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Executive Summary

This paper presents a brief, critical review of phiecipal features of China's financial system aadduct of monetary policy. It shows that desjtite
impressive growth since 1979, the financial sysiteessence still functions as it did before refowiith centrally allocated credits and administeredrest
rates, it lacks a mechanism to assure efficiencapital allocation. Moreover, a stop-go monetajcy combined with the inherent arbitrarinesstad tredit
plan has produced frequent cycles of inflationraing with growth recession.

Aware of the system's weaknesses, the authowtiesched in 1994 a comprehensive financial reforognam. This paper reviews the program's main
elements and implementation to date. It pointete@ral challenges of critical importance to themefs success: policy loans, relation to enterpagarm,
bond market reform, interest rate policy, and maryepolicy. It also proposes concrete reform sgjiatg including a bond-for-policy-loan program, a
gradualist approach to interest rate deregulatiomay to mop up excess reserves, and a choice éretwpen-market operations and central bank lerang
the principal tool of monetary policy.

I. Introduction

After seventeen years of widely acclaimed econaefiorm, by 1996 China finds itself still shacklegltvo vestiges of its pre-reform days: a largeffinient
state enterprise sector and an essentially unrefbfimancial system. The former continues to absodbwaste an enormous amount of the nation's neegu
and the latter squanders the nation's preciousgsum an arbitrary manner and generates recuseris of rising inflationary pressures. Both argana
hurdles on the nation's way towards attainingd&l gf building a "socialist market economy" bylgarext century.

To describe China's financial system today as fefsdly unreformed" may surprise many. The impresgjrowth of its financial sector from a mono-bank
system of the Soviet command-economy type prioefarm to the large variety of financial institut®and markets today is an undisputed fact. What is
"essentially unreformed" is the manner in whichgjigtem absorbs the nation's savings, creates maneéyonverts all these into credits for distiiuto
final users of capital. It is in the performancetaé basic function of finance that China's finahsystem continues to be in essence more akimetGoviet
type than to that of a market economy.

Because of the central importance of finance iateonal economy, this vestige of the past can Ipepewed to a faulty cardiovascular system in anrotise
healthy human body. Parts of the body that areedlmshe heart receive a disproportionately largeunt of the blood supply; terminuses or blockeshar
must depend on newly grown bypasses that managiptton from the main arteries. What is particuladygerous is an inherent tendency for the heart to
beat too fast--and, if unchecked, increasingly-ftsit routinely disrupts the normal functioningtbé whole body and at times can lead to life-ttergiag
conditions.

The rest of this paper attempts to substantiasesihiile. Section Il critically reviews the prinaigfeatures of China's financial system, with regarits
microeconomic allocative efficiency and conductranetary policy in relation to macroeconomic stgbiAware of its many deficiencies, the authostie



launched in 1994 a comprehensive and thoroughmefbthe financial system. Section Il examineslighlights of the reform program and its
implementation to date. Section IV presents ouudgiids on several major challenges in carrying loairéform program--policy loans, relation to entise
reform, bond market reform, interest rate poliayd anonetary policy--as well as our recommendat@nseform strategies in these areas. Specificaly,
propose a bond-for-policy-loan program, a gradualigroach to interest-rate deregulation, a wayap up excess reserves, and the use of either
open-market operations and central-bank lendirntgeagrincipal instrument of monetary policy.

IIl. Performance of the Financial System
A. Micro-Efficiency

Since economic reform began in 1979, the finano@stry has been one of the fastest growing imissin China. From 1979 to 1994, while nominal GDP
grew ten times, bank deposits (BD) increased 18djreo that the BD/GDP ratio rose from 0.33 in 1®70.56 in 1994. Using a wider measure to include
deposits in some nonbank financial institutions, M2/GDP ratio increased from 0.58 in 1985 to GrB®90 and 1.00 in 1994.1 These measures reflect t
rapid "monetization” or "financial deepening" oét@hinese economy.

Financial deepening is also reflected in the rgpavth of a wide variety of financial institutioasid markets in China. Starting from only one sitglak,

the People's Bank of China (PBC), in 1979, theesystow consists of one central bank, four large stanks--which together accounted for 72 percént o
total financial assets--16 other nationwide andoresg banks, tens of thousands of rural and urbeditccooperatives, and scores of other types nbaok
financial institutions, such as trust and investi@&ampanies, insurance companies, finance compde#sng companies, securities dealers, and mutual
funds.2 In addition, there are active money andtalmarkets. Together, the system offers houseshdldsinesses, and the government a much widerechoi
of channels and instruments in which to put theiiregs and from which to seek credits.

Yet, despite its phenomenal growth in size and f&Ehina's financial system today is functionallylfg and incompatible with the vibrant market fasdbat
have been released since 1979 by reforms in thefrése economy. The root of the problem lieshie pervasive government control of the financiatey.

