
 

 

Household Saving in China  

 
Causes and consequences of a high saving rate 

 
Per Fredrik Aamodt 

 
 
 
 
  
  

  
  
  
  
  
  
  
  
  

  
  
  
  

Master of Philosophy in Economics  
 

UNIVERSITY OF OSLO  
 

May 2018 
 

 

 

 



 II 

 



 III 

Household Saving in China 
Causes and consequences of a high savings rate 

Per Fredrik Aamodt 

  



 IV 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

© Per Fredrik Aamodt  

2018 

Household Saving in China 

Causes and consequences of a high savings rate 

http://www.duo.uio.no/ 

Printed: Reprosentralen, Universitetet i Oslo 



 V 

PREFACE 
This thesis represents the end of the two-year program in Economics at the University of 

Oslo. It also signifies the end of my studies, which have taken me from Bergen to Melbourne, 

to Oslo and Shanghai. The past five and a half years have been challenging, but mostly fun 

and highly rewarding. The topic of this thesis is a result of a semester spent at Fudan 

University in China in the spring of 2017.  

 

I would like to thank my supervisor Yikai Wang, for guiding me throughout this project, and 

pointing me in the right direction when I was standing still. His knowledge and insight of the 

Chinese economy is truly inspiring. His contribution has been invaluable.   

 

I would also like to thank my sister, Julie, for providing valuable comments, fruitful 

discussions and feedback during the writing process. This pushed me to think outside the box 

and made my writing easier.   

 

Lastly, I could not have completed this project without the endless motivation and support 

from my parents. Thank you.  

 
 

                Per Fredrik Aamodt 
  

                10 May 2018  
 
 

 

 

 

 

  



 VI 

 



 VII 

ABSTRACT 
The purpose of this paper is to contribute to the debate about the high household saving rate 

in China and the broader consequences of this for the Chinese economy. The paper reviews 

the contributions in the literature to provide a structured overview of the different theories 

explaining the high saving rates. This is challenging, as there are several competing 

explanations. The primary drivers of household saving rates in China are identified to be 

uncertainty, financial repression and particular demographic factors. These intertwine to cause 

the savings behaviour we see today in China. Further, the paper explores the internal and 

external consequences of high household savings behaviour while recommending some 

broader policy areas the government should focus on to increase consumption in China.  
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1   INTRODUCTION  
 

The economic ascent of China over the last decades has been followed by a remarkably high 

propensity to save across the wider economy, and China's saving rates are today amongst the 

highest in the world. The most remarkable feature of this is the household saving rates, at 

around 37 percent of disposable household income (OECD, 2018). Some economists have 

dubbed it the “Chinese Savings Puzzle” since the behaviour of the saving rates are somewhat 

unique to China, and the fundamental forces behind these rates are difficult to align with 

standard economic theory. The literature provides many different interpretations of why this 

is so, however, it remains unclear to what degree these forces can account for the high 

household saving rates. 

 

The Chinese growth model has relied heavily on global trade and exports since the accession 

to the WTO in 2001. Massive investments in infrastructure and the manufacturing sector have 

led to over-reliance on specific sectors for economic growth. Although the model has been 

hugely successful for China - by raising the standards of living for hundreds of millions of its 

citizens and making China competitive on the global market - it has also generated distortions 

in the broader structure of the economy. The government has therefore raised questions 

concerning the model's sustainability and is now attempting to “rebalance” China towards a 

more socialist market economy. The focus is being shifted towards domestic consumption as 

the main engine of economic growth, and China wants its citizens to consume goods and 

services at a higher rate. Diversifying the economy to be more consumption-based will not be 

easy since Chinese households are saving large amounts of their income. Understanding the 

factors driving this thrifty behaviour is thus of sheer importance to the Chinese government, 

and adjusting policy to boost consumption will be easier if these factors are identified.  

  

It is widely acknowledged that Chinese household savings are high, both regarding 

international and historical comparisons and also in the light of conventional economic 

theory. The academia would likely agree that determinants of household savings can be either 

cyclical or secular, and are being driven by a host of different motives, opportunities, 

incentives and constraints. Extensive literature provides the necessary backdrop to analyse 

this, suggesting a range of various structural and economic elements that have possibly 

contributed to the saving observed in China since “opening-up and reform” in 1978, based on 
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empirical research. The goal of this paper is to provide a unified overview of these elements 

and to identify the primary drivers of household saving rates. This will allow one to 

understand to what extent these factors can explain the savings behaviour China experiences 

today. This leads me to investigate the following research question;  

 

“In light of the debate surrounding high saving rates amongst Chinese households, what 

are the main elements driving this behavior and what consequences are borne of this?”  

