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China relaxes rules on foreign investment 
>By Geoff Dyer in Shanghai 
>Published: April 14 2006 07:51 ¦ Last updated: April 14 2006 11:40 
>> 

China is to relax restrictions on companies and individuals making financial investments 
overseas in the latest stage in the government’s slow-burning strategy to loosen capital 
controls.

The rule changes were announced to coincide with preparations for President Hu Jintao’s 
visit to the US next week, and are in part designed to ease pressure on China to appreciate 
its currency more aggressively.

Although analysts said the measures in themselves would have little short-term impact on 
capital flows and the currency, they were welcomed as an important signal about the 
government’s willingness to introduce a more liberal foreign exchange system.

“We believe this is a significantly positive step towards foreign exchange liberalisation,” 
said Hong Liang, an economist at Goldman Sachs in Hong Kong.

The package of changes announced by the State Administration of Foreign Exchange (Safe), 
which come into operation in May, allows individuals to buy up to $20,000 of foreign 
exchange every year ‒ up from $8,000 ‒ and simplifies the procedures.

Certain Chinese banks will be allowed to convert clients’ deposits into foreign currency to 
be invested in overseas bondmarkets, while insurance companies will be allowed to buy 
overseas fixed-income instruments. Some fund management companies will be permitted 
to use funds raised in foreign currencies to buy overseas equities, although they will not be 
allowed to convert renminbi funds for these investments.

In theory, there should be huge demand from Chinese investors for overseas assets given 
the volatile performance of the domestic stockmarket and low returns on domestic fixed-
income instruments ‒ money market funds have a return of about 2 per cent. However, 
analysts said some investors might be reluctant to convert renminbi assets at the moment 
because they hope the currency will appreciate further.

Stephen Green, an economist at Standard Chartered in Shanghai, said the new rules would 
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not necessarily increase the amount of Chinese funds flowing into US Treasuries, because 
if banks buy US dollars to invest overseas, the central bank would have fewer dollars to 
invest. “These rules mean a gradual shift in who is buying US Treasuries,” he said.

The expectation of more capital outflows from the mainland has helped to boost the Hong 
Kong stockmarket over the last year. However the new rules do not restrict the locations in 
which fund managers can invest. There had been “a lot of talk before of Hong Kong being 
the first stop”, said Mr Green, but “the impact on H-shares should be really limited”. H-
shares are those of Chinese companies listed in Hong Kong.

The loosening of capital controls dovetails with work the authorities have been conducting 
to create a market infrastructure for a more flexible currency. A market-maker system has 
been introduced and currency forwards permitted, and the authorities said on Friday an 
interbank currency swaps market would be established.

Analysts said that any new outflow of capital would be more than matched in the short-
term by inflows to China. The government announced on Friday that foreign exchange 
reserves increased by $56.2bn in the first quarter to $875.1bn.

With Mr Hu arriving in Washington on Thursday, China’s critics in the US gained new 
ammunition this week when Beijing announced a $23bn trade surplus for March, a 41 per 
cent increase on last year and well ahead of expectations.
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