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ENDI NG | NFLATION I N THE PEOPLE' S REPUBLI C OF CHI NA:

FROM CHAI RVAN MAO TO THE TWENTY- FI RST CENTURY

Richard C. K Burdekin’

In the post-1978 reform period the People’ s Republic of
Chi na experienced its nost serious open inflationary
probl enms since 1949-1950. This paper conpares the
1949-1950 case to nore recent Chinese attenpts at
inflation control and considers the role played by
budget deficits, indexation and direct intervention in
commodity markets. VWile inflationary problens

subsi ded by the m d-1990s, continuing deficit-spending
pressures and weaknesses in China s banking system
still pose a very real danger. The financial reforns
undertaken in the late 1990s include initiatives
directed at the bad debts accunulated in China s banks

by | oss-maki ng state enterprises.

. | NTRODUCTI ON
For nost of its existence, the People’'s Republic of China
has essentially been free of open inflation. Rigid controls kept
official prices of many goods virtually unchanged for decades
bef ore econom c reforns began in 1978. The governnment had to

confront upward spikes in inflation in both 1988-1989 and 1993-


https://core.ac.uk/display/6494522?utm_source=pdf&utm_medium=banner&utm_campaign=pdf-decoration-v1

1995, however. Inflation peaked at over 24%in 1994 before
falling back to single digits in 1996 and | ess than zero in 1998.
By 1998, the government’s concern had clearly shifted to the
slowing gromh rate of the econony and the weaknesses in the
nation’s banking system The increased governnment expenditures
ai med at boosting growmh and recapitalizing the banks may lead to

new fiscal strains in the twenty-first century.

[1. AN H STORI CAL PERSPECTI VE ON CHI NESE | NFLATI ONARY PRESSURES
Hi gh inflations are al nost al ways associated with both rapid

rates of noney growth and | arge budget deficits. Wile deficits
that are not nonetized need not be as inflationary, the pressures
to at least partially nonetize such deficits are often strong --
especially in countries where private financial markets are not
fully devel oped.' Table 1 provides sonme data on inflation, broad
money (M 2), budget deficits and output in the post-1978 peri od.
Wiile M2 has grown at a double-digit rate in every year, the

i nflati onary consequences have been danped by two factors. One
is the boost to noney demand arising fromrapid real output
growt h averaging 9. 7% over the 1979-1997 period. The other is
falling income velocity of circulation as reflected in the rising
share of M2 in gross national product (G\NP). The near
quadrupling of the M2/ G\P ratio between 1979 and 1997 enabl ed

t he governnment to obtain substantial seigniorage revenue from

expansion in the real noney supply. Revenue fromreal currency



expansi on reached an estinmated 3.8% of gross donestic product in
1992 (Worl d Bank, 1995, p. 125).

But even in the face of this rising appetite for real noney
bal ances, the rise in M2 gromh to 42.8%in 1993 and 35.1%in
1994 was acconpani ed by a surge of inflation above the 20%
| evel .2 Can budget deficit pressures explain such seem ngly-
excessive rates of nonetary expansion? At first glance, the
answer would seemto be no. Between 1980 and 1996 t he budget
deficit, while showi ng an upward trend after 1985, remai ned bel ow
4% of GNP. Even after being adjusted to conformto conventi onal
west ern standards,® the deficit nunbers may still paint a
potentially m sleading picture, however. Account should al so be
taken of lending by the central bank, the People s Bank of China,
for policy purposes (chiefly |loans to | oss-nmaking state
enterprises) if we are to neasure the governnment’s actua
fi nanci ng needs.

Al t hough there is no official consolidated budget deficit
data series that incorporates such central bank |ending, Wrld
Bank estimates tie the junps in inflation in 1988 and 1993 to a
near doubling of the consolidated deficit in 1988 and anot her
sharp junp in 1993. The Wrld Bank (1995, p. 28) has the
consol i dated budget deficit at 6.4%of GNP in 1988 and 8.9%in
1993. Whng, Heady and Wo (1995, p. 28) give even higher
nunbers, suggesting that the consolidated deficit was 7.6% of GNP
in 1988 and rose above 10% of GNP as early as 1990-1991. The
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Worl d Bank (1995, p. 39) argue that the People s Bank’s
obligation to finance a persistent CG [consolidated governnment
deficit] has caused the repeated buildup of inflationary pressure
in China and accounted for nore than two thirds of the annual
growh in reserve noney over the 1987-1993 period. The Wrld
Bank (1995, pp. 53-54) also link recent Chinese inflationary
surges to sharp increases in the People’'s Bank’s lending to the
financial systemin 1988 and again in 1992.

