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China’s Financial Market Fragmentati [LLILTT1I
1978 LTI

Jia LI*

Abstract

[ LI OO RO TNERddgence of financial market fragme CTOTOITNIIIITIITIINT]
1978-reform. It argues that the emer [TTTTTTNINIILT [IbhIlih China after 1978 is

inherent in two salient features of Chinese economic reform, namely, decentralization and gradualism.

The low capital mobility between different market segments is largely attributable to the distortions in

(NI IAtiatives of local governments.

[RiH1this paper found that the mobi IR ITIINTIIT
[N L&hT 1 financial market
hn-deposit correlation is a new phenomenon emerged since
[T EbFtelation has been significantly influenced by the local fiscal
policies and the size of state-owned [T

(INNINERN NI

China’s economic reform after 1978 h TN MM I IT TN TIEEEESful. However,
IO IR s mentioned by Laurenceson and TN NN TN
view holds that China’s financial se TN I TICNI
O NI ECT@ A khe issue of China’s financial r OO

Tam (1995) and Cull and Xu (2000, 20 OO IO TN Thterventions by various
ector have greatly distorted the act [CIITTIIITIITR TN

Flows of financial capital to certai [N IO NN AGd enterprises (hereafter,
SOEs), are encouraged, while others are discouraged. The consequence is [ITTIITITHTTTITIIITTTETITI

[IIHId khe economy, remains,

performing loans accumulated in stat [T TIIITTIITETE and Bai et al. pointed
out that China’s financial system after 1978-reform is featured by financial repression mainly through

(2002) and Boyreau-Debray (200 11

shed light on the relationship betwe [TTL LTI [T I T TIERRT @ conomic performance,

* Doctoral student, Graduate School I I IIMIMIT I IR ersity. The author would like t CITCIIIMOOMIIITITTIT
thanks to Prof. Osada for his continuous support and encouragement. Thanks are also due to two anonymous referees for their

constructive comments.
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T TT&R [ not contribute much to econo CIIMMIITITC I TIIIITIIT]

A relevant issue to Chinese financia IO ICMINIIINIONIHESood is the mobility

of financial capital. In their pione NI I NN INOTE#] market, Boyreau-Debray
and Wei (2004) made the first attemp [TITTIT] M T TR EhBbility in China applying
OO IELg provincial investment and saving data, they found that, the capit OL_11

market in China is far from the state of integration, and the capital mobility across Chinese provinces

even decreased over the 1990s. Follo CICTIINIIINIT]

I THdws in the commercial

sector was actually mobile after 197 DI T AT T

ddilhnd saving data.

T TEbmplements above-mentioned two s [CTIINITTEIININTITITT]

the causes of emergence of financial market fragmentation in China. In addressing the issue, we first

to two selected facts in the p DM TITHTIITIITNTTITIIT]
ip between decentralization ref [T TN T TITNITININTIITI
i F&form respectively. Through it, [T
ifdtibn in China after 1978. One is [TTTTHII NN TINICATTINTT 11
Accompanied by decentralization reform, investment decision has been lar [T TINNTT
Al Hdvernments in turn intensified t COIIOOMITTIITTNTTINCTIT
financial resources to finance local economic growth. Another one is the [T TR TITTCTIT
[IIFEbmed sector strengthens the desi TN TTITET TTIATITIIT

[T T NN T T N T IN I T T AT T A i dh $

s a consequence, provincial financial resources have been

largely enclosed into provincial jur ITICHIIITATT I TN IMOONNICERE] reform. Afterwards,
kA THst, we empirically test the fin [T TN T

Chinese provinces using aggregate lo I T TN TN I

[ddTThe test will be

[T T T T T T i d#te -owned banks, another one for all financial institutions over
several sub-time periods. In addition, we will also examine the impact of local fiscal policies and size of
state-owned sector respectively on c¢ [ITIIIH

concludes with findings of both desc NI TN

[l Finally, the paper

[ CHINA’'S ECONOMIC TRANSITION AND FINANCIAL SECTOR

In an integrated financial sector, f [ITTTH] Hcretion to lend anywhere

while enterprises to borrow anywhere in the economy. In China, however, [T

through banking sector has been limited." T TIDMIICIIT T TININTIINNICERREring financial

Ak ransfer (fund reallocation

among regional branches of national banks), between-bank transfer (inter T IIITTINTITIIIIITTI

resources through banking sector acr [TTITTTIITTIT T ITHTITTIT TR

central bank lending to the regions. Since credit plan® [T N] (MKl credit

management until 1998, within-bank t [T TIIITITIIN] fdfillimited for a long time.
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With respect to between-bank transfer, a national unified inter-bank market was finally established in

[IFHaAk market had been permitted fro CIIINTITTTIITTIIT TN
IEfibns. Even within one province, IITIINTTTTTTINITITTIIT
ITINEFIdETkral bank lending to the region [T TN N IIITHITTTITITHNNTINTITT]

local branches of commercial banks in resource allocation has become limited after the centralization

of central bank re-lending in 1994 a [TTITINITNTTIN]

I T TITENININTET TEE central bank into nine

regional branches in 1998. Even before 1994, since the re-lending had be TN TTIITNENMITTHITIC

[T Ak influenced by local governments were often keen to increase

the lending inside their jurisdictio [T MM X IIIMINNNIIRR Fhuses of low financial capital

strengthening control over local fin [TTI

Zhou (2001), local governments actually have shown a strong tendency to [TTTHITINITTTITITHIITTTIT

the reform period. Accordingly, fina [CTITTITNENIITTTTTIITIIIIT

fiddhted within the localities

[TTHITITIg
from where they were generated. Each province has become one de facto segment of the financial
market.

