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TboleChnology' for '~onstrnctin~ sUCh, models .~. bnptovr4 ·dtamaUcaUywitbtbe 
4evelop~t ofthoG5MPACK$qi~ Qf' programs inthelMPACTJ)tC)~~, ~g; :it 
posjib1e'tt) fOCU$:mot:e'M ~'economics. r~tbet than. the: :mQdcUingtss~.. ''nletwoWod4 
~.·papen.(1985~ 'b) provUio I ~onsislCnt mput-output tabl~·lUld· e5dma~otmany 'Qfthe 
re1cvtult .Partttne~ (0-1., .. ~.Qd pric;e;~~tidti~), needed· to '~truct: •. modclof·tho. 
ORANliQpC: (Dix~i~tet>,SUtton andVfu.cent 1982). The majot s~g$.Qf 
·~·data,fOr ,tM puqA)8C ·ate"', lackofdiltit~,~tW~n donlestic~· 'itnpon«l 
;in~(e$ in .the: in~; ~ .~ ... and ·me de~ot a~tion of the 
.gric~tUnll··~·(intQ, .ctop$;.and ~. hUI~)\ ~tQt'~d the· textiles and; clOthing 
sector (~i.i~tty)~Tbo ~what··dated n.tm~ ottt~,~t.~base (198l).isa}sQ Ot'SQlllC 

concern siven~, dnunatic cbanges in', thestruc~,o( th\' «ononll' in· '~nty~. MOl'C: 
f~ntally,.dledataba$Qis, bped 'Iarselyon ·the· Qffichd pri<»Sl,nl~rth811 the: free~ 
~tpri~eswhicb .wcrelevantforx;soutt:Callocltlon .. t ·the·~n .. 

hl~nt yeau.J:l'lOdelsof the CGBtype, with apPfOPrla1C ~fiCaltiOU$ •. Mvebecn 
use\lC)xttnsively,~analysc po$~..;~fonn (;onttaUy-plzmnec.i, '~(Kis,RobinsPn;and 
tyson .l~$) .. Tn ,applyin& this.secbniquex to.cont~~pogu:yChina, a ~umber ofadapq!uonJof 
tho. tedtnique$; usedhtmQdeUing otbet' deve1oplngcountrles (~nson 1988) WUlbe 
te<tuh'ec.l11\QlD<>rCi inlponant ,of' ~sc adaptatiooswould incl~:tJlQdOrungtheeffects of 
~fcrJ&1l, cxchan~ .tetontionc$Cbe~~ in~.nlting coro.tnand~p.lan lcvelsofsomcimpons 
.Adc"pons:.mp~g .tboinput...oulpQt4lld pri~ data 10 reflect. ~n.;ma.rbt .J'&ther ···man 
qQlntity~~()mdat ·priCe$·for·ruaterial inp·uts;.inc~tiQgtcSuictjon$ on labout 
mobility,~.lyf»tweenurban.mid tuta1 attiviti~;··an4.!~gbnport licen$inS 
for ·.$OPlC.t~,ode$ Qfbnpon$~ Approprilte adapwions tocapiUteth~ef~t$ ·of thc$e 
fac.tor$ ap~co,·~·feasibtCf 