 

The paper touches on a whole range of different theories, but the primary focus is on three 

key features that drive household savings: uncertainty, demographics and financial repression. 

To establish this connection, many papers and themes are explored that delve into this topic. 

Despite different views, the literature mostly agrees that household saving rates are high and 

have been so for a long time. Naturally, the views and theories expressed in the literature and 

academia deviate - depending on method and access to data sources. This is both the 

motivation and the most challenging aspect of this paper. Extracting the essence out of such a 

significant amount of literature available - and composing this into a structured overview - 

means some research papers will be overlooked. The paper includes the factors most 

convincing and necessary to understanding savings behaviour in China today. 

 

Many papers argue that households were faced with, and continue to be, an increased private 

burden of social expenditures - such as education, health and pensions - following the reduced 

role of the government and the downsizing of the public welfare system. The reforms and 

breaking of the “iron rice bowl” changed the social and economic landscape in China - 

inducing wide-reaching uncertainty in the process - leading to adjusted income, savings and 

consumption patterns amongst Chinese households. These transitory uncertainties drive 

households to raise their saving rates as a precautionary measure towards possible future 

shocks.  

 

The relationship between demographics and household saving rates is also widely studied. 

Many aspects of the Chinese demographic landscape have impacted savings behaviour in 

some way. For example, the one-child policy was enforced for 36 years and has dramatically 

reduced fertility rates, and, by doing so, changing China's population structure. The ageing of 

the population, therefore, influences savings decisions at the household level. 
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Intergenerational transfers are also important aspects of the Chinese society, and some argue 

this is an essential channel for understanding the saving rates.   

 

Another key feature of the economy is financial repression. In the context of household 

savings, this means that depositing funds in the bank is yielding small or negative returns. 

This combines with a financial market and a banking environment that offers few alternatives 

to bank deposits. Households seeking higher returns turn to other assets, leading to the 

pooling of excess capital, with unfortunate consequences such as unsustainable informal 

banking practices, debt fuelling and inflated housing markets.  

 

This paper discusses these three topics in great detail. The paper is organised in the following 

way; section 2 provides a general overview of savings rates in China, including a historical 

and international comparison. Here, all three components of saving rates are briefly analysed 

to give context. The characteristics of the “Chinese savings puzzle” is then identified. Section 

3 examines the theories relevant for explaining the household saving rates, focusing 

specifically on uncertainty, demographic forces and financial repression, and their influence 

on household saving rates. Section 4 puts this in the perspective of China's efforts to rebalance 

its economy towards consumption and simultaneously highlighting necessary areas of the 

economy the government should focus attention in order to do so. Section 5 concludes.  
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2   MAPPING CHINESE SAVING PATTERNS 
 

This section aims to provide the proper context for the remainder of the paper by giving a 

compressed overview of stylised facts relating to Chinese savings behaviour. This section 

briefly presents some characteristics of the aggregate level of savings, before features and 

trends relating to the household, corporate and government saving is analysed. Finally, the 

Chinese savings puzzle is reviewed.  

2.1   LONG-TERM TRENDS & INTERNATIONAL COMPARISONS 
 

High household saving in China is a central feature of the economy and a continuing obstacle 

for the government on their efforts to boost consumption. Household savings is just one of the 

components driving China's high aggregate savings rate, and the corporate sector and the 

government also contribute with considerably high rates. Aggregate saving in China is high in 

both a historical context and when compared internationally. As some studies show, the high 

national saving rates does not harmonise with standard economic theories or predictions of 

what saving rates should be in China based on the macroeconomic fundamentals observed.1  

 

Figure 1 shows that China's aggregate saving rate has been consistently high since the 

authorities began collecting data.2 This reveals a long-term phenomenon; aggregate savings 

have not dipped below 34 percent of GDP over the whole period and reached a remarkable 

peak of 52 percent of GDP in 2009. Following the financial chaos brought on by the global 

financial crisis, the aggregate savings rate has declined to present levels of 45-46 percent of 

GDP. The increase in aggregate saving rates has closely followed the rapid expansion of the 

economy, especially in the aftermath of China's admission to the World Trade Organisation 

(WTO) in 2001.  

