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Chapter 16

Financial System Reformin China
Lessons from Japan's Main Bank System

Yingy Qian

China'seconamic reformisat a crucial moment. Ontheonehand, 14 years of econamic reform have achieved
considerablesuccess China's GNP grew at an averageannual rateof 8.6 per cent between 1979and 1991and
reached 12.8 per cent in 1992 exports grew even faster so that the export-GNP ratio increased from 4.7 per
cent in 1978t0 19.3 per cent in 1991andforeign reserves increased from US$1.6 hilli onto US$21.71 hilli on
correspondngdy (Table 16.1). Accompanying high gowth, the living standards of the Chinese people have
improved greatly. On the other hand, several key institutional aspects of a market system, including the fiscal
system, the financial system, and the ownership and gowernance of enterprises, still wait for a major
breakthrough before the bendfits of the market can befully realized. 1n October 1992the Chinese government
officialy designated its reform goal as a 'socialist market econamy," which opened ways for an all-round
transition towards the market system. This could be an important new start.
Table16.1
This chapter studies financial system reforms in China with a focus oninstitutional restructuring. The

achievements of the reforms in the financial sedor in the past 14 years have been mixed: househdd bank
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deposits have risen to nearly 50 per cent of GNP; investment financing has gradually shifted from the
government budget to bank loans; financial intermediaries have flourished; a nascent security market made a
quick start; and financial assts have multiplied to include chaices of government, financial and enterprise
bonds, as well as equity shares. However, old problems with the planning system remain and rew problems
have arisen: allocation d financial resources has been inefficient because credit was all ocated largely by
guotas and interest rates played little role; 'soft budget constraint’ problems have worsened, resulting in
mounting bad loans and inter-enterprise arrears; and more seriously, inflationary presaire has threatened
macroeconamic stability fromtimetotime Even worse, the government has no monetary instruments to deel
with these problems, as the old method d credit control is becoming lesseffective.

The objective of financial reform is to establish a market for the mobili zation and efficient allocation d
financial resources, and to maintain macroeconamic stability. Fundamental institutional restructuring and
change of control mechanisms are necessary to achievethisgoal. Inthisregard, Chinafaces a broad range of
chaices, and can learn fromthe experience of many aher countries, in particular, fromthe experience of Japan.

Although China, Eastern Europe and the former Soviet Union are all making transitions from centrally
planned to market econamies, they face diff erent types of econamic, institutional and political constraints.
Today's Chinese econamy has already been decentralized in many ways. By the end d 1991, about 47 per cent
of industrial output wasalready produced by themarket-oriented nonstatesector (includingprivatebusinesses,
joint ventures, cooperatives and coll ective enterprises), with the private sector accountingfor about 10 per cent
of the total (Qian and Xu, 1993. However, a dramatic departure from the past is very difficult, with the
cortinuity of the current political system, as the government has a bias towards the status quo. For example,
unlike Eastern Europeand Russawheremassprivatizationisimperative, centrall y directed massprivatization
of state-owned enterprises— let alone privatization d banks — is out of the question in China & the present
time Thisposesaspecial challengeto financial reform. Furthermore, most of thereformsin Chinasofar have

proceeded in an incremental, 'bottom-up’ and decentralized fashion. More coherent action from the top is
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necessary for restructuring the financial system as a whde (as well as the fiscal system), which seems
particularly difficult for China given its already decentralized structure and political constraints.

Discusgon of the transformation d the Chinese financial sector and the lessons and relevance of the
Japanese financial system is conducted bearing these factsin mind. The chapter is organized asfollows. The
first section reviews major changes in China's financial sector since 1979 The second dscusses the main
institutional problemswith thefinancial sector tothe end d 1992 Thethird sectionanalysestherelevanceand
limits of the Japanese financial system to Chinese reforms from both evolutionary and comparative
perspectives. Thefourth section suggests some essential aspectsinthenext stageof financial reforms, focusing

oninstitutional restructuring.

Major Changes in the Chinese Financial Sector Since 1979

Before econamic reform started in 1979 Soviet-type central planning was dominant in China, like all other
Central and Eastern European countries, where the financial sector (that is, the banking sector) played orly a
subordinaterolein the eeonamy. The planned econamy was 'semi-mongtized' (Kornai, 1992. Under central
planning, the State Planning Commisson made all the important decisions on investment, production and
finance. Therewas only one bank, the Peoples Bank o China (PBC), which served both as the central bank
and as a commercial bank; we can define this as a mono-bank system. Therole of the PBC was very limited,
as most longterm investment financing was not channdled to enterprises through the banking system, but
throughthe state budget: all i nvestment projects werefinanced with budggtary grants. The state bank wasonly
resporsiblefor providingworking capital to enterprises. Therefore, it isnat surprisingthat househdd savings

were small reativeto government savings — total househdd bank deposits were lessthan 6 per cent of GNP
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in 1978 The PBC followed cash and credit plans from the State Planning Commisson, and its branches
provided financial resources to enterprises according to the plan.

Asintheather sectorsinthe Chinese econamy, thefinancial sector has also undergore substantial changes
since 1978 Generally speaking, moreprogresshas been made onthedeposit than anthelendingside: thelatter
requiring nat just policy adjustments, but also institutional changes, whichis a more difficult task to achieve.
A brief description d the major changes are given in this ction, further analysis and evaluation d those
changes follow in the next section. Detailed descriptions of the Chinese financial system can befoundin Xie

(1992 and World Bank (1988 1991).

The Banking Sector

In 1978 thePeoplés Bank o China (PBC) was sparated fromtheMinistry of Financeand ganted ministerial
rank. Fiveyearslater, in 1983 the State Council granted the PBC theautharity of a entral bank andthe PBC
subsequently transferred its commercial operations to four speciali zed banks: the Agricultural Bank of China
(ABC) for therural sector; the Industrial and Commercial Bank o China (ICBC) for theindustrial sector, the
People's Construction Bank o China (PCBC) for longterm investment, and the Bank o China (BOC) for
foreign exchange. 1n addtion, the China Investment Bank (CIB) was established in 1981to channd World
Bank loans to China. Affili ated with the ABC arerural credit cooperatives whaose main lendingis to rural
househdds' farming and township-vill age enterprises. Two addtional universal banks were established in
1988 the Bank d Communications (BOCOM) and CITIC Industrial Bank. By 199Q the six banks had vast
national networks, with more than 120,000 branches and morethan 1.3 milli on employees. In addtion, rural
and urban credit cooperatives had 60,000 lranches and more than half a milli on employees (State Statistical

Bureau, 1992.
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Since 1984 thefour speciali zed banks have been all owed to competefor deposits andloansin each aher's
previousy monagpoli zed markets, and enterprises areall owed to goen accounts with more than orebank (Zhou
and Zhu, 1987. For example, the ABC is able to set up branches in cities and the ICBC is allowed to
undertake foreign exchange business However, all four banks have remained highly specialized in ther
operations. Unlike the industrial sector, by the end d 1992 the banking sector was characterized by the
monagooly of state ownership dominated by the four big state banks.

Theold way of financing projects with budgetary grants was phased out, andfinancing d fixed investment
gradually shifted to bank loans and extra-budgetary funds of local governments and ministries (80 per cent of
which are retained profits of enterprises). 1n 1978 fixed investment by state-owned enterprises, financed by
the government, accounted for 12.7 per cent of GNP; this declined to orly 3.6 per centin 1991 Nevertheless
many investment projects gill need to be approved by the central and local Planning Commisgons (known as
‘project registration (lixiang)), althoughthey arefinanced in adecentrali zed way. Theshareof bank financing
of both fixed and working capital increased from 30 per cent in 1980to 73 per cent in 1990(Xie, 1992 table

3-11). Compared to the pre-reform era, therole of the banking sector in financing increased significantly.

Interest Rates Determination

Interest rates were fixed and adjusted periodcally by the central bank. A positive real interest rate (that is,
househdd one-year time deposit rate minus national retail price index) has been maintained for most years
except 1988and 1989when thereal rateturned very negative (Table 16.2). However, startingfrom thefourth
quarter of 1988 indexation for time deposits with more than threeyears maturity has been introduced. For
example for athreeyear deposit, theannual ratewas 9.72 per cent inthefourth quarter of 1988andthe annual
rate of the cost of living allowance was 7.28 per cent, so the dfective ratewas 17.00 per cent (Table 16.3).

Hence, for anindexed three-year time deposit, thereal interest ratein 1989was well above zero (theinflation
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rates from 1989to 1991were 17.8 per cent, 2.1 per cent and 2.9 per cent). The cost of living all owance was
dropped to zero after June 199Q and the indexation scheme was diminated in December 1991 (Almanac of

China's Finance and Banking, 1992).

Table16.2

Table16.3

13

Floating rates in a narrow range based onrate standards provided by the central bank have been all owed
by specialized banks and branches snce 1984 For example, branches below the county level may increase
deposit rates by 10to 30 per cent andrural credit cooperatives by 70 per cent; the lending rate of banks may
be adjusted upwards by 30 per cent andthat of rural credit cooperatives by 100 per cent (Almanac of China's

Finance and Banking, 1990.

Non-Bank Financial Intermediaries and Informal Financial Institutions

Before the reform, the only nonbank financial intermediary in China was the Peoplé€'s | nsurance Company o
China (PICC). Since 1979 numerous nonbank financial intermediaries were established. Thereare at least
threemajor typesof nonbankintermediaries other than theinsurance companies: trust investment corporations
established by the central and regional governments (China International Trust Investment Corporation, or
CITIC, isthelargest); trust investment corporations established by specialized banks andtheir branches; and
finance companies of enterprisegroups. In contrast to the six national banks under tight central control, these
‘outside-the-plan’ financial intermediaries are much lessregulated.*

By the end d 1992 there were more than 1,000trust investment corporations run by bank branches and

government at all | evels. Themainreasonfor therapid expansion d nonfinancial intermediariesisther abili ty

The phrase 'outside-the-plan’ is used here for lack of a better term. Readers are cutioned that many financial
ingtitutions in this category are not entirely outside the plan, unlike outside-the-plan industrial firms.
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to circumvent credit quotas imposed by the central bank onspeciali zed banks and their accessto awide range
of business alternatives. At a time the central bank still uses direct credit quotas as the main control
instrument, the local branches of specialized banks, local governments and enterprises make use of logpholes
and nonfinancial intermediaries to extend loans to med the demand for fast growth.