Given Ute~jQr clw1~$in.thc ChlncSQ i:~norny ~iatedwitbpolicych~~~sand 
:l'$pidttooomicgrowtb" anymPdeHid8 e~emise can lead. at best,. Qnlyto a btghlystyliz(:(i 
~$Cntatlonof .~. economy ".E"cn given this .conkaint,tnodelling work tan provide 
~Y'U$erul irtSi.ghts',lt provides an explicit frarnewod( fotanalysis, which f~~nt1y leads 
to, tho di$cov~ of imp<l1tantt but otherwise ,ovedQOked. causal nnkagcs~ Thus.for 
~. ··the· PbttlU. :~U. S'ltton and Vincent (1982:61) discovered the. ·Keyne~lan, • 
bcblviout of.theneoclassic.l OR-ANI model inrc$ponse to a. demand ,~k only .after 
applying'suehashock iothc;irnumericalmodtl. Similarly Stoec~lJs (1979) stnallCGE 
model, of .~ Australian economy highligh~; the· major differe~sbetweenl\ resoU!Ces 
bQom'te$\lttingfrornam~l discovery and' OdC' zesulting ·frQman incte~in the priccof 
.minerals" Tho ob~tivc; QfthismodClIinge~iscis to develop a model which. whUe 
bistdy's.tyUt.e4docs capturethcr~ econotnic features involved and provides some 
~ghts into the ope,nlu<m Qftf~; $ystem. 
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Tho. ntQdel.dcvel~ped; in thb.sectton is of the, broad ORANI 'typo ( Dixon 
tim, 1932; Vhl~nt 1987)., Majorfe~tu .. es 'of ,.thi$ "~, otrnoQet 'a,.t~that it is linear 
in pcl'centage,dwlg~ lll1d. that dontestic andimpnrted .product$areimpedett 
:$ubsututes. Another standatdfeatur~ of ·these model$,is; a,t\Vo level 
representation. of technology tin, wlUcb bltenncdiat~inputs are demanded fll med 
'proporttpDStQ the output level of each indusuy QIld total primary factQtsare alsQ. 
demanded :infixed propoi;donstoQutput. Cbanges,inuutput levels ·tbu$require 
changes in th~ lcyelofprimary fa~or ,inputs which, in the, presenee.of .any fixed 
,factor".l:equires; substitution ~tween ,factors .. lnsen~ral, ·this. :is r~presented using 
'CBS (Constantelasticit:lU£ Substitution ) t~chnology? although more ( OJ: less) 
neJ1Qleprodurtion strucUnes.are available .. 

lntbe model developed intbis paper, several 
adaptions, to tb!s general pattern ate, made· to a~untforparticurar featut'esof 
the system ui1d~r$tudyand the; ~wailable dattJ.. BecaUS,e Qfthe focus oftbe study 
on thofibretnatket. the Leontief or fixed propQrtio~ .a..~utllpdon. is too strong bl 
th~cascoffibte$ userlin ;tilt} te~tileindustry. Thus,.tlUs .assmnption is .relaxed to 
allow for intcr .. fibresubstitUuonaccording to a CBS technolo8Y~ 

Forman,. goods. thcreaxemarked dUferences between the 
characteristics (lfthe, product prooucedfortheexportmarket and: that produced 
fot tll~d()mesUc market. These differences :involve ootbtbepliysical 
charaeteristi~ of tbegoods and tbe package of services, involved in tb.eir 
marketing. To ·c:apturetbeso differences. it .i$ assumCq that prQductssold. on, the 
domestic market are diffetentiatedftom tb.oseso)(t: OG tbe export market. These 
difference.s are represented using a Constant .Elasticityof Transformation ~CET) 
functional Conn (RQbillSQn 1988)l 

In tbe sbort ,run version of the model. capital is assumed to be fixed. in 
each sedor. It would be: relativelystraigbtfol'WaTd to build' a longer run version of 
the;modelln wbich th~ <apital stoc;k$in each industty were endogenous, although 
this wotdd intrQducesome clifficultiesin formulating i.nvestment functions whi<:h 
have been avoided in formulating the currentmodct To simpli!ymattcrs, and in 
the absence of a we.llde\~loped tbeory of invest~ent for Cbina,.investment in 
eadt sector has been specified as simplyincrem;ing, in line with total teal 
absorption .. Asia ~ontlllon in shott runmodelS$ investment does not add to tb.e 
effective .capital stock. The underlying time period is assumed to besw{iciently 
IOIlg ,fotttew equipment and. machinery to he instaUed~ but .not brought inte 
prcx.tuctl()ll.: 

Given the fOQlS ·'of the stu,41y on foreign excbange and trudepolides, it 
$eems rCa$onable to· omit an e"plicitreprcse.ntation o£ 'fiscalbebaviour, The 



model .is<»nstrained St),tbattbc. Qlrt~tttaccottn': deficit is, a,constantptoportion. 
ofgrOS$ dQme,sti~ pttJd;uct~ Irnp1i~t1y itis!assum~~d dJat whatever adjustmentS to 
tis@.lpolicies and (oreign b()rrowin~ at~ need~~d: toaddcve tbi$ Qutcomeate 
made by the :~utborltie$.Gi\'entbe recent '~tabiUsatiQnof'Chinats .foreign 
boaowing ( do RosarlQ 1989)ttbis {lppeatSto bel reasn~ablew!Ulllption .. 

