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compet�ng �nterpretat�ons of the �nteract�on of domest�c monetary pol�cy and 
the fore�gn exchange rate �n ch�na often ar�se from d�fferent assumpt�ons 
regard�ng the effect�veness of cap�tal controls. At one end of the spectrum 
�s the v�ew that cap�tal controls merely alter the form of cap�tal flows w�thout 
alter�ng the�r magn�tude. in th�s v�ew, the heav�ly managed renm�nb� exchange 
rate �mpl�es that ch�na �mports �ts monetary pol�cy and lacks control over local 
short-term �nterest rates. At the other end �s the v�ew that cap�tal controls are 
st�ll b�nd�ng enough to allow the ch�nese government to set short-term �nterest 
rates, desp�te the l�m�ted flex�b�l�ty of the exchange rate. The contrasts between 
these v�ews sharpen �n the context of grow�ng cross-border flows under the 
current and cap�tal accounts �n the past 10 years as well as the accelerated 
fore�gn reserve accumulat�on s�nce 2005. 

d�fferent v�ews on the status quo also �nform the �nterpretat�on of outcomes 
for future l�beral�sat�on of cap�tal flows. Aga�n, at one extreme, th�s would 
unevenly lower transact�on costs and thereby alter the m�x of cross-border 
cap�tal flows, but w�thout necessar�ly affect�ng the�r total volume. in th�s 
�nterpretat�on, cap�tal account l�beral�sat�on m�ght be of �nterest to spec�al�sts �n 
�nternat�onal finance, but not to those who follow the ch�nese macroeconomy. At 
the other extreme, cap�tal account l�beral�sat�on would �nfluence the scale and 
compos�t�on of cap�tal flows and ult�mately force a cho�ce between exchange 
rate management and an �ndependent monetary pol�cy.
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Th�s chapter exam�nes pr�ce ev�dence to determ�ne how effect�ve ch�na’s 
cap�tal controls have been �n the past and how effect�ve they rema�n. We focus 
on the analys�s of pr�ce ev�dence because �t prov�des the most tell�ng ev�dence 
on the quest�on (for a d�scuss�on of the flow ev�dence, see ma and mccauley 
forthcom�ng). our bas�c conclus�on �s that susta�ned �nterest rate d�fferent�als 
mean that ch�nese cap�tal controls have cont�nued to b�nd. These observed 
d�fferent�als cannot, �n our v�ew, be accounted for plaus�bly by l�qu�d�ty or 
cred�t factors. even the narrow�ng of these d�fferent�als s�nce the unpegg�ng of 
the renm�nb� �n July 2005 leaves them at substant�al levels. if cap�tal controls 
st�ll b�te, future l�beral�sat�on �s l�kely to proceed �ncrementally �n order to 
accommodate a sh�ft�ng balance of exchange rate and financ�al and monetary 
stab�l�ty object�ves. 

We define monetary autonomy narrowly �n terms of the government’s ab�l�ty 
to set short-term domest�c �nterest rates. such a defin�t�on could be appropr�ate 
to many �ndustr�al countr�es where monetary pol�cy has confined �tself to 
sett�ng a short-term �nterest rate. in fact, ch�na’s monetary pol�cy employs a 
w�de var�ety of other �nstruments, �nclud�ng adm�n�strat�ve controls of depos�t 
and m�n�mum lend�ng rates as well as quant�tat�ve measures such as reserve 
requ�rements, lend�ng quotas, w�ndow gu�dance and restr�ct�ons on �nvestment. 
such measures could g�ve ch�na’s monetary pol�cy room to manoeuvre even 
�f �ts short-term �nterest rates were t�ghtly constra�ned by the exchange rate 
pol�cy. Thus, a find�ng that short-term �nterest rates are not t�ghtly constra�ned 
�mpl�es a fortiori monetary �ndependence �n the broader sense, wh�ch �s more 
relevant �n the case of ch�na.

Growing cross-border flows in China

ch�na’s cap�tal control reg�me has two �mportant features. F�rst, cap�tal controls 
tended to be t�ghter for cross-border flows thought to be more volat�le than for 
more stable flows. second, the regulatory reg�me over t�me has sh�fted from 
one b�ased aga�nst outflows towards one manag�ng two-way cross-border 
cap�tal flows �n a more balanced fash�on. related to the latter �s the tendency 
for pol�cymakers to system�cally ‘lean aga�nst the w�nd’ �n the sense that control 
measures on outflows are strengthened to res�st deprec�at�on pressures on 
the exchange rate and v�ce versa. Wh�le such a d�scr�m�natory control reg�me 
could compl�cate any analys�s, more str�ngent control measures over short-term 
flows to res�st preva�l�ng market pressures would h�ghl�ght short-term �nterest 
rates as a useful measure of the efficacy of cap�tal controls. 

one factor cond�t�on�ng the efficacy of cap�tal controls �s the s�ze of external 
flows. desp�te cont�nued cap�tal controls, the past two decades have w�tnessed 
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a rap�d r�se �n ch�na’s cross-border flows on the current and cap�tal accounts. 
As a share of gross domest�c product (GdP), ch�na’s gross cross-border flows 
more than qu�ntupled to more than 120 per cent �n 2005, from less than 20 per 
cent �n 1982 (F�gure 14.1), w�th a not�ceable accelerat�on �n the 1990s. Also, 
notw�thstand�ng the remarkable expans�on of the gross current account flows, 
ch�na’s cap�tal account flows have been ga�n�ng relat�ve �mportance.1 in 2005, 
gross cap�tal account flows represented one-th�rd of ch�na’s total gross cross-
border flows, compared w�th just 13 per cent �n 1982 and 25 per cent �n 1990.2 

The backdrop of grow�ng cross-border flows suggests that the ch�nese 
economy has become �ncreas�ngly open and �ntegrated �nto the global economy 
and �s thus more prone to �nfluences from global markets than before. in 
part�cular, larger external flows po�nt to more opportun�t�es to avo�d and evade 
cap�tal controls. Th�s �n turn ra�ses quest�ons about the efficacy of cap�tal 
controls, w�th �mpl�cat�ons for monetary autonomy, financ�al stab�l�ty and future 
cap�tal account l�beral�sat�on. 

F�gure 14.1 China’s gross cross-border flows,a 1982, 1990 and 2005 (per 
cent of GdP)
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Grow�ng trade and financ�al openness, however, does not support an 
�mmed�ate conclus�on about the efficacy of cap�tal controls. in part�cular, even 
large and h�ghly respons�ve cross-border flows could l�m�t w�thout gutt�ng cap�tal 
controls, just as small and stable flows need not �mply effect�ve controls. A more 
d�rect and str�ngent test of cap�tal control effect�veness �s whether substant�al 
cross-border arb�trage opportun�t�es pers�st for a cons�derable per�od. such a 
test—based not on flows but on onshore and offshore pr�ces—can also �nd�cate 
how the effect�veness has var�ed over t�me. When pr�ce and flow measures 
are cons�stent w�th each other, one can arr�ve at an easy conclus�on regard�ng 
cap�tal mob�l�ty; but when they po�nt �n d�fferent d�rect�ons, pr�ce ev�dence 
should be g�ven more we�ght. in a departure from the ex�st�ng l�terature, we 
exam�ne only the pr�ce measures �n gaug�ng the cap�tal mob�l�ty.