The problem is manifested in several charactesisticChina's financial system. First, virtually thie financial institutions are directly or inditigoowned and
operated by the government. Bank staff carry ouegament directives and have little experiencesseasing financial risks. The situation is further
complicated by the decentralization of the goveminitself. Following a pattern mandated by formeosr@mic planning, the bank branch networks coincide
with the political division of the country; and éalocal bank branch is under the "dual leadersbipts head office and the local government, asteef
reform. Where local interests are in conflict witle center's, as often happens, the local autt®risually have the upper hand, because the bsanuis

rely on local support for their day-to-day operatioThe result has been fragmentation of the filmhegstem and sometimes local protectionism tingeides
the development of nationwide financial markets emefregional fund transfers.

Second, until recently credit was allocated acewydid the old credit plan. Although the scope &f ¢hedit plan has been reduced and its mode ohtiper
significantly altered (See Section Ill below), there reasons to suspect that the change hasedvahly a shift in form, not in substance, and thatold
credit plan continues to lurk behind in a changedfto dominate the functioning of the financiadteyn. (See Section IV.1 below.) In any case, whétlie
suspicion is well founded, it is essential to hawdear idea of how the credit plan worked in thstpn order to understand its pervasive influendbe
financial system and appreciate the significandd@fchanges that are currently taking place.

Prior to 1995, each year the local branches oPB€ worked with the finance and economic planniagelus of the local governments to draft credigla
that gauged the working capital and fixed capitsds of local businesses in the next year. Thesgeldcal plans were then submitted to the PBC ludfice
in Beijing to work out a national credit plan innsultation with the Ministry of Finance and thet8tBlanning Commission, before being submittedtfer
State Council's approval.3

There were two dimensions to the credit plan. Térical dimension specified the total credit cgjfirof the six nationwide major banks and other majo
financial institutions, and the horizontal dimemstbe total credit ceiling for each of the 29 prmgs and autonomous regions and the two special
municipalities, Shanghai and Shenzhen. The verdica¢nsion was monitored by the PBC head officd, the horizontal by the PBC provincial or municipal
branches. The plan set separate credit ceilingwdoking capital and fixed capital.

Direct credit control has been used in market egoe® as well, but nowhere has it been as speciticdetailed as in China, where the credit planifipdc
the credit ceilings not only for each bank and gavince but also for each industry and each priger within the plan. Those that were includeths plan
were assured of receiving the coveted credit; thiwsewere left out must fend for themselves td $emancing from institutions and markets that eitéer
not included in the plan or included but subjedy @o lax enforcement.

Third, interest rates have been used as a todirawhand retain bank deposits, but thus far ldasged virtually no role in the allocation of crediAs prior
to reform, they are still set nationally by thetiegt executive organ of the government, the State€ll. The rates have consistently been below
market-clearing levels and often, as in 1987-89again in 1993-95, below the prevailing inflati@te. Cheap credit means arbitrary allocation by the
authorities nominally according to national andalgariorities, but in practice often also the résidipolitical influence or unadulterated corruptidoreover,
in many cases it leads to excessively capital-8itenproduction or investment with dubious retussecdotal evidence suggests that in China todasn e
amidst a booming economy, there are factories mathly installed machinery standing idle, and futgffed luxury hotels more than half empty, becdhee
expected market is not there.

Fourth, the banks are loaded with bad debts. Utigeold credit plan, if an enterprise was includethe credit plan, its bank must provide it itotiéd
credit, regardless of its creditworthiness. Sinceletailed audit has ever been conducted, no omekthe extent of nonperforming loans in bank jpdids.
One official estimate is 20 percent, which maydmelow. The World Bank calculates that the net Warftthe four large state banks is probably negativ

Fifth, there has been phenomenal growth of varigpes of financial institutions and markets outdtue banking sector. Other countries that have
experimented with direct credit controls have fotimat the market has marvelous ways to get ardumddntrols. In China too, by-passes have developed
through less-regulated nonbank financial instingiand informal curb markets which are not regdlateall.

Nonbank financial institutions developed in the2980s. Then, as now, local governments were asx@have their regions participate in the rapid
economic growth that was then just starting, bueweustrated by the tight control of the credaml This led the local branches of the state basksell as
local enterprises to establish urban credit codpes trust and investment companies, and fin@pogpanies, in order to operate outside the créaiit. fpn
the liberalizing environment at that time, thestoas were looked upon with favor as innovationbrtmaden the scope and structure of the finangsém.



By 1989, however, after the financial crisis of tuenmer of 1988, the political atmosphere changed,all the nonbank financial institutions wereugiat
into the folds of the credit plan.

