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Exchange Stabilization and Currency Conversions in China John BExter

The ubsndonment of the official Chinese exchange rate of 20
Chinese National dollars (CN§) for one American doller is an importunt
milestone on the road to monetary stubilizution in China. New exchenge
regulations, which becume effective Merch Ly, explicitly sbolished the
officisl rats of exchonge, thus putting Chinz on a flexible paper stundard.
On Merch 5, the Shenghei benks ennounced the new rate of 2,020 to 1, which
is within the range of bluck market rutes quoted in Shanghai during the
pest month.

The 20 to 1 rete, which had been officiel since 1941, head long
been divorcsd from rewlity oven when modified by official supplements which
brought the sffective rute first to 4O to 1 end later to as much &s 500 to
1 for favored clesscs of buyers. Meanwhile, on the black merket during
the past few months tho rete fluctuated betwooen cbout 750 to 1 znd more
than 3,000 to 1. It dropped rapidly after eerly Jenuery, when it appesrcd
to be stebilizing ot -bout 1,500 to 1, cnd in late February was quoted in.
Shanghai at 2,700 to 1. Part of thc drop may be cxplained by the gencral
rise in commodity pricus which took place et the time of the Chincse New
Year in cerly February whon thore wes & gonercl scttlemsnt of debts and a
rush ¢f commodity buying compereble to our Christmas.

The wido fluctuctions in the Chinuse price level indicate cleerly
that there cen be no setisfactory extornul stubilizetion until China hes
achieved internel stubilizution. Ono of tho most importent obstacles to

“intorrel stebilizotion is the multiplicity of currcncies in circuleation.
Aftor o bricf discussion of the present exchange rete reguletions, tho

mein tody of this article will be devoted therofore to some of tho problems
which Chine feccs in achicving intcernsl stebilization, perticulerly curroncy
unificuation.

Exchango Stebilizetion

Tho official 20 to 1 rate hus beon such an unreclistic one that
official exchange tronssctions have becun negligible. Instead, oven reputeble
businoss men wnd govermnments bought and sold frecly cnd oponly on the black
merket., Until Chinsse ports wore opeoned to trade by the collapseo of Japan,
the problem wes not too sericus beceuse the blockede hed soevered precti-
celly 11 of China's privute tradc rclutions with the outside world. The
trading thet wrs dono was limited primarily to that betwoeen the free and
tho occupicd rogions. Sinco the vnd of the wer, however, the situstion
hes grown more and more intolersblo, espocislly since China sbandened many
of its import restrictions lest fall. In ewrly Jenuary, after foreign banks
reopencd their brunches in Shenghai, it eppourcd thet trade might be mede
possible by the practice of remitting dollears (for cxemple) from the foreign
bank o the branch in Shanghai. The Shanghei payee could then withdraw the
dollars and sell them on the open market. Since theore was an emple supply
»f dollers in Shenghai, the procedurc could easily be roversed. However,
tho Chinesc goveornment prohibited the impert cnd export of currencios by
forcign brench banks, so that traders romeined as thwarted es before.
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The new exchengo regulations osteblish e system of exchenge
control under the administration of the Central Bank of Chine, Dealings
will be restrictod to banks "uppointed" by the Centrel Bank, and certain
other liconsod deslers. It is cloar that the appointed bonks, in order
to pravent speculation and arbitrego, ure expected to cet in unison in
mnouincing wny particulur oxchange rete, but thet ot the sume time the
rite is subjoet to chunge from dey to day. The Contral Bank itself will
ordinarily refrain from desling in exchunge, but it will "intervene in
the finencial merket when it is dcemed necesswry to check fluctustions of
rates." It is roported thet tho Govermment has provisionally allotted the
sun of US $500 million for this purpose. If true, the cmount scems more
then adequate considering the restrictions which have boen placed on imports.

Imports have been divided intc three cctegories: necessities,
which cen be imported frecly; somi-necessities, such as motor vehiclos,

2il products, woolens, and tobacco, which cun be imported only undor license;
end luxuries, the import of which is forbidden. As for outpayments other
than for imports, they mey be mede for logitimate personcl rcquirements or
sther "legitimate purposes wuthorized by the Contrzl Benk." Capital exports
and the import or export of foreign currencics erc prohibited.