Price test of capital mobility: onshore and offshore renminbi 
yields

The comb�nat�on of onshore renm�nb� �nterest rates, offshore Us dollar rates and 
non-del�verable forward (NdF) exchange rates �s analysed next, to test for cap�tal 
mob�l�ty between ch�na and the offshore financ�al markets. The null hypothes�s �s 
that there are no substant�al d�fferences between renm�nb� �nterest rates onshore, 
on the one hand, and those �mpl�ed by the offshore NdFs �n conjunct�on w�th Us 
dollar l�bor, on the other.3 The methodology of est�mat�ng such onshore–offshore 
renm�nb� y�eld gaps �s based on ma et al. (2004), as deta�led �n the Append�x. 
The �dea �s that large and pers�stent onshore–offshore y�eld gaps suggest 
s�gn�ficant cross-border market segmentat�on and thus b�nd�ng cap�tal controls; 
but occas�onal small gaps do not necessar�ly �mply �neffect�veness of cap�tal 
controls. We �nterpret the ev�dence as support�ng the alternat�ve hypothes�s 
of there be�ng an econom�cally substant�al gap between onshore and offshore 
renm�nb� y�elds. Acceptance of th�s hypothes�s favours the v�ew that cap�tal 
controls �n ch�na have so far rema�ned substant�ally b�nd�ng.

measur�ng onshore and offshore renm�nb� y�eld d�fferent�als

espec�ally �n the case of relat�vely less-developed money and fore�gn exchange 
markets, �nstruments must be chosen carefully to perform th�s test. care must 
be exerc�sed �n the d�mens�ons of matur�ty, l�qu�d�ty and cred�t. ideally, one 
wants to compare �nstruments of �dent�cal matur�ty, enjoy�ng the same l�qu�d�ty, 
wh�ch are �ssued by the same pr�vate part�es, usually banks. An appropr�ate 
compar�son would be between the y�elds on large Us dollar cert�ficates of 
depos�t �n New York versus y�elds on Us dollar depos�ts posted �n london by 
the top-rated banks that report to the Br�t�sh Bankers Assoc�at�on (BBA). such 
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a compar�son often �s based on the three-month matur�ty that �s representat�ve 
of domest�c and offshore y�elds. The banks �nvolved �n the compar�son are qu�te 
s�m�lar �n the�r double-A cred�t stand�ng. 
Liquidity considerations. in the case of ch�na, the challenge has �n pract�ce 
come from gett�ng a reasonable match between a representat�ve renm�nb� 
money market y�eld, on the one hand, and the NdF rate, on the other. in 
part�cular, the �nterbank renm�nb� money market trades w�th greatest l�qu�d�ty 
at very short matur�t�es—overn�ght to seven days—wh�le the NdF market trades 
w�th greatest l�qu�d�ty at longer tenors of three months to one year. 

Th�s chapter �mproves on the prev�ous est�mates of onshore–offshore 
renm�nb� y�eld gaps �n the d�mens�on of l�qu�d�ty (ma et al. 2004). The latter 
traded off the above cons�derat�ons and chose to compare the three-month 
ch�na �nterbank offered rate (chiBor) y�eld to the three-month NdF.4 Th�s 
compar�son stretched to a relat�vely long and �ll�qu�d matur�ty �n the domest�c 
money market, on one hand, and took a relat�vely short matur�ty �n the offshore 
market, on the other. here, we update these earl�er measures as well as 
complement the earl�er analys�s w�th a new compar�son based on a d�fferent 
pa�r of �nstruments. in part�cular, we also compare the weekly auct�on rates 
for PBc one-year b�lls ava�lable s�nce 2004 w�th the one-year NdF. Th�s cho�ce 
compares l�qu�d �nstruments �n both markets, although �t �ntroduces poss�ble 
cred�t d�fferences between the sovere�gn b�ll and the bank NdF or depos�t 
(see below). 

l�qu�d�ty across the two markets matches well at the one-year tenor. The 
PBc �ssued 1.2 tr�ll�on renm�nb� (about Us$150 b�ll�on) of �ts one-year b�lls �n 
2005 out of a total b�ll �ssuance of 2.8 tr�ll�on renm�nb�, for an average weekly 
�ssuance of about Us$3 b�ll�on equ�valent.5 From January to march 2006, 
�ssuance ranged between 40 and 120 b�ll�on renm�nb� a week. in the NdF 
market, the one-year matur�ty �s reportedly the most traded matur�ty (ma et 
al. 2004; debelle et al. 2006). 

The less l�qu�d the �nstruments that are used for arb�trage of onshore and 
offshore y�elds, the less tell�ng are observed small y�eld d�fferences. one can 
th�nk of an arb�trage tunnel �ns�de of wh�ch further arb�trage transact�ons are not 
profitable, g�ven b�d-ask spreads and any tendency for flows of orders to move 
the market. The upshot �s that a find�ng that cap�tal controls are �neffect�ve could 
well be cons�stent w�th observed y�eld gaps of, say, 25 bas�s po�nts or less. 
Credit considerations. W�th regard to cred�t, compar�ng sovere�gn and bank 
y�elds on onshore and offshore �nstruments, respect�vely, �s problemat�c 
�n pr�nc�ple, but �n pract�ce �t does not skew the compar�son substant�ally. 
cred�t default swaps suggest that the cred�t stand�ng of ch�na attracts an 
�nsurance payment of only a handful of bas�s po�nts more than that of the major 
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�nternat�onal banks that form the Us dollar l�bor panel (see Table A14.2). s�nce 
offshore renm�nb� rates were lower than the onshore PBc b�ll y�eld �n the per�od 
2004–06, the m�x�ng of sovere�gn and bank cred�t does w�den the est�mated 
y�eld gap for th�s per�od, thus favour�ng the find�ng that cap�tal controls are 
effect�ve. But as we w�ll see below, the scale of the est�mated y�eld d�fferences 
of 100 to 400 bas�s po�nts dwarfs the five bas�s po�nt cred�t d�fference. 

