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4 China’s Unfinished
Economic Transition
Nicholas R. Lardy
The Brookings Institution

The hallmark of China’s approach to economic reform is gradualism. China’s reformers, in effect, have eschewed the conventional wisdom that successful economic transitions are built on the basis of rapid
privatization of state-owned firms, overnight price reform, and a quick
dismantling of trade barriers. Although a variety of new forms of ownership have flourished in China, de facto privatization of small stateowned firms did not get underway until the mid 1990s, and few, if any,
medium and large state-owned firms have been privatized. Relative
prices in China for the most part have converged to world levels, but
this process was extremely gradual. Opening the economy to foreign
trade was similarly gradual and was a key part of the process by which
relative domestic prices have converged to world levels. Moreover,
foreign trade liberalization is far from complete, as China maintains a
trade system with substantial protection for many industries.
Paradoxically, China’s economic performance, by almost all measures, has been superior to that in other transition economies. In contrast to a period of sharply declining output in several of the states of
Eastern Europe and the former Soviet Union, China’s gradual reform
generated record rates of economic growth from the outset. From 1978
through 1995, real output increased at an average annual rate of 8 percent. Unlike the transition in Russia, where inflation accelerated dramatically, China has held average annual inflation to a single-digit
level, despite two sharp upward spikes, since economic reform began
in the late 1970s. Moreover, economic growth in China has been
broadly shared among all regions and segments of society. The precipitous decline in poverty in the first seven years of economic reform was
especially dramatic. By contrast, in Russia, the combination of a disintegrating social safety net and declining real output has inflicted
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sharply lower living standards on large segments of the population,
even as a small class of nouveau riche Russians enjoy ostentatious lifestyles. Finally, China’s gradual reforms facilitated its progress toward
integration into the world economy. By the mid 1990s, China’s share
of world trade had quintupled relative to the pre-reform period, and it
regularly was the recipient of more foreign direct investment than any
other transition or developing country. Moreover, it was the first transition economy to be awarded an investment-grade rating for its sovereign debt in international capital markets, and it has raised far more
capital in these markets than any other transition economy.

THE SUSTAINABILITY OF CHINA’S STRATEGY
Despite these apparent successes, I believe that China’s current
economic policy mix is unsustainable and that the completion of
China’s economic transition will require a more accelerated reform
strategy. Three trends are particularly worrisome. First, state-owned
enterprises are becoming ever more indebted, particularly to banks.
These firms increasingly borrow not only to finance the purchase of
new equipment or other productive assets, but also to buy inputs used
in production, to pay their wage bills, to provide a broad range of
social services to their workers, and, in some cases, even to meet their
pension and tax obligations. In short, on average they are not able to
cover their total costs with the income they receive from the sales of
their products.
Second, state-owned banks and other financial institutions are
extending loans at what appears to be a pace that will not be economically sustainable. Loans outstanding relative to gross domestic product
(GDP) have doubled since reform began in 1978. By year-end 1997,
loans outstanding were equal to total output. Most of these loans from
banks and other financial institutions have been extended to stateowned enterprises, and a large and rising share is nonperforming,
meaning that the borrowers are no longer repaying principal or even
interest on their loans. As a result, the profitability of the banks, as
measured by return on assets, has fallen by five-sixths since the mid
1980s. Given the modest amount of their own capital, their tiny loan-
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loss reserves, and nonperforming loans acknowledged to be equal to
fully one-fourth of their loan portfolios, by Western accounting standards several of China’s major state-owned banks already are insolvent. Since households continue to add enormous amounts of funds to
their savings accounts, these banks remain liquid and a financial crisis
has been avoided. However, this cannot continue in the long run.
Third, government tax revenues declined by two-thirds relative to
output between 1978 and 1995. At the beginning of reform, taxes and
other government revenues were equal to a third of the nation’s output,
a level well above the average of other transition economies. By 1995,
revenues had fallen to about 10 percent, a level quite low in comparison with both other transition economies and emerging markets. As a
result, during the reform era the state increasingly has been unable to
finance normal government expenditures from the budget. Although
the official budget deficit has been modest and in recent years financed
entirely through the sale of treasury bonds, the broader public sector
nonfinancial deficit in the mid 1990s has been running at an unsustainable level of over 10 percent of gross domestic output for almost a
decade. That deficit reflects the increased borrowing demand of stateowned industrial and commercial firms, a portion of which represents
social and other expenditures that should be financed through the state
budget.