The Centrsel Bank of China sct o rate of CN$2,020 to US$1 on
tologruphic trensfers from New York, while the loczl benks bought et
CN%1,300. These quotations valuc the CN dollar lower then had baen
gonerally expocted, but they indicete the intention of the Central Bank
ts kocp the rete o reslistie onc. If the new system is succossful, the
black merkot in oxchunge should soon ceess to exist wnd the Central Bank
should be eble to bring all forelgn oxchinge gssets within its contrel.

The now systen sppours to be wn excellont transitional wrrenge-
ment. It would be impossible under presont circumstonces to set an cofficlel
exchange rute which might be anywhore neur the egquilibrium rote. China's
exports have been negligible and her imports heve thus far been finenced
primerily by UNRRA and lend-lease. Internal prices have fluctuated wildly
since the end of the war. The open market rate in American dollars hes
hed litrle significance because it has been affected by the unususl demand
of those who seek them as o hedge ggainst infletion. The normel demends
of importers und exporters have been almost totully &absent.

The present control scheme scems designed to pormit the rete to
scek its own levael ©s normel trade rolations erc grudunlly resumed. It
will be possible for the Centrsl Bank to operate for the most pert behind
the scenes, permitting the going rate to chenge only for good recson ruther
than because of speculation. If she so cheooses, China should in time be
able to rslax tho rostrictions on imports wnd reosteblish the meneged puper
stencard which had been so well started before the wur.

Mecanwhile, the success of the cxchange stebilizetion program will
doperd ws much upon thu measures thet erc taken within China to helt the
rise in prices snd unify the currency as upon rigid cxchange control measures
or zr. adequatc stebilizetion fund. For that resson, it is worthwhile to
cxamine some of Chine's internal monotary problems, particularly that of
currcency unification.
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Currcncy Unification

Now that the Marshall mission to Chine hes considerebly improved
the prospects of China's politicsl unification, the possibility of economic
unification and stebilizwtion Locomes much more real.

The currency tangle in Chine is probebly more complex then thet
cxisting enywhere elso in the world. It is first of «ll & result of tho
politicel split in former "Freo China" itself betwoen the Chiang Koi-shek
regime cnd the Communists. It is further compliceted by China's recovery
of formerly occupied territories which hud beon held by the Japansse in
two prineipal forms: puppet regimes (Central Chine, North Chine, Manchukuo,
Inner Mongolia); and as en integral pert of the Jupanese HEmpire (Formosa).
Since such jurisdiction hud a separcte currency, the problem of wclding
them together is «n imposing one.

The table below lists tho principal currencies now circuleting
in Chine &end furnishes & rough guide to the discussion which follows:

Principal
Currency Jurisdiction Currency Issuing Agent
Chineso National Former "Freo Chine,” controlled  Contral-Benk.ef China
dollar or yuan by Nationel Govormmont
(cyg)
Communist doller Communi st-controlloed srcas Verious provincial and
or yuan (Com$) district banks
Mongo’.ian yen Irner Mongolis Mengchiang Bank
(Central Benk of
Inner Mongolia)
Centrnl Reserve Central Chine (Nanking puppet Centrel Reserve Bank
Bank dollar government)

or yuan (CRB$)

Federal Reserve North China Fedorel Ressrve Bank
Beank dollear or

yuan (FRB$)

Manchua yen Menchukuo Centrel Bank of Manchu

Formosan yen Formosa Bank of Taiwan

Chinese Notionul Dollear

The official monetary unit of China is the Chinese nationel dollar
or yuen, for which the Central Bank of China has beon the sole bank of issue
sincc 1942. Other notos, howover, continue to circulcte, pearticulerly those
issued by other govcrmnmoent banks prior to 1942, In addition, thore are
custons geld units which, before the wer, ¢s their nume implivs, had o fixed
gold contont, equal in fact to that of the United States doller, and wore
uscd primerily for the payment of customs duties. During tho war-time
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infletion, the customs gold unit has depreciated along with the CN dollar
and hes been maintained at a ratio of one CGU to CN§20 (which since 1941
has been the officicl rate of the US dollar) except when the market hes
indicebed & minor preference for the customs gold unit.