W�th our earl�er compar�son of chiBor and offshore y�elds, cred�t d�fferences 
tended to reduce the absolute value of the observed y�eld d�fferent�als over much 
of the sample per�od. From 1999 to 2001, h�ghly rated banks deal�ng offshore 
under �nternat�onal law pa�d h�gher (�mpl�ed) y�elds than d�d domest�c ch�nese 
banks deal�ng onshore. Tak�ng �nto account the cred�t d�fference would only 
have w�dened the gap. 
An example of cross-border arbitrage on renminbi interest rates. Before 
exam�n�ng the data, �t m�ght be useful to cons�der a part�cular example of 
an arb�trage transact�on at the one-year tenor by a mult�nat�onal firm w�th a 
profitable operat�on �n ch�na. s�nce september 2003, the offshore speculat�ve 
demand to be long �n renm�nb� has g�ven the treasurer of such a firm a strong 
�ncent�ve to, �n effect, hold renm�nb� onshore and sell them forward offshore 
(that �s, lend�ng renm�nb� onshore and borrow�ng them offshore). one way of 
construct�ng such a pos�t�on �s for the affil�ate �n ch�na not to convert renm�nb� 
�nto dollars �n order to rem�t a d�v�dend to �ts parent outs�de ch�na. instead, the 
funds are reta�ned �n renm�nb� and �nvested �n the ch�nese money market. The 
y�eld on the one-year depos�t �s prox�ed by the PBc b�ll rate (one can th�nk of 
a bank tak�ng the funds �n trust and �nvest�ng �n the PBc b�ll). Thus, renm�nb� 
funds have been lent onshore. 

s�multaneously, the affil�ate borrows dollars at one-year l�bor, replac�ng 
the cash flow of the unpa�d d�v�dend from ch�na, and sells renm�nb� one year 
forward aga�nst Us dollars, say, to a hedge fund. Th�s comb�nat�on of dollar 
borrow�ng and forward pos�t�on amounts to borrow�ng renm�nb� offshore 
and convert�ng the proceeds �nto dollars, and the rate of �nterest pa�d �s (by 
construct�on) the relat�vely low NdF-�mpl�ed renm�nb� y�eld. At the year’s end, 
the renm�nb� �nvested onshore can be sold for dollars at the then-preva�l�ng 
spot exchange rate, wh�ch �s also used to determ�ne any profit or loss on the 
NdF, leav�ng the firm w�th the arb�trage ga�n between the �nterest rate �n the 
ch�nese money market and the lower offshore y�eld. Thus, by lagg�ng a current 
dollar payment—namely, the profit repatr�at�on—the firm has �n effect acqu�red 
a long renm�nb� pos�t�on and locked �n a ga�n by sell�ng �t offshore.  

one of the useful features of th�s example �s that �t shows that arb�trage 
between the onshore money market and the offshore forward market �s 
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not l�m�ted to banks. of course, not all fore�gn firms operat�ng �n ch�na are 
profitable; some have entered jo�nt ventures that constra�n such arb�trage and 
not all would be w�ll�ng to �ncrease the�r balance sheet �n ch�na. Nevertheless, 
such corporate opportun�t�es are tell�ng because otherw�se a fa�lure to equal�se 
�nterest rates could be taken to be merely a symptom of the �neffic�ency of 
ch�nese banks. instead, the profit opportun�t�es present themselves to global 
compan�es, wh�ch can be presumed to br�ng to ch�na eff�c�ent treasury 
operat�ons and �ndeed the benefit of hav�ng operated w�th�n and around cap�tal 
controls �n other econom�es.

onshore–offshore renm�nb� y�eld d�fferent�als based on three-month 
chiBor

our earl�er analys�s compared a domest�c �nterest rate—the so-called three-
month chiBor—w�th the offshore renm�nb� rate �mpl�ed by three-month 
NdFs and dollar l�bor. We found econom�cally very s�gn�ficant d�fferences. 
F�gure 14.2 compares the three-month y�eld gap for the renm�nb� w�th As�an 
peers for the per�ods 1999–2001 and 2002–04. The absolute value of the gap 
between renm�nb� y�elds onshore and offshore averaged 250–300 bas�s po�nts 
�n the five years to early 2004. Th�s placed ch�na �n the m�ddle of our sample 
and �ndeed �s very w�de compared w�th the onshore–offshore d�fferent�al of 
50–100 bas�s po�nts for the korean won �n the same per�od, and a gap of 20–30 
bas�s po�nts observed for the Japanese yen before cap�tal controls were l�fted 
�n the early 1980s (otan� and T�war� 1981). The narrow�ng of the d�fferent�als 
�n 2002–04 was �n fact less ev�dent �n the case of ch�na than for most of the 
other As�an currenc�es.

An updated est�mate of the y�eld gap for 1999–2006 reveals an even b�gger 
average gap of 310 bas�s po�nts �n absolute value and also suggests several 
d�st�nct phases of market cond�t�ons (F�gure 14.3). in general, �f controls b�nd, 
one would expect offshore rates to be above onshore rates when market 
part�c�pants are pos�t�on�ng for renm�nb� weakness and the net d�rect�on of 
flows of funds �s outward. conversely, offshore rates would fall below onshore 
rates when pos�t�on�ng favours renm�nb� strength and funds are seek�ng to 
enter ch�na. 

in the per�od from the east As�an f�nanc�al cr�s�s through unt�l early 
2001, the we�ght of offshore pos�t�on�ng was �n the d�rect�on of a weaken�ng 
renm�nb�, result�ng �n h�gher y�elds offshore. Then followed a per�od of smaller 
d�fferences dur�ng 2001–02, wh�ch saw offshore rates below those onshore, but 
w�th a gap of less than 150 bas�s po�nts. Th�s per�od featured more balanced 
pos�t�on�ng on the renm�nb�. W�th the �ntens�ficat�on of publ�c pressure from 



274

China—Linking Markets for Growth

F�
gu

re
 1

4.
2 

 A
ve

ra
g

e 
ab

so
lu

te
 o

n
sh

or
e–

of
fs

h
or

e 
yi

el
d

 s
p

re
ad

s,
 1

99
9–

20
01

 a
n

d
 2

00
2–

20
04

 (�
n 

ba
s�

s 
po

�n
ts

)

0

10
0

20
0

30
0

40
0

50
0

60
0

PH
IN

ID
C

N
TW

K
R

Ja
n 

19
99

–D
ec

 2
00

1

Ja
n 

20
02

–F
eb

 2
00

4

0

10
0

20
0

30
0

40
0

50
0

60
0

70
0

80
0

PH
IN

ID
C

N
TW

K
R

Ja
n 

19
99

–D
ec

 2
00

1

Ja
n 

20
02

–F
eb

 2
00

4

N
o

te
s:

 P
h

 P
h�

l�p
p�

ne
s,

 iN
 in

d�
a,

 id
 in

do
ne

s�
a,

 c
N

 c
h�

na
, T

W
 T

a�
w

an
 (c

h�
na

), 
k

r
 k

or
ea

. 
S

o
u

rc
e:

 m
a,

 G
., 

h
o,

 c
. a

nd
 m

cc
au

le
y,

 r
.N

., 
20

04
. ‘

Th
e 

m
ar

ke
ts

 fo
r 

no
n

-d
el

�v
er

ab
le

 fo
rw

ar
ds

 �n
 A

s�
an

 c
ur

re
nc

�e
s’

, B
is

 Q
ua

rt
er

ly
 r

ev
�e

w
, J

un
e:

81
–9

4.

A
ve

ra
ge

 a
bs

ol
ut

e 
sp

re
ad

s
ta

nd
ar

d 
de

v�
at

�o
n 

of
 th

e 
ab

so
lu

te
 s

pr
ea

d



275

How effective are China’s capital controls?

trad�ng partners on ch�na’s exchange rate pol�cy �n september 2003, however, 
offshore y�elds dropped substant�ally below the�r onshore counterparts. The 
we�ght of offshore pos�t�on�ng was �n the d�rect�on of a strengthen�ng renm�nb�. 
As ch�nese compan�es converted dollar hold�ngs or borrow�ngs �nto renm�nb�, 
reserve growth accelerated, far exceed�ng the pace that could be expla�ned by 
the current account surplus and d�rect �nvestment �nflows. The average y�eld 
gap w�dened to more than 360 bas�s po�nts from January 2003 to Apr�l 2006. The 
gap reached a peak of 800 bas�s po�nts �n m�d 2005, when the �mpl�ed offshore 
y�eld fell well below zero.6 s�nce the July 2005 pol�cy change, however, the y�eld 
gap has narrowed markedly—to less than 200 bas�s po�nts. 