[T Ik centralization and Local Investment Expansion

[T T IR ONITIREERide public services, local governments in China have long

been expected to be involved in prod [T TN LRI ic growth (Xu 1998: 35).

After 1978, this tendency has been s I fiflland economic authority
has been delegated from central to local levels of governments; second, the achievements of local

governments are evaluated mainly bas [TIITII

[rowth, which in turn
is considered as the future
among provinces was frequently CTITHTITNITIITITIT
Festment accounted for 87.6 per TN TTINIITITT

determines the future promotion of 1 [TTIINTIITTIIIIT

CIIMITHEbER] governments now make extremely vast majority of the investment.

I TINIITE Iddnstruction and technical innov T TN I TN
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IO OO OO IR Thnovation by Administrative Rela [N

as % of Total Investment LTI T YT Tl (EIRLTTIEIE]

in Fixed Assets Central Projects  Local Projects [T T Tocal Projects

[IITI1T11 1T [NENI NN 379.9 45.4 (ENINEN]
1985 59.9 680.1 [T 44.6 55.4

[TITI1T1 1T [T 1386.4 45.3 [CTTm
1995 53.5 4052.1 [T [TCTTT 62.1

1996 [T 4629.6 7604.0 37.8 1T
1997 55.5 [T 8573.0 [CTTT 62.0

1998 111 5862.7 [IITIIIT 35.7 (RN EN]
111111 56.7 (ENRNIINEN]] 11311.7 (RN 66.8
2000 111 6152.8 12382.1 33.2 66.8
[TITI1T1 55.7 6530.3 [TTITIITTn [TCTTT 68.5
2002 [T [T 17935.2 26.5 73.5

[TITI1T1 56.7 6063.4 25470.0 (ENINEN] 1T

Note: Mofallinvestment in fixed assets ref [T

fees, expressed in monetary terms, i OO T TIT T
IO NOOOOOONEEIRE Statistical Yearbook 2004: 269)
Data Source: China Statistical Yearbook 2004.

[ITTITINNTIMTEREfuction and purchases of fixed a OITITITTTINITEITIIIIT]
IMEIdddn, investment in innovation, i [T

accounted for 2.6 times of the local ITTITHT MM TTITTNTTTITITATINTE THHE local government

T T T T T TN NTmEbhidnts have exerted

expenditures. In order to satisfy th
[T I I T O A Rk titutions to provide financin O TERCITTDRTENNT AT 101
“grants to loans” ( CIIIIMHPlemented in 1985, loans have re

MM inancial Capacity

iBlied that, the extractive capaci [T TN
categories: extractive capacity DI
ftes. In other words, governments [TTTITNIT TN INTHINTTTRIITTIT]
o indicators to assess the fisc T TTTITITITIITINTITITT]

the central government. One is budge ITIIITT]
fiscal resources mobilized by the ce [IITTIIT]
MMM TIINTERIGEDP, which shows the relative si [T
central government. After comparing MITATtHough from the fiscal
perspective the central government i I IO T IITTTNIREASpective, the central

government is strong, i.e., “weak fi [IdAdhtity” (Zhou 2004: 185).

Following Zhou, this paper estimates [T TTIIIIITIITET MMIdfdcal governments by

computing local budgetary revenues-t [TIITIIITI ftate-owned banks-to-

local GDP ratio. Two additional rati [TTITT TN etary expenditures-to-local
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Figure 1 [ Lodal Governments’ Fiscal Capacity vs. Financial Capacity

A: Fiscal capacity (%) B: Financial capacity (%)
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Notes:

MO OO T & Iprovincial budgetary revenues-t [T
average of provincial budgetary expe [TIIITITTIITTINIITTTITRITIT]
EId1 brovincial deposits-to-GDP rati [T INRTETT I T T
loans-to-GDP ratios. Both deposits and loans refer to aggregate value of [T TNIMIIIIITITI
3. Simple average is taken across al ITTT T THTI AT T I HITHT TEBIAT
T T TN WO Eddals on 50 Years of New China (Xin Zhongguo Wushinian Tongji Ziliao
Huibian). Provincial statistical yearbooks, [THIIIITITAITITI

1 loans in state-owned banks-to-local GDP. These two ratios

are informative because: first, whil [ITTT] Hesources collected by the
(TN I T T TN EAERLe the exact amount spent at th [TIITTIITT I T

T TN EEte-owned banks in localities 1 OOTONITITITTTIT]

by local governments, the loans-to-GDP ratio gives a rough estimate of the financial resources

controlled by the local government.

witness any substantial increase in
MMM THdng time since 1978. On the fina [T TIMTTITEANTI
(NI OITITIEAY either ratio show a monotonica TN NI TTINNNCTTT]

the whole reform period. Financial resources were de facto primary tools of local governments for

[IMI_BIDEs Reform and Financial Support
[ T TN T I T T AR has indeed prevented the emerge [TTTTIIIIMIMIIITTTI

economic losers, but the process has been financed by the building up of huge financial liabilities on
the part of SOEs in the state bankin [TTIT] [ &dE period, financial

HZTHOES, while non-SOEs

institutions have continuously direc IO LTINS

have been frequently precluded from the formal financial market. Vast majority of non-performing
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[TTTNT T TET T T T TIT T Bhflwere created after the
reform as the by-product of graduali [T TIIIT T ]

