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Foreword

This volume presents a set of macroeconomic Notes pre-
pared by the World Bank Resident Mission in China over the pe-
riod of 1992—1997. Such Notes have been prepared regularly to
inform the Bank’s management about macroeconomic develop-
ments in China, which is the largest borrower of the World Bank
Group. They are also distributed informally to Chinese authori-
ties in charge of macroeconomic policy for reference and have
general been well received by them. A few of them have been
made available to the general public, through their publication in
the People’s Daily and the Economic Daily.

The period covered by these Notes in this volume began with
a surging inflation and concluded with a successful
“soft—landing” . Beyond the completion of a dynamic economic
cycle, this period marks a critical phase in China’s economic de-
velopment. During this period China decided to establish a social-
ist market economy as the ultimate goal of economic reform and
most important macroeconomic reforms towards this end were
started. In fact, the spectrum of reforms carried out in the fiscal,
financial, and the foreign exchange and trade systems occupied
- center stage of the government’s economic reform program dur-
ing this period. While these reforms will have a long lasting effect
on the economy, they have already in the short run contributed to



achieving the “soft-landing”. It was also a period full of great
macroeconomic management challenges and risks, but the high
inflation of 1993—1995 was successfully brought under control
and reduced to a level well below 10% without reducing the
growth momentum below sustainable levels. It was the first time
since the beginning of China’s market reforms in 1978 that an in-
flationary cycle—of which there have been several-was mastered
without a sharp recession.

This collection of macroeconomic Notes faithfully traces
critical macroeconomic reforms and developments in this period
and attempts to assess their implications for macroeconomic poli-
cy. Much valuable practical macroeconomic management experi-
ence was gained during this period. We believe these Notes could
be a valuable source of information for those interested in the
evolution of China’s economic reform and opening to the outside
world in recent years. It is for this reason that we made these
Notes available for wider circulation.

Pieter Bottelier
Chief of Mission
June 1997
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Overview

This volume collects a sequence of eleven essays on the state
of the Chinese economy spanning the time period of early 1993 to
early 1997. The first essay describes an economy with many signs
of overheating. The last essay concludes that the Chinese econo-
my has achieved a “softlanding”. The term “softlanding” is used
to indicate that the economy has entered a phase of low inflation
while maintaining a sustainable rate of growth in the range of
8—10%. At the time this overview is being written, it is reported
that inflation dropped to below 2.8 % p.a. in May, 1997 (the con-
sumer price index) while the economy still was growing at 9.0—
9.5%. The last time inflation was as low as today, 1990—1991,
the economy grew only at less than half today’s pace. Thus by
taming the high inflation of 1993—1995, China has successfully
avoided the boom—and—bust cycles featured in the post—reform
period. The critical implication of the excellent macroeconomic
environment prevailing today is that it has created the necessary
condition for the government to deepen reforms and address the
deep—seated structural problems in the economy. This overview
attempts to distill from this collection of essays the main factors
underlying this successful episode of economic stabilization,
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which are summarized as the following:

First, the government was able to diagnose overheating at an
early stage and to act decisively after early attempts have failed to
adequately address the problem. The early detection of
macroeconomic instability allowed the government to brake the
speeding economy more gradually than otherwise. However,
some of the administrative measures introduced in the first half of
1993 proved to be of little help to calm the financial markets be-
sieged by severe inflationary). expectations. For instance, the au-
thorities” intervention in the foreign exchange markets (swap
market centers) to stop the fast depreciating RMB in early 1993
proved to be ill-conceived and a failure in the end.

Second, the government’s economic stabilization package an-
nounced in early. July 1993 combined economic instruments with pow-
erful administrative measures (backed by the Party) that are coherent
and proved to be capable of producing results quickly.

Third, the government stressed early on that achieving
“softlanding” was the goal of economic stabilization. Thus while
attempting to slow down the run—away growth, the government
has flexibly managed monetary policy instruments to avoid a
sharp deceleration in growth.

Fourth, the increased flexibility in monetary policy notwith-
standing, the government has steadfastly pursued appropriately
tight monetary and fiscal policies throughout, despite persistent
opposition to this policy from state—owned enterprises. The poli-
cy choice of maintaining a stable exchange rate in the face of a
persistent balance of payments surplus calls for even more strin-

gent monetary controls than otherwise. (Sterilization policy has
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become the rule rather the exception since late 1994.) This
steadfastness has enhanced the credibility of the stabilization
program and raised its odds of success.