The broad struCtUre; of the model was detenn.inedbytbe ptQblem under 
study" subject totbe a.V1dlability Qf data.. As diswssed abQve,tbc initialsolltccof 
flata W3$ the World: Bank (198S;i) input"QutpUt ttible ,fOT 1981. WbUe·tlU$ 
.$tnlct1.tre is somewbat dated given the 'rapid developlllentand;pOU,=>,dtangt; 
which. bM O¢CUrredt it sh()u1d give at leas~ sQll1eindieauQl}oftbe effed$QfbroaQ 
pOUeycbang~s~ At .tb.is.stage, tbe WOtitd Bank table' appears to· betbe best 
;available •. hut a ne.w BJ,W mudl 'mort> detailed table is, atrrentlybeing p!epa.-edin 
China. Development of a,prototype ninde! at ·this stag~ will facilitate .mQre· 
detailed ,modening,when thiS table becomes a;vai1abl~, 

Thetabl~usedcontain.s ~se~orJ" with each: sectotprooucins only one 
~nunodity (World Bank 19858:55) •. Putcb~l'S' :pricesar~; :usedlnstead of Basic 
Valu~T()·incr~ tbe:comprehensibilltyoftbe final· model,.and to' facilitate 
sensitivity testing, with respect to panuneters, the final modeloontainsonlyfivc; 
majot seeton: Agti<:ultute, Heavy IndustfY~Ligbt IndusUy" Construction, 
Transport and. Services. AnuIriber ofq\litcsmall settQrs of pPl'ticularintcrest are 
separated outfrQmtbese major ·seCtors. These sectors are: 

• Wool production 
Ii,Cotton production 
• Syntbeticfibre production 
.. C~llulostcp(O<tuction 
1\ Textile production 
•. Appatelproducnon 

The broad structUl'C of the model is evident .. from table6.2~ 
The :major lllodifi~Ation required ior the; input-output part. of the database 

is the :replacelllentoftbe officialprl~s'Used in the calculation of the 1981 
database bytbe free market prices whicbnow guide resource· allocation at the . 
. margin (Sicular 1988;Syrd: 1987)~ Free market prices Cor particular ~mmodities 
bave bcencollectedfrom. a range of sources and thetatlo of tbesopdces to the 
officialpdcesis be.ing. used to. recalculate the, vulue sbares. Some diffictllties 
h~ve, <'mergted. with data. availability and reliability. but it seems feasible to 
develop reliable esuDl.ates at the level ofag5Jegation required in this study. The 
.implicita5SUlllpdon:tbat the underlying input~output quantityrelationsbipsare 
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stable i$re~o~bly strong given. tbeew.dencect4productivitygrowtb in 
agriculture following liberalisatiQn(Macr.:illl~ Whalleyand'Zilu1987), but this 
assumption is ubiquitousininputo.outptttbased ntfJdels.When the new :t~ble 
becomes available, it will be possible to- ass~·tb(J ex:tentofchangcs in these 
coefficients andthcil" bnplicatiC)ns~ 

The use of free market data, rather tlum. the stateprites applying to 
inframarginal deliveries is essential fot modc;Ublg oithe ,emerging price 
responsive,econoxny in .China,. Tbisbas importont implicanonsforthe ~()f 
data wbich- will bere,quired for future modellirJg developments. If tbe, data-ate 
based on ·officialprices,oran average of state, and domestic ,t).tarket prlce~ the 
s~ed soQwaverage prices, then comple::( retrQspective a.djusbnent will be 
requited before the data can be used for modelling purposes!! 