1.2.1 Size of State-owned Sector

OO IO sSbort SOEs is

The Chinese economic transition is f [TTITINI
inherent to the gradualism nature of [T I TITTTITT I TIIREREI governments to
provide most of the social welfare in urban areas, such as housing, pension and so forth. The
[TISOEs so as to ensure smooth adv [CTTHTITINTINATINTITINIT 11
The past experiences of Chinese reform revealed that the provinces with larger shares of agricultural

IO RO B dtnessed faster economic growth, LI T
MM E lagged behind (Dayal-Gulati an O TN IITATTTTT]
TIdIbmed sector still maintains a bi CITT I TN TN T TN T 111
[IddIskctor still accounted for one-qu M INIMNCA T ITINC I
[Idlitput. In addition, according to T TIITIIIITIIN T TINT I

T TTIIERESEbed over 90 percent of total state-owned bank lending in late

[T T TN T TN AT T TN AT AN b

Table 2 [Shdre of Employment, Investment and Output of State-owned Sector in Tota [_1

[T T [T 11 Output

[T T TN Pecent | Value (billion yuan) — [IIIMMTMalue (billion yuan) Percent
1980 (NNERIINNN]] arTim 74.6 T 391.6 [ 1Tm
1985 8990.0 70.2 168.1 66.1 630.2 64.9
1990 10346.0 [rTm 298.6 [rm 1306.3 [ 1Im
1995 [T 59.1 [T 54.4 [T 34.0
11111 11244.0 rTm 1200.6 rTm 3617.3 1T
1997 11044.0 53.1 (NENNIINNN]] 52.5 (NRRRIINNN]] 31.6
[T (NNERIINNN]] 41.9 1536.9 T 3362.1 [r1Tm
1999 8572.0 38.2 1594.8 53.4 3557.1 28.2
[T 8102.0 35.0 [T [T [T 47.3*
2001 7640.0 [C1m 1760.7 47.3 4240.8 49.6
11111 7163.0 28.9 [T [ICIm 4517.9 40.8
2003 (NNRRIINNN]] rTm 2166.1 39.0 (NRRRIINNN]] 375
[T 6709.9 25.3 2502.8 35.5 6597.1 35.2

I HI units

(I T I

IR butput by SOEs / gross value o ITTTTIITTII MO EGhdlude both

[ddprises in which the state holds [TTITMINTINTITITIMMTIRdicates that the
figures since 2000 are not comparabl [T T ITIIITI [#Hn statistical scope.’

Data Sources: Comprehensive Statistical Data and [T Nk (X hongguoWushinian Tongji Ziliao

Huibian), China Industry Economy Statistical Yearbook 2002, China Statistical Yearbook 2003.
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1.2.2 Stagnating SOE Reform and Non-perfor I T IO TITTITITIT]
lhg bank loans has been addressed HITTTHITIONIINTTTTI

riod. Those credits are

received large amount of cheap credi [T ITITTITTITTITINTIT]
MIERTEH] sector because the
rm period. In 1998,

FATIhE at losses despite the large amount of implicit subsidies

the source of non-performing loans w
financial performance of SOEs did no [T
[T T T T NI N TN
from bank loans and other policy pro [T T TN TITHTIITTTTITTT]

Xu (1998: 16) argued that the distinction between the responsibilities o [IIITTITNTITITITINIINITT

Chinese governments depends mainly o [T ment is in charge of

the expenditures of all institutions [TTTIIIT suggests that the burden
hrgely transferred to local governments since the ownership
of most SOEs have been rendered to 1 [T I I TINNTNNN
pressure on local governments 1 CCNIMIOIT NN

] institutions to extend

(MG 2 form.” Consequently,

Revenue-constrained local government [T THTTC NI T ETRI T TE T
“soft loans” to SOEs. Those policy-directed loans granted to loss-making [T THIT THMTTTIITE T
ector. According to an estimati [T T TN T TITTNIIOITTIT
non-performing loans amounted to 1.7 times of total government

T T T T AT 1

[ CHINA’S FINANCIAL MARKET FRAGMENTATION----AN
EMPIRICAL TEST

Up to this point, it has been argued [T TTEIIIIIIT [CHinese reform strategy,

systematical financial market fragme NI TN ITITIITTABELcial resources appear

to be enclosed by local governments [THrginated. Financial

resources were actually used as a po [ITTENEITTIT TN TN dThtervene the local

this section, empirical evid [T T ITTATNITITTIT

descriptive arguments.

I Hsic Model Specification

This section utilizes a modification [T TN [H T Hinese financial market

fragmentation by testing the financi DI I TINATIIONIOMAE original simple version of

Feldstein-Horioka test on world capital market integration is given by the equation:

El@:(ﬁﬁlﬂ)e ratio of gross domestic inve [T TIEIITTI

corresponding ratio of
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[T I A N T N

bneering paper, Feldstein and H [T T TN TI0

MERHuld be no correlation between the amounts of domestic

investment and domestic saving. In a [CTTHTIOIICIITIIIIIMIHAEEhplies that estimated 5 1
. Following them, substantial 1 TR
TTTTIMITINE ¥ ETdbrrelation between national inv [T TTINTNNEITIT NN
[[§ to interpret their results as T T WITTIITNTIITT

mobility because, in the international context, high investment-saving correlation can be consistent

with high capital mobility in the pr T TINIITIT TN TITITTNINOINHEREY] premium, government

MR d3ponding to these critics, a group of studies including Sinn

(1992), Bayoumi and Rose (1993), Tho TN T TN I T )