In short, the strategy of gradualism of the Deng Xiaoping era
appears to be economically unsustainable. Moreover, since the three
trends described are closely interrelated, a strategy of focusing sequentially on the problems of banking, state-owned enterprises, and taxes is
not likely to be effective. The banks cannot operate on fully commercial terms until the behavior of their principal borrowers fundamentally
changes. However, many potentially profitable enterprises will find it
difficult to improve their financial performance and to deal with banks
on a normal commercial basis until the state relieves them of the obligation of providing a broad range of social services and of employing
more workers than economically are necessary. The government will
not be able to finance either these social expenditures or the needed
recapitalization of the banking system from the budget until a fundamental reform of tax policy and tax administration increases government revenues relative to output. Thus, the key to reform in the future
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is likely to be a strategy that addresses all three of the underlying problems simultaneously.

REFORM OF THE BANKING SYSTEM
The creation of a modern banking system is essential to improving
the efficiency with which capital is allocated and to sustaining rapid
economic growth in all transition economies. Banking reform in all
transition economies must be based on the rehabilitation of existing
banks, on the entry of new banks, or on some combination. China’s
approach to date emphasizes rehabilitation but also includes the establishment of some new banks and other new financial institutions. This
is an appropriate mix given China’s unusually high ratio of bank
deposits to GDP. Relying primarily on new institutions may be a viable strategy in Russia and in the other newly independent states, where
high inflation in the early 1990s so reduced the value of savings deposits that the ratio of deposits to GDP in 1994 was only one-sixth that in
China. Relying largely on new institutions in China would inevitably
mean the collapse of existing banks, wiping out most of the value of
household savings deposits, which at year-end 1997 were RMB 4.6
trillion, the equivalent of well over one-half of GDP. That could create
a financial crisis.
The rehabilitation of existing banks depends critically on their
recapitalization. There is only one other alternative—a default on
household liabilities. This was feasible in Russia both because the
value of household deposits in the banking system was quite low, about
10 percent of GDP, and because Russia had already entered the postcommunist era. The mechanism through which household savings
were lost was several years of hyperinflation that effectively eliminated
the purchasing power of funds tied up in bank deposits on which very
low rates of interest were paid. However, the default on the much
larger volume of household savings in China, whether explicit through
a collapse of the banking system or implicit through the inflation tax,
would likely lead to a political crisis. Thus, China’s leadership is likely
to eschew defaulting on liabilities to households and make good on its
existing implicit guarantee of the value of all household deposits in the
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banking system. That approach requires a write-off of bad debt and a
recapitalization of the banks.
One approach is the gradual recapitalization of banks through reinvestment of their profits. The World Bank’s 1996 World Development
Report, which focused on the problems of transition economies, is
skeptical of the long-term efficacy of using tax revenues to recapitalize
banks in transition economies. This view is based in part on the early
Hungarian transition experience, in which some banks were recapitalized as many as five times. The World Development Report favors policies that promote self-help for banks, to encourage them to build up
their capital base and to grow out of their bad-debt problems.
While this strategy may have merit in other transition economies, it
is much less feasible for China. The magnitude of nonperforming
loans, and thus the size of the required recapitalization, are so large
that the incremental rebuilding of capital through the reinvestment of
profits does not appear viable. The gradual approach, sometimes
called a flow solution, is feasible in the most mild cases of banking distress, where capital adequacy of problem banks, while low, is still positive. As noted, several of China’s major state-owned banks are
effectively insolvent; that is, the value of their liabilities exceeds the
value of their assets. Moreover, the reported level of profitability of
these banks has fallen to quite low levels, and, according to realistic
accounting principles, is almost certainly negative. In short, there are
no real profits to be added to bank capital.