6.5 The Equatioll$ of the Model 

The full setofequationsmrJdng Up ,the model underC()ustructiOlt is 
presented inTabl~ 6.3. 

The fitst sevenequatfOJ1$; of th" mQdel~clf.y demands for each good. Of 
these equations, tbefitstfou~ relate to final demands by househOlds, for 
investment andforgQvernmeat cQnsumption.The demand e;:sticitiesare,being 
derived using availabZe estimates- ofincomeeJasticities foreacb good, budget 
share data and an estimate, oftbe Frisch parameter ,(see Detvis, d~M"loa.nd 
Robinson 1981 ) and so will$atisfy all oftbe tbeort)ucal constraints su~h as 
homogeneity in prices and nominalincomct symmetry and adding up .. 

'nleset'Ondandthitdequationsspeclfy investment as proponional to 
total real absorption. In the absence of ,t\ suitable theory of investment 
behaviour, this assumption is at least relatively neutral in its effects on model 
behaviour .. Government behaviour isalsoassurned to change only' in line with 
'cbanges intota1realabsorption~ 

&port demand 'is specified in equations Sand Sea). In these equations, 
the demand for Chinatsexports of particular goods depends upon the price of its 
'ptoductsrelanve to those of other countries. Tnis substitution issp-ecifiedfor 
convcntenceusing a Constant Elasticity of Substitution functionalrorm. 
Equation S(a) specifies the size of.the total world market for good i as at\lnction 
ofaweigbted .average of China's eXpOrts and production, in otlle.. countries. 
Equation5(a;)is onIy required for the apparel market in this study. 

lntennediate demands are specified in .equations 6 and 6(a). For aU goods 
exF~pt te~e fibres, tbese demands ,are simply proportional 'to output. levels in 
tile using industry. industry j. This is sitnply a consequence oftbe Leontief 
~ptiong<,neraU'y CJllp)oyedto model material inputsinmooels of tbistype. 
:For~lefibres,howeverf this assumption is replaced by a CESfunction which 
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aU~ 'fot $1lb$utUtiOll ,between fibres, :$ome ir.Adtc:ltiQI) of the likelyonietot 
m4gl'!t;Ude ot"t:bl$pattJInetct can 'be:QbtabJe4 'from Hanis·s re.:ent smdyQf mter, ... 
fibresubstitution)'(f(~.l988 ) .. 

£q~.tiott7awegatQS·tota1a'*>llltionot eachgooit. lncludiqg 
interxnediate .use.. ist~ de~t1, h()U$~bQlddemand~d govcmttlellt.demand. . 

.. BlpQrt~mand\'15: not !nellld~d in '¢quation1 .beQuse. :~rt and: dQm_tic 
products .ollS$J.ltDt.d io be differMtiated;. 

Equation '8 tepreselltsw~~tution :in' detrum4 between dOtnesticand 
imponed pi(t4ud$otlbe.~ industq· using 8; CBS ftmcUonal ff)nB'to .allocate 
U>taldematldi~lltbetween domestic andiJ:npotted$Ources..Equ~uiOD$9 rcpte$C,nt 
the CQtrC$p¢~ding' prQr.oss; :bywhtch. domestically. :ptodu~dtg()Ods, 'i. I ate. 
'~onncd ~twc)en domestic Dlarket~ptoduCf.S :i\UQ export lll'oducts~The g 
~qua.tiQl1$ of th~ronn,shQWn in tOasgttgato total o"tputac:ross doroesticand 
ClpOnedpr.odll~. 