 

                                                   
1 Ma and Yi (2010) provide a good overview of some papers where the empirical evidence does not reconcile 
with the economic theory and model predictions. These papers find the Chinese savings rate is higher than what 
structural models imply. 
2 The definition of aggregate/gross national saving: “Gross national saving derived by deducting final 
consumption expenditure from Gross national disposable income, and consists of personal saving, plus business 
saving, plus government saving, but excludes foreign saving” (See CIA, 2018a). Data on national savings level 
starts from 1980.  
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Figure 1. Gross domestic savings as percentage of GDP (1980-2016) in China.  
Based on World Bank data. Source: Trading Economics (2018a).   

 

China has a high rate of savings on a global scale, and according to the World Factbook 

statistics (CIA, 2018a), China had the fourth highest aggregate savings rate in 2016.3 In 

contrast, major economies such as the U.S., Japan and Germany and have noticeably lower 

aggregate saving rates, as is evident from figure 2 below. While China's saving rates far 

exceed the average of the other OECD economies as well, which is roughly 22 percent of 

GDP. 

 

China's aggregate saving rates over the last three decades have also been higher than rates 

prevailing in neighbouring economies - such as Japan and South Korea - which would make 

for a natural comparison based on culture and norms. These East Asian economies, along with 

other “tiger” economies in Asia, registered saving rates of almost 40 percent of GDP during 

their rapid industrialisation years (Yang, Zhang & Zhou, 2011). However, China has averaged 

even higher saving rates over its growth period, making China unique in the region as well. 

The average gross savings rate in East Asia and the Pacific region was 35,3 percent of GDP in 

2015 (World Bank, 2018a).  

 

                                                   
3  Trailing Suriname, Qatar and Brunei (CIA, 2018a).  
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Figure 2. Gross savings (as percentage of GDP) from 1980-2016.  
Source: World Bank Development Indicators. See World Bank (2018a).  

2.2   AGGREGATE SAVING  
 

What also sets China apart internationally is its high propensity to save in all sectors of the 

economy (Ma and Yi, 2010). Figure 3 below shows the contribution of the household, 

corporate and government sectors to the aggregate savings rate as a percentage of GDP. The 

household sector is the most significant contributor today, followed closely by the corporate 

sector. The composition has been relatively stable over time, which, as Chamon and Prasad 

(2010) emphasise, implies that the high household saving rates are not a compensation for 

reduced saving by other sectors. 
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Figure 3. Composition of Aggregate Saving Rate as percent of GDP.  
Source: Flow of Funds data and IMF Staff Estimates. See (IMF, 2017).  

2.3   HOUSEHOLDS4  
 

The graph in figure 3 shows a slight upward trend starting from an already high rate in 1992, 

with a small reduction in recent years. As a share of income, household savings have 

remained relatively stable, but declined marginally as a share of the aggregate gross saving. 

As Choukhmane et al. (2014) highlight, household savings has been the main engine behind 

the rise in aggregate savings, accounting for as much as 82 percent of the increase from 1982-

2012. Estimates vary depending on data, but OECD has estimated households save as much 

as 37 percent of disposable household income (OECD, 2018). This translates to 

approximately 22 percent of GDP.  

 

When savings are high, consumption is low. China's consumption share of GDP is well below 

levels in countries with similar levels of development and GDP per capita, and on a per capita 

basis, consumption levels today are slightly above half of the world average. (Cowling and 

Stratford, 2016). From 2000 to 2010, China's private consumption contribution to GDP 

declined from 47 percent to 36 percent, which is the lowest consumption rate among the 

world's major economies (Ma and Yi, 2010). This is somewhat surprising as China's sustained 

economic growth over this period should have prompted a consumption response from 

                                                   
4  As defined by the OECD (2018) “Net household saving is defined as the subtraction of household 
consumption expenditure from household disposable income, plus the change in net equity of households in 
pension funds.” 
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households over the same period. Expectations of increased prosperity, welfare and standards 

of living, combined with steady income growth should have stimulated this response. 

However, this has yet to happen, and this is problematic for China as it rebalances its 

economy towards consumption.   