Tdpplied the test to

IO ITIbddd critics were not valid.

inter-regional data of a certain cou [T INII T THIINII
They found that, in developed countr [T IO TRt such as USA, UK, Japan
savings ratios generally prese [T THIIIIIMNIONMIIIITIIITITI
[T T EEIddta on Japanese prefectures, Iwam [IITIT]
and Wincoop (2000) found that short- T IO IMAAA  long-term capital flow.
Boyreau-Debray and Wei (2004) provid TN

-Horioka test on
hly significant positive correlation between provincial
MMM AhEse provinces. They came to the [TTTEIIITITTITTNTITITIT
T T T T T T Rt er-regional investment-saving [T TR IO

to the cross-country level among OECD countries.
The present study differs from Boyreau-Debray and Wei (2004) in two aspects. First, the scope of
this study is the capital mobility through banking sector. For that reason, this study utilizes two
T T T TR instead of investment and savi NN TN
[T T T T T TR
Wei (2004: 14), because China’s capi [IIITIITTINITE

particularly informative to test the I ITAITITINIILT

IO OONIOEETbAnking system, it is

[MMIEIOhina’s capital market

fragmentation.” Therefore, the approach utilized in IICIICIN IO Horioka test.
MMMMEEHbrioka test. Secondly, the main [CTTTTITTTTTNTINTINTITITI

study is regression analysis. A simple correlation analysis is included [T TN T T TATITITCATIN AT

Horession analysis is more consistent with the original
brioka (1980). Hopefully, the res DTN INNIMITIITTIT]
provide further pieces in understanding China’s capital mobility.

We specify the basic equation as fol I TITT]

EelgacsE (e
EED]Z(E@S for the ratio of total loans to GDP

[41h¢ corresponding
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[H¥idde i. Equation (1) takes the same form as simple version of
Feldstein-Horioka test. Testing hypotheses of our equation are as follows.

First, estimated [—shbuld be significantly different from zero and shows a positive sign. In the
TN I TIOITITTEDBEE to 1, indicating perfect capit DT TN IO T TN
MO T TITIITIGE] if there is no existence of f T TN TIITRTNTNIT NI TN

with each province as a segment, the OITTHRTTNTIITTITITTEITIT H located in a certain

province would not depend closely on [T M
Ehbn accompanied by decentralizatio CITCINI I IINT 111
We therefore divide the reform period into short sub-time periods to examine the changes of estimated

1d-1980s, i.e. after the

B along the time. The estimated /5 ML
start of initial decentralization and SOE reforms.

Third, financial market fragmentation in China is significantly affected by policy variables,

T T I T TN T T d kize of local state-owned sector. A province implementing more

expansionary fiscal policies, or bea more eager to transfer
local deposits into local loans, and to be more constrained by local deposits than other provinces. To
Iificdtion of equation (1) with inte [T TINT T IIITOTICT]

[ITINTAA héasurements of local fiscal poli DT IIITINETIITTITIT

2.2 [Data Description

There are two datasets used for the [T III Hen from officially
published sources, including Comprehensive Statistical Data and M U IO T

(Xin Zhongguo Wushinian Tongji Zilia T TININTIITITTTNIIARac of China’ TILITRIOOIITTI

Ik ous issues of [T
COOI IO T O TR TH78 to 2002, 29 provinces (or pro LTI

refer to the year-end balance of all financial institutions.

Two different datasets will be used
NI TN O ikér financial institutions, whils [T TR INTONTI
institutions with much shorter time TN

bliEd the whole reform period

Midddikon of the results based

on two datasets, we hope we can draw [T TN TINT NI
state-owned banks and other financia T
Figure 2 A and B depict scatter plot [T

T T OO BE)ing is plotted on the right-ab [T

has both particularly high loan-to-G CTTIIT TN IO NIEgEELts that Beijing is
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A: Dataset 1 (state-owned banks)

[ LTI NN I T T AT

dHs. 32 (Dec. 2006)

0-GDP Ratios

B: Dataset 2 (all financial institutions)

1.2 2.2
11 ° 2.0 °
1.0 1.8
<,
0.9 1.6
o
LY LY °
0.8 oo’ S o 1.4 S o o
o
°° o %%
0.7 oo 1.2 S
oo o °
0.6 o © . 04 o
o
0 $ o
0.5 ° 084 _°e °
o, °
0.4 T T T 0.6 T T T T T T
0.0 0.4 0.8 1.2 0.5 1.0 1.5 2.0 2.5 3.0 3.5 4.0
DY DY

Note: Rl vdlues averaged for whole sample periods, exactly, 1978-2002 for dataset 1, 1993-2004 for dataset 2.

presumably to be an outlier exerting substantial influence on correlation between loan-to-GDP and
deposit-to-GDP ratio. We therefore run regressions for the samples both including and excluding

Beijing to capture the difference.

IRk gression Results
IO OO O T
[T T T T T W I e e dk relation analysis.

