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OPINION

There’s a growing consensus
that China’s banks are in trouble.
Having overextended themselves
over the past few years in a flood
of government-directed credit,
banks now must face rising prob-
lems with bad loans—a lot of this
is basic math. But myths about
how Beijing could solve the prob-
lem abound. Perhaps the most
pervasive is that the government
can always tap its $3 trillion in
foreign-exchange reserves, and so
no one should worry about a fi-
nancial crisis. The truth is very
different.

The role of reserves in any
bank bailout is a central question
now because if forex reserves
can’t save the banks, it’s possible
that nothing can. In the late
1990s, the last time Beijing faced
a banking crisis, bad loans ulti-
mately totaled more than four
trillion yuan (more than $600 bil-
lion in today’s exchange rate),
more than one-third the size of
the economy and four times na-
tional fiscal expenditures. That
was tough but ultimately man-
ageable for policy makers using a
combination of foreign strategic
investors, equity raising via par-
tial share sell-offs to outside in-
vestors and, most importantly,
the country’s forex reserves.

But since then, the economy
has tripled in size while on-bal-
ance-sheet bank lending has
reached 130% the size of the
economy. As nonperforming loans

inevitably increase, the scale will
quickly become unmanageable. In
the face of ongoing national bud-
get deficits of around $160 bil-
lion, the foreign-exchange re-
serves once again constitute the
only pool of capital that would be
sufficient for a bailout.

Sure enough, some see this
perceived strength as a great
comfort. In this view, Beijing
could use its forex piggy bank to
smooth over any problems in
China’s export- and investment-
led growth model. But this funda-
mentally misunderstands what
the foreign-exchange reserves are
and what they can—and can’t—be
used for.

The first problem is that the
foreign reserves are, indeed, for-
eign. They are held in various ac-
counts in foreign countries. The
bulk, if not all, of China’s $1.2
trillion in U.S. Treasury bonds,
for example, is held in New York
City with the Federal Reserve
Bank in the custody accounts of
various clearing banks in the
name of the People’s Bank of
China/State Administration for
Foreign Exchange. The pattern
repeats with euro-denominated
bonds and various other invest-
ments.

The government can contrib-
ute these Treasury bonds to the
banks as capital, as it did when it
recapitalized Bank of China and
China Construction Bank in 2003.
Back in China on the balance
sheet of the People’s Bank, the
bonds would simply move from
its cash and securities account to

an equity investment account;
nothing else would change.

Chinese banks, however, oper-
ate overwhelmingly in the do-
mestic yuan market and have rel-
atively little use for foreign
exchange. At the end of 2010,
80% of the assets and liabilities
of the Bank of China, the most
international of China’s major
banks, were yuan-denominated.
For Agricultural Bank of China,
the least international bank, the
ratio was 95%.

This means that a direct bail-
out of this sort would give banks
capital they don’t need—held off-
shore—to replace capital the
banks don’t have—the holes in
their domestic balance sheets re-
sulting from bad loans. While on
paper this might improve the ap-
pearance of a bank’s balance
sheet, it’s little practical good to
have the bulk of a bank’s capital
tied up in foreign currencies
overseas when they desperately
need yuan-denominated capital to
use at home.

The solution seems simple:
sell the U.S. bonds for dollars and
then buy yuan. This is what Bank
of China and China Construction
Bank did in 2005. They each en-

tered into agreements with their
direct shareholder, Central SAFE
Investments (now known as Hui-
jin and 100% state-owned), to sell
dollars for yuan over a defined
period of time.

Therein lies the second major
problem with the reserves.
China’s economy is closed and its
currency is non-convertible. This
means that each time the central
bank buys dollars from exporters
it creates yuan: China’s forex re-
serves are assets on its balance
sheet matched by local-currency
liabilities. Now if China’s banks,
the bulk of whose capital is also
a central-bank asset (since the
central bank lends money to Hui-
jin to buy bank shares), want to
sell their dollars for yuan, the
central bank will be buying those
dollars a second time and with
newly issued yuan.

No matter how such a transac-
tion is structured—as a straight
loan, as an option or as a cur-
rency swap—it is inherently infla-
tionary in an economy with a
non-convertible currency such as
China’s. To be fair, at least the
currency trades can be planned
over a prolonged period of time
and sterilized to minimize the in-
flationary impact. That makes
this potentially less inflationary
than simply injecting local cur-
rency directly as bank capital.
But this is a matter of trying to
manage inflation risk. The risk is
still there.

Another difficulty with a re-
serve-financed bailout would be
the fate of foreign (and domestic)

minority shareholders in the
banks, who now hold roughly 25%
of the banks’ equity. Any recapi-
talization, barring full reliance on
debt, would severely dilute their
interests. Coming only a few
years after the banks were first
listed, and so soon after a round
of major fundraising in 2010, this
would be embarrassing for Bei-
jing.

All this financial tail-chasing
is the inevitable consequence of a
challenge facing China’s banking
and political leaders. A huge part
of the wealth that has been cre-
ated by China is stuck in the
wrong place: offshore. To bring
that wealth onshore can only cre-
ate significant inflationary pres-
sure, which, in turn, destroys the
very wealth that has been cre-
ated at home.