Informal financial institutions in China ae widespread, especially in the rural areas, but documentation
of their transactions is nat always available. Intherural areas, a major form of informal financial institution

are'rural cooperativefunds (nongcun hezuo jiji nhui) (RCFs). Accordingto Chen (1993 by 1991 therewere

18,000township-level RCFs (about one-third o all townships) and 120,000 vill age-level RCFs (about one-
sixth of all villages). Theinitial funds of RCFs came mainly from receipts of sales of grain andthe coll ective
assts of townshipsand vill ages. Chen gives sveral reasonsfor therise of independent rural cooperativefunds
outside the state-controlled rural credit cooperatives (RCCs). First, there is generally inadequate credit
provided for rural activities, andthe formal banking system including the RCCs has the binding constraint of
acredit limit; second the operation d the Agricultural Bank of China andthe RCCsis dill toorigid and can
na med the demands of rapid market development; and third, RCCs are in fact de facto branches of the

Agricultural Bank o China, and are nat really cooperatives.

Capital Markets

With the isaue of government bonds in 1981, capital market development in China has been rdatively fast
compared to the reform of the banking institutions. Capital market instruments now include nat only
government securities, but also financial bonds (bonds isaued by financial intermediaries), enterprise bonds,
andequities. Thetotal volume of all i nstruments isaued was estimated to be approximately 400 blli on yuan
from 1981t0 1991, with gowernment securitiesamountingto 150 hillion yuan and dher instruments amounting

to approximately 250 hlli on yuan (Almanac of China's Finance and Banking, 1992. The total volume of
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secordary market tradingincreased from about 100milli on yuanin 1987to over 40 hLlli on yuanin1991 The
shareof tradingin treasury issues decreased from 92 per cent of total tradingin 1988to 80 per cent in 1991
andthe share of tradingin equitiesincreased from lessthan 0.4 per cent in 1988to 10 per centin 1991 There
aretwo stock exchanges, onein Shenzhen, the other in Shanghai. By the end d 1992 morethan 70 pubicly
traded equity issues were available. In addition, with the introduction d the Securities Trading Automated
Quotation System (STAQS), a computerized quotation and trading system links nine cities on-linethrough a
central computer in Bejjing. OTC trading started in December 1990, with both treasury bonds and shares
trading in Shanghai and Shenzhen.

Capital market development gat a big push from the energence of a secondary market for government
bonds. Duringmost of the 19805, the government ran a budget deficit, part of which was financed by isaling
bonds. At thebeginning, all ocation d bonds was through mandatory planningandwith very low interest rates:
enterprises and haisehdds wereforced to buy them. Inthe mid-198Gs, some arbitrageurs found a profitable
businessin buying government bondsin rural areas at a discount and selli ng them to residentsin urban aress.
(Oneof Shanghai's security companies, Shanghai International, started by dangthistypeof trading.) A liquid
government bondmarket then emerged. With theliquid secondary market, the government nolonger all ocated
bonds by command; instead, bonds were off ered at a slightly higher interest rate (about 1 per cent) than simil ar

bank deposits. Starting from the late 19805, shares and commercial bonds were also traded.

Househdd Financial Savings and

Movements of Monetary Aggregates
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China's national savings increased from 30 per cent of GNP in 1980to around 35 per cent in 19912 More
significantly, major saving sources have been shifted from the government to hausehdds and enterprises. A
remarkable phenomenon d the 14 years of econamic reform is the sustained and rapid increase of househdd
financial savings. Total househdd bank depaosits reached 911 hlli on yuan in 1991, or about 46 per cent of
GNP, from merely 6 per cent in 1978(Table 16.4). Thistrandatesinto per capita househdd bank deposits
increasing by more than 16 timesin real terms. 1n 1979 househdd savings accounted for only 23 per cent,
enterprises for 34 per cent and the government for 43 per cent of total saving. 1n 1991 househdd savings
increased to 71 per cent, enterprise savings decreased to 26 per cent andthe government savingsfel to amere
4 per cent of thetotal (Xie, 1992 table3-13). Total hausehdd financial asstsincreased correspondngy from
87 lli on yuan in 198Q or about 19 per cent of GNP, to 1,365 hlli on yuanin 1991, or about 70 per cent of
GNP (Xie, 1992 table 3-8).
Table16.4

The sharp rise in hausehold savings after the reforms has provoked a debate about whether or nat it is
forced saving Two hypotheses were proposed in Qian (1988. One is the reflection d increasing
disequili brium or monetary overhang, which was the prevailing view at the time (seeFdtenstein and dhers,
1986. Analternativehypothesis, which| favour, isincreased monetization dueto econamic reforms. Asmore
evidence accumulates, it becomes clear that savings continueto rise because of the rapid increase in personal
income and monetization d the econamy, especialy the rapid entry and expansion d private and nonstate
businesss. Addtional evidence supporting the voluntary savings hypothesis is the abundance of consumer
goods onthe market, and the fast increase in savings after interest rate indexing startingin the fourth quarter
of 1988 Blger and dhers (1991 conclude that monetary hddings of househdds is largely voluntary.

However, the high degreeof liquidity reflects thelack of lessliquid assets for househdd portfolios, especially

2Since China's GNP figures may be underestimated, the savings-GNP ratio (and for that matter, all ratios using
GNP as the denominator, for example, the M2-GNP ratio) may be upward biased.
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real assts such ashousing. One policy implicationisto increasethe avail ahili ty of lessliquid asstslike sales
of government-owned hausing (Qian, 1988.

China's financial sector became degoer and more liquid at a fast pace during the reform period (Table
16.5). Thecurrency to GNP ratio rose from 6 per cent in 1978to 16 per cent in 1991 M2 (broad money)
increased from 61 per cent of GNP in 1985t0 72 per cent in 1988 and to 98 per cent in 1991 Monretary
development in recent years has $iown a faster increasein M1 and M2 than in loan credits from banks. In
1991 M2 increased by 27 per cent over the previous year, whileloan credit increased by 20 per cent. In the
first eight months of 1992 credit increased by 23 per cent over the same period d the previous year, but

currency increased by 30 per cent, M1 by 36 per cent and M2 by 30 per cent (Table 16.6).

Table 16.5

Table 16.6

21

Financial Sector Problems

Concerns for Inflation

With fast monetary expansion, inflation becamea serious concern for thegovernment. Fortunately, except for
1988and 1989 China was ableto control annual price increases within the singe-digit range (Table 16.1).
Therearetwo ingtitutional reasonsthat make controlli nginflationin China difficult (andtherefore mstly), and
both have to dowith incompletereforms. First, the central bank daes nat yet have monetary instruments that
are more discriminating than credit quotas to manage aggregate demand, the second tas to dowith the fiscal
reforms carried out in the 1980s.

With the introduction d the fiscal revenue-sharing scheme between the central and provincial-ocal

governmentsin 1980 (consoli dated) budget revenue decli ned steadily from about 35 per cent of GNPin 1978



11
to 18 pr cent of GNP in 1991, and from 44 per cent to 33 par cent if extra-budgetary revenueis included
(Sicular, 1992. At the sametime, the official government budget deficit cortinued to rise and amounted to
about 2-3 per cent of GNP. About half of the deficit was financed by government bondisaues or by foreign
loans and the other half by borrowing from the central bank (Table 16.7). Monetization d the budget deficit
is clearly one possble source of inflation. Furthermore, under the current fiscal revenue-sharing system, the
central government lost much o its ability to regulate aggregate demand through fiscal instruments. Even
worse, since the fixed remittance by a local government is nat indexed, the fiscal scheme tends to be pro-
cyclical: in times of expansion, revenue remitted to the central government in real termsis reduced; in times
of recesdon, it isincreased. The fiscal sharing schemes also provide regional governments with strong
incentives for fast expansion; the central bank is often unable to resist the pressure from local governments,
and this may lead to a loase monetary policy.

Table16.7

Threedistinct periods can beidentified asfar asinflationis concerned. Inthefirst half of the 198G, the
rapidincreasein money supply did nd lead toinflationandthe priceleve waskept quitestable. Most Chinese
econamists agreethat agricultural reforms and monetization d the rural sector played important roles in
keegpingthe pricelevel low. More specifically, McKinnon(19923) argued that because rural househdds did
nat have accessto credit, they had to build up their cash balance with the bank (or rural credit cooperatives)
when they converted into productionunits. The government was then ableto borrow from the banking system
to capture the seigniorage without much inflationary eff ect.

This mechanism could na andin fact did nd last long 1n the second Half of the 198Gs, the price leve
started to rise; inflation grew out of control in 1988and reached more than 50 per cent at an annual rate for
several monthsinthat year. Inflation, together with widespread corruption, led to a serious palitical crisisand

caused a mgjor disruption d econamic development and reversal of econamic reformsin 1989
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During 1990692, the government deficit continued to climb and monetary expansion gew even faster, the
pricelevel neverthelessremained stable. Duringthis period, rural income stagnated (showing an average 0.7
per cent annual increase between 1989and 1991, and 4 per cent in 1992 and urban income soared. But the
consumer goods markets were depressed, as were the producer goods markets because of the government's
retrenchment programme. The clueto this puzze probably lies in the change of expectationsin urban aress.
Unlike rural househdds, urban hausehdds do nd own their houses and rely heavily on goernment for
retirement, education, health andmany aher benefits. Therefore, the urban hausehdd savings propensity was
much lower than that of the rural househadlds (Qian, 1989. Following the palitical crisisin 1989 —first
concerningthe uncertainty of the econamy, andthen anticipatingthereformsin hausing, hedlth, and education
— urban haisehdds had to increase their monetary balance in the absence of a credit market. A new wave
of private businesses darted in 1992 and this increased the demand for money. The fact that the rate of
increase of urban househdd savings exceads that of rural househdds Snce 1985 prtially indicates a shift of
monetizationfromrural areasto urban areas duringthis period (Table 16.4).2 It isclear that this monetization
processwill nat last forever. Whether and when the inflation crisis of 198889 will return is a question d a

great importance.

