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Dual-rack Financing System and
Interest Rate Marketization in China

Ji Yang Tan Yuyan and Huang Yiping
( National School of Development Peking University)

Abstract: China has a dual-rack financing system: there exist two financial markets a formal one and an informal one

and the co-existence is sustained with both price and quantity distortions. The formal interest rate is depressed by price
regulation resulting in a shortage of credit supply while the quantity regulation allocates credit to certain sectors crowding
out other firms to informal markets. Interest rate liberalization in China should take dual-track system into consideration

where both price and quantity distortions should be corrected. Based on a general equilibrium framework for dual-rack
financing system we elaborated on the mechanism of interest rate liberalization with theoretical deduction and numerical
simulation. It is found that interest rate liberalization has different effects on different markets increasing formal interest
rate by 3.01—3.69 percentage points and reducing informal rate by 0.85—1.19 points. It is also shown that the
mechanisms are not the same for price and quantity reforms and the informal rate can only go down with quantity reform.
Key Words: Informal Financing; Credit Rationing; Interest Rate Marketization
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