Even though direct nonetization of the official Chinese
budget deficit has been negligible over the 1990s, i ndirect
nmoneti zati on funding the of f-budget | oans enconpassed by the
consol i dated budget deficit appears to have increased just prior
to the accelerations of inflation in both 1988 and 1993-1994.
The effects of increased nonetizati on were exacerbated by panic
buying and rising velocity in 1988. There were al so ngjor
admnistrative price increases during each inflationary episode.

Prices of pork, vegetables, sugar and eggs were hi ked by as nuch
as 60%in April 1988 while, in 1994, food price inflation was
fueled by a 40% rise in grain procurenent prices (see Oppers,
1997, pp. 9-12). These adm nistrative factors operated in
conjunction with easier nonetary policy and hei ghtened deficit-
nmoneti zati on pressures, however.

Earlier periods of inflationary pressures in the pre-reform
era in 1953, 1956 and 1961 typically were al so acconpani ed by
deterioration in the governnent’s fiscal position. Wile the
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1953 and 1956 episodes were, in part, a manifestation of the
state’s investnent and socialization policies, Hsiao (1971, pp.
236-251) points to a significant role played by fiscal factors in
each case. Hsiao (1971, p. 236) suggests that the inflation rate
in 1953 and 1956 was around 10-15% (counting both open inflation
and estimated repressed inflation). A nore serious upsurge in
inflation occurred in 1961, when a 16.2%retail price increase
was coupled with as nmuch as a 260% i ncrease in free market prices
(see Peebles, 1991, p. 24). Wiile basic necessities continued to
be rationed, this surge in free market prices apparently
reflected a deliberate strategy of selling high-price goods in
order to withdraw noney fromthe market (Peebles, 1991, pp. 28-
29) .

Underlying inflationary pressures in 1961 reflected
primarily the collapse of industrial and agricultural output in
the aftermath of the failed Great Leap Forward but al so foll owed
| arge expansion in the size of the state’s budget during 1958-
1960.* Moreover, as in the post-reform period, standard budget
deficit figures are understated in that they do not take into
account the use of the People’s Bank as a provider of the state
enterprises working capital needs. Loans fromthe People s Bank
provi ded 100% of quota working capital from 1959 through July
1961, which relieved the budget of its share of the burden and

t hus ensured the appearance of a budgetary surplus by neans of



credit inflation during a period of high fiscal investnent
(Hsiao, 1971, p. 78).

The inflationary pressures of the 1950s and early 1960s
occurred at the time when the Chinese econony had al ready been
| argely socialized. Even before that process began, the People’s
Republic was confronted by a ranpant inflationary spiral that had
begun under the earlier Nationalist regine. Wen Mao Tse- Tung
procl ai med the People's Republic of China on Cctober 1, 1949,
prices were skyrocketing. Wolesale prices in Shanghai and
Tianjin doubled in Cctober-Novenber 1949 and there was an over al
140 fold increase in the renm nbi noney supply between Decenber
1948 and Decenber 1949 (see Burdekin and Wang, 1999). By March
1950, whol esale prices were nore than five tinmes higher than the
Oct ober 1949 | evels, and nore than two hundred times above the
| evel s reached in June 1949 -- just after Shanghai fell to the
Communi sts in the final stages of the Chinese Cvil Wr.

The extent of the new governnent’s fiscal inbalance appears
to have been as striking as the rates of price increase. Wile
there was no national budget at this tine, Ch'en (1984, p. 77) --
who was in charge of the People's Republic's Commttee on
Fi nanci al and Econom c Affairs in 1949 -- put the budget deficit
at two-thirds of total expenditures. WM and Kao (1990, p. 18)
have since estimated that the deficit averaged 47.74% of total
expendi tures in 1949.