The Control Mechanism of the Central Bank

Threephases of control mechanism evolved between 1979and 1992 Prior to 1983when the specialized banks
separated from the Peoples Bank o China, the control mechanismwas essntiall y thesameasinthe pre-reform
period. There were two separate plans for credit and cash each year, and cash was used only for wage

payments and paymentsto rural househaddsthroughthe procurement of agricultural products; therefore, it was

*Rural household savings deposits are depositsin rural credit cooperatives. Some farmers may deposit their
savings in banks located in urban areas or in informal financia institutions like RCFs.
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the cash plan that determined haisehdd demand. Because there was only ore bank, no aher financia
intermediaries and nofinancial instruments other than credit, cash and credit controls were dfective. From
1983to thefourth quarter of 1988 whilethe old credit and cash plansweretill i n place, therewas a gradual
shift towards the use of indrect instruments guch as reserve requirements (13 per cent, with an additional 5-7
per cent for excessreserve) and the deposit-lendng ratio to achieve financial cortrol. However, no capital
requirement was imposed. During this period, specialized banks and their branches were all owed to float
deposit and loan ratesin a range 20-30 per cent wide around the rate set by the central bank.

Inflation in 1988disrupted these experiments, and starting from the fourth quarter of 1988 strict credit
guota controls were again imposed, except for credit cooperatives which were still under the deposit-lending
ratio regulation. Interest rates were generally nolonger allowed to float except in few special areas. This
mechanism was maintained till the end d 1992

The credit quotas plan is the centre piece in the central bank's control mechanisms. Each year the PBC
disaggregates credit quotas to each d the specialized banks, which in turn dsaggregate to their branches.
When strictly enforced, credit quotas are a binding constraint on specialized banks. (A branch drector of the
PBC in Sichuan province committed suicidein 1988whenfacingthedil emmaof extendingtheadditional credit
demanded by the local government whil e strict credit quotas were being imposed by the central government.)
The secondmost important tod of thecentral bank isits credit to specialized banks. The central bank's claims
on speciali zed banks account for more than two-thirds of its total assts (IMF, 1993. Indrect instruments of
interest rates and reserve requirementsdo nd yet play very important roles; there may be goodreasonsfor this
given the large size of the state sector. Thelast point is taken up in the fourth section.

Universal direct credit rationingresultsin misall ocation d resources. some profitable projects may na be
ableto gt finance, but lessprofitable ones may. Moreover, unlikeindrect instruments guch as interest rates,
it ishard to achieve better macroeconamic demand management with credit quotas. Theresult of this stuation

is often the famili ar 'stop-gd cycle with extreme swings in autput: when the brakes are applied to slow down
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an overheated econamy, thereisaperiod d retrenchment before credit expands andthe cyclecortinues. Even
worse, evidence shows that it is mainly the non-state-owned enterprises like the township-vill age enterprises
that get hurt most during a credit crunch, and these appear to be the more dficient and dynamic enterprisesin
China now (Qian and Xu, 1993.

Two new problems arose duringthereformperiod First, theboundary between thetwo monetary circuits,
cash andcredit, becameincreasingy blurred; because of theriseof non-state enterprises, businesstransactions
used more cash than cheques. Even in the state sector, cash is used in arder to avoid monitoring by the
government (in particular for bonus payments and dher benefitsfor employees). It isestimated that about 15
per cent of household savings is actually deposited by indvidual businesses and about 10 per cent by
enterprises and institutions. Unlike enterprise deposit accounts, depositors with hausehdd accounts may
withdraw cash with no questionsasked. (Therefore enterpriseandinstitutional depositsin hausehad acoounts
will eventually end up in the hands of theindviduals.) Second with the faster pace of reformin ather sectors
dueto the regional demand for high gowth, using credit quotas imposed by the central bank becomes aless
eff ective method d controlli ng the money suppy. Local governments and bank branches found many ways
to circumvent the limits (seebe ow).

For several reasons, both the central bank and the central government were very reuctant to increase
lending rates to cod off the eonamy. In 1992 interest rates on black market loans had soared to between 25
per cent and 30 per cent, more than 16 percentage points higher than the official rates. Some argue that the
state sector, with its ft budget constraint problem, will nat respondto increases in interest rates anyway.
Withtheamount of decentrali zationandtherise of thenonstate sector, theinterest rateisnat totall y ineff ective
asit wasin the past. Second the government worries that the increased cost of capital as a result of interest
rate hikes will make more state-owned firms lose money, which will require more subsidies from an already
shrinking budget. Thelow interest ratefor loansisin fact a subsidy throughthe banking system (rather than

the government budget) for lossmaking firms.
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In recent years, the central government has restricted the banking sector from making major reforms
asumingthat thisis perhaps the only leverage still at its disposal. Duringthe 1990retrenchment, the central
government tried to revoke fiscal revenue-sharing schemes and to re-centrali ze investment decisions, but it
fail ed after encounteringstrong @positionfromthegovernarsof theprovinces. Theonly institutional reversal
achieved during that period was the re-centralization d the banking system, moving back to credit quotas
cortrol, diminating much o the floating interest rate, and re-centralizing personrd appointment and
supervisionfrom local government to the central bank. However, stickingto the old credit quatas g/stem will
nat help in an already largely decentrali zed econamy. Better financial control and astable econamy cannd be

achieved unlessthe financial system is reformed and the control mechanism is changed.

Behaviour of State Banks

Chineseeconamists consider one of the most serious problemswith state banksisthe mixing d poli cy-oriented
loans and profit-oriented loans in specialized banks. Thisis, by far, one of the most important institutional
reasons for pervasive moral hazard problems in Chinese banking. Reform has st a clear objective for
enterprises. to maximize profits (whether it is achieved is anather matter), andincentives are off ered to med
that goal. Thisisnat the case in the banking sector. Astherest of the econamy is focusing on hav to make
enterprises more profitable, the banks are debating whether they should maximize profits.*

Partly dueto dstorted prices and partly because of the importance of structural adjustment and priority

industries, the government insists that loans should be granted na for reasons of profitabili ty but as 'policy

“The governor of the PBC stated plainly in 1991that: 'Banks are not only commercial entiti es conducting
banking businessbut are also units empowered by the state to undertake policy lending — spedali zed banks are
not supposed to gperate for profit only or, rather, they are required to take on certain functions of macroemnomic
regulation and control." Aslate asin Decanber 1992when another new wave of economic reform was under way,
the Chinese Premier still i nsisted that spedali zed banks should be responsible for structural adjustment and policy
loansin the near future (Peopl€'s Daily, 26 Decenber 1992.
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loans' (zhengcexing daikuan). The government is also concerned that it will suffer a loss of cortrol if

speciali zed banks become autonamous, profit-seeking commercial banks. This concern hasincreased gven
the already decentrali zed fiscal system mentioned above.

However, this practice appears to be responsible for the moral hazard problem and the lossof effective
cortrol in several ways. First, it becomes difficult to monitor diversion d funds from a lessto a more
profitable useif the samebank s responsiblefor both poli cy lendingand commercia lendng. Thisundermines
theintention d structural adjustment and investmentsin priority industries because badly needed policy loans
are not necessarily channdled to intended users. Instead, they are often dverted to aher more profitable
projects by banks. For example, agricultural credit is diverted for industrial use or for real estate, so that the
government has to pay an |OU to farmers for grain procurement. This became a serious national problemin
1992

Second all levels of government constantly intervene in the operation d banks in the name of policy
lending. The relationship between banks and the government is complicated due to the multi-layer multi-
regional organization d China's econamy — the deg 'M-form’ hierarchy (Qian and Xu, 1993. Local bank

branches are under so-called 'dual leadership' (shuangchonglingdao): they are subordinated to the banking

hierarchy (to the higher level of the speciali zed bank and to the same levd of the PBC branch), they arealso
under theleadership of the samelevd of local government. Theinfluence of thelocal government can be seen
at two pointsintime: ex ante, local governments aredirectly invdved in credit plan formulation, in somecases,
local governments areinclined to imposeloans onspecialized banks. Ex post, thelocal government can decide
whether to let the enterprise pay back theloan o nat; conflicts between thelocal finance department and bank
branches may arise over this issie. The power of local governments comes from their power to make

appointments as well asto allocate housing and cher benefits.®

®In asurvey of 10 citi es experimenting with financial reforms, the ICBC found that local government officials
imposed policy loans on local bank branches for 73 per cent of the ctegory of technical renovation loansin 1986
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Third, an objective measurement of performanceis difficult to achieve (if nat impossble) when banks are
obli gedto extendl oansto both money-losingandmoney-makingprojects, andther decisionsareunder constant
government intervention. In such cases, if bank managers make loans to risky or bad projects, ther
incompetence can be easily disguised and their losses will most likely be excused. For this reason, bank
managers often doject to taking policy lending away from their banks, a seamingy paradoxical phenomenon
During 198590, speciali zed banks received credits from the PBC at a beow-market rate which accounted for
about a quarter to athird o ther total assts (IMF, 1993. Heavy central bank lending is perhaps narmal in
ahigh gowth period. But given the moral hazard problems described above, a highlevel of soft credit from
the central bank may become an important source of soft budget problems at banks, which in turn become a

source of soft budget problems at enterprises.

One of the alarming signals of the banking system is fast decapitali zation, as both bad loans and the cost
of capital increase, aresult of imbalanced reforminfavour of the deposit sidetogether with the highremittance
rate of bank profit to the Ministry of Finance (bank profitsaretaxed at 62 per cent). In orly six years between
1985and 1991 thecapital to ast ratio of the specialized banksfell from 9.6 per cent to 6.1 per cent. Because
Chinese banks are nat all owed to write off bad loans easily, the net value of the state banks is questionable.
Privately, Chinese econamists estimated that bad loans account for more than 20 per cent of the total
outstanding bank loans. If that istrueandif all bad loans are written dof, the net worth o every specialized
bank would be negative. This may be less ®rious than it sounds because the banks are owned by the

government anyway. Nevertheless it poses a serious problem for the government's already troubled budget.

The Rise of 'Outside-the-Plan’ Intermediaries

(Wu, 1990. The Party branch affili ations of bank officials are with the local Party Committeg in which the
organizaion department controls appointments. This g/stem was changed after re-centralization in 1988
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The rise of the outside-the-plan financial intermediaries has been a major event in financial institutional
development in the past few years and could have profound consequences onthe econamny. Most of them are
different from the state banks nat so much because of ownership bu because of cortrol: they are generally
subject to lessregulation than state banks. Therefore, they are flexiblein their financial activities, and have
expanded quickly in recent years, especialy in 1992

Rural andurban credit cooperatives contributeto financingthenon-statesector. Thereserves-deposit ratio
of rural credit cooperatives with the Agricultural Bank of China declined gradually from about 78 per cent in
1979to about 34 per cent in 1991, and more loans are extended to township-village enterprises than to
househdds (Table 16.8). Recently, foreign banks have been all owed to establish branches in some areas in
China, but domestic non-state banks are nat yet seen.