The bottom line is that China’s best option is probably to follow
the course pursued by several transition economies in Eastern Europe:
to recapitalize the banks by injecting government bonds into these
institutions in an amount equal to the value of the write-offs that must
be taken of the nonperforming loans. Since loans outstanding now are
fully equal to China’s GDP, the fiscal cost of this approach will be
high. For example, if the bad loans that ultimately need to be written
off total one-fourth of banks’ loan portfolios and the real interest rate
on government bonds is 6 percent, the annual interest the government
would have to pay on the bonds issued would be equal to 1.5 percent of
GDP. That would absorb about one-eighth of the current level of combined government expenditures at the central, provincial, and local levels. Since China’s existing stock of government debt is quite low, for
some period of time much of the interest cost could be financed by the
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sale of additional bonds to the public, rather than by cutting other
expenditures. Ultimately, financing the recapitalization of the banks
will require increased tax revenues relative to output of the economy,
reversing the long-term decline.
If China fails to complete the transformation of its banking system,
the consequences are predictable. The intermediation of funds
between savers and investors by banks likely would continue to be
marked by the inefficiencies already evident. As the contributions to
economic growth of various one-time factors wind down, one would
expect the rate of growth of the economy to slow. That trend would be
reinforced by the physical constraints to growth that are increasingly
evident in China: environmental deterioration, the challenge of sustaining adequate gains in agricultural output, and infrastructure shortages.
Unless resources are used more efficiently in industry and commerce,
it is difficult to foresee how China could overcome these physical limitations. An inefficient banking system also would impede the development of stock and bond markets; as per-capita output rises and
appropriate regulatory structures are developed, these markets normally come to play an important supplementary role in the allocation
of resources. The continued fragility of the banking system would
limit the ability of the People’s Bank, through the more active use of
interest rate policy, to dampen the marked fluctuations in economic
activity that have characterized the reform era. Ultimately, the failure
to transform the banking system could undermine the high rate of
household savings that has provided most of the fuel for China’s strong
economic growth.
The international consequences of China’s failure to complete the
transformation of its banking system also are predictable. A sound
banking system is a prerequisite for moving to convertibility on capital
account transactions. This factor underlies the reluctance of government officials to declare an unduly optimistic target date for achieving
full convertibility of the domestic currency. Until China’s banking
system has been restructured and placed on a sound financial foundation, the People’s Bank will almost certainly continue to require foreign financial institutions to operate under the many severe restrictions
that already exist. Consequently, the expectation of the international
community that China will provide national treatment 1 of foreign
banks and nonbank financial institutions will not be met. This expecta-
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tion is likely to be reflected in any protocol governing China’s accession to the World Trade Organization.

CONCLUSION
By many measures, China’s economic transition looks relatively
good. However, gradualism has had a significant downside that
becomes apparent once one looks at the economy, particularly the
financial system, in greater depth. The cost of deferring industrial
restructuring has been high. Real resources have continued to flow into
enterprises that will not be viable in a market economy. These
resource movements have been intermediated through the banking system, which relies almost entirely on household savings as the source of
its funds. Thus, sustaining money-losing state-owned enterprises has
involved the accumulation of huge liabilities to households. In addition, since the users of borrowed funds in many cases are no longer
able to repay principal or even to pay interest on their loans, the liabilities of banks to households are no longer backed by real assets. This
creates the potential for a domestic banking crisis that would disrupt
the flow of credit and the payments system, leading to a major recession. The failure of major banks also could have long-term negative
implications for the high rate of household savings, which has become
the principal source of growth in the reform era.
Avoiding a financial meltdown will entail the substantial economic
costs associated with recapitalization and commercialization of the
banking system, with an accelerated program of privatization and
restructuring of state-owned firms, and with a fiscal reform that raises
the tax share of GDP. Although these changes probably would curtail
the rate of economic growth somewhat in the short run, they would be
highly desirable in the long run since they would help the emergence of
a more efficient system of financial intermediation and a more productive manufacturing sector. Avoiding a financial meltdown also will
entail substantial short-term social and political costs. Shutting down
large numbers of inefficient, money-losing state-owned enterprises is a
prerequisite to creating an efficient, modern banking system. Banks
will not be able to operate on commercial principles if they are
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required to continue to prop up inefficient firms with an ever-growing
volume of loans. This will lead to reduced incomes for a significant
portion of China’s population, at least on a transitory basis. Alreadyhigh rates of unemployment are likely to rise further before the efficiency gains of accelerated reform lead to an improved allocation of
resources and increased rates of job creation. Thus, the next stage of
reform carries with it unprecedented potential for social unrest.
NOTE
1. I.e., that foreign banks will be allowed to provide the same range of services to
their customers as domestic banks do.
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