The pr�nc�pal message based on our prev�ous and more updated est�mates 
of three-month tenor of the chiBor and renm�nb� NdF �s that the onshore–
offshore gap �n the renm�nb� y�elds has been pers�stently substant�al �n absolute 
terms and �ts s�gn has been cons�stent w�th preva�l�ng market pressures. in 
other words, h�therto, ch�na’s cap�tal controls have prevented suffic�ent cross-
border arb�trage to equal�se onshore and offshore short-term y�elds.

F�gure 14.3  The onshore less offshore renminbi yields, based on three-
month CHIBOR, 1998–2006 (�n bas�s po�nts)
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onshore–offshore renm�nb� y�eld d�fferent�als based on PBc b�lls

The above find�ng that offshore renm�nb� y�elds have traded cons�stently below 
those onshore �n the past two years �s confirmed by another test based on a 
newly ava�lable and more l�qu�d benchmark money-market y�eld �n renm�nb� �n 
ch�na. As noted above, the �ntroduct�on of a weekly auct�on of PBc b�lls �n early 
2004 has prov�ded an alternat�ve bas�s for compar�son of domest�c renm�nb� 
money-market y�elds w�th the renm�nb� y�elds �mpl�ed by the NdFs traded 
offshore. Th�s more tell�ng and updated test—cover�ng the two and half years 
between Apr�l 2004 and November 2006—produces a much smoother est�mate 
of the y�eld gap, cons�stent w�th better l�qu�d�ty �n both markets (F�gure 14.4).

Th�s more refined and updated test based on trad�ng �n l�qu�d market 
segments offers further ev�dence of b�nd�ng controls. From Apr�l 2004 to Apr�l 
2007, the one-year PBc b�ll y�elded, on average, 250 bas�s po�nts more than the 
y�eld �mpl�ed by the offshore NdF. Th�s gap of 250 bas�s po�nts compares w�th 
an average of 320 bas�s po�nts based on the three-month chiBor. Both suggest 
two d�st�nct phases �n the y�eld gaps s�nce Apr�l 2004. Before the July 2005 pol�cy 
move, the gap was w�der and more volat�le, react�ng to pol�cy comments and 
market rumours. The average spread for th�s first phase was about 400 bas�s 
po�nts on both est�mates. After the July 2005 pol�cy sh�ft, the y�eld gap shrank 
to 100–200 bas�s po�nts for three-month chiBor and the one-year PBc b�ll 
auct�on y�elds and stayed there unt�l the gaps w�dened aga�n �nto 2007. 

onshore–offshore y�eld gaps s�nce the July 2005 pol�cy change

how should th�s convergence of offshore to onshore renm�nb� y�elds �n 2005–06 
be �nterpreted? it �s remarkable that the onshore–offshore �nterest d�fferent�al 
narrowed sharply �n the wake of the July 2005 pol�cy change and rema�ned 
qu�te narrow unt�l the end of 2006. Those observers w�th a pr�or conv�ct�on 
that cap�tal controls lost effect�veness �n the presence of grow�ng cross-border 
flows m�ght read the reduct�on of the onshore–offshore renm�nb� �nterest rate 
d�fferent�al as demonstrat�ng the�r conv�ct�ons. Th�s poss�ble �nterpretat�on �s 
s�mple. We offer a more nuanced �nterpretat�on that allows scope for pol�cy 
and temporary opportun�t�es to evade controls. 

regard�ng pol�cy, we see the �n�t�al narrow�ng of the onshore and offshore 
renm�nb� y�eld d�fferent�al as a chosen outcome of pol�cy rather than as a 
forced outcome of the we�ght of money. in the approach to the depegg�ng, the 
ch�nese author�t�es doubtless apprec�ated the r�sk of a market react�on to any 
managed ex�t strategy. in these c�rcumstances, prudence m�ght suggest a 
pol�cy of not rely�ng too heav�ly on cap�tal controls, even �f these were judged 
generally effect�ve. As �t happened, r�s�ng Us �nterest rates offered the opt�on 



277

How effective are China’s capital controls?

of what m�ght be termed an opportun�st�c pol�cy of uncovered �nterest par�ty. 
Thus, �n the months before and after July 2005, ch�nese author�t�es w�dened 
the renm�nb�–dollar �nterest gap by reduc�ng the one-year PBc b�ll rate through 
pol�cy rate cuts aga�nst the backdrop of r�s�ng Us pol�cy rates. Th�s opened up 
a 3–4 per cent gap between Us dollar and renm�nb� y�elds. 

Then after July 2005, the ch�nese author�t�es shaped expectat�ons of a 3–4 
per cent annual apprec�at�on through statements and the actual pace of the 
spot crawl. indeed, market expectat�ons seemed to have been remarkably 
well conta�ned dur�ng the trans�t�on (ma and mccauley forthcom�ng). The 
cons�stency of such exchange rate expectat�ons and the dollar–renm�nb� �nterest 
rate d�fferent�al served to keep onshore and offshore renm�nb� rates not too 
far out of l�ne. our �nterpretat�on suggests that the PBc de facto behaved as 
though �nterest rate par�ty were an operat�ng target �n sett�ng �nterest rates 
and the speed of the crawl, thereby poss�bly lower�ng the r�sks �nherent �n the 
reg�me trans�t�on. Th�s approach reduced rel�ance on the cons�derable cap�tal 
controls st�ll �n place, albe�t to some extent at the cost of rely�ng more on the 
non-�nterest rate �nstruments of monetary pol�cy.

F�gure 14.4  Onshore less offshore NDF-implied yields, 2004–2007 (�n 
bas�s po�nts)
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There were also temporary opportun�t�es to evade the cap�tal controls that 
arose because of the lag between market development and the art�culat�on of 
cap�tal controls. in part�cular, the development �n 2006 of an onshore forward 
market m�ght have added a new channel for �nflows that helped to narrow the 
onshore–offshore d�fferent�al. An onshore renm�nb� forward market was first 
�ntroduced �n late 2005.7 Th�s onshore forward market allowed some players w�th 
a presence �n both the onshore and offshore markets to engage �n arb�trage. 
in part�cular, such players could buy renm�nb� forward �n the onshore market 
(at relat�vely h�gh �mpl�ed �nterest rates) and s�multaneously sell renm�nb� 
forward �n the offshore market (at relat�vely low �mpl�ed �nterest rates). much l�ke 
borrow�ng renm�nb� offshore and plac�ng renm�nb� onshore, such transact�ons 
would tend to ra�se the offshore �nterest rates towards domest�c �nterest rate 
levels, br�ng�ng the onshore and offshore forward curves closer to each other 
than otherw�se. such transact�ons were apparently made poss�ble by a lacuna 
�n the onshore prudent�al regulat�on of net fore�gn currency pos�t�ons for banks, 
wh�ch set l�m�ts on net spot but not forward pos�t�ons. in effect, the development 
of the onshore forward market created a temporary channel for arb�trage, 
though not one w�de enough to ra�se offshore rates to domest�c levels. 