Table16.8

Most trust investment corporations are fully cortrolled subsidiaries of bank branches. Such a practice
features what the Chinese call ‘one factory, two systems,’ that is, one part is under a planned system and the
other is under a market system.® Although both banks and their affili ates remain state owned, the affili ated
trust corporations are much less controlled by the government and are flexible in providing badly needed
financing; they are, to alarge extent, market led.

Qianand Stigliz (1993 found several interesting financial practicesinthe Pearl River delta of Guangdong
provinceinther field studiesin December 1992 For example, bank degposits were often dverted to the banks
affili ated trust investment corporations andloanswererenamed ‘trust investments'; bank branches or their trust

investment corporations metimes channell ed funds directly between enterprisesto avoid credit li mits, so they

®This practice started, and became quite @wmmon, in theindustrial sedor. State-owned enterprises st up fully
controll ed subsidiaries but register them as having coll edive ownership, or they establish joint ventures with
another state or non-state-owned enterprise. These @ll edives and joint ventures are not under the @ntral of the
government. Similar practicesin Hungary are alled 'partial transformation,’ which is considered to have a
tendency toward spontaneous privatizaion (Frydman and others, 1993.
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provided a brokerage service; andbanks hel ped firms by arranging bondfinancing, alsoto avoid credit quotas.
Lou (1993 reported several other practicesin China. In oreincident, abank-industry joint venturewasformed
in which the industrial enterprise deposited 50 milli on yuan and borrowed 80 milli on from the bank, but the
amount borrowed was treated as an investment nat as a bank loan. In ancther case, a bank affili ated trust
investment corporationimposed fixed paymentsin a specific time period so that it was an investment in name,
but aloanin practice. Infact, about 50 per cent of the financial sources of banks' affili ated trust investment
corporations came from banks and dher financial intermediaries and only 45 per cent came from direct trust
deposits. The widespread practice of disguised credit expansion in the presence of credit quotas is reflected
in the consoli dated balance shed of the banks in a curiuosway: a negative 150 hilli on yuan was registered on
theliability side at the end d August 1992 which makes the amount of total assts look smaller.

From the microeconamic point of view, the rise of outside-the-plan financial intermediaries is an
institutional innovetion in response both to econamic development and the constraints of the old system. At
the sametime, the moral hazard problems of bank managers arealso pervasive: it iseasy to dvert statefunds
to private pockets to enable a spontaneous privatization. From the macroeconamic perspective, it may become

afactor that destabili zes the econamy if the central bank fail s to react accordingly.

The Relationship Between Banks and State-Owned Enterprises

Financial system reforms canna be separated from enterprisereforms. Thefail ure of state-owned enterprises
is partly a failure of the state banking system and vice versa. The greatest problem concerning state-owned
enterprisesis known as the problem of soft budget constraint (Kornai, 1992. Thesituationis afamiliar one:
when a state-owned enterpriseisinfinancial trouble, the government, very often astate bank, stepsinto rescue
it by refinancing the investment or by rescheduling the overdue loans. Therefore, few bankruptcies of state-

owned enterprises occur despitethe passage of the Law onBankruptcy by the Chinese Parliament in December
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1986 Managersin state-owned enterprisesreact to the soft budget constraint problem opportunistically: they
undertake every possble investment project regardiessof its profitabili ty, which leads to ‘investment hunger.'
As a consequence of the soft budget constraint, investment is inefficient and completion of a project is dow.
Therefore, loss making and soft budget constraints are mutually supporting equili brium phenomena:
because of the soft budget constraint, there are more projects generating aloss because of projects makinga
loss subsidies are provided and the budget is ©ft. Most losses occur in the state sector. On paper, loss
making state-owned enterprises accounted for one-third o all state-owned firms; but the number may be
underestimated, as there are many ways to dsguise lossmaking simply by playing accounting tricks. (For
more information onChina's lassmaking firms, seeSicular, 1992)
Table16.9
Table16.10
There are basically two channels for an enterprise to finance losses (or two sources for the soft budget
constraint of enterprises): ether through the state budgetary process (subsidies or reduction d taxes), or
throughthe banking system. The annual subsidiesto enterprises from the state budget account for more than
15 per cent of budgetary revenue each year since 1986 peaking at 20 per cent in 1989 (Table 16.9). As
government budgetary revenue declined, the government increasingy pressed the banking system to take
resporsibility. Soft credit has become amain source of the soft budget constraint. A recent survey revealsthat
between 1986and 1988 2290f 403(56.8 per cent) largeand medium state-owned enterprisesinvestigated had
experienced difficulty in repaying loans. Furthermore, 203 enterprises had received assstance from ther
superiors, of which 48 per cent was loan repayment before taxes, 30 per cent was on extension d the

repayment period, and 12 per cent was aroll over of loans. (Table 16.10).”

"The survey was conducted jointly by the Institute of Economics of the Chinese Academy of Social Sciences,
Oxford University, University of Michigan and University of California (San Diego) under the sponsorship of the
Ford Foundation.

In a separate study, Bowles and White (1989 identified numerous cases from the official newspapers and
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Itisnat surprisingthat overdue (yuai) and nonperformingloans (daizhang) grew rapidly. However, there
is no pulished information; even worse, thereis no clear definition d bad debts in the Chinese accounting
systemin thefirst place. The situation became much worse between 1989and 1991 The increase of loss
making enterprises and weak market demand in 198991 also created a national problem of inter-enterprise
arrears amounting to about 200 blli on yuan: the government has injected 35 klli on yuan into the econamy to
help settlethis problem. Jump-gartingthetroubled enterprisesis only atemporary solution, it also intensifies
the problem of the soft budget constraint.

Unli ke many financial rescue cases reported in Japan, norestructuring d state-owned firms (for example,
replacement of management) has ever happened after financial asgstance has been gven in China— andthe
same symptoms arerepeated. It isnow widey recogrized that the problem of soft budget constraint isamajor
obstacleto reformin virtually all socialist countriesin transition, nat just China. At the centre of the problem
is the fact that the state bank is unable to make a credible commitment nat to rescue enterprises in financial
trouble. Although there are external reasons for the increase of lossmaking — for example, the austerity
programmein 198991 in China— the fundamental reasonis an institutional one, concerning the problems

of ownership, cortrol, and the governance structure of enterprises and banks, asis discussd later.

Financial Reform from Evolutionary and Comparative Perspectives

Despite considerable progressmadein financial reforms duringthepast 14 years, thefinancial systemin China

as awhde has nat yet been transformed into a market-oriented system. Magjor institutional restructuringis

journal articles published in Chinain recent years about the soft credit relationship between state banks and state
firms. They concluded that 'if the intention of the banking reforms has been to harden enterprise aedit constraints
by increasing the autonomy and commercial orientation of the banks, the evidenceto date, after eight years of
reform, suggests that this has not been realized. In fact, the aedit constraint may have become softer.'
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necessary now beforeit istoolate. Compared to Eastern Europe and the former Soviet Union, China enjoys
several advantages, but it also faces its own econamic and political constraints. It is likey that institutional
restructuring in the next five years must be carried out in an environment where most banks and large-scale
enterprises remain state owned. The choiceof themodd financial system andthetransitional path may aff ect
nat only the short-run cost but also thelongrun performance of the econamy. Careful evaluationandanalysis

of alternatives andtheir feasibility for China is important.

Development of Security Markets

For the past few years, China has experienced several waves of 'stock fever." The enthusiasm (perhaps over-
enthusiasm) for stocks and bonds in China has sveral reasons which are mainly related to incompl etenessof
thereform. First, issuing undervalued stocks and bonds is a method d ‘sportaneous privatization,' and hence
the stock market serves as a chanrd to transfer asts from the state to indviduals and to capitalize the gains
obtained from privatization. In such a process employees are usually given the privilege of buying their own
shares at a price discounted from face value (par), which is already much undervalued. Managers gain even
more: turningafirminto ajoint stock company and listing it onthe stock market is morethan fundraising, it
isaway to avoid government interference in businessand to get control rights to the company. As capital
market discipline is unlikely in the near future, managers will get effective cortrol and handsome rents if
sharehdding is widespread. Investors are also eager to buy sharesin initial public offerings (but much less
so in the secondary market) because, typically, stock is ld to the puldic at 5 to 6 timesits face value, and its
price rises to more than 10 times immediately after trading begins. At the initial experiment stage, all stock
issueswere carefull y selected andthey werethe best projects avail able. Partly becausethese are experiments,

the government feds obliged to back up the new institution.
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Second, from the point of view of local governments and enterprises, direct financing from employees or
the pulicisapractical way to mee the pressng reed for raising funds for rapid development in the presence
of an unreformed and inefficient state banking system. As an dficial from the GuangdongProvincial
Government said 'Given the current institutional constraints, it is better to raise funds directly from investors
than to rdy oninefficient state banks." This argument is reinforced by thefact that the central bank in China
dtill relies on credit quotas as the main cortrol mechanism. Hence direct financing through bonds and stocks
is away to circumvent credit limits imposed by the central government. Given the dday of reforms to the
banking system, which needsthecentral government'sinitiative (local governmentsare nat all owed to establi sh
their own banks), direct financing through stocks and bonds is a natural response. Some econamists are in
favour of developing the stock market as a first priority for similar reasons: it is relatively easier to develop
new institutionsthan to reform old ores (li ke banks) becausetheformer do nd requirethe central government's
initiative and can be established in isolation from the rest of the system.

Thereis no daubt that China should develop security markets for both equitiesandbonds. However, it is
unlikely that the stock market will play a major role in all ocating financial resources in the next 10 years,
because Chinais dill at alow stage of devdopment anda stock market takes alongtimeto become establi shed.
Therearealso special problems associated with transition, which makesiit difficult for a stock market to work
efficiently in the initial stage. First, the purpose of a stock market is to facili tate risk sharing and suppy
information that hel ps discipli ne management and increase profit opportunities. A key feature of transition
from aplanred to a market econamy isthe unusual degreeof uncertainty. The absence of trained analysts and
reliable accounting data deprives gock prices of maost of ther informational content in the naisy environment,
and price fluctuations are unlikdy to reflect the fundamental value of the company o measure managerial
performance accurately. This disables the stock market's capacity to monitor and dscipline managers.

Garbled stock market prices may also gve thewrongsignals for restructuring (Tirole, 1991).
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Second thevolatil e nature of a stock market, plusthelack of regulationin theinitial phase of transition,
will attract scarce and talented people away from productive activities. Instead, they will be drawn to
speculative and rent-seeking activities in security exchanges by usinginside information, or by manipulating
the market, or both. Thereislittle social gain from such speculative tradingin a noisy environment.