[11. METHODS OF | NFLATI ON CONTRCL
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In high inflation cases, the rate of price increase
typically exceeds the rate of noney supply grow h as individuals
unl oad the depreciating currency faster and faster, causing the
velocity of circulation to accelerate. One way to reduce the
turnover of the currency is to offer bank deposit accounts that
are indexed for inflation. |ndexed accounts were first
introduced in 1949 in the aftermath of the flight fromthe
currency that occurred under the old Nationalist reginme. Under
the parity deposit systemintroduced by the People' s Bank of
China on April 20, 1949, the value of deposits was set in terns
of a commodity unit that conformed to the consunption pattern of
the |l ocal population. This essentially indexed deposits to
comodity prices and appears to have notivated substantial growth
in bank deposits despite continued rapid inflation. In Tianjin,
for exanple, the volunme of bank deposits in June 1949 stood at
20.8 tines the March level (Pien Hsieh Tsu, 1986, p. 81).°

| ndexati on of bank deposits was re-introduced in the face of
the near 20% i nflation of 1988. Fears that the governnment was
about to renove its remaining price controls hel ped fuel a buying
pani c, whereby the public pulled their funds out of the banks and
used the proceeds to stock up on durable goods. The M 2/ G\P
rati o dropped in 1988, after rising in every prior year in the
reformperiod, and there was also a dramatic fall in China's
historically high savings rate (see Sung, 1995). To hel p conbat
this flight fromfinancial assets, the governnment announced that
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savi ngs deposits of three years or longer maturity woul d be
eligible for a subsidy interest rate (SIR) based on the
differential between the inflation rate and the interest rate on
t hr ee-year savi ngs deposits.®

The SIR remained in double-digits through the first three
quarters of 1989, peaking at 13.64% Adding the SIRto the base
interest rate payable on three-year savings deposits yiel ded
ef fective nom nal returns above 20%in 1989, thereby keeping real
returns positive despite the presence of 18% inflation. MKinnon
(1994, p. 453) points to the inportance of the 1988-1990
i ndexation in allow ng the Chinese authorities to preserve the
i ncentives for the nonstate sector in general, and households in
particular, to accunul ate nonetary assets. |ndexed governnent
bonds with a three-year maturity were also introduced in late
1988. Had the SIR renai ned at peak 1989 | evels, these bonds
woul d have yi el ded nom nal returns in excess of 26% But, by the
time the indexed bonds matured in 1991-1992, the inflation rate
was bel ow the three-year savings deposit rate of 8.28% and the
SIR was zero.’

The hol ders of the i ndexed bonds woul d have received only
9.28% in 1991-1992 (the 8.28% savi ngs deposit rate plus 1% had
the authorities not retroactively hiked the payout to match the
14% coupon paid on the nom nal bonds. This nove was followed by
renewed i ndexation of governnment bonds in 1993. But the outcone
was quite different in that inflation was not controlled before
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t he bonds matured and actual payouts did exceed 25% The March
1996 SIR of 11.29% for exanple, coupled wwth a base rate of
13.96% vyielded a total return of 25.25%

On April 1, 1996 the authorities announced a permanent end
to the indexation policy. Nevertheless, the indexed bond issues
formed an integral part not only of the Chinese governnent’s
anti-inflation programbut also of the attenpt to replace the
prior system of induced bond subscriptions -- whereby paynents
wer e deducted from sal aries and operated |ike a w thhol ding tax
-- with voluntary purchases. Wth indexation, bond hol ders now
had a ready- made hedge against inflation, making the bonds a
potentially attractive alternative to sinply hoardi ng durable
goods. This new policy was acconpani ed by nmushroom ng bond
tradi ng vol unes (see Burdekin and Hu, 1999).

More drastic palliatives than indexation were considered as
t he gradual renoval of price controls was nmet by run-ups in
comodity prices. Indeed, the Price Reform Research G oup of the
Chi nese Acadeny of Social Sciences (Chung Kuo Shé Hui K=& Hsieh
Yuan Chia Ko Kai Ko Ko Ti Tsu, 1986, p. 139), called for: (1)
the establishnment of a price ceiling/protection price; (2)
organi zing a special (procurenment) market for trading key
comodities; (3) adjusting demand and supply indirectly via
monetary and fiscal policy; and (4) using state tradi ng conpani es

to stockpile commodities and rel ease themonto the nmarket.



Such neasures had been adopted in the 1949-1950 period when
state trading units sought to nobilize supplies -- obtained in
the countryside through the tax-in-kind, fromthe output of state
enterprises, and by purchase of private sector output -- and
rel ease themonto the nmarket in the cities to conbat shortages
and of fset the successive price junps that arose there (Burdekin
and Wang, 1999). Their operations becane a key elenent in the
Comruni st policy of conducting econom ¢ warfare agai nst
specul ators (Hsia, 1953) and containing inflation in the cities.
Ef fective March 10, 1950 the tradi ng conpanies were re-organi zed
into a full nationw de system further boosting their ability to
equilibrate relative prices of coomodities over the different
regions and offset any |local spikes in price.