Enterprises also raise funds through an informahalkel called the curb market. For instance, anmgrige might distribute a handbill inviting its elopees,
their relatives and friends or acquaintances--at, fanyone--to leave their money with the enteepfis, say, one year for a 20 or 25 percent return,
significantly higher than the current one-year bdegosit rate of 9.18 percent.5 These informal ohsnare prevalent among developing nations with
repressed financial systems. They are a part of thieaauthorities would call "leakages" in theiedit controls, but perhaps have been an imporgatoff in
keeping the sectors that are left out of the crgdits growing rapidly even during periods of auistand tight credit control.

Sixth, credit control and interest rate restrictidrave also limited the development of money apitalanarkets. China's bond market is dominated by
Treasury bonds, which accounted for 70 percertt®tdtal capital market turnover in 1994.6 The Mliryi of Finance began to issue these bonds in 1981,
because the terms were unattractive they had $oldeéby compulsory subscriptions to enterprisesiadifidual workers through their workplaces. A ldon
market has developed only since 1986 to includ&lbsS reasury bonds also small amounts of enterposds, financial institution bonds, and local
government bonds.

Stock exchanges began operation in Shanghai in &880n Shenzhen the next year. They are notetthéar high price volatility. Despite the attentitrey
have attracted both from abroad and domesticallyheé end of 1994 the cumulative amount of capitesed in these markets was only RMB 64 billion, a
minute amount compared to the gross domestic imesgtof RMB1.9 trillion in 1994.7

China's money market consists of an interbank mahe markets for Treasury bills, commercial papad negotiable certificates of deposit. The irdakb
market has had some unusual problems, as unscuggdit@ancial institutions have used this marketfoowvery short term liquidity management, butuod
long-term loans, and even for land and stock maetulations.8

All issues in the money and capital markets mustfgg@oved by the authorities. Besides prudentiasicierations, the principal motivation for contedll
access has been a desire to protect the bankd) esf@iche primary channel of credit control, agatesnpetition from the open market.

Seventh, a basic problem with China's financialesyss the lack of the requisite social infrastametto insure its soundness and stability. Basiergsals,
which are taken for granted in market economieshss dependable accounting systems, contractaundtses laws, trained banking personnel, rules of
bank supervision and regulation, a nationwide faledring and settlement system--are either stifigpdeveloped or awaiting to be implemented. These
problems are by no means unique to China, but tirerevorse in China than in other developing caestr

B. Macroeconomic Stability & Monetary Policy

Allocating savings to their most productive usesrily one function of a financial system. Anotheto provide an appropriate growth rate of the rjone
supply to keep the price level relatively stabteChina, even if the price level were stable, tlemay supply would have to increase at a high bt
because of the high growth rate of real income,asal because of the increasing monetization oétiomomy, which is a common feature of the eadgest
of economic development. Moreover, in China the alenfor money is also increased by the shift fremti@lly-planned economic control to a market
economy. Unless this growing demand is met by cefit money creation, sales growth will be retardegentories will pile up, prices will fall, prodtion
will be cut back, and unemployment will rise.

In modern times, the management of the money supelymonetary policy, is a responsibility of thetion's central bank. The central bank createsegnon
indirectly either by purchasing assets (e.g. gaigign exchange, bonds, commercial bills) or bectly lending to institutions (e.g. governmenisnks, and
other kinds of financial institutions). It financ®ese purchases and loans by issuing claims eify itiims that take the form of currency in cletion and
deposits of the financial institutions with the trahbank. These claims, created by the centrak lsanply by making entries on its books, serveesgmves
for banks and are used by banks for multiple déposation.

In China, this monetary policy function is the resgibility of the People's Bank of China. To see lveell the PBC has performed this function, Figlire
plots the annual growth rates of GDP, retail priegsl broad money (M2),9 for the years 1979-95.

Figure 1:
Annual Output (GDP) Growth, Money (M2) Growth, anflation
1979 - 1995
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Sources: World Bank, 1996, Volume I, Annexes,tfa@ following: GDP, 1979-94, Table 4, p.38; M2, 5985, Table 14, p. 48; retail price inflation,



1979-95, Table 32, p.66. GDP, 1995, is from WorithB 1996, Volume |, The Main Report, Table 1.8, p2, 1979-84, is from IMF, 1991, p. 293.