 

There is considerable variation in the saving rate by income level, and higher income 

households have higher propensities to save than low-income households. This translates into 

a “savings inequality”. Substantial evidence suggests that households average propensity to 

save increases with income (Stratford and Cowling, 2016). This relationship will be discussed 

in section 3.  

2.4   CORPORATE SAVINGS  
 

According to the IMF (2017), corporate savings in China today amount to approximately 17 

percent of GDP. A steady climb leading up to the global financial crisis has been followed by 

moderation, and today, corporate saving rates are comparable to those in the rest of the world.  

 

The high-investment and heavy industry-oriented development strategy adopted by the central 

government had favourable effects on the corporations, generating higher profits and higher 

saving rates (Yang, Zhang & Zhou, 2011). The privatisation of State Owned Enterprises 

(SOEs) and the growth of the private sector led to more competition and innovation, raising 

efficiency and profits of the corporate sector. Labour incentive schemes and the surplus of 

labour due to the rural-urban mass migration produced low labour costs, favouring the 

efficient functioning of firms.  

 

Another decisive moment is China's integration into the global economy during the 1990s and 

2000s, especially with the admission to the WTO. China initiated a trade-promoting policy 

rewarding tax rebates for exports, and China's low labour costs pushed down the prices of 

certain goods, raising global demand for Chinese products. Corporations were now benefiting 

from suppressed wage growth and high demand for their products, allowing a large part of the 

corporate income to be saved and reinvested. 
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The imperfect capital markets made financing and raising capital difficult for firms who did 

not have government support. Since bank financing traditionally has been directed at SOEs 

and those with ties in the local or central government, formal financing through bank loans is 

still limited for small and medium-sized enterprises (SMEs) and start-ups. As a result, these 

corporations needed to rely on their existing savings, pushing up corporate saving rates. These 

practises are still noticeable in the financial sector today.  

 

The corporate saving rate is likely declining further in the future because of the gradual 

decline in economic growth, a slowdown in trade, wage growth and new rules regarding 

dividends. The downward trend is noticeable in both in figure 2 and figure 3 above.  

2.5   GOVERNMENT SAVINGS5   
 

The government is the smallest saver in China. Nevertheless, has contributed to driving the 

rapid rise in aggregate saving, especially leading up to the financial crisis. As a share of GDP, 

it more than doubled from 1992 to 2008, from below 5 percent to 11 percent. A sharp rise in 

government taxes on production as well as increased social security fees and income taxes led 

to rising government incomes, and since government consumption was has remained low, it 

allowed the saving rate to rise (Yang, Zhang & Zhou, 2011).  

 

The raised income of the government was re-invested and saved rather than consumed over a 

longer period, starting in the 2000s (Ma and Yi, 2010). This “buffer” gives China some room 

to manoeuvre going forward, which will be necessary to invest and upgrade a fragile social 

safety net and financial system. However, this is challenging given a host of factors, as will be 

discussed.  

2.6   THE CHINESE SAVINGS PUZZLE  
 

The uniqueness surrounding China's household saving rates has dubbed it the “Chinese 

Savings Puzzle” by some analysts and experts in the academia, as they fail to understand the 

main driving forces behind the high saving rates. 

                                                   
5  Government savings refers to “[savings undertaken by] all levels of administrative units and non-profit 
institutions affiliated with the state and local government” as defined by Yang, Zhang and Zhou (2011, p.13). 
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Yang and colleagues (2011, p.2) refer to it as “ ..a set of unique features still not well 

understood in the existing literature of aggregate saving in the historical context of China and 

in light of international comparisons...The fundamental forces shaping these special saving 

patterns are still not well understood”. As they see it, the puzzle is found in the following 

four peculiar features;  

 

1.   Persistently high saving rates between 34 and 53 percent of GDP in the past 30 years.  

2.   An outsider in international comparison. 

3.   A rapid rise of 11 percentage points in gross savings between 2000-2008.  

4.   Household saving being the most prominent contributor to aggregate savings since 

“reform and opening-up” in 1978.   

 

 

 
 

Figure 4: Urban Household Saving rates by age of household head.  
Source: Urban Household Survey data. See Chamon, Liu and Prasad (2011) 

 

These features also combine with the “U-shaped” age-saving profile seen in figure 4 above to 

make the puzzle even more complicated.6 The graph plots the savings rate as a function of the 

                                                   
6 This shape is found in many studies, even though the authors use different sources of data. For example, 
Chamon and Prasad (2010), Chamon, Liu and Prasad (2013), Bussière et al. (2013), Choukhmane et al. (2014) 
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age of the head of the household for four different datasets. The red line (1990) shows the 

traditional hump-shaped age savings pattern that is depicted by standard life-cycle theory. 

