CHINA'’S

UNFINISHED

ECONOMIC
REVOLUTION

NicHoLAS R. LARDY

BROOKINGS INSTITUTION PRESS
WASHINGTON, D.C.



Contents

China’s Economic Reform Strategy

The Public Sector Deficit 6
Explaining China’s Rapid Growth 8
Banking in China’s Economic Transition 15

The State-Owned Enterprise Problem

The Stages of Reform 22

The Size of the State Sector 25
Factor Productivity 31
Financial Performance 33
Explanations 47

Conclusion 52

The Evolving Banking System

Institutional Transformation 61
The Growth of Lending 76
Bank Strength 92
Nonperforming Loans 115
Conclusion 124

Creating a Modern Financial System
Reform Strategy 140

Bank Recapitalization 144

Fiscal Implications 161

Competition 165

Bank Supervision and Prudential Regulation 168

ix

21

59

128



X Contents

Interest Rate Liberalization 169

Ending Confiscatory Taxation of Banks 170

Independence of the Central Bank 172

Policy Banks 176

Conclusion 180
5 Implications 183

Physical versus Financial Constraints to Growth 186

China and the Asian Financial Crisis 193

Implications for China’s Integration into the World Economy 209

Implications for the United States 214

Conclusion 220
Statistical Appendix 223
Notes 233
Index 293
Tables
1-1. Net Issue of Currency, 1978-97 13
2-1. State Sector Employment, 1977-96 27
2-2. The Allocation of Investment in Fixed Assets, 1980-96 29
2-3. State-Owned Industrial Enterprise Losses, 1978-97 35
2-4. Fiscal Subsidies to Loss-Making State-Owned Enterprises, 1985-96 37
2-5. Liabilities of State-Owned Enterprises, 1978-95 41
3-1. Loans by Financial Institutions, 1978-97 78
3-2. Borrowing and Lending of the Specialized Banks, 1986-95 84
3-3. Loan-to-Deposit Ratios in Selected Provinces, 1988-93 87
34. Paid-In Capital of the Specialized Banks, 1985-96 93
3-5. Capital Adequacy of China’s Specialized Banks, 1988-94 94
3-6. Construction Bank of China Loan Loss Provisions

and Reserves, 1988-96 98

3-7. Agricultural Bank of China Loan Loss Reserves, 1989-96 99
3-8. Pre-Tax Profits of China’s Specialized Banks, 1985-96 100
3-9. Select Deposit and Lending Interest Rates, 1985-97 108
3-10. Bank of Communications Loan Quality, 1991-94 123
4-1. Composition of Household Financial Assets,

Year-end 1978, 1995, 1996 132



Contents

4-2.

4-3.

A-1.
A-2.

A3
A4,

A-5.
A-6.
A-7.

Alternative Estimates of the Annual Cost of Bank Recapitalization
at Year-end 1995
Effective Tax Rates on China’s Largest Banks, 1995
Assets of Chinese Financial Institutions, 1986, 1994, 1995
Regional Distribution of Loans and Deposits by Chinese
State Banks
Bank of China, Estimated Average Cost of Funds, 1989
Bank of China, Maturity Structure of Renminbi Savings Deposits,
1987-94
Bank of China, Estimated Cost of Funds from Savings Deposits
Bank of China, Estimated Cost of Enterprise Deposits
Supplementary Interest Paid on Indexed Time Deposits,
1988-91, 1993-97

158
171
224

226
228

229
229