Since besides monetary policy there are many édloors--such as the gradual lifting of price colstrforeign trade liberalization, and fluctuations
harvests--that could have affected output andtiofiaa close association of the money growth watie output growth and inflation is not to be exjset
Indeed, Figure 1 shows only a weak relationship/beh changes in the money growth rate, GDP, acégri

Nonetheless, Figure 1 does show an interestingrpatf association. During these 17 years, outpahey growth and inflation all display a high degoé
instability. But, since 1984, ignoring some errgtéaks and troughs, they have moved roughly togethes, the extraordinarily high M2 growth in 1938d
1980 was accompanied by rapid GDP growth in theseyears. Rising inflation then induced the autiesito restrain money growth tightly for three ngea
(1981-83). It was in that period of low and relatywstable monetary growth that China enjoyed e episode of rising output growth coupled with low
inflation. The abrupt leap of M2 growth in 1984 keche spell. Thereafter, an unstable M2 growté nais been followed by sharp fluctuations in output
growth and inflation

Unstable money growth in China reflects a stop-goetary policy that was practiced also in many oto@ntries (e.g. Britain in the 1960s) and
subsequently abandoned when it was discovered tteelygrincipal source of macroeconomic instabilityChina, too, the authorities, anxious for rapid
output growth and job creation, tended to adoptetany policies that were too expansionary, and,timetine face of rising inflation, to clamp down oredit
and money creation. Disturbed by the resultant etgyrowth and rising unemployment, they then agalexed credit and monetary controls, thus settieg
stage for the upswing phase of the next cycle.

Operationally, there are three major channels titrauhich the PBC funnel base money to the natieoahomy. They are: lending to the government,
purchase of foreign reserves, and lending to firguntstitutions. The central bank's balance sBbketvs that fiscal access to the central bank was an
important source of money creation prior to 1988,dince then has largely fallen into disuse.1@GPRase of foreign reserves has been a sporadicesourc
except in the last two years, 1994 and 1995, whaocounted for 71 percent and 63 percent resgdgtiof base money creation, reflecting the laageifn
capital inflows in those two years. In contrastdiag to financial institutions has been the ordpgistent, major channel of base-money creation.

In China, base money creation is a by-product efctiedit plan. The PBC, by lending to financialibusions, provides them with the reserves theydrtee
make the loans required by the credit plan. Asiptesly described, the credit plan is a vestigenefdld central planning regime. Although reformseha
reduced the physical production plan, its countgérpaa mere shadow of its former self, until rtbethe credit plan has remained both the guigedind the
principal instrument of monetary and credit policyChina.

The strictness with which the plan was enforcethieycentral government reflected swings of the pkmd between the government's policy of centratimat
and decentralization. Thus, in the heyday of deaépation from 1985 to 1988, the credit plan wemanistered in a way that gave local PBC brancheshm
autonomy, which they wielded with considerableriigy. Moreover, in many cases the local authesitalso took it on themselves to use their corsider
political power to get the central authoritiesagse the credit ceilings. In some years, crediings were lifted so many times that the final gsotor the year
were not firmly established until the end of tharydBut, then, by the summer of 1988 when inflatenelerated to a dangerous point, the centrabetiés
clamped down abruptly and demanded strict enforoewfethe credit plan.

However, the cynics have learned from experienattihht credit inevitably inflict pain, and wheaip becomes strong enough, credit will again bedkas
Moreover, during such stop-go cycles, many chanbelh legal and illegal, have been developedrtugivent credit control, so that even during tiroes
tight control credits are still plentiful for thosého know the ropes and can afford to pay.

lll. The 1994 Reform

In November 1993, China unveiled a new and amtstrefiorm program, which was launched in early 19294ike the tentative and piecemeal reform
measures that had been successively adopted $iii@ethis program was at once comprehensive andmsgsic, aimed at completing the extended reform
process by early next century in order to havdaoepthe overall structure, if not the details,afocialist market economy with Chinese charasties.” The
program covers the reforms of a wide spectrum ohemic sectors.11 In this paper, we discuss omyeform of the financial system.

The financial reform program aims at a fundameo¥erhaul of the entire financial system: the céitaak, commercial banks, nonbank financial
institutions, and money and capital markets. Stgnvith the enactment of basic laws governing tloeenf operations of each of these componentsgkss
to develop an integrated, market-oriented finargyatem for attaining macroeconomic stability athatative efficiency, while taking account of the
government's policy objectives.

Implementation of the reform program has alreadstet. In March 1995, a Central Bank Law was pa&ged has several especially noteworthy features:
First, the aim of monetary policy is "to maintairetstability of the value of currency and therelgnpote economic growth." Thus, China has becomebbne
a small number of nations that have legislatedepstability as the sole aim of monetary policy. @ek; the central bank is prohibited from providing
advances to the central government or direct sigiiger to government bond issues. Third, the laso @rohibits the central bank from lending to local
governments, nonbank financial institutions, othrgianizations or individuals--except as directedhgyState Council. It expressly states that tiirakEbank
is to carry out its monetary policy and bank sufs@m-regulation functions "under the leadershiphef State Council." The centralization of auttyoirit
conducting monetary policy is made even more eitfdicstipulating civil and criminal penalties agsi local government officials, other organizatians!
individuals for forcing the central bank and it§i@ls to provide credits against the provisiofishe law; however, there is no similar stipulatmm State
Council officials.