In the case of dataset 1, we split t [T T I TITTICNTITDAY, 1980s and 1990s,

two shorter periods. In the case of dataset 2, we split the

time period 1993-2004 into two sub-periods. The purpo [ITTHITTITTITTINTITIT]

fie

(T T T TR gl sector, i.e., the evolution of fragmentation over time. The
division of time period 1980s into two is expected to examine from when TR TN TN TT1
[D90s is to compare with Boyreau [ TTTIIITINTINT TITITTIIN
[T T TN T TIITTEGSE Chinese provinces decreased ov [IITITIINIITITITI

[ T T T T TR T T I OO KRHable across successive sub-samp [ITIIITTIITIT NI T
relatively stable pattern. This sugg [T TR TN TIN®IAED-GDP and deposit-to-

P89 and 1990-2002, the loan-to-GDP

9, 1984-1989 and 1990 [ITTUTITNNIT]
correlation is 0.65 and 0.77 respectively. Finally, the loan-to-GDP rati DI TITITIRIIIICIT T I T
[IIETdIEDP ratio, the correlation acro TN
particularly high. In all combinatio [T I TN

GDP ratios over time. In the case of [T

ratio correlation is 0.63. For sub-p [T TN T IOTIIOTSS

8 PEktern over time periods is also
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Table 3 [Lodn-to-GDP and Deposit-to-GDP Correlation
I I TN T T T

Time Period [T Phirwise Correlationl  Pairwise Correlation2
across Time
1978-2002 1 0.62
[TTHIPRO 0.63 (HINNIE] 0.664
1978- 111 0.65 -0.02
LY 1984 (11T 0.77 (HINmEIE]
1990 (2002 - 0.71 I
[TTHIBG (HINWAI] (NINENI]
- 0.81
1978 (2002 - -
[ITHIERO (HINW AN 1
[ITHIPR3 0.91 -
1 m 1984— 110111 (NINMNIN -
1990 [CIITITTT1 - 1
1990 (1995 0.95 -

B: Dataset 2 (all financial institutions)

Time Period Cross Correlation across Time [N TN
1993 CIIITIT] - 0.83
r—1m 19931998 0.74 0.68
1999-2004 —1 0.90
1993 2004 - -
DY [TTHIPEB 11 1
[TTHITITIIT] - —1

2. Column of “cross correlation acro DI NN ents of values between two suc DI
O T T T T T
[MITITITINNTfdddnts the correlation coefficient [T

[ T T hddbd

indicated.
4. As to dataset 1, 29 observations [T T I TTIIMTITEAAII1 observations for all sample [T

5. Last column of table for dataset [T O T
IRRIN L RLRIIZ 001

[[MiIB004) for comparison purpose. 0.505 is

LT AT T T T

As a comparison to Boyreau-Debray an [TTIIITIT] [Tl Edrrelation

coefficients between loan-to-GDP and deposit-to-GDP ratios for all corre TN I

b supports Boyreau-Debray and We [T TN
almost all cases, a high positive co [N MO W AIREES-to-GDP ratios is found.

T T T T T TR Tddkfficients of 1980s and 1990s, 1 O T IR
[NGHl Eapital mobility in 1990s. Howev NI T IICICIL]
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OO OIS bimple correlation analysis are [N
I EERAA 1. This finding probably

e financial market is a relativ OO T T T T TTONTIIITT
@H0sl Secondly, in 1990s, correlatio [T T TN TINIITTT]
[T T T T T EdOb tful whether this evidence sug [T TN TTTTITEIITION

1983, a slightly negative correlatio

capital mobility in China in latter [TITTITINTTT]
(T T TN

T TINMAd These two points later on in

Estimation results based on equation I IITIMAIINIT TN MNETH$ions are estimated

using long-term averages of loan-to-GDP and deposit-to-GDP ratios for a cross-section of Chinese

[T T O TS implications can be drawn.

[IChinese banking sector emerged TN IITNTTIN

Focusing on the regression results f [T TIITTITIIL] NI OO Efibn of the estimate of 5 1

t, in the 1980s, actually there NITCIINILTIII TR THIOMITTT

association between loan-to-GDP and

h weak positive

association, 0.296 at 5 percent sign [IITTMOTIIINC NN IIOMINEEI.359 while excluding

Beijing, emerges. In contrast, the e [T TNITIETITITT TN T TN IIRCED estimations

[T T T ITTIICI T ATOTEOH I This finding corresponds well w T TN TR T TTT
[MHfTHds emerged accompanied by the de [ITTINENTINIITINTINTIINT T
reforms conducted in early stages of reforms. Our hypotheses about the e CTITIINTIIITTITINIITITIIT

financial market fragmentation are v [T [Hataset 1. Especially,
regarding the 1990s, the estimate of I3 inlthe estimations excluding Beijing is close to 1, an evidence
of perfect capital immobility in Feldstein-Horioka test. The changes in deposit-to-GDP ratio would

lead to the changes in loan-to-GDP r [TILIII

T IO I TR that most of the newly

increased deposits tend to remain in TR TN HEe generated. Therefore,
it can be concluded that there is the presence of barriers to financial capital mobility through banking
TN T T
In addition, we find that Beijing in [T ITIITNIIIMINIEIdd$ion results. Taking a
closer look at the regression results in 1990s, the estimates of 3 are statistically significant in all

settings, and the values of the esti [ TITTTIITT T TTITNTT T T

eijing. For the
sub-period 1990 — 2002, it increases from 0.438 to 0.755. The increases are even more drastic in the
case of regressions conducted for sub-periods 1990 — 1995 and 1996 — [TTTINIMITIIIINNIIELRI all
cases actually almost double its val CITTITINTITIII

[ Wdids, the evidence of
fragmentation is strengthened while [T

studies including Beijing as an obse [TTIIIIIIT]