Third, many state-owned enterprises have accumulated a large amount of bad debts andit will bedifficult
to attract investors because, as residual claimants, they havelow priority in claims. Therefore, for amajority
of state-owned enterprises, going to the stock market is perhaps nat a realistic option.

Nevertheless market financing for those cream of the crop enterprises makes more sense.  The recent
succesdul initial pubic off erings by two Chinese state-owned enterprises onthe New York Stock Exchange
and the Hong Kong Stock Exchange demonstrated this potential. However, it should be nated that both
enterprises arein theautomobil eindustry, which is perceived to have great potential in China. Brilli ance, Inc.,
which owns a company making mini-buses in Shenyang, was the first Chinese company listing onthe New
York Stock Exchange (October 1992. Denway Investment, which owns a car-manufacturing company in
Guangzhou, was oversubscribed by 657times onitsinitial pulic off ering onthe Hong Kong Stock Exchange

in February 1993

The Casefor a Bank-Oriented Financial System in China

While development of a stock market is clearly important, the highest priority should be placed onthereform
and adaptation d the commercial banking system (Corrigan, 1992. But reshaping the banking systemisa
more difficult task, and in this aspect, China can learn a lot from the Japanese experience. The Japanese
development experience has been carefully studied by Chinese econamists and government officials. Attention
so far has been confined mainly to the roles of the Ministry of International Trade and Industry (MITI) for

industrial policies, of the Economic Planning Agency (EPA) for indicative planning, and d the industrial
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grouping and interlocking sharendding inside a keiretsu. The eperience of the Japanese financial system
(including the main bank system) has yet to receive much attention.

It isimportant to redlizethat the Japanese main bank system has evolved in a market environment and was
not imposed by the government (as in South Korea). Nevertheess the Japanese government did play an
important rolein designingtheinstitutional framework duringtheinitial stage, such as stting up devel opment
banks and creating an environment that enabled commercial banks gradually to take over development bank
loans. From both evolutionary and comparative perspectives, the Japanese experienceis relevant for China's
financial system reforms in several important aspects.

First, restructuring Chinas banking system by studying the Japanese experience can better utili ze existing
organizational capital, thetransition can be made moregradually, andinstitutional transformationlesscostly.
China's 14yearsof reform have shownthat agradual andevolutionary approachininstitutional transformation
has the benefit of reduced risks and better use of existing aganizational capital. The four specialized banks
aready have a vast number of branches throughaut the country, and their personrdl are learning market
econamics by practising econamic reform. Even before the econamic reforms, each PBC branch with whom
an enterprise had a designated account had a responsibili ty to monitor enterprises on transactions, levels of
inventory, wage andborusbill s, andthelike, to ensurethey werewithin the scope of theplan. Thismonitoring
was very close beforethe reform. For example, bank branches had to make sure that every transaction ower
50yuan was conducted throughabank transfer, andthat enterprisesin areas where a bank branch waslocated
did nat hdd more than three days' cash requirements. Of course, this monitoring was more gathering
information than exercising control. Transforming the four speciali zed banks into commercial banks onthe
Japanese city bank modd will be less costly and faster than destroying the eisting system and building
everything anew.

Second, scarcity of expertise and human capital in the financial sector is one of the major constraints in

China. The Japanese financial system concentrates arce expertise in the banking sector and uses it in an



26
effectiveway. Integrated monitoring by the main bank uses arce monitoring resources to better advantage
(seeChapter 4 by Aoki). It also serves to reduce information asymmetry and to achieve better coordination
in an environment where other institutional supports are lacking. I1n addition, repeated interactions between
monitors and the monitored will help to develop reputations which are extremely valuable in the naisy
environment of transition where enforcement of law and cortracts neads time to develop.

Third, China demands a high gowth rate, closeto 10 per cent per year, for the next 5to 10years. This
isnat unrealistic, given that the average growth rate has been closeto 9 per cent for the past 14 years andthe
continued high savings rate of more than 35 per cent of GNP. The Japanese financial system successully
supported double-digit growth from the 195Gs to the mid-70s, and the Japanese government, mainly the
Ministry of Financeandthe Bank o Japan, played an important roleinthis. The Japanese development banks
andlongterm credit banks wereinstrumental in financing priority industries to avoid coordination fail ures of
the market andto escape the under-development trap. The Japanese government also maintained a business
like relationship with banks; they tended to coll aborate and cogperate with, rather than being hctile to, the
banks. The government's invavement is particularly valuable and less costly at the initial stage of
development, because this is the time when the market is less developed, when the task of catching up is
reatively simple, and the techndogy used is nat at the frortier. As the econamy becomes more mature, the
relative advantage of government intervention may recede.

Fourth, firmsin China need to acquire new techndogy, to streamline the work force, andto develop new
corporate governancestructures. Giventhe current political constraint, a Chinese-style ownership reformwill
mainly include: corporatization (reorganization d state-owned enterprises into limited liabili ty or joint stock
companies); joint ventures (between state-owned and foreign firms); mergers and acquisition (by nonstate
firms like township and \ill age enterprises); and sales and repackaging d some small and medium firms into
private, cooperative, or worker-controlled firms. A bank-oriented financial systemiscompatiblewith avariety

of property ownership arrangements, and this flexibili ty is valuable in the transition period.
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Onefeature of the Japanese main bank system isthe bank's rolein corporate governance. Banks usetheir
expertise, resources, and information to help corporations in restructuring and investment decisions,
particularly at critical times. Inthis context, the Japanesebanking system, as opposed to arm's-length banking
systems, isa useful modd intwo ways. Oneisfor the bank to play arolein the transformation processitsdlf;
banks may cortributeto evaluation d assts, settlement of bad loans, provison d ideasfor new organizational
forms, andthelike. The other isthe banks' role in corporate governance through taking equity positiors.

Finally, historically, the current Japanesefinancial system evolved duringandafter thewar-time econamy,
which shares sveral features with the contemporary Chinese econamy: considerable concentration d the
banking system; all ocation d funds by government autharities; masdve debts of firms; enormous demandsfor
restructuring; and the critical situation d the government budget. Banks darted to play an active role in
corporate governance as a tight fiscal policy was imposed and the bad debts of corporations were removed in
the post-war reconstruction period. The historical similarities suggest that China may benefit more from
adopting features of the Japanese financial modd than from other modds in achieving its objective of
restructuring the corporate sector whil e stabili zing its econamy.?

Of course diff erences exist between Japan and China, which tend either to limit the scope of appli cabili ty
of the Japanese experience to China, or to require China to take addtional steps in arder for the assumed
benefitsto berealized. First of all, banksin Japan, except for the development banks, areall privatey owned,
including the long-term credit banks and city banks. Government agencies like the Ministry of Finance and
Bank of Japan concentrate onregulatory isaues; they do nd have to worry about the profit motives of bank

owners. Because all banks in China ae state owned, bank managers concern about profitability cannad be

®n adifferent opinion, Scott (1992 recommended that the transitional objedives of restructuring enterprises be
pursued by non-bank financial ingtitutions (like mutual funds and trust companies), in order to ensure that the
banking system achieved its fundamental oljedives of maintaining the integrity of the payments g/stem and the
safety of depositors savings. Maintaining the soundnessof the banking system isindeed a primary concern for
reforming the financial system. On the other hand, if banks lack managerial capacity and supervision skill s for
restructuring, as argued by Scott, it is even lessclear how the newly establi shed non-bank financial institutions
acquire such capacity and skill sin the short run other than by hiring foreign managers.
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taken for granted. Governance structures must be created so that control will residein those who benefit most
from the banks' profits.

Second, the Japanesefinancial system hasworked well in an environment of a soundfiscal systemtogether
with government budget surplus (up to 1975. In contrast, China's fiscal system still needs major reforms
beforethetrend d declining government revenue can be halted and the government budget deficit comes under
cortrol. Asmentioned earlier, the government's budget revenue has continued to decline andthe deficit torise
inrecent years. However, thisisjust part of the story. Morefrequently, governments at all levelstendto force
the banks to make 'policy loans for items that are supposed to be taken care of by the budget. Bad loans are
less transparent than a budget deficit: this esentially has the dfect of depleting bank capital, and will
eventually show up in the government budget. Without a sound fiscal system and prudent fiscal policy, the
functioning of the main bank system might be seriously undermined. Therefore, financial reform requires
complementary reforms in the fiscal sector and a prudent fiscal policy to reduce presaure on the banking
system.

Third, Chinais much larger than Japan andregional variations are much greater. Therefore, Chinaneels
more decentrali zation.

Finally, China's firms tend to be small scale and Chinese industries are not very concentrated. Also
Chinese people are more family oriented and less organization aiented than the Japanese. For this reason,

informal financial institutions may play a greater rolein China.

Restructuring China's Financial System: The Next Stage

Banks differ from ordinary manufacturing firms in that most of their claimholders, that is, depositors, are

highly dispersed, which makes monitoring d bank behaviour extremely difficult. With private ownership, the
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owners of the bank (its capital account) care about returnsto their assets, andthereforeits profitability. Even
in this case, government regulation and monitoring are required because owners may pursue investments
cortrary to depositors interests, or if depositorsareinsured by thegovernment, cortrary tothepublic'sinterest.
When the banks are owned by the state, the government itself may become a serious problem becauseit often
has multiple objectives li ke macroeconamic stabili ty, industrial poli cies, and employment, longwith concerns
for profitahility. Hence, ingtitutional re-arrangement is needed to mitigate agency costs and reduce the risks
inherent in the financial system.

In this sction, | make suggestions for institutional changes in the next stage of China's financial
restructuring, to becompleted, say, withinthreeyearsfrom1994to 1996 Thisincludesdividingresponsihili ty
for the fiscal sector and the financial sector; reorganizing the central bank and restructuring its cortrol
mechanism; and establi shing decentrali zed multi-tier financial intermediaries. Thelast consists of devel opment
banks; commercialized national banks; second-tier regional banks and credit cooperatives; nontbank financial
intermediaries; andinformal financial institutions. (Other financial institutions, such as security companiesand
investment banks, are beyondthe scope of this chapter.) The proposed institutional changes are intended to
beredlistic, practical, andimplementable. At the sametime, they also represent a pivotal and significant step

in the transition to a market-oriented financial system.