Wil e no such w despread intervention has taken place in the
reformera, the authorities have, at tinmes, resorted to
admi ni strative nmeasures of price control.® For exanple, in the
second half of 1995, the nunicipal governnent in Chongqi ng
introduced a set of adm nistrative and econom c neasures ainmed at
reining inthe city's inflation rate (Shih Chieh Jih Pao (Wrld
Daily), 1996). Chonggi ng had had the worst inflation performance
in 1994 of all the 35 largest cities in China. Focusing on basic
foods, the nunicipal governnent increased their stocks of grain,
oil and neat and intervened aggressively to offset upward

pressure on the market price of stocked neat. Wile these
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measures were acconpani ed by resunption of a rationing system
the policy of unleashing a |arge supply of a key commodity (in
this case, 500 netric tons of stocked neat) onto the market to
drive down urban prices remains very much in line with the 1949-

1950 initiatives.

| V. ENDI NG | NFLATI ON I N THE POST- REFORM PERI OD
In 1950, intervention in key comodity markets and
i ndexation nmeasures were supported by adm nistrative controls
pending the elimnation of a major source of the inflationary
pressure -- the governnent’s own massive budget deficits -- later
in the year (Burdekin and Wang, 1999). At that tinme, increased
resort to admnistrative controls foreshadowed the novenent
toward a centrally-planned econony. In post-1978 China, the
state has proved unable to resist the tenptation to, at tines,
resort to dictatorial nmethods in tinmes of crisis. Periodic
crack-downs on specul ative activity continue to occur in China --
albeit inamlder formthan in the 1950s. Edicts agai nst
trading rice futures and governnment bond futures were inpl enented
in the mdst of the post-1993 upsurge in inflation, for exanple.
There is al so the Chongqgi ng muni ci pal governnent’s decision to
suppl enment mar ket -based intervention in combpdity markets with
such adm ni strative nmeasures as a return to a rationing system
Nevert hel ess, the current Chinese regine was able to contain

the 1988-1989 and 1993-1995 inflationary upsurges w thout undoing
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the major thrust of its refornms. The Wrld Bank (1996, pp. 10-
11) also points out that A1994 and 1995 saw a contraction in
borrowing fromthe central bank and a shift toward conmerci al
bank financing, and direct borrowing fromthe public (using
treasury bonds.)@ This followed the 1994 Budget Law that
prohi bits the governnent from borrowi ng fromthe People’s Bank of
China.® The budget deficit expanded in the |ate 1990s, however,
as the governnment |aunched a fiscal stinmulus program aimed at
conbating slowi ng economc gromh. And the 1999 budget deficit
was expected to rise to nearly double the 1998 deficit of 96
billion yuan (or $11.5 billion).*

Spendi ng on punp-primng neasures was $12 billion in 1998
and approximately $7.2 billion in 1999 -- with governnent
of ficials announcing plans to raise such spending back to $12
billion in 2000 (Johnson and Brown, 1999, p. A9). Such hi gher
governnment spending is itself a response to rising unenpl oynment
and weak consuner spending. And, given that in Decenber 1999
Chi na experienced her 27th consecutive nonth of declining prices,
inflationary pressures would hardly seemto have been a pressing
concern at the end of the 1990s. Neverthel ess, the governnent’s
budget deficit and debt levels will be inpacted not only by the
stinmulus programbut also by the reforns of the state-enterprise
sector and the pressing need to recapitalize the state-owned

banks.
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The rel ati onship between inflation and fiscal pressures is
hardly clear fromthe official budgetary data -- that formthe
basis for the budget deficit series provided in Table 1 --
because such data exclude | oans by the People’'s Bank to the state
enterprises. As discussed in Section Il, it was increased off-
budget | oans that apparently fueled rising fiscal pressures at
the time of the 1988 and 1993 inflation junps (Wrld Bank, 1995).
Such of f-budget | oans al so seemto have been a factor in the pre-
reformperiod with People’ s Bank | oans supplying 100% of worki ng
capital needs in the run-up to the 1961 inflation spi ke (Hsiao,
1971). Wiile the available data are hardly sufficient to prove
the exi stence of a causal relationship between fiscal pressures
and inflation in China, history does suggest that the potenti al

for new fiscal strains should not be taken |ightly.
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V. CONFRONTI NG THE FI NANCI AL PROBLEMS OF THE LATE 1990s