our nuanced �nterpretat�on �s supported by development s�nce early 2007, 
when the onshore–offshore renm�nb� y�eld gaps started w�den�ng aga�n to 
more than 300 bas�s po�nts, putt�ng cap�tal controls to a stronger test. in our 
v�ew, th�s latest w�den�ng has less to do w�th the resurgent efficacy of cap�tal 
controls than w�th a part�al reversal of the above factors. in response to the 
�nflows related to arb�trage between the offshore and emerg�ng onshore forward 
markets, ch�nese author�t�es have, s�nce the th�rd quarter of 2006, t�ghtened 
the rules. measures taken have �ncluded an expl�c�t proh�b�t�on of onshore 
�nst�tut�ons from part�c�pat�ng �n the offshore NdF market, an �nclus�on of 
forward pos�t�ons �n the new prudent�al regulat�ons of net bank fore�gn currency 
pos�t�ons and a sharp reduct�on �n the de facto ce�l�ng on ch�nese res�dents 
br�ng�ng dollars onshore.8 moreover, s�nce m�d 2006, the accelerated pace of 
spot apprec�at�on and the larger recorded trade surpluses have cond�t�oned 
market expectat�ons of future apprec�at�on, forc�ng the �mpl�ed offshore y�elds 
to return to zero or even �nto negat�ve terr�tory. s�nce the one-year PBc b�ll y�eld 
rebounded from a low of 1.5 per cent about m�d 2005 to 2.8 per cent by late 
2006, the onshore–offshore y�eld gap w�dened further.

in total, the w�de d�fferences between onshore and offshore renm�nb� 
�nterest rates po�nt to the efficacy of cap�tal controls. most recently, the ch�nese 
author�t�es gu�ded domest�c �nterest rates and expectat�ons of apprec�at�on 
�nto broad cons�stency w�th r�s�ng Us dollar �nterest rates to reduce the r�sks 
�nherent �n the �n�t�al exchange rate reg�me sh�ft. The result�ng one percentage 
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po�nt gap between onshore and offshore renm�nb� y�elds m�ght have been 
des�red �n order to lessen the pol�cy burden on cap�tal controls, wh�ch have 
been b�nd�ng but not watert�ght. The exper�ence w�th the onshore forwards �n 
2005–06, however, suggests that ma�nta�n�ng effect�ve cap�tal controls gets 
harder w�th the development of financ�al markets and further deregulat�on of 
cross-border transact�ons. The w�der y�eld gaps s�nce early 2007 nevertheless 
po�nt to a reg�me of st�ll-b�nd�ng cap�tal control �n ch�na. 

Price measures: tests of uncovered interest parity

The fa�lure of the onshore and offshore renm�nb� y�elds to equal�se through 
cross-border arb�trage �nd�cates that cap�tal controls b�te. Th�s �n turn po�nts 
to a degree of monetary �ndependence �n ch�na. Th�s sect�on addresses th�s 
quest�on d�rectly by first assess�ng the relat�onsh�p between short-term y�elds 
�n ch�na and the Un�ted states and then by compar�ng the renm�nb�–dollar 
short-term �nterest rate gap w�th those of the hong kong dollar–Us dollar and 
euro–Us dollar pa�rs. 

interest rate d�fferent�als �n a per�od of de facto fixed exchange rates 

ch�na and the Un�ted states went through very d�st�nct �nterest rate cycles 
between 1996 and 2006, desp�te the de facto dollar peg of the ch�nese renm�nb� 
unt�l July 2005. F�gure 14.5 reveals s�zeable and susta�ned, albe�t vary�ng, 
d�fferent�als between short-term renm�nb� y�elds �n ch�na and the Us dollar 
y�elds �n the Un�ted states and the Un�ted k�ngdom. Y�eld d�fferent�als, whether 
measured �n terms of pol�cy rates or short-term money market rates, have 
generally been 100 bas�s po�nts or more �n absolute value. in sum, exper�ence 
between the t�ghten�ng of the peg to the dollar �n 1997 and �ts loosen�ng �n m�d 
2005 suggested that ch�nese monetary author�t�es could st�ll set a somewhat 
�ndependent domest�c pol�cy (even �n the face of cap�tal flows respons�ve to 
the result�ng y�eld gap, as shown below). 

cheung et al. (2003) fit autoregress�ve models to the short-term �nterest rate 
d�fferent�al between ch�na and the Un�ted states and find that 

…the lagged uncovered �nterest d�fferent�al var�ables are pos�t�vely s�gn�ficant 
and �nd�cat�ve of strong pers�stence…if mon�es are free to move across 
markets, arb�trage can generate profits based on the pattern of pers�stent 
dev�at�on and help restore the par�ty. however, th�s k�nd of arb�trage act�v�ty �s 
qu�te d�fficult, espec�ally �n the short run, g�ven the preva�l�ng cap�tal controls 
�n the Prc (cheung et al. 2003:11). 

Another find�ng of cheung et al. (2003) has been read by e�chengreen (2004) 
as �nd�cat�ng that the cap�tal controls have become less effect�ve over t�me. 
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in part�cular, cheung et al. (2003) report a stat�st�cally s�gn�ficant downward 
trend �n the �nterest rate d�fferent�al �n the sample per�od from January 1996 to 
may 2002.9 e�chengreen’s �nterpretat�on �s weakened, however, s�nce the result 
depends on data from the early to m�d 1990s. recall that ch�na exper�enced a 
bout of moderately h�gh �nflat�on—reach�ng 20 per cent—�n 1994–95, tr�gger�ng 
a dracon�an t�ghten�ng by the author�t�es. The one-month ch�nese �nterbank 
rate rema�ned at double-d�g�t levels �n 1995–97 and rema�ned at 6–8 per cent 
throughout 1998. only after the east As�an financ�al cr�s�s had del�vered sharp 
deflat�onary shocks to the ch�nese economy through �ts apprec�at�on of the 
effect�ve exchange rate of the renm�nb� d�d ch�nese pol�cymakers cut �nterest 
rates repeatedly. 

We test the follow�ng three hypotheses: that the Us dollar–renm�nb� �nterest 
rate d�fferent�al (�n absolute terms) �s s�gn�ficantly d�fferent from zero; that the 
d�fferent�al has shown a decl�n�ng trend; that the average d�fferent�al or �ts trend 
changed dur�ng the sample per�od. our tests are based on the three measures 
of �nterest rates �n F�gure 14.6 for July 1997 and July 2005 and allow for poss�ble 
datum breaks w�th�n th�s sample per�od. Table 14.1 reports the test results, 
confirm�ng the v�ew that ch�na’s cap�tal controls rema�n effect�ve. 

