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ABSTRACT

This paper first reviews briefly the evolution of China’s financial sector during the recent reform
period, focusing particularly on the transition from budgetary to bank finance, credit control mecha-
nism, incentives and behavior of the state—owned banks, development of non—bank financial insti-
tutions, the role of the emerging financial markets, and the patterns of savings, investment and mar-
coeconomic stability.

Then, it presents a simple model of money supply, money demand, credit allocation, and pro-
duction function of the state and non—state sectors to capture the monetary aspects of the transitional
Chinese economy. The model provides a systematic way to identify the root of inflation and the
sources of growth in the transitional Chinese economy. Policy loans to the state—owned enterprises,
non — state enterprise access to commercial loans, and productivity gap between the state and non—
state enterprises are showed to be important factors for growth and inflation in the Chinese economy.

Finally, the paper uses the model and the relevant empirical evidences to analyze the 1994 finan-
cial reform package proposed by the government, which covers central bank independence, new policy
banks, commercialization of the state banks, and unification of official and semi— market rates for
foreign exchange. Based on rigorous analysis, the paper gives brief predictions on the likely effects of
the reform on future inflation and growth.
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