As direct finance fromthe People’s Bank started to be
repl aced by heavy borrowi ng from state banks, the burden of
supporting the largely-loss-naking state enterprise sector fuel ed
a build up of bad debts in the banking system |In the second
hal f of the 1990s the governnent finally took steps to address
the growng losses in the state enterprises sector and the bad
debt problemin the nation’s banks. At the 1997 15th Party
Congress, Chinese President Jiang Zem n announced a bold
initiative that provided for the sale (or bankruptcy) of nost of
China's state enterprises. The authorities targeted 2000- 3000
enterprises for bankruptcy, nmerger or acquisition in 1998 -- a
year when 49% of | arge and nedi um size state enterprises suffered
| osses (Wrld Bank, 1999, p. 30). The layoffs associated with
t hese noves have |l ed to worker unrest, however, and Kathy Chen
(1997, p. Al6) points to a 50%increase in | abor protests in
1997. ' In June 1998 Jiang Zenmi n gave a speech urging caution in
the sell-off of snmall state-owned conpanies, which were perceived
as disturbing the orderly redepl oynent of laid-off state workers
and harm ng workers’ interests (Wrld Bank, 1999, p. 31).

The financial weakness of the state enterprises prior to the
1997 initiative was reflected in an officially-reported ratio of
liabilities to assets that reached 85%in 1995. And Lardy (1998,
pp. 39-43) argues that this ratio was itself considerably
understated and equivalent to a better than 500% debt-to-equity
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ratio. The upshot of this is that, as state-owned enterprises
borrowed to the hilt, the state banks that |lent themthe noney
were faced with vast |evels of non-recoverable |oans. The
financial burden on the econony arising fromthe state-owned
enterprises is characterized by Dorn (1998, p. 133) in ternms of a
termnal disease that is eating up China's scarce capital.’
Lardy (1999, p. 34) judges that recapitalization of the financial
systemwould require an injection equal to 25% of total |oans
outstanding. This would represent about $260 billion
constituting an estimated 27% of China's GDP. Lau (1999, p. 74)
poi nts out that even the People’s Bank of China’ s own estinmates
anount to 20% of CDP

The Chi nese governnent issued $32.5 billion in bonds in 1998
to help recapitalize the four state-owned banks. [In 1999 the
governnment established four financial asset managenent conpani es
to purchase and manage bad | oans fromthe state banks. The first
of these conpanies, China G nda Asset Managenent Conpany, was
founded on April 20, 1999. Wen C nda takes over a |l oan the
enterprise in question is to pay dividends to the asset
managenent conpany i nstead of paying interest to the bank. The
asset managenent conpany will then seek to recover the principal
by either an initial public offering or by transferring the
ownership. In Septenber 1999 G nda undertook China's first ever

debt-for-equity swap (Miuzi Dail ynews, Septenber 11, 1999).
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The system of asset nanagenent conpanies is intended to
strengt hen the banks’ bal ance sheets while al so reducing the
state enterprises’ debt burden. For exanple, the Cctober 1999
debt-for-equity swap agreenent with Zhejiang Chem cal Fibre
United G oup was to reduce the state-owned enterprise’s debt-
asset ratio from94.3%to 45% (Mizi Dail ynews, October 29, 1999).
It appears, however, that the known bad debt has been conpounded
by enbezzl ement and accounting nmal practices both within the state
enterprises and the state banks that provided themw th | oans.
According to Deputy Auditor-Ceneral Liu Jiayi, two of China's big
four state commercial banks -- China Construction Bank and the
| ndustrial and Commercial Bank of China -- had overstated their
assets by 200 billion yuan and had built up 200 billion yuan in
of f-book assets. A tenth of reported assets were of poor quality

(Muzi Dailynews, Decenber 16, 1999).