In addition, the central bank has decided to ghidtiually from the credit plan to indirect monetpoficy measures. It plans to use open-market tipasas
the principal policy instrument, supplemented bgraffes in reserve requirements, discount ratesa@méhistered interest rates.13

The reform also envisaged a complete overhauleb#nking system. In May 1995, a Commercial Bank leas passed.14 It provides that after a transition
period of unspecified duration all the state banltsbe transformed into commercial banks operatiegording to market principles: that is, to maxieni
profits and minimize risks. Once transformed, tbemercial banks will operate as corporations, oleserternationally accepted prudential rules (sash
meeting capital requirements and limiting lendiaguhy single borrowers), establish internal augitontrol procedures, and be subject to the celdrait's
supervision and regulations. Their present poknding responsibility will be shifted to three npualicy-loan banks. Both deposit and lending interates

will continue to be set by the central bank but magy within prescribed limits. To ensure equahtneent, all deposit-taking institutions--includitige 5,000
urban credit cooperatives, 50,000 rural credit eoajves, and the 26,000 postal savings office-b@iconsidered as commercial banks.15



To protect depositors, commercial banks will nobbewed to invest in nonbank financial institutspmor will they be permitted to engage in truicks
and real-estate investments inside China. Theybwillequired to divest the large number of nonlar@ncial institutions they currently own.

Three policy banks were established by the 199%FmefThe State Development Bank is to provide lotesiest, long-term loans for infrastructure andy"ke
industry fixed investments. The Agriculture Devetamnt Bank is to finance state procurement of afjural products and agricultural infrastructural
development projects. And the Import and ExportkBiarto provide long-term funding of capital-goddsports and exports, especially for the machiney a
electrical industries.

The financial reform program also envisions streaging the regulation and supervision of nonbanarfcial institutions and of the money and capital
markets. Laws were passed in 1995 to regulatedinbhand commercial bills, debt-instrument guaesjtand insurance. In January 1996, the previous
regional interbank markets were unified into aegnated national market.

Lastly, the credit plan has been substantially gedninformation on the changes is scanty, as @inikhe case of other measures of financial reftere
has been no public announcement of the changesé&teve can make out from inquiries to sourceliwithe PBC is that since the first half of 199%yon
the six large nationwide state banks are stillectfo direct credit control; all the other banksl @onbank financial institutions are subject doly?BC
regulations on asset/liability ratios. Total craglibtas are assigned by the PBC to the head offfcide six large state banks, which in turn altecguotas to
their provincial branches. The PBC provincial bitagg supervise the implementation of the quotasdmnot interfere with their distribution within ithe
respective jurisdictions.

IV. Policy Issues and Strategies

The 1994 reform is the most ambitious economicrmefprogram China has undertaken since 1978, aaddial reform constitutes a crucial part of this
program. It embodies a well-conceived approachatasform the present backward, chaotic, and buratadinancial structure into a modern system gdid
by market principles and appropriate prudentialil&#ipns. However, its implementation will requaareful sequencing, staunch and steady suppalt at a
levels of the government, as well as fundamentahghs in thinking. We will examine some of theseés, discuss their inter-relationships, and pmpos
few specific reform measures, without any pretersafering a comprehensive plan of action for iftnglementation of the reform program.

A. Policy Loans and the Credit Plan

It would be an illusion to imagine that the merblshment of the three policy banks will solve tholicy-loan problem of banks. Aside from the
management problems of these three banks, whiocbnarenous, a more fundamental question is how bidiptthe rest of the banking system these banks
can be. Without a complete and thorough auditldiak portfolios, which we understand has nevenhendertaken, there is no way to determine hogelar
a portion of total policy lending the three bankser. The uncovered portion must be quite largallasf the presently mandated bank lending to supp
loss-making state enterprises, promote the expai§ienterprises in what the authorities deem ttkbg" industries, and help economic developmerthén
nation's poor regions may fall into that categ@iven the present state of the government budgsthard to see how the burden of the basicalyali policy
objectives of policy loans could be lifted off thacks of the state banks; yet, it is equally difito see how with that burden still on their bathese banks
could become truly autonomous commercial banksabiper on market principles.

The problem is rooted in the society's thinkingbtith market and centrally-planned economies, timegpy role of banks is to meet the economy's tredi
needs. In market economies, the needs are theadjeveeds of the economy. But, in China the perdeneeds are sector-specific, region-specific, aed e
firm-specific. The old credit plan was the poliogirument for meeting these needs and was cleedyipatible with the market approach to credit
allocation.

The authorities' recent action to replace the cddlit plan was a major step toward letting the rebalocate credit. It has taken the central bartkod
specific credit control. But, it would be naivethink that therefore specific credit allocatiordisad. Within the bureaucracy in China, the actmudvery
well mean only that the job has been passed dmetsix large state banks. To reach a judgment®adtion's true significance, one would have td aadl
see how much autonomy the banks really have in giagaheir portfolios. Simple logic would suggdsat so long as the perceived specific credit negliis
dominate the functioning of the financial systeme ghere has been no sign of their decline in itg@mme--the banks must continue to carry the buofien
policy loans, and progress toward a market appro&cbnducting monetary policy would continue toitn@eded.

