BEATING THE TRAP OF FINANCIAL REPRESSION
IN CHINA

David D. Li

What is the future of China’s financial sector? Will it continue to be
stable? Will it be more efficient? In addressing those questions, we
need to review China’s financial system of the reform era (1978 to the
present). I argue that the key feature of that system has been a mild
financial repression that has helped China maintain the financial sta-
bility needed for reform. But the repression has been inflicting in-
creasing costs in terms of lowering economic efficiency. Moreover,
having been implemented by various policies in the reform era, Chi-
na’s financial repression tends to be self-propelling and self-
sustaining, creating a low-efficiency trap that prevents financial sector
liberalization. In order to beat the trap, I argue that the ongoing
financial reform must aim at breaking up the dominant state banks
into smaller, manageable independent banks. Alternative reform
strategies aimed at restructuring state banks are likely to be futile. To
achieve the objective of breaking up the largest state banks, two
preconditions must be satisfied and should be the focus of the current
reform. The first precondition is to restructure the central govern-
ment’s public finances, and the second is to properly deal with the
nonperforming loans of the state banks.

Financial Repression as an Expedient Reform
in China

Financial repression refers to a policy regime that creates a wedge
between the actual rate of return to financial assets and the nominal
rate of return to the investors. As a result, incentives to hold financial
assets are reduced and the development of the economy’s financial
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sector is dampened. In extreme forms, financial repression can render
the return to holding financial assets negative, driving away investors
from financial assets.

China’s financial system in the reform era can be characterized by
a mild financial repression. For most of the reform era, the rate of
return on financial assets, except for cash, has been kept positive but
very low. The main government policy instrument responsible for the
mild financial repression has been maintaining the monopoly of the
financial sector by state banks, resulting in restricted competition in
the financial sector. More specifically, there are a few important and
related policy components. To begin with, entry of new banks (wheth-
er state or nonstate) is under strict central government control. Like-
wise, the central government also has maintained tight control over
the entry of nonbank financial institutions such as insurance compa-
nies and credit cooperatives. In addition, new financial instruments
that compete with bank deposits and central government bonds have
been very carefully controlled. These include corporate shares in
stock markets, corporate bonds, and various local government bonds.

The main reason for maintaining a mild financial repression has
been to rely on the state monopoly of the financial sector to maintain
macroeconomic stability. Chinese policymakers argue that it is essen-
tial to maintain the monopoly of state banks in order to capture
household deposits, curb the growth of aggregate demand, and main-
tain a healthy trend of financial deepening. In addition, by keeping
interest rates on deposits low, state banks can boost their profits,
which are an important source of government revenue. Low deposit
rates also enable the state banks to offer cheap credit to sinking state
enterprises that otherwise would require much higher direct budget-
ary subsidies.

Indeed, the consequences of the mild financial repression worked
out as intended. This is reflected in a group of stylized facts. First,
state banks have attracted a rapidly increasing amount of deposits; in
each of the years since reform, the deposit growth rate has outpaced
that of gross domestic product (GDP). Financial deepening has pro-
gressed steadily (see Table 1). Second, the central government has
obtained a large amount of quasi-fiscal revenue (also known as “extra-
budgetary” revenue) from the financial sector, which has compen-
sated Beijing’s diminishing share of fiscal revenue in the GDP (see
Table 2 and Table 3). Third, because of these two effects, the tightly
controlled financial sector has provided strong support for the central
government in its efforts to maintain macroeconomic stability. Over-
all, during the reform era, inflation has not gone out of control in
China.
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TABLE 2

CURRENCY SEIGNIORAGE AND IMPLICIT TAXATION ON BANK
DEPoOSITS (PERCENT OF GDP)

