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Preface

China’s growth performance has been remarkable since the develop-
ment strategy was transformed and decentralisation— and market-oriented
reform were introduced in the late 1970s. However, there is a wide
concern about the stability and sustainability of growth in the future
because (i) macro control is becoming less effective, and growth is
still subject to stop-go cycles; (ii) improvement in efficiency is slow;
and (iii) fragility of banks increases. In relation to these, one of the
most controversial subjects on policy debate is the continuing mon-
etary expansion. Despite the large attention it has attracted, sources,
processes and underlying mechanisms of monetary expansion as well
as its interrelations with other phenomena have not yet been clearly
understood. As a result, confusion spreads. This itself has become a
destabilising factor, i.e. it contributes to policy swings and the related
stop—go cycles.

The central theme of this book is simple: monetary expansion could
be attributed to partial economic reform — economic reform without
reform of local governments’ ownership and development of capital
markets. It argues that the monetary expansion was driven by the banks’
finance for fixed assets investment combined with lack of channels
(other than bank deposit-lending) for financial intermediation in a situ-
ation where households have become the dominant savers. Excessive
bank credit expansion was necessary in a centre-locality investment
game under the decentralised Chinese economic system. In this game,
local governments’ investment was local border-constrained and biased
towards setting up small processing industrial enterprises, causing lack
of investment for technical transformation of existing enterprises and
for infrastructure. At the same time, the central government was no
longer the major saver. Unable to resolve these problems of invest-
ment allocation directly, the policy-makers turned to expansion of bank
loans for priority investment in order to maintain high growth. Given
that extra investment for priority activities was necessary, the under-
development of capital markets necessitated such investment to be
financed by banks. In consequence, aggregate control had to be loosened,
and extensive development and slow improvement of efficiency per-
sisted. These in turn further increased the demand for credit from the
inefficient enterprises, leading to growth of non-performing loans and
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erosion of the banks’ capital base. Although Chinese policy-makers
have been lucky in generally avoiding unmanageable excessive demand
thanks to households’ long-term saving behaviour, the accumulated
liquidity risk increases uncertainty. The problems could not be solved
by tightening monetary control alone, as the latter is easily exagger-
ated under the Chinese economic system and causes recession in the
short term and might be unable to stabilise the economy in the longer
term.

However, the build-up of money balances is not a disaster. By con-
trast, the available money can be utilised to facilitate needed owner-
ship reform. The thesis suggests that monetary policy, financial reform,
ownership reform and-design of corporate control should be coordi-
nated with a focus on promoting industrial restructuring and competi-
tion. In this process, the second-best solution would be to internalise
the externality problems at provincial level, and to put fiscal means to
a-more active use in macroeconomic management.

LEROY JIN
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1 Introduction

Since 1979, China’s economy has been undergoing major changes under
the new development strategy and economic reform programme. The
new development strategy emphasises increasing in living standards
rather than industrialisagion per se. It calls for the pattern of develop-
ment to be transformed from heavy industry-dominated, unbalanced
growth to more balanced growth with a considered regard towards
agriculture and light industry; from extensive to intensive growth (i.e.
from input-based growth to growth based on improvements in effi-
ciency; from promoting inland development to promoting coastal de-
velopment, and from self-sufficiency to opening up to the outside world.'

The reform was initiated to support the transformation of the strat-
egy for economic development. Despite sometimes serious disagree-
ments among top policy-makers on the details and precise type of
economic system most suitable to Chinese conditions, there has been
and remains a broad consensus on the need to decentralise economic
management and to introduce market mechanisms into China’s economy
to enhance economic efficiency.

The reform process has been gradualistic and experimental — a trial-
and-error approach. It has been pursued in four main ways:

(i) by decentralising economic management (e.g. investment control
and the management of state-owned enterprises) to local govern-
ments;

(ii) by gradually introducing market mechanisms (e.g. price liberal-
isation);

(iii) by promoting the development of non-state sectors;
(iv) by establishing macroeconomic management system based on in-
direct control.

Noticeably, the ideology of state ownership has remained virtually
unchanged. In practice, successes and failures of the reform experi-
ments have fed back into decisions on the development objectives and
reform strategy.

With respect to macroeconomic control, reflecting the much weakened
role of central physical planning and of the state budget in the mobil-
isation and allocation of resources, heavy emphasis has been placed