The irregularities unearthed by the governnments auditors are
hardly encouragi ng news for banks that were already believed to
be carrying non-performng | oans equal to as nmuch as ten tinmes
total bank capital and | oss reserves (Naughton, 2000, p. 154).
The refornms ained at gradually elimnating the burden of the
| oss-making state enterprises and enpl oyi ng the new syst em of
financi al managenent conpanies to deal with the bad debt problem
are clearly steps in the right direction. But these reforns

cannot be pursued w thout continuing econom c costs associ at ed
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with layoffs and rising unenpl oynent on the one hand and a ri sing
debt burden on the other. As the follow ng observation by the
Worl d Bank (1999, p. 50) inplies, there is no doubt that the
reform process stands at a critical stage as China enters the
21st century:

China's long-termfiscal sustainability is threatened
by the contingent liabilities of the banking sector,
the fiscal obligations arising fromreformof state-
owned enterprises and the social security system and
t he unbal anced nature of fiscal relations between the
central governnent and | ocal governnents. Long-term
sustai nability depends upon how t he gover nnment
addresses these probl ens.

17



REFERENCES

Burdekin, Richard C. K., “Budget Deficits and Inflation: The
| nportance of Budgetary Controls for Monetary Stability,” in
Thomas D. Wllett, Richard C K. Burdekin, Richard J.
Sweeney and Clas Whlborg, eds., Establishing Mnetary
Stability in Energi ng Market Econom es, Westview Press:

Boul der, Col orado, 1995, 33-61.

Burdekin, Richard C. K, and Xiaojin Hu, "China s Experience with
| ndexed Governnment Bonds, 1988-1996: How Credi bl e Vs the
Peopl e’ s Republic’'s Anti-Inflationary Policy?" Review of
Devel opnent Econom cs, 3, February 1999, 66-85 [reprinted in
Bai zhu Chen, J. Kinball D etrich, and Yi Feng (eds.),

Fi nanci al Market Reformin China: Progress, Problens, and
Prospects, Westview Press: Boul der, Col orado, 2000, 261-
283] .

Burdekin, Richard C. K., and Fang Wang, "A Novel End to the Big
Inflation in China in 1950," Econom cs of Planning, 32,

1999, 211-229.

Chen, Baizhu, "Long-Run Money Demand and Inflation in China,"”
Jour nal of Macroeconom cs, 19, Summer 1997, 609-617.

Chen, Kathy, “Newest Reforns in China May Be the Hardest Yet,”
Wal | Street Journal, Septenber 15, 1997, pp. Al4, A1l6.

Ch'en, Yun, Ch'en Yun Wen Hsuan: 1949-1956 N en, Hsin Hua Shu

Tien Fa Hsing: Beijing, People s Republic of China, 1984.

18



China Statistical Yearbook, State Statistical Bureau: Beijing,
Peopl e’ s Republic of China, 1997 and 1998.

Chung Kuo Shé Hui K & Hsieh YUan Chia Ko Kai Ko Ko T i Tsu,
“Ch’i Nien Lai Chia Ko Kai Ké Té Sz K=ao,” in Chung Kuo
Ching Chi T'i Chih Kai Ko Yen Chiu Suo, ed., Chung Kuo: Fa
Chan YU Kai Ko, Si Ch’uan Jén Mn Ch’u Pan Shé: Chengdu,
Peopl e’ s Republic of China, 1986, 132-147.

Dorn, Janmes A., "China's Future: Market Socialismor Market
Taoi sn?" Cato Journal, 18, Spring/ Sumrer 1998, 131-146.

Hsia, Ronald, Price Control in Communist China, Institute of
Pacific Relations: New York, 1953.

Hsi ao, Kat harine Huang, Mney and Monetary Policy in Conmuni st
Chi na, Colunbia University Press: New York, 1971.

lmai, Hiroyuki, "Inflationary Pressure in China s Consunption
Goods Market: Estimation and Anal ysis," The Devel opi ng
Econom es, 32, June 1994, 127-154.

International Financial Statistics, International Mnetary Fund:
Washi ngton, DC, July 1999.

I nternational Financial Statistics Yearbook, International
Monet ary Fund: Washi ngton, DC, 1998.

Johnson, lan, and Onen Brown, "China's Economc Gowh Slows to
7.1% Despite Export Rebound,” Wall Street Journal, Decenber

30, 1999, p. A9.

19



Kahn, Joseph, "Rebellion Gows in China's Cotton Fields," Wall
Street Journal, Novenber 15, 1994, p. A20.

Lardy, Nicholas R, China s Unfinished Econom ¢ Revol ution,
Brookings Institution Press: Washi ngton, DC, 1998.

Lardy, N cholas R, “The Chall enge of Bank Restructuring in
China,” in Strengthening the Banking Systemin China: |ssues
and Experience, Policy Paper No. 7, Bank for International
Settlenents, Basel, Switzerland, Cctober 1999, 17-309.