Th~ .3g equation$; wilhthe lQrnt$bQWl1'in 11 repr~nt tb~demand$for' 
1hepriUlaryfadors (jf ;laud, labour andc~pital" lntb~abseUte()tdlangesin 
'relative fa.cto .. prices, tile demand for ~acb fador will .~ propomonal totbc 
O\ltput, :l~el mindusPy j~ HpweYer" d'mQg~s.in tel'ativepricc$can. ~Uow ~bang~: 
in; :the :~ ofprimaty factQl"$ and allow .e~1Ston of;tbe~rnpo$iteprixnatY 
factt)r bundle" 

Equations, 12(&.) and 12(1)) afenuuketcle~ngconditiC)nsfor ,th~ 
domestic and~rtmarket& fQteacbgood~ 't'tb~reis no need for .~ 'niarJett 
d~co,~ditionfo .... import~8()Qd$ b«ausetneyareasstlnted.tobein, 
pert~ elasticsupply~the: semi~sntallCQuntty~unption~G'iven this 
~pUo~the 'lovel of imports is determined om, by demand • 

. ltquatiQns.13( a..c) ate mtu'ket C1(1aring conditJrns,fOI'the primary factor 
.tilarkets.Th~than8~ in :tbe totalsuppty'!lf' .lahQutis oonstrained to equal ,the 
sum of the prQpcttionaI<;hangesintbc dCI\1and fQf labour weighted. by the shares 
oftatalcmpl()yntent in eacbsectol'.Tbe :stoekof tJpital and ;of land available to 
~ch jnd"~ttyise)(ogenously set in 13(b)and 13(c}. 

'1be tero,pUteprofitconditioD$s~c;ified in. equatiQUS 14(a-c) impose the, 
condiuontbat.at 'the ~.the,reare ,no pure profits in productiolLClearly. 
whetlthc~fenceQf in&a-matginal delive.l} quotas and rationed :supplies of 
Iurrilts Dr g®ds is taken intollcc:ount,tbetewlll be some· pure profitS intbe 
~tc:Ol.- HOWe,'H~t. th~ lu~venointpUC'tltions .forprooudionor consumption 
dtdsi()11.$8lld ,catt:bt, -ignored: io thi$model, which. does not incorporate 
di$ttii)utionaleffed$~Within ,this mode),thomnction· ,of these, equati~)~l ;is to 
att~ ~~l:I'for price deterrlli.nation. ItassurncsorUytba.t at themargtn there :are 
S1drtclenlfUll1S competiul.actively tor pure profits to be ettminated .. 

bl fotlllula_equa.tions t4(b)and·14(c).itisa.~umed that therearezcro 
'pmtirs:in impordns and t~ttin~ .A$. lntnecase. of domestio ;pl'oduction; tbere 
.ato··tlear1ys()meinfra~mtttginalpr()fit$eamed,and lo~~st;o\'ered. in this case by 

~.S' 



the Fore.gn TtadeCorporatlons.. Theretur'l$ to ,exporters: consist Qftlle,export 
;pticoin f()teign~rret1¢y.; :Pl',tUn¢$ a w~j~htedaverageof theioffici~rate El 
andtbe.$e~ndary'D1arketrate, F1' t~,~ .. t::,.-;;y export taxes. Inequauon 14(c). t.bi$ 
relationship I$ eJpl'~dill;proportiona1 chang~ 'foon usingappropriato weights· 
for the 'two: exchange tat~, At tb~ mt\tsinthowevert 'the: .price ~f imports istc{-ual 
tq 1h" fQrcign prlceadjusted t('ldQJn¢$ticCU11J'~n(y using,thos¢condaJ:ymarket 
l'8tc,plus .any .~ :imposedongoodi •. lntJJ(l\l1'licensesand quoUlSbave been 
ignmed ~~us= :tbeyappeartobo motivated. 'primarily' by .. ~. need tQ$4ve 
(oreip ~(bange.,Inthi$, .. ~. tbeirrestrictive effect willopetat~ in.: the model 
througb.tbe secondary ,nuu:ket e,;c.bangeratc. 

Equauoll$lS(a) ~d lS(b).express. 'nominal andl'~l gdp8$theweigbted 
sum of output :h1 each. sedot~, Equatio1l$l6(a)and 16(b) ~ressabsotptlon ina 
sitrdir~ way. Eqt.ta!ion I1hnposes the fundamental ~IlStraint: tllat the trade 
defidt Yi a~ll$tant -~ of g~p. Cbangesin tbe'rigbt hand sidcaf tbiseqtlation 
f;hang~ lM· share ot o..tp,wbicll tbecutre.nt ae«lunt deficitean represel1t. 