H facts cast doubt on the

dataset 2 also indicate the st ITTHIITIITITIITIN
NN T T TR estimated S OO

fragmentation in Chinese financial m [T



Dependent Variable: L/Y

L Including Beijing Excluding Beijing
7 <A w720 CGB  1118111118 | O m— 1 [OIFmE-stat.
(HEEE2 012 Ot 0.345 0.362  [CIOOCCC CICCII D 0.493 0.232  9.169%**
7.746%** NI I} 182+
[ITHITITIIT] 0.578 0.113 O | 0.641 -0.020 -0.038  0.014
9.494*** [T 7.427%* MM
1978~ [IITIBU7 -0.013 -0.036  0.014 O -0.134 ININRINILLNINIININE]
OTTITIe 19 8.537*** [T
1984 1989 | 0.562 (T OO m.528 “' - 0.359 " 0.074  3.148*
8.035%**  2.695%* [ITIMITTm228
1990 2002 O O 0483 [OMNMMIT TN OO0 CEATIPPI299
5.845%%% 5 209%** 1.653 4.722%%%*
[ITHIBOb | 0.556 0.394 OMre711##* | O 0.799 0.362 [IMITIIT]
5.518***  3.116%** 1.955*% T
TR | 0.421 0.472 0.641 51.086*** | O 0.718 (NINRININENINIIINNANE]
O TT T 1.439 5.382%**

Notes: LZF, ** * indicate significance [TIITTH]
2. Numbers below the estimated param [TTTTIITITINIMNITTETIT
3. In all estimations, White test is [T
indicates that, in that specific est ICTIIILTI

reported due to the presence of heteroskedasticity.
4. 29 observations for all estimatio [T I T T M TN THTI]

B: Dataset 2 (all financial institutions)

[IIITE

Etively.

[T T I EERddkedasticity. Small h after esti CTITTITIITIT TITITIITIT]

kETeloskedasticity-robust standard e [ITTTITTIN

Jdifidall estimations excluding Beij I

Dependent Variable: L/Y

[T Ty Excluding Beijing
Sample Period -
i— [ [Omfm Festat. d—1  AEHaqg. R— Fstat.
(NENEZ007 0.490 0.470 0.700 [MINIIIIIOTINTIIT 0.668 0.576  [IMIITTIT]
6.134%#%  7.865%** 2.200%%*  6,351%**
1993- OITTIT T 0.453 O ITIT I T DA’ 7 O OO O
5.348%#%  4,989%** OIMIMIITTH 801 ***
1999 2004 0.418 0.507 0.811 129.784*** 10.219 0.661 0.641 52.697%**
OO T T I I 7.259%**
1996 (2002 0.499 [ 0.629  51.815%%* | 0.265 0.670 CIITIMT3A D87+ **
5.718%** O 1.950* 5.915%**
[IOIIFR*, **, * indicate significance [T
IO O s are t-statistics.

licluding Beijing, 30 observation
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H are, therefore, highly

consistent with Boyreau-Debray and W CIICNIII ORI TN NITOTTE y low financial capital

mobility in China in 1990s. In addition, similar to the results of datas [TIITIETITTNTITI

[l higher values of the

substantial impact on regression res LI OT T I T
estimates of 3, an evidence of low capital mobili 1M1
MMM EAd results based on

Thirdly, comparing the results from
Ef Tiiness of the estimations

suggests stronger explanatory power of dataset 2 which covers all financ [N T

economy. In addition, the comparison TN T TINTNOWIdéhtext of financial capital
[Istate-owned banks and other fina [N NI T T MITNITITT]
[H we are not able to compare thei [T

data availability problem, we can dr [T TR T M TIRNT T

[ [T I T I i T Ead

[ T TT I TN YNNI T N T i g

B regression results from

two separate datasets. We find that fllETbetween the values of
estimated /3. Especially, as to the regression results for the same time period (1996[2002), the
estimated S is 0.718 in dataset 1 and 0.670 in dataset 2 (both excluding Beijing). [TTIITTTNITTINIIEITIITI

[T T T TN T T AT TTE D §

1 mobility

estimated S is too minor to be mentioned. This
within Chinese banking sector is extremely low with each province as a m I
[ibhllappears not reduced after inclu CICTTIITTIIINTTITIINTII

institutions.

Finally, in the estimations using bo [T I I TN T MTMHE #8timate of [ IIICIINTIIL
[T T T O inniAdkase of dataset 1, estimated [Cdetreases from 0.799 to 0.718,

while in the case of dataset 2, it d [TTITINI

capital mobility in banking sector o [TTITIIII [TIIIHTIS in the early and mid

how whether

1990s. "However, the results must be interp [T TN
the decrease is statistically significant or not. Therefore, we next tur IO T TIIITITIIITITIT
regression to examine whether this improvement in 1990s is significant or not. The specification of

two-period cross section regression [TTTITTTIITTITTTIITITIT 1

“ .ﬂ 1 |\ /]
D]]]:lé@:(%@ for the corresponding ratios of total loans to GDP and total depo [ITTINIIIT]

GDP in province i as before. MMM TR Hdtond time period and 0 for firs 11
time period. In the case of dataset 1, that indicates 1 for sub-period 19 IZIDR, 0 for sub-period 1990—

1995. In the case of dataset 2, that indicates 1 for sub-period 1999 T TINMNIIIIITIT I I TITTIT
The coefficient L MM I I IOITPT atio over two time periods for r CITTIMMNITINITIT

T T I TN T IO EEAIble, namely, deposit-to-GDP ratio. The coefficient of
T A my [andldeposit-to-GDP ratio, 5, lneasures the changes
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T TN T TITEIESSE Ewo time period. The effect of [T TN TINTTTIT
GDP ratio in first time period is ca LN TEEhile the effect of deposit-to-GDP ratio on loan-to-

GDP ratio in second time period is [ T_B JdTherefore, through testing the sig LTI
identify if there is improvement in financial capital mobility in 1990s in China.