Lau, Lawence J., “The Macroeconony and Reform of the Banking
Sector in China,” in Strengthening the Banking Systemin
Chi na: |Issues and Experience, Policy Paper No. 7, Bank for
I nternational Settlements, Basel, Switzerland, October 1999,
59- 89.

Ma, Hung and Shang-chuan Kao, Chung Kuo T' ung Huo P eng Chang
Yen- Chiu, Kai-Ko Ch’u Pan Shé: Beijing, People s Republic of
Chi na, 1990.

McKi nnon, Ronald I., "Financial Gowth and Macroeconom c
Stability in China, 1978-1992: Inplications for Russia and
O her Transitional Econom es," Journal of Conparative
Econom cs, 18, June 1994, 438-469.

Muzi Dailynews, Beijing, People s Republic of China, various
dates [http://dail ynews. nuzi.con.

Naught on, Barry, “Financial Devel opnent and Macroecononi c

Stability in China,” in Baizhu Chen, J. Kinball Dietrich

20



and Yi Feng (eds.), Financial Market Reformin China:
Progress, Problenms, and Prospects, Wstview Press: Boul der
Col or ado, 2000, 143-169.

Qppers, S. Erik, “Macroeconom c Cycles in China,” Wrking Paper
No. 97/135, International Mnetary Fund, Washi ngton, DC
Oct ober 1997.

Peebl es, Gavin, Mney in the People’s Republic of China: A
Conpar ati ve Perspective, Allen & Unw n: Boston,
Massachusetts, 1991.

Pien Hsieh Tsu, Hsin Chung-Kuo Jo Kan Wi Chia Chuan Ti Shih Liao,
Hu Nan Jen M n Ch'u Pan She: Changsha, People’s Republic of
Chi na, 1986

Shih Chieh Jih Pao (World Daily), “Ch’ung Ch'ing Wi Chia P ing Yi
Hou Shi h Hsiao,” February 22, 1996.

Sung, Kuo Ch=ing, "Li LU, Tu' ng Huo P eng Chang Yu Ch’'i YU Ch'u
Hsi Ch’ing Hsiang,” Ching Chi Yen Chiu, No. 7, 1995, 3-10.

wng, Christine P. W, Christopher Heady, and Wng T. Wo, Fiscal
Managenment and Econom c Reformin the People’s Republic of
China, Oxford University Press: New York, 1995.

Worl d Bank, China: Macroeconomc Stability in a Decentralized
Econony, Washi ngton, DC, 1995.

Worl d Bank, The Chi nese Econony: Fighting Inflation, Deepening

Ref orms, Washi ngton, DC, 1996.

21



Worl d Bank, China: Weathering the Storm and Learning the Lessons,

Washi ngton, DC, 1999.

22



FOOTNOTES
Prof essor of Econom cs, C arenont MKenna Col | ege, 500 E
Ninth Street, Carenont, California 91711-6400. (Phone:
909- 607-2884; fax: 909-621-8249; e-nmill
r bur deki n@enson. nckenna. edu) The aut hor thanks Xiaojin Hu,
Yanjie Feng Burdekin, TomWIllett, Pierre Siklos, Mk Ot,
Charles Hu, Bill Brown, Marc Wi denm er, an anonynobus
referee and the Editor for hel pful comments and is grateful
to lda Wiited and Ling Cao for research assi stance.
For an overview of this issue, and references, see, for
exanpl e, Burdekin (1995).
Bai zhu Chen’s (1997) noney demand estimates suggest that
broad noney growt h should be held to 28-29%in order to keep
inflation below 10% -- assumng a 10% rate of real output
growh. Interestingly, actual broad noney grow h exceeded
29% from 1992- 1995 before falling back to 25.3% growth in
1996 just as inflation itself returned to single digits.
Under the Chinese definition of the deficit, debt issues are
counted as part of total revenue. For consistency with the
standard western definition of the budget deficit, proceeds
from debt issue nmust be subtracted fromthe officially-
st at ed budget bal ance (Wng, Heady and Wo, 1995, pp. 23-
25). This adjustnent can only be perforned through 1996,

however. O ficial data on debt proceeds are no | onger given
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in the China Statistical Yearbook -- the 1998 issue nerely
offers 1996 data previously reported in the 1997 Year book.
lmai’s (1994) estimates of repressed inflation over the
1954-1992 period confirm heightened inflationary pressures
in 1956 and 1958-1961 -- although estimated total
inflationary pressure is limted to 2.1%in 1956 and 30.2%
in 1961. |Imai (1994, p. 149) also points to one further
inflationary spell in the pre-reformera that appears to
have been linked to the Cultural Revolution (with total
inflationary pressure peaking at 9.6%in 1968).