Implicit Tax

Inflation Real Currency on Bank
Tax Expansion ~ Seigniorage” Depositsb
1986 0.7 1.5 2.2 1.33
1987 1.1 0.7 1.8 3.07
1988 0.9 3.9 48 1.12
1989 0.8 0.5 1.3 -0.09
1990 0.7 -0.7 -0.0 -1.11
1991 1.0 1.5 2.5 0.70
1992 1.7 3.0 47 5.61
1993 2.0 3.6 5.6 4.40
1994 1.9 3.3 52 4.43
1995 2.3 0.10 2.40 7.6
Average
1986-95 14 1.7 3.1 2.66
1996 0.79 0.14 0.93 4.5
1997 0.00 0.18 0.18 3.2
1998 -0.36 0.13 -0.23 2.0
Average
1996-98 0.14 0.15 0.29 3.23

“Currency seigniorage is the sum of the inflation tax and real expansion.
PIn calculating the implicit tax on bank deposits, a zero real interest rate is
assumed as the opportunity cost of capital. Also, inflation compensation for
household term deposits maturing in over three years is not taken into account.
SourcEs: 1986-94, from Hofman (1998, Tables 5 and 6); 1995-98, calculated by
the author from Almanac of China’s Finance and Banking, various years.

The traditional economics literature generally criticizes financial
repression as an anti-growth and anti-development policy regime be-
cause it dampens the growth of the financial sector, which is believed
to be important for economic development.' The Chinese experience
offers an interesting alternative view. It shows that for economies
under reform, maintaining macroeconomic stability is perhaps even
more important than improving the efficiency of the financial sector.>

'See McKinnon (1973), Shaw (1973), and Roubini and Sala-i-Martin (1995) for systematic
and analytical expositions on this view.
?In the context of proper sequencing of reform, McKinnon (1993) has been arguing for this
point. However, he stops short of endorsing financial repression. Instead, he argues for a
delay of financial sector liberalization.
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A deeper political economy reason is that financial repression is like
a flat tax on savers in an economy. When the government cannot
commit to a rule-based income tax scheme and tends to tax arbitrarily,
it may be better to rely on financial repression to collect taxes while
forgoing the use of direct personal income taxation. In doing so,
worries of high inflation and the subsequent political instability force
the government to be moderate in the use of financial repression,
which creates an upper limit on the flat tax rates implied by financial
repression.’

The Trap of Financial Repression

Macroeconomic stability achieved through a mild financial repres-
sion does not come without costs. A major cost is inefficiency of
financial intermediation. Specifically, financial repression in the re-
form era has prevented bank credit from flowing into productive
investment projects. The main reason is that the central government
and, to some extent, local governments have treated the ever-
increasing deposits in the state banks as inexpensive resources to
supplement their fiscal needs. For example, instead of confronting
the challenges of collective payroll taxes to pay pensions for retirees
of state enterprises, it is very tempting for local governments to in-
struct enterprises to pay pensions on their own. In return, local gov-
ernments use their influences on local branches of state banks to offer
cheap loans to state enterprises. Obviously, this practice is not a
productive use of bank credit. Meanwhile, those much more produc-
tive nonstate enterprises, which are increasingly important to China’s
economic growth, are left hungry for bank credit. Table 4 and Table
5 show that the nonstate sector, which has become the main engine
of economic growth, has only obtained a tiny amount of short-term
loans from the state banks. The state banks’ monopoly position, in
both the deposit and the lending markets, has given them little in-
centive to search for and to evaluate good investment projects. The
difficulty of increasing lending to nonstate enterprises in recent years
illustrates the low efficiency of state-owned banks.

In other words, China’s financial sector has helped provide mac-
roeconomic stability necessary to win political support for reforms in
the nonfinancial sector. The cost has been microeconomic ineffi-
ciency in the financial sector. With the gradual progress of reforms in

3See Bai et al. (1999) and Bai et al. (2001) for more detailed institutional analysis of this
point.
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TABLE 4

CONTRIBUTIONS TO INDUSTRIAL GROWTH: STATE SECTOR
VERSUS NONSTATE SECTOR (PERCENT)

Nonstate Sector

State Sector Collective Private
1986 45.27 42.92 11.80
1987 48.83 39.33 11.82
1988 47.62 40.93 11.43
1989 52.51 33.50 13.98
1990 37.79 34.84 27.35
1991 43.73 36.12 20.14
1992 32.54 45.54 21.90
1993 31.36 39.11 29.52
1994 14.35 46.33 39.31
1995 33.49 14.60 51.90
1996 8.78 57.68 33.52
1997 471 29.10 66.17