F�gure 14.5  Domestic renminbi yields less US dollar yields, 1997–2005 
(�n bas�s po�nts)
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F�rst, for the whole sample per�od from 1997 to 2005, or for subsamples, the 
absolute values of the dollar–renm�nb� nom�nal �nterest rate d�fferent�als d�ffer 
s�gn�ficantly from zero for all three �nterest rate measures. secondly, though 
�t appears from the ent�re sample per�od that the d�fferent�al was trend�ng 
downwards, the hypothes�s of a decl�n�ng trend �n the dollar–renm�nb� �nterest 
rate d�fferent�als �s rejected w�th�n the subsamples.

F�nally, when the data are allowed to determ�ne the most l�kely sh�ft po�nt, the 
tests reject the null hypothes�s of no break. in part�cular, �nduct�on �dent�fies a 
break �n the ne�ghbourhood of m�d 2001—roughly the m�d po�nt of the sample 
per�od. G�ven th�s break, the absolute s�zes of the �nterest rate d�fferent�als 
between the renm�nb� and the Us dollar are narrower for the second half of 
the sample than for the first half, but rema�n substant�al stat�st�cally. As noted, 
however, there �s l�ttle ev�dence of a decl�n�ng trend w�th�n the subsamples, 
and �ndeed we find the wrong s�gn for the est�mated trend coeffic�ents �n all 
cases. 

The econometr�c ev�dence �n Table 14.1 confirms the hypothes�s of s�gn�ficant 
renm�nb�–Us dollar �nterest rate d�fferent�als. Th�s �s a strong statement that, 
on average, ch�na’s cap�tal controls have been effect�ve �n ma�nta�n�ng a wedge 
between �nterest rates on the Us dollar and renm�nb�, desp�te the de facto dollar 
peg of the renm�nb�. our stat�st�cal tests do not support the hypothes�s of a 
decl�n�ng trend �n the �nterest rate d�fferent�als, once a break �n the sample �s 
allowed. in part�cular, dur�ng 2001–05, when ch�na deepened �ts part�c�pat�on 
�n the global economy cons�derably and controls were generally relaxed, the 
est�mated trend convergence of short-term �nterest rates has the wrong s�gn �n 
all of the cases. if closer financ�al �ntegrat�on forces �nterest rate convergence 
g�ven exchange rate stab�l�ty, �t �s hard to account for the lack of convergence 
�n more recent years. 

Thus, the d�st�nct �nterest rate cycles �n ch�na and the Un�ted states 
support the �dea that ch�na’s cap�tal controls have bound suffic�ently to prov�de 
pol�cymakers some degree of short-term monetary autonomy under a de facto 
dollar peg.10 We �nterpret the observed convergence of pol�cy rates �n the 1990s 
as ow�ng more to �nflat�on convergence than to weaker cap�tal controls. rather 
than happenstance, the �nflat�on and �nterest rate convergence �n 1996–2000 
can be seen as reflect�ng the dollar peg’s prov�s�on of a useful med�um-term 
monetary anchor through pr�ces for traded goods.11 What matters for the present 
analys�s, however, �s that, �n the context of low �nflat�on �n both countr�es, 
cap�tal controls have perm�tted ch�nese �nterest rates to d�verge from those of 
the Federal reserve, notw�thstand�ng the exchange rate l�nkage.
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relat�ve monetary �ndependence

it m�ght be argued that the y�eld d�fferent�als just cons�dered are not w�de 
enough to �nd�cate monetary �ndependence. Th�s object�on suggests the 
usefulness of some benchmarks. how do the d�fferent�als between the domest�c 
renm�nb� y�elds and Us dollar y�elds compare w�th those between the hong 
kong dollar and Us dollar y�elds as well as those between the euro and Us 
dollar y�elds? As a small open economy, hong kong has a dollar-based currency 
board system and no cap�tal controls whatsoever. The euro area, on the other, 
�s a large economy, but one w�th a flex�ble exchange rate and an open cap�tal 
account. The latter �s a much more str�ngent test than a benchmark based on the 
Us dollar–hong kong dollar pa�r. Any s�m�lar�ty �n dollar and euro y�elds cannot 

Table 14.1  Renminbi–US dollar interest rate differential

Y = d�fferent�al between the PBc lend�ng rate and Us Federal fund rate
(1) Y = 194.5 – 0.73 T Adj-r2 = 0.033; dW = 0.119
 (4.10)**  (–1.05)
   
(2)  Y = 152.8 d1 + 106.5 d2 + 1.57 T1  + 0.79 T2 Adj-r2 = 0.11; dW = 0.145

 (1.89)*        (4.28)**      (0.65)   (0.66) Wald Tests: F(2, 93) = 2.06

Y = d�fferent�al between three-month ch�nese repo and three-month Us T-b�ll
(1) Y = 266.0 – 1.87 T Adj-r2 = 0.155; dW = 0.153 
 (5.4)**   (–2.82)**
   
(2)  Y = 186.3 d1 + 47.9 d2 + 2.69 T1 + 1.88 T2 Adj-r2 = 0.413; dW = 0.287

 (2.39)**       (1.86)*     (1.1)    (1.89)* Wald Tests: F(2, 132) = 9.48

Y = d�fferent�al between three-month chiBor and l�bor
(1) Y = 272.0 – 2.02 T Adj-r2 = 0.218; dW = 0.258
 (5.83)**   (–2.96)**
  
(2)  Y = 274.6 d1 + 64.0 d2 – 1.35 T1 + 1.64 T2 Adj-r2 = 0.334; dW = 0.327

 (3.75)**       (2.87)**     (–0.6)    (1.65)* Wald Tests: F(2, 132) = 7.19

Notes: All dependent var�ables are expressed �n absolute value. T = l�near trend; T1 (T2) = 
l�near trend for the first (second) per�od; d1 (d2) = dummy var�able for the first (second) 
per�od. Newey-West est�mat�on on the monthly data for July 1997 and July 2005: accord�ng 
to the log l�kel�hood rat�os, the most l�kely break�ng po�nts vary but concentrate around may, 
June and July 2001, so we �mpose a common break po�nt at June 2001. The Wald Test stat�st�cs 
are for the jo�nt null hypothes�s of equal �ntercepts and slopes. Numbers �n parentheses are 
t-stat�st�cs: ** �nd�cates 5 per cent s�gn�ficance; * �nd�cates 10 per cent s�gn�ficance. 
Source: Authors’ calculat�ons.



283

How effective are China’s capital controls?

reflect the exchange rate pol�cy of the euro area (unl�ke, say, any s�m�lar�ty �n 
Us dollar and hong kong dollar y�elds). 

The hong kong dollar–Us dollar benchmark h�ghl�ghts the efficacy of cap�tal 
controls �n ch�na, s�nce hong kong has complete cap�tal mob�l�ty but ch�na has 
ma�nta�ned substant�al controls, yet both l�nked the�r currenc�es t�ghtly to the 
Us dollar. As expected, the hong kong dollar–Us dollar y�eld pa�rs exh�b�t much 
narrower and more stable d�fferent�als and much h�gher correlat�ons than do 
the chiBor–l�bor pa�rs at one-week and three-month matur�t�es (Table 14.2). 
in part�cular, the h�bor–l�bor correlat�ons are close to un�ty, compared w�th less 
than one-th�rd for the chiBor–l�bor pa�rs. Th�s �s a class�c case of a small open 
economy choos�ng a fixed change rate and g�v�ng up �ts monetary autonomy, 
regardless of the respect�ve bus�ness cycles. hence the hong kong dollar–Us 
dollar benchmark �s h�ghly advantageous to our argument that ch�na’s cap�tal 
controls have substant�ally h�ndered cross-border arb�trage. one drawback of 
us�ng the hong kong dollar–Us dollar benchmark, however, �s that �t can only 
suggest that ch�na’s �nterest rate sett�ng has more room to manoeuvre than 
an economy w�th very l�ttle such room. 