Bqu.atiops,lS( ~.i and' 18(b) are sbnply definitional identiti~ designed to 
make changes in these variablesexplidt •. 

Equatioll" 19(a) ;and 19(b) introducetbe norninalprice levelintotbe 
nlOdel.llased Qn i:h()w'$(1987)analysis~the price level in thcDlodelis exptCS$ed 
&sa simple function of the money .supplyinequadon 19(b). This specification 
.implicitly rules out~y mterest .elasticity ofm.oney ,and leaves money neutral in 
tb~ absence of rlgicUtiessu.ch asa fixed 'nominalexebangf.;' rate" Sintethis .model, 
:tiketheORANlrnodel ( DIxon et at 1982) .is likely to betelevantto ap~riod 
s~lch as two'YCaI'$,thi$ I~ckQf,interestrato bebaviouris not likely' tobe,a serious 
problcDl. 

An initial version ofthc model has beenwrltten in the GEMP ACK 
prQgt'8-m and most ·of tber~lcvant data coUcctecL Simulation results from tbe 
model shouldbeavailabl~ in the relatively nearmture. 



7. CoadftSioas 

The basi~;PllrposO of this,papcr-was, to: provide. an initial assessrncntof the 
likelyimpUcatio~ otchaPges JnChin~"$ :fQreiiJl c1t¢bangctUldfOlt;i&uttadc' 
t~gime on the demand for wOQlt.andhe,nte to ,develop an,approaeh to· analysis of 
tbe'ptobleIlk 

Th~ fast question'addr~ed in thepapetwas whether ~ JlUj.jQt sectors of 
thoCbbl* ecol1omyarenow sufficiently: price responsive: 'fo~' tbeexcbange rate 
to hav" a,major inflllen~ onbehaY-iour.. F."'Olllalltbe avaiblble: evidence 
exa.ntilled., ttse~1ll$ dear thattbi$,isthe, case even tboU81t·importaJltelcments of 
plannblg retnainand tbetransmissionof prictsignalsis still !~lbibite.dinsotne 
'~Wbile these factOlS win tend to reduce the resPQnsiV'~i,io~ssofthee~onOtnY 
to priCe, cbang~ it seems that cbanges in prices r,.~;Jl~tllg,ftom, the, .foreign 
¢}1(cbang¢;system 'are :likely tQ. have major effects ttl resource allocation 
tiu'9ugbQuttbeecon()m.y~ 

All the eviden,cf; ,surveyed points.to the'conclusiolt that the ~iuan is 
cuq~ntly overvalued, witb the; effect of d.~Utaging~rts and bn))~rts·and 
encouraging tlle produ.cbOn of import suhstitut.es such as many'consumr:r goods~ 
By ('hoking off ~>cl:iUy desirable .~.rI$:and crea.ting ascardty of foteisn 
exchange, the ovel'Valuation adUaUy 'makes thepri..;e ("~fQrei$~exchange to 
those who, need it higher than it would be under a more liberal regime. 
Consumption, of exportable goods is. artificially encouraged whUe oonsuIllpnonof 
bnportedgOQds is genertJly distOuraged. aydiscouraging socially desirable 
expo.rtsand imp<)rt$, 'the, overvaluation also lowers nationa\, 'inC<iIUe. 

Removalofthc, overvaluation would bave a nurn~r ofe:7ects on the wool 
market. The direct effect50n relative prices wouldbcllkelyt()includc lowering 
the domestic price ofsyntbetics~ but raising the price; of cotton. Thepricc of an 
import .. compeungmaterialsucb as wool would nonnallybo expected to. 'faUbut, 
based on; the data, this pri~alreadyappears to be very low relative to tbe price 
ofcott()n.SitnUarly, tbepdc:e: of an exportable sucb as wool fabric would 
normally be expected to rise, but the, domestic relative price. of tbese goods. 
aIteady apPCa(S,to be very higb. The effects ·of .anyreform on income levels and 
:bence on conswnpttOAl will be critical giv~ntheappat'entlyvery bighin.come 
elastiddes of demand for wool in China. 