During the war, the note issue of the CN dollar expanded at a
very rapid rate, &s & result of budget deficits. This currency expension
contributed to an even more repid advance in prices. The volums of notes
outstunding increased from CN}. 1,407,000,000 in June 1937 to CN$
805,923,000,000 in October 1945 (an index of 57,300 on the basis of June
1037 = 100) and wes sccompunied by & rise in the reteil price index in
Chunglking from 100 in June 1937 to 203,000 in September 1945. Since
September, prices hcve rison still further and reached new highs &t the
time of the Chinese New Yesr in eerly February.

It is not possiblo in the present article to wnilyze the in-
flction in Chine, but it should be pointed out that evoidence of inflation
wes virtuelly impossible for the Chinese Govormment, cngagod as it wes in
o struggle for survival, deprivod of a large share of its torritory (in-
cluding most of its industrics), operating in un oconomy which provided =
vory smell excess above consumption neods, and lacking the modern weapons
of sdequete tuxation, & largo bond merket, price controls, and rationing.
In genoral, infletion in Frec China was even more severe thun in occupied
China or Manchuria. In fact, inflation in the Japanese-controlled areas
scemed to grow worse as the authority of Tokyo diminished. Thus, one could
expoch to find higher and higher prices «s he went from Jepan proper to
Formosa, to Xoresa, to Manchuria, to North Chine, end finally to Central China.

It is unfortunate from the point of view of its political prestige
that “ho National Govermment must now roplace the currencies of the Communist
and formerly Jepsnese-controlled areas with a currency whose purchesing power
has, with one exception, declincd more than the currency it replaces,

Communist Dollar

The Communists, though they have muintained the formelity of
allogiance to the National Govermment, heve nevortheless troeted their
ceonony &s though it wero un independent stutc. They strictly regulated
their trude with both Nationwl tnd occupied China. Tho Communist yuen wes
issued by several provincial cnd district banks scattercd throughout the
Communist territories. In general, its issue was better controlled than
that of the CN dollaer, very largely because the Communists were able to
collect a larger percentage of their revenues and meke a larger share of
their expenditures in kind,

Although the political settlement between the Communists end the
Kuominteng has been pretty clesrly outlined, therv hus been no indication
of the nuture of the economic settloment. At lust report, thoe Communist
yuan, which had :pprecisted in torms of CN dollars through 194l end 1945,
wes quoted at 5 to 1. It is likely thut en cexchenge of currcncies will be
cerricd out ws soon ws tho politicel settloment his procecded fur encugh.
The problem of determining an cquitable redemption rete will bo difficult,
but the berguining power of the Communists is strong snough to insurc a
consideribly morce fuvoreble conversion retce for the Communist currancy
than has beon granted the puppet notss.,



- 14 - CONFIDENTLAL

Hongolian Yen (Inner Mongolia)

Ty

The puppet "Federal Autonomous Govermment of Mongolia" wes
esteblished by the Japanese in 1937. Through its central bunk, the
Meng~-chiang Bank, it issued & Mongoliun yen whose official per was one
Jepencse yen. The issue was last reported at 124 million in 19L2. Its
rotirement is not likely to be much of a problem.

Centrel Reserve Bank Dollar (Central China und Csnton ares)

Tho puppet "National Govermment of Chine" in Nenking established
tho Central Bank of China as its bank of issue in 1941. In the early yecers
of the wer, tho volume of notes was raasonahly well controlled end prices
in the Yengtze Valley region rosec less rapidly than in Free Chine. In
1945, howcver, &s the handwriting on the Japanese well became apparent,
the nmumber of CRE notes in ecirculation increascd rapidly. By the end of
the wer, there wore probably from 3,000-5,000 billion in circuletion and
priccs in CRB currency rose higher then ocnywhere else in China. The in-
fletion was cccontusted by widesprend counterfeiting as the quality of the
officiel notes duteriorated tnd by the rumor, which muy well have becn
fostered by tho Nationsl Govermment, thut the CRB notos would be repudieted
s.ltogother, The CRB - CN§ exchenge ruto therefore dropped rapidly in
Septamber of 1945 when many people roguarded the CRB notes as worthless.