Division d Responsibility between the Fiscal and Financial Sectors

In Japan, the Ministry of Finance, the Bank o Japan, and dher regulatory agencies are all activein financial
regulationbut each has diff erent responsibili ties. With asoundfiscal system, theMinistry of Financewas able
tomaintain abudget surplusfor alongperiod d timeandthereforethe government had no reed to borrow from
the central bank. Differing from many ather countries, the Ministry of Finance played an important role in

regulating banks and, in that cortext, it often exercised somerights of cortrol as well, such as replacement of
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bank managers or granting more branch gperations as areward. But the Bank df Japan, like other central
banks, operates through the market with the main dbjective of maintaining stability — stability in the
purchasing power of the currency and stabili ty of theworkings of the financial system. The Bank d Japan dd
rediscount loans from commercial banks in support of some activities like exports, in particular in the high
growth period when demand for money increased rapidly. Nevertheless it was the responsibility of the
commercial banks to make independent lending cecisiors.

In the current framework, the PBC combines the functions of a central bank, the government financial
regulatory agency, and the supervising agency of the speciali zed banks exercising cortrol rights on behalf of
thestate. Thecentral bank's misson hasat least two facets: it is responsiblefor macroeconamic management
aswell asfor policy lendingfor structural adjustment (Lou, 1993. The central bank andits branches all ocate
thetask of poli cy lendngto specialized banks, and make poli cy loans directly in some casesaswell. Recently,
the central bank has even gperated its own security companies. In the past 14 years China has moved from
one treme to the other: from the situation in which most finance comes from the state budget to ore where
most financeis bank loans.

In China, a clear division d responsibili ty between the fiscal and financial sectors should be a priority.
A pre-condtionfor agoodfinancial systemisa soundfiscal system, and rence a reformed fiscal systemisa
prerequisite for financial reforms. First, the banking system should na assumefiscal responsibility. If there
is no particular reasonfor policy lending (such as an important ongang relationship), then subsidies should
be channdled throughthe budget. Thefiscal channel is much more transparent and therefore may be subject
to better discipline. Nevertheless such a change may mean an increasein the budget deficit in the short run,
but that is no more than a transformation d implicit into explicit deficit. Second, tax reform is needed to
ensure a sound base for government revenue. Third, in the case of a budget deficit, to avoid inflation, bond

financing should be preferred to drect borrowing from the central bank.
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It should be enphasized that the current definition d 'policy loans' in Chinaistoobroad. It essentially has
two distinct categories: subsidies and loans for development purposes. The former includes subsidies to
agricultural products through procurement and subsidies to state-owned enterprises dueto pricedistortions or
inefficient operation. Funds for the latter category should be used for infrastructure or priority industrial
investment. The mnceptual distinction between the two categories has important practical implications: a
subsidy is a fiscal matter and should be financed from the budget and administered by an agency under the
Ministry of Finance. Subsidies should na betreated asloans. Only loans for development purposes can be
labelled 'policy loans,” to be managed by development banks, as discussed below.

Finally, because Chinais much larger than Japan, more independent regulatory agencies might be needed
to reduce the work load o the Ministry of Finance. In October 1992 regulation d security markets was
transferred to a newly establi shed agency, the State Security Exchange Commisgon, but regulation d security
companiesis gill under thecentral bank. Infact, most security companiesaresubsidiaries of specialized banks
or their branches. Furthermore, the People's Bank of Chinais also the supervising agency of the banks, which
givesit theauthority to exerciserights of control andto engagein micro intervention. This may underminethe
central bank's ability to maintain stability. Therefore, ownership and control of the state banks should be

shifted to an agency with strong profit motives, for example, the State Assts Commisson (SAC).

The Central Bank's Control Mechanisms in Transition

Eventually, the central bank will apply indirect monetary instruments to achieve macroeconamic management
by adjustment of the discount rate and reserverequirements, andthrough goen market operations. But it would
be unwise to jJump into that positionin ore step. There are two special problems in the case of China that

Japan and many aher developing countries do nd have.
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One problem has to dowith the still large state-sector.  Although using credit quotas is a crude and
indiscriminatemechanism, it is perhaps more df ectivein deali ngwith the state sector than any ather instrument
when the demand for investment is hard to curtail. 1t might well be the casethat imposing credit quotasis the
only effective way to constrain the state sector from expandng, because many state-owned firms are nat
sensitive to interest rates if they face a soft budget constraint. Enforcing strict credit quotas is one way to
harden the budget constraint. Both Lau (1992 and McKinnon(1992) are in favour of putting quota limits
on state-owned firms borrowing. The Bank d Japan for a long time used credit quotas, but as a
suppementary, nat as a main, control means.

Anather unique situation in China is its fast process of monetization and financial degpening as the
econamy moves away from central planningto a decentrali zed market (Tables 14.5 and14.6). Astheveocity
of money slows rapidly, settinga monetary target may be difficult, if nat imposgble. Inthis event, targeting
aredl interest rateis a better alternative (Lau, 1992. For example, the nominal interest rate can be indexed
to the consumer price index, andtargeted at say, 2 to 3 per cent abovetheinflationrate. Evenin the United
States, recent experience shows that adapting a monetary target may be lessuseful.

Anather control instrument used by the central bank is lending to speciali zed banks (about athird o their
total liahili ties). Duringthehigh gowth period, the central bank hasto suppy credit to mee increased demand
for money. If the Japanese experienceis rdevant, the central bank shauld na be directly invaved in policy
lending or thedirect suppy of credit to speciali zed banks, instead, it should rediscount loans already made by
the speciali zed banks.

Underlying the control mechanismis the institutional isaue of the reorganization d the central bank. At
the moment, the Peoplée's Bank o China has more than 160000 employees and has branches down to the
county level, the largest network in theworld. The systemisalso very localized in the way the credit plan is
balanced by regions through provincial branches of the PBC. Provincial branches of specialized banks hdd

reserves with provincial branches of the central bank; the reserve requirement and reall ocation d credit are
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segmented acrossregions.  This is roated in the ‘degp M-form' (the multi-layer-multi-regional form) of
hierarchical organizationin China (Qian and Xu, 1993. Asaresult, provincial branches of the central bank
often form an alli ance with provincial governments, and ignare instructions from Beiji ng.

To prevent localization d the central bank system by the provinces, a crossprovince regionally based
central banking system likethe US Federal Reserve System could be a better chaice for China. This means
that the central bank establi shes headguarters in seven o eight large regions (dagu, or districts) consisting d
threeor four neighbouring provinces. With such a scheme, a dramatic reductionin the number of employees
and branches of the PBC isrequired. It seams appropriateto i minate branches of the PBC at the county and
municipality levels, and to consolidate provincial branches into large regional headguarters and their local

offices.

Separation d Policy Lendng from Commercial Lendng  Establishment of Development Banks and

Commercialization d Specialized Banks

One of thefirst priorities on the reform agenda is to remove policy lending from the portfolio of specialized
banks and assgnthat task exclusively to newly established development banks. Thisis particularly important
for China precisely because all other banks are also state owned. As analysed in the secondsecion, pervasive
moral hazard problems when policy and commercial lending are combined are the prime reasons for the
inefficiency of the banking system at the current time. Because upto 40 per cent of loans are policy loans, it
is impossgble to impose a hard budget constraint on the specialized banks which, in turn, have no incentives
to harden the budget constraints of firms.

Externalities and spill -over effects are strongat a low stage of econamic development when the market is
incomplete and selective policy lending (development loan) may become a catalyst for take-off. 1n Japan,

development banks played an important role in transforming an econamy with limited resources by setting
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priorities and performing indicative planning. An important point of the Japanese eperience is that
development bank loans were gradually taken over by commercial banks and there was an exchange of
information between the Japan Devel opment Bank and commercial banks (seeChapter 4 by Aoki).

Thefact that the Chinese econamy is dill i n the processof reform provides additional reasons for policy
lendng. Not only are some prices gill distorted, but more significantly, there is a great demand for
experimenting, for learning, and for building up the institutional infrastructure of the market system. To
achievethis, thereis an urgent need to establish ore or several deveopment banks with the explicit misson d
lending for development and nd for profit maximization. However, the amount of policy lending should be
dramatically reduced from the current level of 40 per cent, given the moral hazard problems analysed above.
At the present stage of econamic development, the activities of development banks in China may include
projects in transportation, communications, energy, and hgh risk, high tech industries, as well as for
restructuring and buil ding market institutions.®

China can learn from the Japanese experience in setting up development banks. The JDB was founded in
1951 with some employees transferred from the IBJ. It obtained trust funds from the government, which in
turn obtained funds, in part, from the postal savings g/stem. The average hdding period d postal saving
certificates waslong about 3.84 yearsin 1965 as opposed to 0.85 of ayear for bank savings (Yasuda, 1992).
China's new development bank could be built on the same basis as the People's Construction Bank o China
and the six investment corporations under the State Planning Commisson. Because China has already
established a nationwide postal savings network, it is also possble to channd some of those funds to
development banks. However, to the extent that loans of development banks are longterm, they should be

matched by long-term deposits.

*The combined share of outstanding equipment loans by JDB and |BJ reached a peak at about 50 per cent in
1955 and wererespedively 21.7 per cent and 181 per cent in 196Q The cmbined share dedined to 22.4 per cent
at the end of 197Q JDB loans were oncentrated in transport, energy, and key industries like sted and chemicals
(seeChapter 4 by Aoki).
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With all policy lending removed, the four specialized banks should be made ordinary profit-seeking
commercial banks. Therearethreeaspectsassciated withthischange Firg, thecentral bank, aswell asother
central and local government agencies, should stop interfering with the detail ed businessactivities of banks.
In particular, the government andthe central bank should na dired credit all ocationand decisions. Banks can
be incorporated into limited liahility or joint-stock companies; the board o directors could be chaosen from
pubic institutions concerned with the profit and stability of banks, such as officials from the State Assts
Commisdgon, aswell as academic financial experts. Incorporation can to some degreeshield the management
of banks from frequent government intervention and also make the future transfer or sale of partial shares of
the banks easy.

Second, banks should be held accountablefor their actions, and a hard budget constraint should be placed
on them. After having provided the initial capital, the government should not provide addtional funds.
Because of the expected fast growthinthenext 5to 10years, credit fromthe central bank to commercial banks
will continue, but that credit shoud be provided at the market interest rate and preferably in the form of
rediscounting commercial loans. Thisis to ensure that no soft credit is given to the commercial banks by the
central bank. Thereisan implicit deposit insurance under traditional state ownership of banks. However, an
explicit deposit insurance programme is neaded to safeguard depositors' funds after specialized banks are
commerciali zed.