The regression results based on equa [T T TN NI ATITINIT EGR]

e exclude Beijing

from the sample in both estimations.

(f%o:mg [ TIPIIE081 % Dﬂl@@

(1.948%) (-0.456)  (-0.338) (4.0317%%%) adj. R "COIMNONITETTZ 75%**
White Heteroskedasticity test (with TN MEITEILRS2 (Probability: 0.661)

B: Dataset 2 (all financial institutions)

CEil=w0287—0.068P— 1R

[HIB02 F-stat. =30.710%**
38 terms): F-stat. =0.766 (Probability: 0.579)

NI T T T TERE period dummy P ITTIT

We find that, in both cases, the coe NN
deposit-to-GDP ratio is not statisti [T T T T IR T
the effect of deposit-to-GDP ratio t NI IO I TITMTN TN TW#AGDbHS within 1990s. We thus

re is no significant change in 1

conclude that there is no significant improvement in financial capital mobility across Chinese

provinces in comparison to early 199 [IT_1T1

2.3.2 1T I TN O CT Nihte-owned  Sector on  Loan-Deposit
Relationship
As discussed in section 1, the causes for Chinese financial market fragmentation after 1978-
reform are, first, decentralization and consequent investment expansion led by local governments;
TN T AT TN TREE Beform and governments’ tacit pr [T IIIIITITHT AT TATTIOT

Ween these two points and

owned sector. Although it is difficu [T
financial market fragmentation using [T TINITINN] Amine the impact of local
governments’ policies and size of state-owned sector on provincial patte [T

The specifications of estimation equ T ]

I F IO TEbvernment expenditures to GDP, DT T T IO

policies. In the context of our discussion, investment expansion at provincial level after the
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decentralization reform is accompanied by the decreasing fiscal extractive capacity and increasing

financial extractive capacity of local governments. This suggests that t [T TN T IO
fhlt in the control over financia T TITTIITTIITTINTTIT
MIMTITMITIME e ratio of investment in fixed [T TIITITINTITTON

total investment in fixed assets, a [ TTTIHII] [IddIskctor. Interpretation of

variable S is straightforward. If local govern [IT1 [TIMIBIHAd sector, size of
state-owned sector would give signif [T ik in a province.

HIEA)] we further manipulate the equation (3a) and (3b) to

where A (@h w%twely It is easy to see that ITTTIIIIMIIINIITIT
of interaction terms maintain, while L_JanH 10 T T AT T

[ T T T T T TG

Hdlldy and state-

HThean value of deposit-to-GDP ratio. Likewise, estimated
[MMPTatio at the mean values of ' [TTRTHTTTINIT T TIITI
A epresent the joint effects of fis [T TIMTTINTNNTNTTIIIT]

icies and size of state-

owned sector respectively with depos [T
[T Hddnsion of banking sector indepen TN IR
bf local deposit. Interaction te I TIIITNITITIN MO
constraint of local fiscal situation and size of sate-owned sector putti [T T I AT

Regression results based on equation TITTHITIITTHITHITTIINTITNNERIHere, we also exclude

Beijing from the sample in both estimations. Both of [andl CITTTRICIIIIIII

o more points addressed here are: first, since there is no

PHD3 are used for estimations in

statistically significant fragmentat [T
[AdIdo statistically significant cha [T THTIATINTITTTITETIOTAONT 111
IbIEbhduct sub-period studies

on loan-to-GDP across two sub-period [T
anymore. All variable used for estimation are averaged over whole sample [TTTIIITTITTT]

A: Dataset 1 (state-owned banks)

(2.490%%) (2.675™*) (-3.558%*%) (2.385%*)

P14 F-stat. [T

I terms): F-stat. [T TINETITTTT



adj. R*°=0.724 F-stat. [ TONOCTIT]
White Heteroskedasticity test (with cross terms): F-stat. T TIICIITITTTINNTTINETITTTT]

—— ,
BN TSN
|\ /]

(3.579%**) (2.488%%) (-3.545%**) (3.249%%%)

[IFEIB71 F-stat. [CITTTMITTI

(0.017) (2.604**) (1.333) (5.134%%%)

adj. R°=0.680 I

intermediation.

NI EbA 1 as  additional

Secondly, with the inclusion of fisc
fiidTlestimated coefficient of deposit I AT TN
[T TN T ITITETEDIthe estimation of equation (4b I I TN AT
decreased from 0.755 to 0.293 with t CTTINCTNITIINIIT

TIMTTMEadbr as additional
explanatory variable. This suggests [TIIITITTNOIIIIIIIMIIMITINCTIDEHAd banks are extremely
sensitive to the larger presence of ITTIITTIMNTITTIT

Thirdly, both our measures of local ddIsector appear to give a

statistically significant interactio [T AOON NITMIOREGE ratio on local loan extension.