Despite the recent action by the PBC, therefoeefitrancial system today is still confronted witvotmajor challenges: (1) How to resolve the polagn
problem? and (2) How to develop effective indin@ctnetary control? The rest of this paper will explthese two questions.

B. Relation to Enterprise Reform

A major part of the policy loan problem has beendbpendence on banks to bail out loss-making-stated enterprises (the SOEs). Even in the boom yea
of 1994, about half of the 100,000 SOEs incurredds. Though accounting for only about 40 perceetatal industrial output, the SOEs absorbed twitdth

of total domestic credit that year.16 That is obslg too much. Seemingly, the government is cairghh unsolvable dilemma: refusing loans to los&int
enterprises would cause widespread bankruptciesiagmployment, which is politically unacceptablet bontinuing to provide loans to them would wreck
financial reform. Some have argued that therefior@ntial reform must be held off till enterpriséoren is essentially completed.

The argument has a chicken-or-egg character fdass-making state enterprises depend on cordisupply of bank credit to stay afloat, indiscriatia
credit supply also relieves them from pressureésifwove their financial performances. Only by sitankous reforms of both sectors could this vicititee
be broken. But, how?

One possibility is to replace bank financing by édimancing. The basic idea is to gradually shié burden of policy lending from banks to the goweents
that sponsor the loss-making enterprises. If ctigréimey do not have the means to bear the cdsty,rhust borrow and be held financially respondibte
their debts. To be able to borrow, they must pastesng power. In China, only the central governtwe the provincial and special-municipal governtse
have this power.

The shift from bank financing to fiscal financingmmot be made overnight. Sufficient time must baadd for all parties to make the necessary adjestm
During the transition period, say, over ten yetrs,sponsoring government of loss-making enterprgeuld be authorized to issue a special Enterprise
Reform Bond to the full amount of the policy loamgler its sponsorship. The bond would be backetidyaxation authority of the issuer. In the firsér,
the banks would be required to subscribe to tHeafobunt of the bond issue in proportion to theares of the policy loans. The bond issue wouldedse



in subsequent years according to a pre-determicteetisile, to zero after the tenth year.

During the first year, nothing is changed: the lsawould continue to provide policy lending as tdeynow. But, everyone, including the sponsoring
governments, would be put on notice that policylieg will be phased out as scheduled. In the meemtihe governments must work with the enterprises
under their sponsorship to come up with schemesdiace and ultimately eliminate the enterprisessds or, if they wish, for the governments to asstira
responsibility of subsidization.

This approach incorporates the principle of fismaountability and compels local governments te t@sponsibility for solving local problems. Todeof,
the central government takes it on itself to fimtisons for problems of the whole nation. Withraited number of already overworked, competenf staf
members in the central government's ministriescamamissions, and the diversity of conditions iraatwation, it would be folly to expect the central
government to design an enterprise-reform prognagnestablish rules that would fit all localitiesndier our combined financial/enterprise reform appho
all local governments that are the ultimate spon$tine currently loss-making local enterpriseshiittheir respective jurisdictions would be cal@dto
work with these enterprises in order to find thmsim solutions within the prescribed transition périAt the same time, the central government metsars
example and not seek relief by pressuring the akiéink to come to the assistance of failing staterprises under its jurisdiction.

This approach does not represent a radical depértum the experimental enterprise-reform prograengovernment has already begun. Under that program
in addition to the central government's own experita with different forms of enterprise ownersti®,major cities have been selected to design and
experiment with their own plans for comprehensafenm of the state-owned enterprises within thesipective jurisdictions.17

Our scheme, however, takes the program furtheetpyiring each province and special municipalityvadl as the central government to take responsibili
for the failing state-owned enterprises underptnsorship and not leave the burden on the banissthie explicitly stated, gradually hardening ged
constraint that is lacking in the present segmeergerprise reform program, and characteristicuofimtegrated financial/enterprise reform proposal.

The transition period is a feature that requirghlighting. The scheme's success will depend aff§ion how well the time is used to effect theuisge
changes. Given the prospect of being ultimatelgdrigom policy lending, the banks can focus on arieyy for their transformation into market-oriented
commercial banks. The central and local governmaitthiave time to strengthen their revenue baseséovicing their enterprise-reform bonds, as aslto
work with the failing state enterprises on stoppimgjr financial hemorrhage. And the enterprisesrtbelves facing gradually hardening budget comégrai
will be compelled to find ways to lessen their degence on state subsidies.

In short, as already stated but is worth reitegatine proposal gives explicit recognition to these interdependence of financial reform and ensp
reform; the two must proceed together for eithesueceed.