Third, in arder to judgethemanagerial performance of banks, the statebanks hould beall owed to gperate
in owverlapping businessareas 9 that idiosyncratic uncertainty can be identified. Profitability should reflect
good performance rather than randam events, and reward o punishment can provide the correct incentives.
This reflects the informational role of competition dscussed in Holmstrom (1982. Overlapping businessis
also desirable for abank's risk diversification as wel as for mitigating the soft budget constraint problem of

exclusive rdational banking.
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Decentralization d the Banking System:

Establishment of Second Tier Banking

Although commerciali zed rational banks will be the core of the commercial banking systemin China, thereis
plenty of room for regional banks and further expansion d urban and rural credit cogperatives. At present,
only some mastal provinces haveregional banks; provincial branches of the Bank d Communicationarejoint
stock banks with local governments hading significant interests andthey areto alarge extent regional banks.
Severa reasons support the propositionthat regional banks are important for regional development: the huge
size of the country; great regional variations; local aspirations for regional development. Regional banksin
Japan provided 14 per cent of short-term loans to listed firms in manufacturing and they play an even more
important role in serving medium and small firms.

It is often heard that the state banking systemin Chinais already over-decentrali zed, referringto the fact
local governments usually have df ective control over local branches of both the central bank and speciali zed
banks. However, this should bemore precisdy referred to asfragmentation. Chinaclearly needs a centrali zed
central banking system and centrali zed control within each o the four specialized banks (the future national
banks), but at the sametime, China dso needs truly decentrali zed regional banks.

Theroleof this sscondtier banking, regional banks together with urban and rural credit cooperatives, is
nat just limited to the contribution d funds. It isimportant for the sake of the decentralization d the banking
system, now dominated by thefour specialized retional banks. Decentrali zation nd only crestes acompetitive
environment, it also provides an alternative device for mitigating soft budget problems.

When soft budgeting is seen as an agency problem, the central isue becomes the lack of commitment by
banks to stop bad projects when they arediscovered. The problem arises in situations where sunk costs make
it more dficient to refinance a project ex post eventhoughit isnat efficient to doso ex ante. Dewatripont and

Maskin (1990) argue that a decentrali zed competitive banking system can be used as a commitment device
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against the soft budget constraint. Thereasonis that when abank is relatively small andis constrained by a
lack of avail able funds (that is, the bank dces nat have a degp pocket), then additional financing must come
from ancther bank. Inefficient ex post renegatiation between the new and dd banks (due to asymmetric
information) reduce the returns the new bank may receive, thereby reducing its incentive to refinance.

QianandXu (1991 suggest that even if banks are large, renegdtiating projects financed by several banks
is more difficult than renegatiating projects financed by a singe bank, which makes additional financingless
likely andthe budget constraint harder. Itisinterestingto ndethat in Japan, although main banks monitoring
is exclusive, thereis no exclusive financing. There may be other reasons for this, such as firms being afraid
of being held up by the bank ex post under exclusive financing. From this perspective, a more important
benefit of allowing foreign banks to goerate in China would be the achievement of credible commitment and
theimposition d harsh dscipline on managers, rather than bringingin capital.

One practical methodfor achieving fast decentralization d the banking system is to establish regional
commercial banks using the enployees and facili ties of branches of the People's Bank df China & the county
and municipality levels. Asdiscussed previously, after the recommended reorganization d the central bank,
thoselower level brancheswill beabolished andthe personrdl will bereleased. Therearetwo posshbleoptiors.
Oneisto set up province-based regional commercial banks with the current facili ties of the PBC as theinitial
investment by the central government. The provincial government then injects additional fundsto maintain its
cortrollinginterestinthebank. Or, regional commercial banks could be establi shed (serving, say, threetofour
provinces), with nosinge province having a controlling share. This has the advantage of facili tating capital
flows acrossprovinces and preventing regional banks from investing in projects that are only of provincia
interest. Either way, the proposed methodcould make the best use of existinginstitutions, it could reduce the
cost of reeemployment by engaging the redundant central bank employees, and could create a competitive

banking environment relatively quickly.
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Banks' Roles in Corporate Governance

Oneof thebenefits of the Japanese main bank systemisthemonitoringandinformation-coll ectingroles of main
banks (city banks and regional banks alike). At present, most Chinese firms have only one designated bank
branch for settlement of accounts and loans. For a more active role by the banks in corporate governance,
ingtitutional changes are neeaded; the newly commercialized banks may be all owed to hdd some equity in newly
incorporated state firms. This can be dore through debt-equity swaps, as there are so many norperforming
loans.

The presumed role of banks in corporate cortrol is clearly dependent on the establishment of a new
corporate governance structure, known as corporatization. The discusson on rew governance structures of
state-owned enterprises dates back to 1985 (World Bank, 1985 chapter 10). The main idea is to mimic
corporations in capitalist econamies with shares held by many financial intermediaries like pension funds,
mutual funds, insurance companies and hddingcompanies. (Toalarge extent, thefirst stageof Lipton-Sachs
proposal (1990 of privatization for Poland (corporatization a commercialization) has smilar ideas.)
Althoughindviduals are also allowed to hdd shares in these financial intermediaries, the majority of shares
are expected to be held by the State Assts Commisgon (SAC), to which the pulic ddegates the rights of
ownership. A major enterprise reform plan ontheselinesis under study in Shanghai with assstance from the
World Bank.

The problems with this kind d plan are twofold: first, it is nat clear how the soft budget constraint
problem can be solved a mitigated, and second therole of thebanksis missng. Thereislittleevidenceinthe
market econamy, at least to date, that mutual funds, pension funds and aher institutional investors closdy
monitor or actively participatein the control of corporations in which they havelarge sharehddings, although
there are someindications of growing activism by some puldic pensionfunds in the United States. Under the

current Chinese plan, hddingcompanies and aher institutional investors (equity hdders) are supposedto have
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the responsibili ty of monitoring, but their eff ectivenessisdoubtful. Furthermore, all theseinstitutions need to
be built from scratch, which is both costly and time consuming.

However, there already are banking institutions, and it would be econamic to make the best use of them.
Infact, banks are uniquely positioned to play a monitoring role, andtogether with ather institutional investors
areableto providebetter discipline. Aslargedebt hdders, banksaremorelikey to betough onmanagersthan
equity hdders would be. In addtion, banks can accessinformation onthe flow of fundsin and aut of afirm
and may threaten to withhdd o cut off credit at any moment (Scharfstein, 1992. By comparison, a hading
company cannd engage in close monitoring ona routine basis and dees nat have thetodsto dscipline unless
things arereally getting aut of hand. Of course, the hading company, as an owner, can take many steps that
bankscanna. Thepoint isthat, in restructuringthegovernancestructure of state-owned enterprises, balancing

power between banks and dher large institutional investorsis useful.

Development and Regulation d

Non-Bank Financial Intermediaries and Informal Financial Institutions

As emphasized earlier, nonbank financial institutions in China rose rapidly in recent years as a response to
strict credit quotas imposed by the central bank. Thefinancial activities of trust investment corporations and
enterprise finance companies ali ke played an important role in supporting fast regional growth, and most of
their activities were perfectly legal. In arder to maintain macroeconamic stabili ty in China, thereis an urgent
need for regulation to ensure a proper balance between the two sectors. In particular, nonbank institutions
shauld nd be de facto banks; that is, their liabilities siould nd be deposits in dsguise.

The nonstate sector is producing rearly one half of China's national industrial output and even more in
terms of GNP, andthetownship-vill age-private enterprisesin rural areas already contributeto about aquarter

to athird o total industrial output and export. Nevertheess total lending from all banks and rural credit
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cooperatives to the nonstate sector (including agriculture) was rather small, only about 20 per cent of total
loans outstandingin 1989(Table 16.11). Formal financial institutions can seldom satisfy demand from small
firmsin any country at alow development stage. At present, about 70 per cent of industrial output in China
is contributed by medium and small businesses. To the extent they are a dominant force of China's emerging
nonstate sector, informal financial institutions sould nd be prohibited, but should be supported by the
government.

Table16.11

Taiwan's case may be relevant in this context. In Taiwan, up to half of the domestic financing d the
private sector came from the informal financial systeminits early period d development, with an average of
more than a third between 1964 and 1989 (Shea and Yen, 1991, table 4). One of the old problems with
informal cortracts, as opposed to formal ones, is enforcement. Family bonds have been an important
enforcement mechanismin Chinesesociety. What isparticularly interestingin Taiwan isthe use of post-dated
cheques and the government's willi ngressto punish the bouncing d checks by imprisonment. The Taiwanese
experience showsthat informal financial institutions have been helpful in mobili zing savings andfinancingthe
needs of those enterprises discriminated against by formal financial institutions. The government should set
rules and create an environment for streamlining the operations of informal financial institutions to improve
their efficiency in all ocating loans in the curb market. 1t should also be pointed out that in Japan too local
credit banks for small businesses, which grew out of the pre-war local credit cooperatives, have played a very
important role in the regional development of small businesses.

McKinnon (1992 is in favour of China's adoption d a type of dual financial system following the
establishment of a proper tax system. He argues that the extensive use of informal nonbank financial
institutions has an additional advantage for maintaining confidence and stability of the monetary payment
system, if the formal banking system finances only low-risk projects while the high-risk projects will be

financed by the nonbank informal institutions. However, theinformal systemtendsto divert funds away from
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the formal sector, which undermines the government's ability to borrow from the banking system and
consequently endangers the financial stability of the econamy if a proper tax systemis nat in place.

On the one hand, the market-oriented nonstate firms (and reformed state firms) would nd be allowed to
borrow from the state banks and could orly raisefunds from retained earnings andfrom non-bank andinformal
institutions; on the other hand, un-reformed state-firms would still have accessto bank credits, but ther
activitieswould be strictly limited and monitored. 1t ishoped that the 'within-the-plan’ system (the state banks
and unreformed state-owned firms) and the'outside-the-plan’ system (non-bank financial institutions and non
statefirms) would beinsulated from each aher, andthe former would be phased aut eventually. Asdiscussed
above, it is important to limit the credit avail able to unreformed state firms. The main dfficulty with this
arrangement, however, is how the intended insulation between the two systems isimplemented. In fact, many
township enterprises (perhaps nat vill age or private enterprises) relied heavily on kank creditsto grow (Zhou

and Hu, 1987, and cutting df their accessto bank credits might lead to undesirable consequences.