A more str�ngent test based on the euro–Us dollar benchmark—where there 
�s a strong presumpt�on of autonomy �n �nterest rate sett�ng—st�ll supports 
our arguments. it �s more str�ngent because, even w�th other th�ngs be�ng 
equal, the sheer s�ze of the euro area or of ch�na would secure �tself greater 
autonomy relat�ve to hong kong. The euro–Us dollar y�eld pa�rs have narrower 
and more stable d�fferent�als than do the renm�nb�–Us dollar pa�rs (Table 14.3). 

Table 14.2  Interbank rate differentials: renminbi–US dollar and Hong 
Kong dollar–US dollar (bps)

 
 one-week Three-month
 chiBor– h�bor– chiBor– h�bor– 
 l�bor l�bor l�bor l�bor
Average of absolute d�fference 160.5 54.1 166.6 47.0
max�mum of d�fferent�al 173.4 71.2 213.2 99.7
m�n�mum of d�fferent�al –429.6 –222.8 –439.0 –213.0
standard dev�at�on 181.4 54.8 194.9 58.9
correlat�on coeffic�ent 0.32 0.97 0.21 0.97

Note: The �nterbank market offer rates are chiBor for the renm�nb�, l�bor for the Us dollar 
and h�bor for the hong kong dollar. monthly data from January 1999 to march 2006.  
Source: ceic data company.
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Table 14.3  Interbank rate differentials: renminbi–US dollar and euro–
US dollar (bps)

 
 one-week Three-month
 chiBor– eur�bor– chiBor– eur�bor–
 l�bor l�bor l�bor l�bor
Average of absolute d�fference 160.47 143.45 166.64 144.56
max�mum of d�fferent�al 173.36 190.04 213.16 166.81
m�n�mum of d�fferent�al –429.58 –281.50 –439.01 –284.07
standard dev�at�on 181.39 156.60 194.88 157.37
correlat�on coeffic�ent 0.32 0.58 0.21 0.60

Note: The �nterbank market offer rates are chiBor for the renm�nb�, l�bor for the Us dollar 
and eur�bor for the euro; monthly data from January 1999 to march 2006.  
Source: ceic data company.

more tell�ngly, for the per�od under cons�derat�on, eur�bor and l�bor exh�b�t 
greater pos�t�ve co-movements than do the chiBor and l�bor. These results 
hold as well across spl�t samples. Thus, the ev�dence from �nterbank market 
y�elds suggests that ch�na—w�th a fixed exchange rate and cont�nued cap�tal 
controls—does not �mport �ts �nterest rate pol�cy from the Un�ted states to any 
greater extent than the euro area. Th�s observat�on �s cons�stent w�th the v�ew 
that cap�tal controls �n ch�na rema�n b�nd�ng.

Conclusion

The analys�s �n th�s chapter f�nds that ch�na’s cap�tal controls rema�n 
substant�ally b�nd�ng. They prevent the equal�sat�on of onshore renm�nb� 
y�elds and those �mpl�ed by offshore NdFs. We also find that the observed 
convergence of short-term �nterest rates between ch�na and the Un�ted states 
was more character�st�c of the m�d to late 1990s than of the years s�nce. W�th �ts 
rema�n�ng cap�tal controls, ch�na’s short-term �nterest rate sett�ng seems less 
�mported from the Un�ted states than e�ther that of hong kong (as a small open 
economy w�th a hard dollar peg) or that of the euro area (as a large economy 
w�th a flex�ble exchange rate). 

The part�al convergence of onshore and offshore renm�nb� y�elds dur�ng 
m�d 2005 and late 2006 �s �nterpreted as reflect�ng the author�t�es’ cho�ce to 
act as though they were bound by �nterest rate par�ty. That �s, �n the trans�t�on 
from the pegged reg�me, the ch�nese author�t�es found �t conven�ent to take 
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the burden off the cap�tal controls by s�gnall�ng a rate of apprec�at�on aga�nst 
the dollar that was broadly cons�stent w�th the Us dollar–renm�nb� �nterest 
rate d�fferent�al. We also recogn�se an element of un�ntended and temporary 
relaxat�on of cap�tal controls result�ng from financ�al market development 
gett�ng ahead of the controls. The latest onshore–offshore gaps have, however, 
w�dened and rema�n large; and �t appears that the author�t�es are aga�n test�ng 
the effect�veness of cap�tal controls.

over t�me, financ�al market development and further lessen�ng of controls 
should pave the way for phased �ntegrat�on of ch�na �nto the global market, 
and w�ll d�m�n�sh the �mportance of the rema�n�ng controls. Nevertheless, 
our find�ngs of b�nd�ng cap�tal controls �n ch�na could also help shed l�ght on 
how pol�cymakers �n ch�na w�ll pace the country’s cont�nu�ng cap�tal account 
l�beral�sat�on. our analys�s suggests that the cho�ces regard�ng l�beral�sat�on 
w�ll affect more than the form of �nflows.  

Notes

1 lane and m�les�-Ferrantt� (2006) find that ch�na’s stock of �nternat�onal assets and l�ab�l�t�es 
has barely kept pace w�th the global stock, �n contrast w�th ch�na’s grow�ng share of global 
GdP and �nternat�onal trade. They compare asset/l�ab�l�ty stocks w�th GdP flows, wh�le we 
compare two types of �nternat�onal flows. on our measure, ch�na’s financ�al �ntegrat�on �s 
outpac�ng �ts trade �ntegrat�on.

2 Gross cap�tal account flows are l�kely underest�mated relat�ve to gross current account flows 
because some cap�tal flows take the form of current account transact�ons �n order to avo�d 
offic�al restr�ct�ons (see below). Also, most reported bank-related gross flows represent 
changes between two dates and do not capture any �nterven�ng gross flows. 

3 For related l�terature on cap�tal mob�l�ty and controls, see Frankel (1992) and otan� and T�war� 
(1981). cap�tal controls are also d�scussed �n the contexts of l�beral�sat�on sequence (Frankel 
2004; Prasad et al. 2005) and financ�al contag�on (kawa� and Takag� 2001). An overv�ew of the 
As�an NdF markets can be found �n ma et al. (2004) and debelle et al. (2006). The key �nter-bank 
�nterest rates used �n th�s chapter are london �nter-bank offer rate (l�bor) for the Us dollar, 
the ch�nese �nter-bank offer rate (chiBor) for the renm�nb� and hong kong �nter-bank offer 
rate (h�bor) for the hong kong dollar.

4 The PBc �ntroduced a new set of benchmark �nterbank money market reference rates, 
shangha� interbank offered rates (shiBor), �n January 2007. 