Fifth, as the once close relationship between bank credits
and aggregate demand has become increasingly tenuous, moneta-
ry policy has shifted timely to target monetary growth (i.e., cur-
rency in circulation. base money, and narrow money), away from
the traditional focus on credits, for the purpose of managing the
aggregate demand.

Sixth. the launching of the socialist market reform program
in early 1994 with macroeconomic reforms as the main focus rein-
forced the stabilization program adopted six months earlier. The
monetary reform, strengthened by the passage of the central
banking law and the commercial banking law, allows the central
bank regain monetary control. As a result, the “soft budget con-
straint” of both the state commercial banks and state—owned en-
terprises has been hardened. The landmark tax reform has
strengthened fiscal revenues. Unification of the foreign exchange
markets and of the dual exchange rates have brought about a
market—determined exchange rate guided by a managed floating
exchange rate policy. With the gradual perfection of the
inter—bank money market, which began in early 1996, it will be
possible to increase the effectiveness of the conduct of
open—market operations by the central bank.

Seventh, successful control of the overzealous state
investment through the stabilization program allowed more sav-
ings to be utilized to finance nonstate investment, thereby cush-

ioning the down drift of investment demand.
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Eighth, the sustained increase of bank deposits, itself a testi-
mony of the success of the economic stabilization policy, is a cor-
nerstone for the economy’s successful “softlanding” . It has re-
stored bank liquidity, provided sufficient funds to finance
investment, thus preventing a “hard” landing, and helped to re-
store monetary stability in the face of a persistent balance of
payments surplus. It should be noted that the indexation scheme
on long—term savings deposits, which is tantamount to a flexible
interest rate pegged to the past inflation rate, has played a pivotal
role in the strong increase in bank deposits.

Ninth, the State Council has adopted a series of policy initia-
tives since late 1993 to re—orient its work program towards agri-
culture. This policy shift has halted the diversion of resources
away from agriculture and played a critical role in raising agricul-
tural supply and lowering food prices in 1995—1996. In particu-
lar, the timely adjustment of state grain procurement prices in line
with market trends, has stimulated grain production which, to-
gether with higher imports and favorable weather conditions,
contributed to the sharp easing of food prices and the general in-
flation from its peak level of October, 1994. However, it should
be noted that the grain deficit, the fundamental spark for the
surging free market grain prices in late 1993, was not the full sto-
ry. The segmentation of the grain markets and the lack of a com-
petitive grain distribution system have also fueled the grain price
increase.

Tenth, while the stabilization program rightly aimed at con-
trolling aggregate investment demand, it has also attempted to
rationalize the structure of investment through a selective credit
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policy. The latter has reinforced the former by weeding out im-
prudent local investments, which are the main cause for the
overheating. This policy goal is nowhere better demonstrated
than the slogan as applied to the credit policy: closed the side gate
while opening the front gate.

Although the “softlanding” is a great achievement, it was
hard won. As the government experienced, there were significant
risks along the way to economic stabilization, which could have
sabotaged the successful “softlanding”. First, due to the lack of
indirect macro—economic policy instruments, the central gov-
ernment continued to rely on administrative decrees to rein in the
overzealous investment behavior of state—owned enterprises and
local governments. Administrative control invites evasion and is
not as effective as it appears to be. For instance, administrative
controls on investment may have reduced the size of investment
projects. It was also accompanied by undesirable rent—seeking
behavior. Also, there was a lack of market—determined interest
rates to guide monetary policy. This resulted in delayed adjust-
ment of the official interest rates, as was the case in 1993. The sen-
sitivity of state—owned enterprises to high interest rates due to
their high exposure of bank debt reduced the flexibility of mone-
tary. authorities to raise interest rates (loan rates, in particular.)
as demanded by financial conditions. The monetary authorities
therefore had to rely also on adjusting the credit plan to
fine—tune investment and production flows. This often resulted in
large and unpredictable swings in credit flows within a year, as
the experience shows.

Finally, despite the great strides made in recent years by the