Concluding Comments

This chapter makes a case for China to adopt several institutional eements of the Japanese financial system
inits next stage of financial system reforms. But the Japanese modd cannd be, and should nd be, applied in
itsentirety because of the diff erences between thetwo countries. Perhapsthemaost important lesson Chinacan
learnfrom Japanis Jpan'swilli ngressand abili ty to adapt, rather than simply copy, institutionsfoundin ather
countrieswhich areuseful toitsown particular situation. Institutional changesarecomplex anditisimpaossble
to have complete knowledge of the true benefits and costs of institutional alternatives in advance. Learning
by experimentingis an eff ectiveway to reduce uncertainty andcosts. Inthisregard, maintainingtheflexibili ty

of institutions and adapting ragmatic attitudes provide an gptionfor corrections and changes at a later stage.
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Given the vast size of China, a more diverse and decentralized system than the Japanese one is nat just

necessary, it is also beneficial.



Table16.1

China: Sdlected Macroeconamic Indicators (19781991)

Growth o National Urban Cost Export/GNP Foreign

GNP Retail Price of Living Reserves*

| ndex | ndex (billi on $)

1978 4.67%

1979 7.6% 2.0% 1.9% 5.31% 0.84
1980 7.9% 6.0% 7.5% 6.07% -1.30
1981 4.4% 2.4% 2.5% 7.70% 271
1982 8.8% 1.9% 2.0% 7.97% 6.99
1983 10.4% 1.5% 2.0% 7.55% 8.90
1984 14.7% 2.8% 2.7% 8.34% 8.22
1985 12.8% 8.8% 11.9% 9.45% 2.64
1986 8.1% 6.0% 7.0% 11.16% 2.07
1987 10.9% 7.3% 8.8% 13.01% 2.92
1988 11.0% 18.5% 20.7% 12.60% 3.37
1989 4.0% 17.8% 16.3% 12.2%% 5.55
1990 5.2% 2.1% 1.3% 16.88% 11.09
1991 7.7% 2.9% 5.1% 19.30% 2171

Source: Satistical Yearbodk of China, 1992

Remark: *) With the Central Bank orly.
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Table16.2

China: Selected Real Interest Rates (1980-1991)

National Househdd 1- Househdd Househdd1l- Househdd

Retail Price year Time  3-year Time  year Time 3-year
Index Deposit Deposit Deposit Time
(nominal) (nominal) (real) Deposit
(real)
1980 6.0% 5.4% 6.12% -0.60% 0.12%
1981 2.4% 5.4% 6.12% 3.00% 3.72%
1982 1.9% 5.76% 6.84% 3.86% 4.94%
1983 1.5% 5.76% 6.84% 4.26% 5.34%
1984 2.8% 5.76% 6.84% 2.96% 4.04%
1985 8.8% 7.2% 8.28% -1.60% -0.52%
1986 6.0% 7.7% 8.28% 1.70% 2.28%
1987 7.3% 7.2% 8.28% -0.10% 0.98%
1988 18.5% 8.64% 9.72%* -9.86% -8.78%*
1989 17.8% 11.34% 13.14%* -6.46% -4.66%*
1990 2.1% 8.64% 10.08% 6.54% 7.98%
1991 2.9% 7.56% 8.28% 4.66% 5.38%

Source Satistical Yearbodk of China, 1992and Almanac of China's Financeand Banking, 199Q 1992

Remark: Year-endfigures.
*) cost of living adjustment all owance nat included (seeTable 3).



Table16.3

China: Interest Rates with Cost of Living Adjustments (19881V-199Q1V)

Househdd 3-year Annual Rate of Eff ective Househdd
Time Deposit Cost of Living 3-year Time Deposit
(nominal) Adjustment (nominal)
Allowance

19881V 9.72% 7.28% 17.00%
198al 13.14% 12.71% 25.85%
1989ll 13.14% 12.5%% 2573%
198alll 13.14% 13.64% 26.78%
19891V 13.14% 8.36% 21.50%
19901 13.14% 0.89% 14.03%
19902 13.14% 1.46% 14.60%
19903 13.14% 0% 13.14%
19904 13.14% 1.42% 14.56%
19905 13.14% 1.38% 14.52%
19906 13.14% 0% 13.14%
199qlll 10.08% 0% 10.08%
19901V 10.08% 0% 10.08%

Source: Almanac of China's FinanceandBanking, 1990 1991
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Table16.4

China: Househdd Bank Deposits (billi on yuan, 197891)

46

Total Increase Urban Increase Rural Increase Total
Househdd Over Househdd Over Househdd Over Househdd
Deposits Previous Deposits Previous Deposit Previous Deposit/GNP
Y ear Y ear Y ear

1978 21.06 1549 5.57 5.87%
1979 2810 3343% 20.26 30.79% 7.84 40.75% 7.05%
1980 3995 4217 2825 39.44% 1170 4923% 8.94%
1981 5237 310% 3541 25.35% 1696 44.96% 10.97%
1982 6754 289 44.73 26.32% 2281 344% 13.01%
1983 8925 3214% 57.26 28.01% 3199 4025% 15.36%
1984 12147  36.10% 77.66 35.63% 4381 36.95% 17.45%
1985 16226  33.58% 10578 36.21% 5648 2892% 18.96%
1986 22376  37.90% 14715 39.11% 7661 3564% 23.08%
1987 307.33 37.35% 20676  4051% 10057 31.28% 27.1%
1988 38015 23.6% 26592 28.61% 11423 1358% 27.12%
1989 51469 353% 37348  40.45% 14121 23.62% 32.34%
1990 70342 36.67% 51926 39.03% 18416 30.42% 39.77%
1991 91103 2951% 67909 30.78% 23194  2594% 45.88%

Source: Satistical Yearbodk of China, 1992
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Table 16.5

China: Moretary Aggregates As Share of GNP

Currency/GNP M1/GNP M2/GNP

1978 5.91%

1985 11.5% 39.0% 60.8%
1986 12.6% 43.6% 69.3%
1987 12.9% 43.8% 73.7%
1988 15.2% 42.5% 71.8%
1989 14.7% 39.9% 74.7%
1990 14.9% 43.0% 86.4%
1991 16.0% 47.5% 97.5%

Source: Almanac of China's Financeand Banking, 1992
Remark: (1) M1 = currency + enterprise and institution demand deposit

(2) M2 = M1 + househdd bank savings deposit (demand and time) + enterprise and institution time
deposit

In China, househdd demand deposit is nat checkable, but enterprise and institution demand deposit is.



Table 16.6

China: Annual Monetary Expansion (19861992

Credit Currency M1 M2
1986 29.4% 23.3% 26.7% 29.3%
1987 20.3% 19.4% 16.9% 24.0%
1988 17.0% 46.7% 21.0% 21.2%
1989 17.9% 9.8% 6.6% 18.3%
1990 22.8% 12.8% 19.2% 28.0%
1991 19.8% 20.2% 23.0% 26.5%
1992 23.0% 30.0% 36.0% 30.0%

Source: Almanac of China's Finarnceand Banking, 1992

Remark: *) first 8 morths, preiminary, Lou (1993.



Table16.7

China: The Government Budgetary Deficit and Its Financing (percent)

Financing d the Deficit

Deficit/ GNP Foreign Loans Domestic Nor+ Borrowing from
Bank Borrowing the Central Bank
1978 (0.28)
1979 5.15 175 0.0 825
1980 3.40 151 0.0 849
1981 121 552 84.5 -39.7
1982 1.48 -2.8 620 40.8
1983 164 115 438 44.8
1984 1.48 17.1 40.0 429
1985 0.50 24 1488 -51.2
1986 1.82 283 3.7 679
1987 171 294 40.7 299
1988 2.17 318 36.5 318
1989 2.06 44.0 819 -25.9
1990 2.25

Source: Tables3 and9in Sicular (1992.

Remark: Adjusted figures.
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Table 16.8

China: Rural Credit Cooperative Activities (billi on yuan)

Total Loan to Loanto TVEs Loan to Total
Deposit Househdds Collective Loan/Total
Agriculture Deposits
1979 2159 1.09 142 2.24 22.00%
1980 2723 1.60 311 3.45 29.97%
1981 31.96 2.52 3.55 3.57 30.16%
1982 3899 441 423 3.48 31.08%
1983 4874 7.54 6.01 2.82 33.5%
1984 62.49 1811 135 3.84 56.73%
1985 72.49 1942 16.44 4.14 55.18%
1986 96.23 2580 26.59 4.46 59.08%
1987 12252 34.76 3593 6.45 62.96%
1988 13998 37.24 4561 8.01 64.91%
1989 16695 4157 57.19 10.73 65.58%
1990 21449 51.82 76.07 1341 65.88%
1991 27093 6314 10073 16.99 66.76%

Source Satistical Yearbodk of China, 1992
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Table 16.9

China: Subsidies to Money-L osing Enterprises from the State Budget

51

1986 1987 1988 1989 1990 1991
Subsidies 3248 37.64 44.65 59.89 57.89 50.64
(billi on yuan)
As percent of 14.37% 15.8%% 16.9%% 20.32% 17.48% 14.02%
Budgetary
Revenue

Source: Satistical Yearbodk of China, 1992
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Table16.10

China: Methods of Baili ng-Out LossMaking Firms

L oan repayment Extending Rollover of  Reducingthe other
before taxes* repayment period the loans amount owed  methods
Number of Bail ed- 98 60 24 3 18
Out Firms (of 229
Percent 48.3% 29.6% 11.8% 1.5% 8.9%

Source: Survey sponsored by the Ford Foundation, 199Q

Remark: Acoordingto the Chinesetax law, thereis nointerest deduction, that is, loans should be repaid out
of profit after tax.



Table16.11

China: Lending to the Non-State Sector
As Percentage of Total Outstanding Loans

Urban Urban TVEs Agriculture Total
Coll ectives Individuals
1985 4.95% 0.17% 5.63% 6.85% 17.60%
1986 5.11% 0.13% 6.82% 6.68% 18.74%
1987 5.47% 0.16% 7.25% 7.28% 20.16%
1988 5.58% 0.17% 7.5% 7.1% 20.53%
1989 5.15% 0.11% 7.3% 7.12% 19.77%
1990 4.93% 0.09% 7.42% 7.17% 19.61%
1991 4.74% 0.08% 7.63% 7.3% 19.84%

Source: Almanac of China's Financeand Banking, 1992
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