5 China Money, No. 2, 2006:76.
6 Negat�ve nom�nal �nterest rates �mpl�ed by the pr�c�ng of forward exchange rates are not pr�ma 

fac�e ev�dence of an �neffic�ent market. it m�ght be recalled that, dur�ng the per�od of zero yen 
�nterest rates, fract�onally negat�ve �nterest rates �n yen were �mpl�ed by yen–dollar swaps. 
What kept the negat�ve �nterest rate only fract�onally negat�ve was fore�gn banks park�ng 
the yen funds �n non-�nterest-bear�ng current accounts at the Bank of Japan. The analogy 
�s �mperfect because the negat�ve �nterest rate �n yen ava�lable to fore�gn banks reflected 
the cred�t stand�ng of the Japanese banks and the�r need to ra�se dollars. But the analogy �s 
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useful �n that �t h�ghl�ghts the fact that �n the ch�nese case controls prevented non-res�dents 
from obta�n�ng �nterest-bear�ng or even non-�nterest-bear�ng long pos�t�ons �n the renm�nb� 
onshore, so some were w�ll�ng to pay �nterest on long forward pos�t�ons offshore. 

7 in the onshore forward and swap market, the forward rates have been pr�ced pr�mar�ly by 
d�fferent�als between onshore �nterest rates and Us dollar �nterest rates and made ava�lable 
ma�nly for hedg�ng for real underly�ng transact�ons. 

8 A ch�nese �nd�v�dual now can br�ng onshore only a max�mum of Us$50,000 per annum under 
the current account, down from a prev�ous de facto ce�l�ng of Us$300,000. 

9 The authors caut�on: ‘[t]here �s a subtlety �nvolved �n us�ng par�ty cond�t�ons to evaluate the 
level of �ntegrat�on. When a par�ty cond�t�on �s rejected, then…d�m�nut�ons of dev�at�ons may 
be due e�ther to greater econom�c �ntegrat�on, greater convergence of econom�c pol�c�es, or 
both’ (p.6). We �ncl�ne to pol�cy convergence. 

10 indeed, Granger causal�ty tests suggest that of the three �nterest rate pa�rs shown �n F�gure 
14.6, none of the causal�ty runs from the Us rate to the ch�nese rate. indeed, the null hypothes�s 
that the three-month ch�nese repo y�eld does not cause the three-month Us Treasury b�ll y�eld 
cannot be rejected. Th�s runs counter to the general v�ew that the Un�ted states �s a global 
�nterest rate setter and ch�na a follower. 

11 robert mundell and ron mck�nnon have long stressed the �mportance of the renm�nb�’s de 
facto dollar peg as a cred�ble nom�nal anchor. it rema�ns, however, an emp�r�cal quest�on as 
to how much of the �nflat�on convergence should be attr�buted to th�s anchor as opposed to 
strong-arm ch�nese macro controls. The Us Federal reserve t�ghtened aggress�vely from 1994 
to m�d 1995 when the renm�nb� was first stab�l�sed aga�nst the Us dollar. in the next three 
years, the Federal reserve eased somewhat wh�le former ch�nese Prem�er Zhu rongj� took 
forceful measures to control domest�c �nflat�on unt�l the east As�an financ�al cr�s�s del�vered 
strong deflat�onary shocks to the ch�nese economy. 
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Appendix

The spread between onshore y�elds and NdF-�mpl�ed offshore y�elds

in the absence of cap�tal controls, the forward exchange rate of the home 
currency �s l�nked by arb�trage to �ts spot rate and the �nterest rate d�fferent�al 
between the home currency and the dollar through the covered �nterest par�ty 
cond�t�on (ma et al. 2004).

F = s(1+r)/(1+r$)

where ‘F’ �s the forward rate, ‘s’ the spot rate, ‘r’ the �nterest rate on the 
home currency and r$ the dollar �nterest rate. When there are no cross-border 
restr�ct�ons, borrow�ng and lend�ng ensure that the above holds. 
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When cap�tal controls b�nd, however, non-res�dents m�ght not have full 
access to onshore cred�t or placements, g�v�ng r�se to NdFs. 

NdF = s(1+�)/(1+r$) 

where ‘�’ �s the NdF-�mpl�ed y�eld on the home currency offshore. Note that 
by defin�t�on, ‘�’ �s not constra�ned by the zero lower bound and could be 
substant�ally negat�ve. To the extent that the arb�trage between the onshore 
money market and offshore NdF market �s effect�vely constra�ned by cap�tal 
controls, the NdF-�mpl�ed offshore �nterest rate, ‘�’, can d�ffer cons�derably 
from the �nterest rate preva�l�ng �n the onshore money market, ‘r’. A large and 
pers�stent onshore–offshore spread (r – �) �nd�cates the presence of effect�ve 
cross-border restr�ct�ons. The s�gn of the y�eld gap could also reveal preva�l�ng 
market cond�t�ons: a pos�t�ve s�gn �mpl�es apprec�at�on pressures on the home 
currency �n the presence of cap�tal controls and v�ce versa. 

Wh�le a pers�stently b�g onshore–offshore y�eld gap �nd�cates market 
segmentat�on, a temporar�ly narrower gap w�ll not necessar�ly suggest less 
effect�ve cap�tal controls. one poss�b�l�ty �s that market cond�t�ons are such 
that apprec�at�on or deprec�at�on pressures on the currency are largely absent 
so that the est�mated y�eld gap �s relat�vely small. 

Another, �n pr�nc�ple equ�valent, approach �s to est�mate the �mpl�ed onshore 
y�eld on the home currency us�ng the onshore del�verable forwards and then 
to compare �t w�th the NdF-�mpl�ed offshore y�eld. Alternat�vely, one could 
compare the onshore del�verable forwards d�rectly w�th the�r NdF counterparts 
to der�ve a forward prem�um spread. The mer�ts of these d�fferent approaches 
depend �n part on data ava�lab�l�ty and market l�qu�d�ty. in ch�na’s case, these 
alternat�ve measures could become more useful over t�me, as the relevant 
onshore markets develop and data become more ava�lable. 
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Table A14.1  Credit default swap rates for People’s Republic of China and 
British Bankers Association’s Libor panel banks (at the one-
year matur�ty �n 2004–2006, �n bas�s po�nts)

issuer low h�gh Average

People’s republ�c of ch�na 5.4 27.6 11.2

Us dollar l�bor panel members:   
Bank of Amer�ca 2.7 24.6 6.8
Barclays 5.0 9.0 6.9
c�t�bank 1.9 15.5 4.7
hBos 1.8 9.0 4.5
hsBc 2.2 9.8 4.2
JP morgan chase 1.3 23.0 4.9
lloyds 1.9 6.5 3.4
BmTU 6.8 63.0 19.0
Nor�nchuk�n 5.8 20.0 9.4
rabobank 3.4 11.9 5.9
royal Bank of scotland 2.7 6.2 4.0
royal Bank of canada 2.0 11.4 5.1
UBs 1.9 7.3 3.5
WesT lB 2.8 22.8 6.9

Average across banks 3.0 17.1 6.4

Source: mark�t (ava�lable onl�ne at http://www.mark�t.com/market�ng/�ndex.php).
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