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Abstract
Financial Analysis of China’s
Debt during Transition

With the initial establishment of the socialist market
economic system in China, national debt will become one of the
means of indirect macrocontrol and play an important role in
solving wide-ranging financial economic problems. However, at
present from financial angle there is little research of the theory
on the national debt during a period of transition at home and
abroad. In China, during the transition the changes of the
financial system have lagged behind; so the changes and
developments of the financial economy and financial investment
mechanism have also lagged behind. Therefore, it is necessary to
study the problems of the financial economy and {financial
investment of national debt during the transition in China.

This book is to study the financial problem of China’s debt
during the transition on the basis of theories of the National
Income Decision, the Transition Economics, the Public Debt
Economics and the Financial Invest. It uses the ways of
combining equilibrium analysis with comparative static analysis,
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combining the positive analysis of theory with positive analysis of
the experience and combining the quantitative analysis with the
qualitative analysis. Its main contents are as follows:

Firstly, we review the national theories of different schools
of different economic system, and then study its evolution in
China. In market economic system, the Classical School rejects
the national debt while the Keynes School advocates the
important role of the national debt. The national debt theories of
the planned economic system essentially combine Marx’s national
debt theory with the feature of planned economy. After reform
and opening, the economists in China have made a thorough
study of Marx’s and contemporary western national debt theories
and come to explore the reform ways of China’s debt, including
China’s debt issuance, circulation, investment and open market
operation, etc.

Secondly , we discuss the scale of China’s debt from financial
economy angle. We put forward two views as follows : one is that
we should study the relations between the scale of the national
debt and the debt economy, monetary supply, monetary policies
and investment from financial angle; another is that we should
judge a moderate scale of the national debt in a broader angle,
which take into consideration not only the international targets
and experience data of national debt, but also the China’s debt
market, investment and financial mechanism and open market
operation of national debt. We establish a model of moderate
scale of the national debt. According to the model, we may
calculate the moderate balance scale of national debts every year.
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Thirdly, we discuss the effects on monetary supply of the
national debt. On the one hand, expansion of the national debt
demands the increase of monetary supply, or it can produce
squeeze-out effect; on the other hand, the open market operation
of central bank can cause increase or decrease of monetary
supply. By analyzing the structure of the national debt holder,
issuance of the national debt and the open market operation of
central bank, we have seen the enlargement effects of monetary
supply of China’s debt. The regression analysis and statistics
test prove that both the balance of China’s debt and foreign debt
have the enlargement effects of monetary supply.

Fourthly, we discuss the effect of the inflation of China’s
debt. China’s debt is a special national debt which Chinese
government issues in order to make up its fiscal deficit and raise
the construction money because of the reduce of its revenue after
it carries out the policy of tax-relief national debt. Therefore,
the factors of inflation effect of China debt are as follows ; central
bank issues large monetary because the Ministry of Finance
borrows large money from central bank owing to reduce of its
revenue; central bank increases monetary supply because firms
can not reduce the business banks loans after they buy China’s
debt and the business banks can’t reduce their loan scale after
they buy China’s debt during transition. Meanwhile, others
factors, including expectation, reform of price system, reform of
wage system, reform of social ensure system, all influence
change of price through the change of the economic variable of
basic system of the national income decision that includes China’s
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debt.

Fifthly, we discuss the effect of the rate of China’s debt and
the problem that the rate of national debt becomes the reference
rate. The expansion of the scale of national debt does not
obviously influence the change of market rate through the change
of investment, saving, monetary supply, monetary demand and
price because of the influence of traditional system during
transition, but the development of China’s debt market and
repurchase market have promoted the reform of the rate system.
Our research proves that the market of national debt will be an
effective market which central bank conducts the monetary policy
and the national debt will reflect the change of the rate in
different term. Therefore, the rate of national debt will become
the reference rate by which central bank can take it into
consideration when it formulate the policy of rate.

Sixthly, we discuss the effect of the fiscal and monetary
policies of China’s debt. According to the feature during
transition in China we revise some hypotheses of M-F model and
use comparative static equilibrium analysis. Qur research proves
the effectiveness of the fiscal and monetary policies of the
national debt. However, it does not bring about a great advance
in nongovernmental investment and exists in the contradictory
with the stabilized exchange rate between RMB and US dollar
during deflation. For these reasons, China’s financial
organization should support the development of the small and
middle enterprise; Meanwhile, the RMB exchange rate system
should also be reformed.
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Seventhly, we analyze the relations between the open
market operation and the circulation of national debt. The open
market operation of the Central Bank need establish the unified
bond market. Therefore, China should change the separation of
Shanghai’s bond market and Shenzhen’s bond markets and the
bank’s bond market so that the investors of Shanghai and
Shenzhen’s bond market can also participate in the bond
transaction in the unified bond market. Meanwhile, China
should expand its scale of its circulative debt. At present the
scale of its circulative debt is smaller than western developed
countries. But its circulative debt scale is difficult to expand for
its debt repaying capablility. For this reason, China should use
the experience of the other countries for reference adding the rate
of the circulative debt scale of whole debt. Moreover, China
should still establish rational term structure and holder structure
of China’s debt.

Eighthly, we analyze the investment value of China’s debt.
We use IRR as a base, by which we can analyze and compare the
investment value of the national debt and other financial assets.
Our study shows that China’s noncirculative national certificate
debt is a good investment, which possesses both the return rate
of fixed deposit and mobility function of current deposit, while
China’s circulative debt is an ideal investment for investors that
can bear investment risk. In order to satisfy the manifold needs
of the national debt variety and open market operation of Central
Bank, Chinese government should mainly issue the circulative

national debt. We suggest to set up a good investment
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mechanism-——— the government should increase the issuance
proportion of the long term circulative national debt and make
the interest rate of long term national debt become one of
reference interest rate of short term and long term interest rate
of various financial assets step by step, government should
extend the issuance scale of short circulative national debt so that
it can meet the manifold needs of national debt; the government
should resume the future transaction of the national debt in time
and carry out option transaction of the national debt so that
investors can avoid maket risk and get flexible transaction.

Ninthly, we analyze the investment value and the financial
effect of China’s debt repurchase. We put forward up the way
which investors may avoid market risk in national debt
repurchase. Qur study shows that the return rate of the
successive repurchase of China’s debt is higher than the deposit
and the certificate national debt in the corresponding period. The
transaction of the interest arbitrage of China’s debt provides the
chance for the risk lover to get the magnified risk premium. The
finance of China’s debt plays an important role in the reform of
the state firms. However, it is not the target of the development
of China’s bond market. The repurchase market of China’s debt
should become one of the means of the open market operation of
Central Bank and one of financial place of the financial structures
and firms. Therefore, China must improve and develop the
capital market, such as establishing the unified bond market,
expand the scale of the circulative national debt, etc.

At last, we study the evasion of risk of investment and
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speculation of future and option of China’s debt and their
standardized development. Qur research shows that the risk
lovers usually choose the speculation of national debt future,
while the risk averters often choose the evasion of risk of
investment of China’s debt future. During transition, the
economic system, law environment and market foundation also
influence the investor’s choose. In order to resume the future
transaction of China’s debt and establish the option market of
China’s debt, we suggest the government should establish the
market foundation and system of standardized transaction of

future and option of national debt in China.
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