While over time - moving towards the blue line (2005) - age-savings behaviour starts to 

resemble a U-shape. This implies that younger and older individuals have relatively high 

saving rates (as the percentage of disposable income), while there is a significant lowering (or 

flattening) of the saving rates of the middle-aged cohorts, giving the distinct U-shape 

(Chamon and Prasad, 2010). This shape begins to take form in the mid-1990s, before 

becoming more and more evident in the 2000s.  

 

This U-shaped age-savings profile is inconsistent with traditional savings theory. In the 

standard life-cycle model, households smooth consumption over the life-cycle by 

accumulating assets during youth and middle-age to provide for consumption once retired 

(Lan, 2018). Hence, the profile should be hump-shaped. This is also the pattern observed in 

most developed countries. Standard saving theories also imply that households in rapidly 

growing economies should borrow against future income to bring forward consumption today, 

therefore facing a declining saving rate (Carroll, 2006). However, the opposite has been 

observed in China, with consumption still low compared to households savings, even though 

average incomes have increased substantially.  

 

Considering this, Chamon, Liu and Prasad (2013, p.14) argue that “..any empirically relevant 

explanation for the increase in [household] savings rate must account not only for the 

substantial average increase, but also for the unusual way in which that increase was 

concentrated among the younger and older households”. Which is the topic of section 3.  

 

                                                                                                                                                               
and Lan (2018) all identify such a shape. Lan (2018) refers to the U-shaped age-savings profile instead as a 
“camel-shaped” pattern - referring to Asian camels with two humps. The interpretation, however, is much the 
same. 
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3   EXPLAINING CHINESE SAVING CHARATERISTICS 
 

This section seeks to find the primary drivers, forces or elements that determine the high rate 

of savings amongst Chinese households. The aim is to find a convincing set of explanations 

for the behaviour observed. This section is divided into four subsections, with the first 

subsection providing a fitting backdrop of China's newer history of reforms and restructuring 

and the three remaining subsections analysing uncertainty, demographic factors and financial 

repression, respectively.  

 

 
Figure 5: Timeline of household saving rates along with key events in newer Chinese history.   

Sources: IMF (2017)  

3.1 BACKGROUND  
 

Figure 5 shows important events in China since “reform and opening-up” began in 1978. 

Before this, most Chinese citizens benefited from job security in a system referred to as “iron 

rice bowl”. This implied employment guarantees for life for those working in the government 

or SOEs. Other benefits such as the provision of education, training, healthcare services, 

access to housing and pension schemes were also generously provided (Ke, 2015) As is 

evident from figure 5, this implied relatively low saving rates. After 1978, several reforms 

were initiated to move China from “state socialism” to “market socialism” (So and Chu, 
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2016). China has experienced large structural transformations since, with political reform and 

other initiatives shaping this transition. This meant the gradual breaking of the “iron rice 

bowl”. These fundamental changes to Chinese society and economy have undoubtedly 

increased uncertainty in peoples lives, thereby influencing saving behaviour.  

 

The restructuring and privatisation of SOEs in 1997 led to mass downsizing and layoffs. 

According to estimates by Nabar (2011), 40 percent of the SOE employed workforce was laid 

off. This had significant implications for the labour market, moving masses of labour from 

SOEs to the private sector or foreign firms. While workers previously employed by SOEs lost 

many of the benefits mentioned above (Lugauer and Mark, 2011). This transition also may 

have boosted corporate savings; as Ma and Yi (2010, p.8) point out: “Such corporate 

restructuring tends to directly boost corporate efficiency and reduce job security, lifting both 

corporate and household saving”.  

 

Under the Mao-era, housing was often provided by SOEs to their employees. This policy was 

revised following the housing reform. By selling the housing stock to workers - typically at 

below market prices - the housing market was gradually privatised. This led to a noticeable 

change in homeownership rates, and people now had incentives to buy homes. For example, 

Chamon and Prasad (2010) find that from 1990 to 2005, the percent of households who 

owned their house increased from 17 to 86 percent. 