Quantitative :models to estimate the effects of possible foreignexcbange 
regimes. wQuldrequire a relatively detailed model of the fibre, textile and 
.gatntent industries together, .ideally, with aneconomy .. wide. model to capture the 
pervasiveeffectSQfthe(oreig~tradel'egitne. on the economy. Some 'om of 
quandtativc:analysis appears feasible in a reasonable time (rrune given tecent 
deveJoptn~ntsincOtnputersoftware. ~. developmentaf such a model is the 
next $t~pto'\)O undertaken intbis analysis. 



A,ppendixl 

Eft~:of.e_c,:a.te Overv.Juation, on Itehltive Pri~anclProd.ti()n 

The stylized repJe~nUldonQte.~cbangetate deterInin,ation. pRlscnted infigmts land 
2 cart' bededvtd ftotna Il1Qdelocf ditTerentiated product 'tiadesuCnqtbatllY ~ Melt) and 
RobiIl$Qo(1988). In "dll$ ~l. ~$tiore$O\ll'Cts andtechnQ10gygive rise to the 
'~t!on poISibilitie$ fIontier (BE in Qwldrant 4 of Figure A"l)tePresenting the feasible 
contbimttion of,a~ 00, and,~xport m)\goods~, 

It 
E~rtg~ ·axe' used to purchase, imports (M)at a conStant price indicated by tbe 

stope of the'tenn$. of~, line in QQackaxlt 1. The consumption pos~bUities frontiet', lIM" 
can then bel,tnlc¢dou~ The conunon slope of' thi1lin~anrl the Community lJ1difference 
Qn:ve atpointQo define the. real exchange ra~ in: thcabscncc of inte1'VentiQn~ This fe8l 
t':xdlangc tatc 'PMfH4;onesPQnds, for a; given foreign price PM *. and a numerairevalue of 
~ to tho equilibrium llQmin~l exchange rate c* depicted, in Figure 1. 

&cbangeratoov~a1uation whicb lowcrsthe, prlce;receivc:d fore~ports relative to the 
'price othotlle; Soods and caUSes, a tOOve around the ptoductiQnpossibUities frontierftom Xo 
to Xl- To lllaintain equilibrium in the horne goods markettrequ~s a rise in the price of 
itnP(),'rt$~ and a fall in;.aOsorptiQn, as depicted in,the movefrom.Qo to Ql- Given ~fixed 
foreignpricCQf' txpoxtsandimports. and with the price of h011le goods fixed R$ the 
numera.ite. the high price. ofhnp0rt3 corresponds with the high. foreigll exchange rate for 
"impontransactions, C' sdepicte4 in Figures 1 Cilld2~" 



'~diagmtnadVatlced:in ,F,i~ A.I provides ancxplicitly general. ~quilibrluQl basis 
Cordle, cxtre~ly$implQtepresentation of tho f01:'Cign cxcbangcmarke.tin Figures land 2. 
lnFiglU'eS' 1 and; 2, the, ~ffects Qf overvaluation (Ol" undervaluation) onreal't come '~ nOt 
CQIlSidered,.since. these; are: likely to be rcJauvclysmall ina, static model1£' allQwantcis, 
:tnade;f<)f tho longc:ttennl()$$es 'associated, with the use of an overvalued e)(cb%U}gc ratcand 
l CODSeq~nt!y les:lopen CC,onomy, tbeSQ losses: ate likely tQ be ~ater. Further, if the 
l'C,itricnon Qn hilports, is bl'\')ught about by impott licen~ing.therc ~ likely to OO,addi,tional 
" , 

m(»tnQ losses a$~ated with tellt-seddng beha'"nour.. Hopefully. hQ~ver,thc, simple 
tJ.lQde1 p:e~te4 in Figmt$ 1 and 2 'PIQvides a ~lear. jl:' simplified, indicatiot)Qf the basic 
cause $ldeff~t of overvaluation. 
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