Moreover, after the parity deposit system was adopted by the
Shanghai authorities on June 14, 1949, bank deposits are
said to have grown nuch faster than commodity prices over
the Jul y-Cct ober 1949 period (Hsia, 1953, p. 61).

The price index used to calculate the value of the SIRis an
unpubl i shed Total Commopdity Retail Price |Index that includes
retail commodities, service products, and producer goods
(see Burdekin and Hu, 1999, for further details).

Under the system adopted in China -- contrary to the usual
practice in, for exanple, Canada, the United Kingdom and the
United States -- the inflation conpensation paynent, if any,
is made at maturity based on the SIR at the end of the

t hr ee-year hol di ng peri od.

24



Mor eover, al though the governnent did not inplenent the

Pri ce Reform Research G oup's proposals, price controls were
kept in place on a sub-set of key commodities such as
cotton, fertilizers, oil and grain. Hi gher prices renmained
avai l abl e on the black market, however, and resistance to
government attenpts to control China's cotton crop
culmnated in a so-called “market rebellion” in Fall 1994
(see Kahn, 1994).

The Budget Law has been acconpani ed by a variety of other
financial reforns that include the creation of three new
“policy banks” and increased autonony for state commerci al
banks (see Wrl d Bank, 1996, pp. 25-38).

This estimte was reported on Decenber 9, 1999 in Mizi

Dai | ynews.

Lau (1999, p. 76) states that |ayoffs had reduced the

wor kforce in the state-owned enterprises by a total of 20

mllion through the end of 1998.
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TABLE 1: Inflation, Money, Budget Deficits and Qutput in the
Peopl e’ s Republic of China, 1979-1998

Rat e of Rat e of Br oad Budget

Growt h of Growt h of Money Deficit Rate of

t he Consuner Broad Moneyas Share as Share Growt h of

Price I ndex(M2) of GNP of GN\P Real Qut put
1979 2. 0% 49. 2% 33. 3% 5.2% 7.6%
1980 6.0 25.9 37.0 3.8 7.8
1981 2.4 18. 3 41. 4 2.1 4.5
1982 1.9 14. 6 43.6 2.2 8.3
1983 1.5 19.7 46. 7 2.1 10.5
1984 2.8 32.6 51.7 1.8 14. 6
1985 9.3 35.5 54.2 0.8 12.9
1986 6.5 30.2 62.2 2.2 8.5
1987 7.3 25.3 66. 6 2.2 11.1
1988 18.8 20.7 64.3 2.5 11.2
1989 18.0 18.7 67.3 2.4 4.3
1990 3.1 28.9 78.9 2.9 3.9
1991 3.4 26.7 85.9 3.4 9.2
1992 6.4 30.8 91.3 3.4 14.2
1993 14.7 42.8 100.5 3.0 13.5
1994 24.1 35.1 100.5 3.8 12.7
1995 17.1 29.5 105.7 3.7 10.5
1996 8.3 25.3 112.6 3.7 9.5
1997 2.8 20.7 125.1 -- 8.8
1998 -0.8 14.9 -- -- --

Sources: The consuner price data are fromlnternational Financial Statistics, July
1999 (series 64..x) and the 1998 China Statistical Yearbook (Table 9-1) -- with pre-
1985 data are based on the overall retail price index; the noney supply data are from
I nternational Financial Statistics, July 1999 and the 1998 International Financi al
Statistics Yearbook (sumof series 34 and 35); the ratio of broad noney to GNP is
obt ai ned by dividing the noney supply data by gross national product in current prices
fromthe 1998 China Statistical Yearbook (Table 3-1); the budget deficit figures for
1979-1992 (adjusted to conformto conventional western standards) are as given by
Wng, Heady and Wbo (1995, p. 24); the 1993-1996 deficit figures are conputed by the
aut hor (applying the sane nethod) using data fromthe 1997 China Statistical Yearbook
(Tables 7-1 and 7-3); and real output growth refers to gross donestic product in 1990
prices fromthe 1998 International Financial Statistics Yearbook (line 99b.p).
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