In Octeober, however, the Nuticnal Govermment decided to redecm the CRB
currcney &t the rete of 200 to 1. Redemption wes begun on November 1 in
cmounts which had to be limited by the shortege of CN currency, and is now
zlmosi comploted.

Federel Resorve Bank Dollar (North China)

The puppoet govermment in Peiping, culled the "North China
Politicsel Council," saot up as its benk of issuc the Federal Rescrve Bank
of China es long ago as 1938. The Japancso consistently pursued a feirly
conservative monctary policy end, until ths lest few rmonths of the wer,
were «ble to keop prices rether well controlled. By August 1945, however,
tho FRB note circuletion had inercascd to 132,600 million, os compired with
1,746 million in Murch 1943, Docspite the fuet thut price inercasss hud not
gone 5o fur s in Free China, the Netionel Govermment docided to retire the
FRB notes at a rete of 5 FRB to 1 CN§, « considoreble overveluwtion of CN
currency in terms of purchesing power. Tho rotirement of FRB currency has
been in process since Junucry 1 and is scheduled for completion by April 30,
acfter which FRB notes will ccasce to be legal tender.

lManchu Yen (Munchukuo)

The Menchurian currcency situction has been perticulerly chootic.
Although the note issue »f the Central Bank of Menchu at the end of August
1945 wes only Munchu Yen 8,157,000,000 (o rether rousonsble increcse of
500 por cont since December 1941), the Russian occupttion hes brought with
it ths issue of & milit.ry ruble which circulates at par with the Meanchu yen
end oxchinges st u L, to 1 roete with the domestic ruble. In addition,
Jepcnase yen continue ta circulate, os woll as CN currency brought in by
the Chincse occupying troops. Tho multiplieity of currencies plus the
genernl disorder which his accompenied the collapse of Jupan snd the Russien
oceupation has driven prices up since the end of the wer. BEven so, tho in-
fletisn is less sovore then in the rest of China.
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In an cttempt to insulete tho Menchurian cconomy from the rest
of Chine during thc trensition poriod and to preserve as much of the com-
perativoly sound moncstary situation os possible, the Chinese govermment hus
edopted quite a diffcorent policy from that edopted in Central end North Chins.
It hus docided to roplace the Menchou yen with an issuo of speecisl serip
which will be legal teonder only in Manchurie; the cxchsnge will be at a l
to 1 rote. For the time being there is no legal exchungs rute betweon the
serip and the CN dollar, although remittances may be made et & rate of
CN $13% t2 1 doller in Manchurian scrip.

The effect of tho issuo of specitcl scrip will be to protect
Monchuria aguinst an outflow of commodities which might result from a
currvnoy cxchenge thut overvaluoed the CN doller. Even with the present
precautions, goods sre being smugglod out of Manchurie, apparently peid
for with gold, the price of which hes skyrocketed in Menchuria.

When Chinu is oble t> assert her authority in Munchurie and
after the price level within Chino proper is stabilized, the problem of
retiring the scrip im favor of CN curroncy will erise. Successful rein-
tegrution of the Menchurien with the Chincse economy will depend on the
cdoption of an equiteble conversion rote.

Formosan Yen (Formosa)

Formosa, having been & purt of the Japanese Empire since 1895,
hes used the Joponese yen us its domostic currency. Its yon notes, how-
ever, wore issued by the Benk of Teiwan rather than the Bank of Japean.