NotEe: Each year’s total increase in industrial output is scaled to 100.
SOURCE: China Statistical Yearbook (1998: Table 13-6).

the nonfinancial sector, the dismal condition of the financial sector is
a major obstacle to China’s economic growth and reform.
Moreover, after being implemented for years, the policy regime of
financial repression has gained a life of its own. I call this problem
“the trap of financial repression” because, once caught in this regime,
it is very difficult to escape. The reason is simple: state banks gain

TABLE 5

THE NONSTATE SECTOR’S SHARE IN TOTAL SHORT-TERM
LOANS FROM STATE BANKS (PERCENT)

Township and Sino-Foreign Joint
Village Enterprises  Private Firms Ventures
1994 7.43 0.57 2.94
1995 7.53 0.58 2.99
1996 7.01 0.69 3.34
1997 9.08 0.69 3.41
1998 9.21 0.78 4.10

Notke: Each year’s total short-term loan is scaled to 100.
SourcEs: Calculated from China Statistical Yearbook (1998: Table 18-3) and
China Statistical Yearbook (1999: Table 19-3).
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vested interests and are hostile to liberalization of the financial sector,
which inevitably allows entry of competing financial institutions and
financial products.

More important, there is a positive feedback mechanism that
strengthens financial repression by enhancing the monopolistic posi-
tions of the largest state banks. The mechanism works through the
issue of nonperforming loans, which are consequences of financial
repression. Under financial repression, state banks obtain cheap de-
posits and lend them cheaply to poor-performing state enterprises
that often fail to pay back the loans. Thus, nonperforming loans pile
up. In the Chinese case, nonperforming loans are believed to be
between 20 to 30 percent of total loans outstanding of state banks.

To address this problem, China has relied on two policy options: (1)
recapitalization of the state banks and (2) dilution of the proportion of
bad loans. In order to recapitalize the state banks, the government
either injects funds directly by issuing government bonds or by raising
tax revenue, or floats shares of state banks on the stock markets. In
order to dilute the proportion of nonperforming loans, the govern-
ment encourages state banks to attract cheap deposits and to invest
those funds in government bonds or sound projects. Nevertheless, the
prevalence of nonperforming loans means that the size of state banks
will increase, perhaps at a faster pace than before. With the rapid
increase in the size of state banks, it will be even more difficult to
demonopolize and reform them. Both recapitalization and dilution
strategies are embraced and implemented by the Chinese policy com-
munity.

Beating the Trap of Financial Repression

To beat the trap of financial repression, it is necessary to break up
the five largest state banks. They are already among the top 50 banks
in the world in terms of assets (see Table 6). Because of their large
size, the government will not allow them to fail, which makes them
vulnerable to inefficient borrowers. Moreover, market competition is
lax, transparent and effective internal governance is difficult if not
impossible to establish, and, most importantly, the large state-owned
banks have enormous political influence. All these problems have
been experienced during the reform era and are the cause of financial
repression. Breaking up the large state banks is not only beneficial in
the long run but also essential for the success of financial reform (Li,
Li, and Wang 1997).

There are a few common but unwarranted concerns with breaking
up the largest state banks. First, there is a vague notion that in order
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to compete with the imminent entry of foreign banks after China’s
accession to WTO, China’s banks need to become larger rather than
smaller. This notion is completely wrong. Foreign banks will not
compete with Chinese banks in all regions and all submarkets. In-
stead, they are most likely to concentrate in a few highly profitable
regions and sub-markets. Senior officials of Chinese state banks ap-
parently are aware of this.* In other words, foreign banks will com-
pete with Chinese banks not by sheer size of capital but by nimble-
ness and relatively high efficiency.5

The other common but unwarranted concern is that it is difficult to
regulate a large number of small banks. It is true that, other things
being equal, the more banks there are, the more difficult it is to
regulate them. But the key point is that, from a regulator’s point of
view, a large bank is qualitatively different from a small bank, espe-
cially in a nonmarket environment. With a large bank, the relative
political power of the regulating agency diminishes and its capacity to
regulate dwindles. Examples from China’s economic reform are plen-
tiful.