C. Bond Market Reform

Assuming no reform of the bond market, the finalfeiderprise reform scheme just proposed wouldireduanks to purchase the bonds and hold the bonds.
With bond market reform, however, compulsory suipsion could be replaced by voluntary holding, mtctthe benefit of the banks and the financial
system as a whole.

China resumed bond issuance in 1981.18 At firdy, tre central government was allowed to issue bpadd their purchase was forced upon local
governments and enterprises as another form ofieax& bond market began only in 1986 when a fawks and enterprises were authorized to issue bonds
and purchases of all bonds became voluntary. Tfierethe market developed rapidly. From Y40 billiat the end of 1986, outstanding bonds rose t@Y30
billion by the end of 1993. The volume of issupl&d from Y38 billion in 1993 to Y113 billion in B4, and was expected to reach Y150 billion in 1995.
Secondary markets were opened in 1988. They deaetleyen faster: trading volume rose from Y2.2dpillin 1989 to Y105 billion in 1993. Trading
technology also improved rapidly. The facilitiestbe Shanghai and Shenzhen exchanges now are aiitetr those in advanced countries, with
screen-based, satellite-linked systems, continoader matching, and the capacity for same-dayesesht.

All the same, the development of the bond markstiieeen hampered by the government's ambiguity tbtiarmarket. While appreciating its advantages, th
government also views the bond market as a poteinéian of funds from the banking system, hencenfamntrolled channels of credit. Not only have bond
issues been strictly limited, but also their insémates have been pegged to long-term bank deptestin order to minimize their competition withnks for
funds.

Although conditions are in general better in theoselary markets than in the primary markets, theéo too suffer from a serious lack of liquiditius
limiting the attractiveness of holding bonds. Tlaisk of liquidity is due to the underdeveloped estait money markets for bond investors to move fuAadsl
the underdeveloped state of the money marketstincan, again, be traced to interest rate ceilimgbthe credit plan which controls short-term
money-market issues.

Increasingly, though, the authorities have comegpiareciate the importance of a well-functioningdamarket. Their decision to ban the governmentess
to central bank credits has forced the Treasuoytimt bond market. It was the principal factor hdtthe tripling of bond issues in 1994 from 1998eT
central bank, too, has decided to experiment witnemarket operations as an instrument of monetaigy. Hence, for both fiscal and monetary policy
operations as well as the general health of i@nfiial system, China needs to strengthen its ¢agpithmoney markets.

D. Interest Rate Policy
Under the credit plan, interest rates have beet aisly to attract bank deposits, but played littke in credit allocation.
As in all countries that use quantitative conttolgllocate capital, interest rates are kept lotheénmistaken belief that

this policy would stimulate capital investment drehce economic growth. However, other countrie® liaund that low interest rates reduce domestic
savings and encourage capital flight, hence iddhg run do not add to domestic capital formattou, result in misallocation of capital.

In China, an additional consideration for keepimigtiest rates low has been the perceived dependéstae-owned enterprises on low-interest baakdo It
is alleged that through long-established traditimese enterprises have come to view low-interasit beedits as a right, and many have become depende
them for survival. Those that are making lossenatcservice their debts in any case, and are rer@hmune to changes in interest rates. Thoseatkat
profit-making loudly claim that they are alreadyalieg most of the tax burden, and that interest daregulation would surely drive them into bankzyp
The combined opposition of these politically poweéxfoices has made it difficult for the central kaa deregulate interest rates. Moreover, it iziadythat



the banks have been accustomed to function oriyaasdispensing agents under the credit plan, lametfore are institutionally not prepared to evidua
credit risks and respond to changing market camuti Thus, in the minds of many a vicious cyclelieen created: control over interest rates carmegled
because allegedly the market is not ready fouit the market cannot be developed without the gasfiinterest rate controls.

Fortunately, the cycle exists only in the mindsran. It is broken as soon as one realizes thaestteate deregulation is not an on-off, yes-orvadter.
There are many kinds of interest rates. Deregulat@es not necessarily mean lifting controls omtladl at once. It is true that through arbitrageraérest
rates are closely related to one another in mat@iomies where funds are free to move across tsafket, in countries like China, where the markets
highly segmented through existing differentiatedmfitative controls, gradual interest rate derdguids still feasible with proper sequencing and
coordination with other parts of the reform program

Thus, if banks and their borrowers need time tastdihen for the time being let bank lending aedadit rates be administered as they are now, Akém
sure that the banks and their borrowers work @unsition plans to prepare for eventual interest-gatregulation. What can be and should be quickly
deregulated are money and capital market inteagss rSince early 1996, interbank rates have aifeeeh freed. Short-term rates should be the Moitey
markets--such as those for commercial paper, Tredsils, negotiable certificates of deposit--woualdvelop quickly, once controls over issuance ase@
and interest-rate limits are abolished or wideselelopment of these markets is crucial for thereébank's open-market operations as well as for
facilitating liquidity management of financial iftstions and the government. Moreover, it wouldg@éwe way for the development of a well-functioning
long-term bond market.