On the whole, we find that fiscal ex T TR IO TIIIR RElthe provincial level give

MBIV er, we interestingly find that the estimated coefficients for

interaction terms alone show a negat [T I T IRIIITITII&hEincrease in deposit-to-

GDP ratio would generate a smaller i CIICITII T I IIIIONONITREdY hces which implement

more expansionary fiscal policies an [T IITTNIMITIT T TOONMITIGBIHE exact, loan extension in
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those provinces tends to be constrai [TTTT TN TN THTIIITIITITE Thflerpret that those

[TTTITNTINITNTIddR] deposits into loans. Put inversely, the provinces which boast
sufficient fiscal resources tend to have less incentive to control over [T
mobilize financial resources to supp [T TN

3 [Cotclusions

[ IO I TN RG] system from the perspective of TN

fragmentation. The study described t CITTIIMINTNIT IO T TIICCNIIN K] c fragmentation in
China’s financial sector, namely, decentralization and gradualism. The paper showed that financial
market fragmentation is inherent to the decentralization and gradualism features of China’s economic
reform after 1978. The mobility of financial resources as measured by bank loan-deposit correlation is

extremely low across Chinese provinc [TT_1T1

These findings suggest that less inf ITTITTTTTNITTIT T TTTEA T Bector may help
[T TMITIMTTEEE Tbanking sector. The results also ITTTTTTTTTIMTTITITIITNTTTT

T ¢ommercializing large state-owne TN TITIINITTTIINTI

k4T Thprovement in practices of Chinese financial
[Hilllflose ties with governments and [T TN NI TTNTONOOTITT]

local level. The problem of Chinese financial system is actually a reflection of deeply rooted structural

problems in Chinese economy which ha [ITTINI [T $tadual reform.

[T E T corporated into the consideration simultaneously together

with the reforms in administration system and state-owned sector.

Notes

three-quarter times of the benchmark M T TN TR ]
[ IO OO T T I3k sion on Feldstein-Horioka test L1
X T Horlthe detailed discussions, refer TN I T T WANTINT T HETH

and Sehrt (2001).
5 [Under credit plan system, credit quotas were first imposed on the head office of each commercial bank, which in
turn were broken into quotas allocat [T TN TN Bifact, except for the credit pla [T



commercial banks, there was also a broader credit plan that covered rura TN ININASA ]
[T T I W TN T AT O I EReption of financial leasing com [TTIMITITTITIATTIT]
6 Qhina Statistical Yearbook 2005.
[ NI OOl Yinhang in Chinese language.
China, policy banks, four big state-owned commercial banks and postal saving offices, see definition in Almanac of
China’s Finance and banking 2003: 459.
budgetary revenue data (Benjishuru) from Chinese official sources do n [T THINITTTITI
from (to) the central government, while the budgetary expenditure data ( CITHIT TN T T T TR AT TN
[T T AT T T TN TITTTATES local governments, minus fisca I TITTTTINT WTENNT TWTTTINTTAT]
government (Ma 1997: 452).
9 Since 2000, the minimum value for st TR INOCICETd
of over 5 million yuan. Because most [ITIITEIIIETI T TN $inall- and medium-scale enterpri [N
the share of SOEs jumped sharply fro C I IR O]
[fidhinents in the early 1980s. By 198 T TN T TN
I Edernment accounted for only 20 percent of the total industrial output at or

ide People’s bank of

brises with an annual sales inco LTI 111

10

above the township level, while prov T ITIIIIL [Ebitolled 45 percent and county
LI 2003: 15).
11 [Finhl losses refer to the part of no CITTITITTINTIT T TETT I TTITHITIOMIAEAt be paid back.

[TSde Coakley, Kulasi and Smith (1998) [T TN
Regarding to inter-regional studies, see Hericourt and Maurel (2005: 20) [T d
Feldstein-Horioka test has been subject to critics on its validity in ex CINCINTIITTTTNATTIITINITINNTRG G in
Boyreau-Debray and Wei (2004)’s word Flof the degree of capital marke [T__T1
integration across different regions [T W TTTNTIN] fikll§ in Boyreau-Debray and Wei (200 [IITIHITTI

13 [Bayreau-Debray and Wei (2004) also performed correlation analysis using state-owned bank data from 1978 to
2001. The correlation coefficients suggested low capital mobility within [CTITTIITIII IR

14 [Forla similar discussion, see Park and Sehrt (2001: 614). They argued that, if the inter-bank market within [TTTIIT]

diftlHorioka test literature.

province is free, lending by any one LTI I IIITIMIFEGS in the province rather than t COICIIMICLCI
[T I
[T_UHinese government had conducted a series of reforms in early and mid-1990s in financial sector to improve t [TL_1T1

[ I NI A ITIOITERRITR] abolishment of credit plan since 1994,

managerial incentives and prudential
[T TN T TIN T I IOCIY TITTII I R 18 dtablishment of policy banks to
state-owned commercial banks, establishment of a national-wide inter-bank market in 1996, and merge of
[ T T I A T Tl
[T—Hdr a detailed discussion on models [ ITTITITTINTINTTITE

Wooldridge (2003: 194 [196). Multiplying out the interactio [TILTIIIII

with equation (3a), we can easily see:

[line regional branch in 1998.

Same manipulations and interpretatio [T TR T MM TIIETIITTT
I TFeported due to the presence of

17 T-statistics computed from hetero [TTTHNI
[T TN
18 In 1998, an injection of RMB 270
implemented through issuing special government bonds, and then in 1999, four asset management companies
[ IO O O T TN RNB 1,400 billion of non-performing O T T TN
commercial banks. However, new non-performing loans continue to increase LI
[ TIT T AT T AT T A b China and China Construction [CTTTHITNTITITE

LMt e-owned commercial banks is
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government is keen on introducing fo COMIOIOMIITITTIONONNMIF Ights structure and listing the { [IICIIT
wholly state-owned commercial banks [T T AT AT AT TOITIN B #ddreial banking by domestic

investors is still tightly controlle DI T T IMITINIIIT DL open up fully to foreign investors
(I TN T A T NI T T TR W TERY
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