How to Break up the Largest State Banks?

Reforms to break up the largest state banks are difficult to imple-
ment. To ease the difficulty, two preconditions must be met, and they
should be the focus of the current reform efforts. The first precon-
dition is a proper restructuring of the taxation system in order to
break the government’s strong financial reliance on profits generated
by the state banks. The second is a satisfactory resolution of the issue
of the nonperforming loans.

As discussed above, the central government has relied upon Chi-
na’s state banks for quasi-fiscal revenue in order to offset the impact
of the central government’s diminishing share of fiscal revenue in
GDP. Apparently, if the state banks were to break up, interest rates
on deposits would increase due to competition, profit of the state
banks would decline, and cheap credit would no longer be readily
available from the state banks to support the government. Unless the
government can find ways to make up the lost quasi-fiscal revenue,
either the budget deficit will increase rapidly, which may lead to

*This awareness was revealed in my private conversations with a few senior officials of the
People’s Bank of China and of one of the largest state commercial banks in China.
®Even if foreign banks intend to compete with Chinese counterparts in the size of capital,
it is not likely to be feasible because capital controls will still be in place after China’s WTO
accession.
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inflationary pressure, or the government will find it imperative to
reverse the reform of the financial sector.

What are the policy options to increase government tax revenue?
The usual proposal to strengthen efforts to collect taxes may not be
effective and perhaps may even be counter-productive, as it may lead
to intensified arbitrary taxation that dampens private incentives. A
relevant option in the short run is for the government to transform
various existing implicit taxes on state banks into a special profit tax on
all banks regardless of their ownership status. With the progress of
reform, profits of the banking sector should be increasing. Banks will
be and should be tightly regulated so that the collection of the profit
tax should be relatively easy. The general profit tax on all banks will
help make up the loss of quasi-fiscal revenue. Meanwhile, as long as
macroeconomic stability is maintained, financial deepening will con-
tinue and the resulting seigniorage revenue to the central bank will
supplement government tax revenue.

The second precondition is properly dealing with nonperforming
loans. The existence of nonperforming loans is a very common excuse
to keep the large size of state banks. In addition, after breaking up,
the newly established banks should be given a clean slate to compete
in the market place. Much has been discussed on the issue of non-
performing loans. Most analyses suggest that nonperforming loans be
stripped from state banks with an injection of the same amount of
capital financed by government bonds. But the problem of how to
deal with the stripped-off nonperforming loans remains. Simply wip-
ing out the obligations of the debtors—as is the case with debt-equity
swaps—is the least desirable option as this creates enormous incen-
tive problems leading to more nonperforming loans in the future.
What should be done is to make effective changes in the property
rights (or control) structure of state enterprises. For each enterprise
involved, this requires first a period of exchanges of claims of non-
performing debt followed by granting the new nonperforming debt
holders proper control rights of the enterprise so that they can initiate
real changes in enterprise operation. This way, the maximum amount
of nonperforming debt can be recovered. More importantly, debtor
enterprises are restructured for better operation and managers are
punished for losing control rights so that the possibility of the future
emergence of nonperforming loans is minimized.®

Once the two preconditions are satisfied, by what rules should the

5See Li and Li (1996) for a detailed description of the proposed approach to nonperforming
debt restructuring.
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reform break up the largest banks? Should the break-up follow geo-
graphic divisions with each new bank concentrating in a few regions?
No. Doing this would limit competition among banks and reduce the
benefit of asset diversification across regions. Moreover, under this
plan, each regional bank is exposed to direct political influence of the
local authorities. Should the break-up be along sectorial or industrial
lines in lending operations? No. Again, this would limit competition
and compromise banks’ capacity of risk management. In addition, this
would easily create disparate initial conditions for the new banks to
operate and to compete in the market place. The break-ups should
aim at creating new banks that are diversified across regions and
sectors and are similar in size.
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