China may well be able to
muddle through its current credit
binge and could use a range of
tools including a significant ca-
pacity for regulatory forbearance
(delaying indefinitely the mo-
ment when banks would have to
acknowledge their bad loans). But
that’s just it—any solution may
well require a heavy dose of
muddling. Foreign exchange re-
serves do not offer the clean, de-
cisive solution so many have
sought for China’s banking prob-
lems.
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Beijing Can’t Use Its Reserves to Save the Banks

Too much of China’s wealth
is stuck offshore. Bringing
it back for use in a bailout
would risk inflation.

Before the end of this month,
the Standing Committee of the Na-
tional People’s Congress will re-
view the second draft of a proposal
for comprehensive revisions to
China’s Criminal Procedure Law.
Despite some tweaks made under
public pressure, it’s clear the revi-
sions will be one step forward and
two steps back for justice, at least
for the politically controversial.

For non-political citizens, the
draft revision promises overdue
protections against arbitrary exer-
cise of state power. But for politi-
cally unpopular minorities and dis-
sidents, the revision threatens the
legalization of repressive and abu-
sive state tactics. The overall effect
is a murky, two-tiered legal regime
that will move the country further
away from some major interna-
tional human rights standards.

The draft revision contains
some significant encouraging
changes. People suspected of ordi-
nary crimes will be entitled to new
rights, including prompt access to
a lawyer and protection against co-
erced self-incrimination. There is
also the right to have witnesses
testify in court and be subject to
cross-examination, to have police
interrogations electronically re-
corded in some serious cases and
to exclude from evidence confes-
sions obtained by torture. Imple-
menting these new rights will be
challenging, but they signal a com-
mitment to reaching China’s oft-
stated goals of ratifying the Inter-

national Covenant on Civil and
Political Rights, which it signed in
1998, and establishing the rule of
law.

Despite its positive aspects, the
draft revision also embraces a
more sinister agenda toward politi-
cal outsiders. It will authorize, un-
der Article 73, the practice of en-
forced disappearances of political

offenders. While the practice has
been employed for years, it was al-
ways technically illegal—until now.
Under the draft, citizens can be se-
cretly detained for up to six
months on suspicion of “endanger-
ing national security” or “terror-
ism”—notoriously vague charges
that have long been manipulated
by police, prosecutors and courts.
Article 73 is a blatant, open-ended
attempt to authorize expanded po-
litical repression in the guise of
concern for national security.

By law, “residential surveil-
lance,” a strict form of house ar-
rest allowed for up to six months,
is supposed to be less severe than
confinement in a police detention
center. Yet it has often been
abused as a vehicle for detaining
political offenders not in their own
homes but in secret, incommuni-

cado venues controlled by police,
as in the cases of Nobel Peace Lau-
reate Liu Xiaobo and renowned
artist Ai Weiwei. The proposed law
effectively institutionalizes this
rights violation.

In today’s climate, petitioners
seeking relief from political or
even mundane grievances may eas-
ily be charged with endangering
national security, and peaceful Ti-
betan and Uighur protesters are
often accused of terrorism. Under
Article 73, they will have fewer le-
gal rights than they do now. They
will be virtually defenseless during
the critical first stage of the crimi-
nal process. Suspects could be held
six months longer than the already
long maximum of 37 days cur-
rently allowed to investigators be-
fore obtaining prosecutors’ ap-
proval for formal arrest.

Suspects will also have no right
to notify their families of their de-
tention if the police decide that
this might impede the investiga-
tion. During residential surveil-
lance, they will be held in undis-
closed locations that lack the
minimal safeguards and supervi-
sion that official criminal deten-
tion centers offer. Although in
principle such captivity should be
reviewed by the prosecutor’s of-
fice, Chinese prosecutors are polit-
ically far weaker than the police,
cooperate closely with them and
seldom exercise their supervisory
powers. Similarly, although the
draft purports to grant such de-
tained suspects the right to retain
counsel during this period, there is

little likelihood that they will be
able to do so without notification
of their detention to their families.

When they were made public on
Aug. 30, these discouraging draft
amendments challenged the con-
sensus among observers that Bei-
jing was headed, however slowly,
in the direction of greater human
rights protections. Fortunately,
there is still time for the country’s
leaders and legislature to correct
the draft’s mistakes. After accept-
ing public input, the drafters have
been meeting with scholars and
government experts to discuss the
second draft to be reviewed and
approved later this month. The full
NPC is scheduled to adopt the final
revisions at its March 2012 meet-
ing.

Informed sources have orally

reported that in response to the
public’s comments the drafters
have already agreed to eliminate
from the text of the proposed Arti-
cle 73 a third category of cases,
“major bribery crimes,” that also
was to justify incarceration-style
residential surveillance. The NPC,
its Standing Committee and its
staff should eliminate Article 73’s
remaining discrimination against
those suspected of endangering
national security or terrorism. Real
criminal justice does not establish
a separate system for the politi-
cally unpopular.
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China’s Latest Legal Crackdown

Aproposed rewrite of the
criminal code would
entrench the practice of
enforced disappearances.

Dissident and Nobel Peace Laureate Liu Xiaobo.
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