Inflation in Formosa has boon centrolled sven more successfully
then in Menchuria. The noto issuc inereesed from Y 75 million in June 1937
to Y 1,10 million in December 19)Y, and Y 1,600 million in August 19L45. The
Chinoso Govermment hes adoptod the seme policy in Formosa as in Menchuria.
The yon is being converted at e 1 to 1 rate into = special scrip which agein
is logal tender only in Formose. As in Menchuria tho presumption is that the
conversion into CN currency will oweit more stable conditions in China.

The general strategy of the Chinesc Govermment in its struggle
for cconomic stebilization is now becoming apparent.

By April 30, when FRB notes cense to be legal tender, the unifi-
cetion of the currcncy will have becn schieved with threc notable exceptions
--the Communist creas, Manchurla, end Formosa. For politicel rowusons et
loast the first two of these ure likely to bs treated fairly when the time
comes to incorporatc them occonomicelly with the rest of Chine--the Communists
boesuso they will hove the strongth to bargain for fuir treatment, and
Mencharie because the Chinose Goverment is enxious to win the loyalty of
the Manchurien people.

Meanwhile, by overvaluing tho CN dollar in terms of CRB end FRB
curreacy, the Government has penalized the peonle of Central and North China
for tac bonefit of those in formor Free China. Theroe is cvidence thet these
conversions are cxorting & considereble dofletionary influence upon rrices.,
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In November and December at any rate, }he spiral »f rising costs and prices
soeris to have been definitely slowed.l

There is also some indiceticon that the Govermment will try to
reduce the budgotary deficit. Although the new budget of CN $L);,000 billion
is the largest budgot in tho country's history, the rise in prices means
thot it will not nocessarily represent a larger percentage of the country's
real iacome than in the pest. lMoanwhile, tax revenues are likely to increase
with tho rcecovery of old texos, such as the maritime customs, and the im-
position of now. Present ostimeates, which sre not likely to be very reliable,
are that the deficit will be only 25 per cent of total sxpondituros. Un-
fortunatoly, military expenditures, comprising about half the budget, promise
ts romain high in the immediate future.

Among the reasons given for adoption of the new exchango regu=-
lations is the desire of China to implement its meambership in the Inter-
national Monetory Fund and the International Bank for Reconstruction and
Dovel coment. The Govermment undoubtedly hopes that if China cen cchieve
internal stabilization it muy soon bs able to adopt en officisl exchange
rate waich could be comnunicoted to the Pund as the suggested initiel par
rate. Finally, China is evidently trying to stabilize its exchenge rate
in o»rder to improve its chances of gotting internationel loans.

1/ Tho Govermment might have givon the Centrel and Northern Chinese more

T favorable treatment by granting e better rate end froeging somc per-
contage in blocked accrunts. If c~nsidered at all, this schame was
pradably rejected as being administratively impossible under the
cirzumstances.

Now Purity of Netherlands Indies Guilder J.JH.F,

The Notherlands Bank has reostsblished, as of March 1, 1946, the
pre-war rclationship botween the Netherlands guilder and the Netherlands
Indies guilder, under which the¢ two currencies wore virtually at per with
cach osher. The relatisn had becn upset in the fell of 19l when the
Netherlands guilder wes peggod to the pound sterling at the rate of 10.65
guilders per pound while the Indies guildoer romeined peggod at the old rate
of 7.60 guilders per pound. Thec Indies guilder thus becamo worth 1.0
Netherlands guilders. The new buying und selling rates set by the Nother-
lande 3ank for the Indies guilder aro 99.75 and 100.25 guilders, respectively.
Official excheange rates betwsen the Indies guilder and othor currencies have
not yot been adjusted, but it is hardly possible for such a change to be
long ds3leyed if comnlete confusion is o be avoided. The practical effect
of the new measure will be felt meinly in the accounting procedures of
Nethorlands enterpriscs which in the period between the German invesion of
the Netherlands end the Jupanese invasion of the Indies (April 1940 - February
1942) aad moved their heedquarters to the Indies end kept their bocks in
Indies rether then Netherlands guilders. Actual commercial cond financisl
rclations betwsen the Netherlands and the Indies have rcmaincd insignificant
since liberution, and the final fate of the Indies currency will no doubt
be decided by other factors than the rate set by tho Netherlands Bank,