A concern about partial interest rate deregulagdhat it would divert funds out of the bankingtee and thus cause disintermediation. However,
disintermediation has already occurred on a lacgiesas a result of bank interest-rate regulatiith, financing outside the banks being conducted i
chaotic, unorganized manner. A program to developey markets through interest rate deregulationestablishing rules of participation would bringler
to what already exists. Moreover, competition meyhat the banks fear, but it is only through caiitipa that they would be pressured to reform aaihg
experience in the market. Also, concerns over "&sigely" high money-market interest rates couléased by the authorities' continued oversight. If
necessary, they could adjust the volume of bondhisse to moderate the demand for credit in the ebark

E. Monetary Policy

The People's Bank of China already possesses astdiati complement of indirect monetary contrabl®o reserve requirements, open-market operations,
discount facilities, and loans to banks. Howeveough well equipped, it has conducted monetarcpdt effect only through the credit plan. The fesé
this failure to use indirect monetary policy instrents has created a bewildering set of reserverezgents in China.19 Banks are required to holgédrgent
of reserves and another 5 to 7 percent excesveesgainst their deposits, for a total of 18 tq2ecent. Moreover, the 13 percent required resemes
frozen assets; only the excess reserves can beaisetlle payments.

This peculiar arrangement came out of the operatibrthe credit plan. To meet the ever-rising fagdiequirements of the credit plan, the centrakeas
supplied a rising volume of reserves through legdinbanks. This resulted in mounting bank resemvegch became excess reserves whenever the credit
plan was the binding constraint in credit extensmmop up the resultant excess reserves, thddPe8ank of China froze the required reserves and
slapped on top of them excess reserve requirentextess reserves continued to accumulate and eeddleel total reserve requirements to the extent of
between 15 and 18 percent of the total bank depasthe end of the three years 1989, 1991, an8.290Normally, in a market economy where a
reserve-based, indirect monetary policy is opegatimige excess bank reserves would signal a mgrpetiey out of control and rising inflationary msure.
But, not in China, where the effective monetarytoarnas been the credit plan, not any of the extimonetary policy tools.

The planned shift to indirect monetary controlréfiere, would necessitate a thorough house-cleanisgrt out the various existing hitherto unuselicp
tools and get them in shape for use. Specificallyans must be found to mop up the huge accumudatezss reserves. One way would be for the central
bank to issue a bond to mop up the excess resditvesond issue could be sold by auction to banks & would be redeemable only when called by the
central bank, and in amounts to be determined égéntral bank as a means to inject reserveshintedonomy. Since the initial issue could be aglas
desired, the central bank could use the opporttmigpmbine the present excess and regular reesgu@ements and lower the total to, say, ten pgj2e
without the expansionary effect on the money supplyally associated with a reduction in reserveirement.

The bond would not be counted as part of resebwgs;ould be marketable among banks so that a Wwihlgood lending opportunities could obtain
additional reserves by selling its bonds to anotiaek with surplus reserves. To the extent thabtrel is as transferable as bank reserves, thi&iviun
into another interbank market parallel to the éxgsinterbank funds market, to facilitate bankguidity management. Like the interbank funds martet
interbank bond market would not affect the totakrees.

In addition, the central bank should experimenhwirious indirect monetary control tools to seéciwtone would serve best. From other countries'
experiences, the choice is between open-markeatipes and lending to banks. Both provide the Hiity and effectiveness needed for monetary policy
Open-market operations might appear to have tharadge of non-arbitrariness in the distributiomesferves, but the same effect can be achieveddirlg
to banks were operated on an auction basis toachl®cation through the price mechanism. Lendiinganks has the advantage of minimal extraneous
requirements, such as well-functioning money matk&hich China presently lacks

Lending to banks by auction is quite different frtme discount facility of most central banks, irthg China's, which makes reserves available onthzp
is, open to all qualified institutions that cometweligible paper. In contrast, lending to banksabgtion would distribute reserves on a fixed saledsay,
weekly, for a pre-announced amount of reserves.ifteeest rate would be determined by the marlaitsat by the central bank as in the case of teodnt
rate. This new facility could exist side by sidgwa usual discount facility available on tap, sastused by the German central bank, with the fofare
adjusting the banking system's total reserves lamthtter for assisting in individual banks' regemanagement.

Whether open-market operations or lending to béykauction is chosen as the principal monetarycpatistrument, in either case interest rates mest b
allowed to vary and the banks must be truly madkitated. Neither condition exists in China todagth are challenges the monetary authorities mest m
in the next several years if financial reform istwceed.
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