 

The Chinese pension also went through a major overhaul. The system is separated into an 

urban and rural system, with the urban participation rates and coverage ratio much higher 

(Nabar, 2011). In 1997, significant pension reform to the urban system was introduced 

covering workers retiring after 1997. This reform drastically changed the pension system by 

reducing pension benefits and increasing individual contributions. Ma and Yi (2010) show 

that between 1992 and 2007 household social welfare contributions tripled from 1,4 percent to 

4,2 percent of GDP, mainly through the reformed pension system. But, the implementation 

has been slow in practice. And Dunaway and Arora (2007) estimate that less than half of 

urban workers were covered by 2005. Meanwhile, an overhaul of the rural pension system 

was gradually introduced from 2009 onwards, in an attempt to raise the participation rates 

(Song et al., 2012).  
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The pension system will be in focus going forward in China, as concerns are mounting that 

the anticipated ageing of the population will put enormous pressure on pensions and 

retirement schemes. This may produce a savings response from households as they distrust 

the system.   

 

Finally, policy from the government favoured developing the economy to be more industry, 

manufacturing and exports driven. Hence, over the period from 1980 to 2008, the agricultural 

sector contribution to GDP fell from 30 to 10 percent, while the share of employment in the 

agricultural sector dropped from 70 to 40 percent (Ma and Yi, 2010). This has resulted in 

mass urbanisation, with labour migrating from rural to urban parts of China looking for jobs. 

Mass migration poses challenges for the government due to the household registration system 

(Hukou). This policy has unfavourable migrants, leading to mass income inequality and 

labour discrimination in China (Ke, 2015). The policy has also greatly favoured the economic 

development of urban areas, hence, increasing the disparity between urban and rural 

households.  

3.2 UNCERTAINTY 
 

This paper argues that uncertainty plays a preeminent role in attempting in explaining the 

household savings behaviour seen in China. Pettinger (2016) descrbies the meaning of 

economic uncertainty in a good way; “... the future outlook for the economy is 

unpredictable...a high likelihood of negative economic events”.  

 

China's rapid economic growth has been accompanied by a string of structural and 

institutional adjustments, resulting in increased economic uncertainty as households are - 

directly or indirectly - exposed to such events. This involves uncertainty related to many 

aspects of the Chinese society and economy, e.g., cyclical downturns, price fluctuations, 

changes to the social safety net, unemployment risks, exchange rate volatility, fiscal 

imbalances and changes in the structure of the economy, to name a few.  

 

The optimal response of savings to uncertainty is difficult to compute (Carroll, 2006). Hence, 

finding the quantitative effect of uncertainty on household saving can be particularly tricky, as 

it's difficult to filter out explanatory variables in a highly connected and perplex environment. 
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The literature provides mixed views about the role of uncertainty in explaining saving rates. 

However, the literature agrees that rising uncertainty contributes to increasing household 

saving rates. Whether it be through income or job insecurity, weaknesses with the social 

safety net or housing related.  

 

Income and employment  

Income is a crucial determinant of consumption and saving decisions. Therefore, income and 

income inequality are essential for understanding saving rates. Chamon and Prasad (2010) 

find that incomes were rising rapidly over the same period as the saving rate was rising. In 

fact, a young worker entering the workforce in 2000 had, on average, a six times higher salary 

than a worker beginning in 1970 (Song et al., 2012). Chamon and Prasad (2010) note that 

younger cohorts tend to have higher income levels than older cohorts.7 This could explain 

why young households show such large tendencies to save. They also note that individuals in 

their 20s and 30s in 1990 are likely to be the age-group hardest hit by the reforms taking place 

over this period. This would partially explain the U-shaped age-savings profile. 

 

Regression analysis by Chamon and Prasad shows that - ceteris paribus - a one percentage 

point increase in disposable income increased savings by two percentage points. Hence, on 

average, 19 percent of disposable income was saved - over the period 2002 to 2005. This is 

consistent with a precautionary savings motive where households save more as a response to 

increased income, instead of consuming more.  

 

Building on their existing knowledge of uncertainty and its relation to saving rates, Chamon, 

Liu and Prasad present another IMF study from 2013 titled “Income Uncertainty and 

Household Savings in China”. In this paper, they evaluate the effects of structural and policy 

changes from 1989 to 2009 on the degree of income uncertainty of both urban and rural 

households. Both transitions into and out of unemployment and job-to-job transitions can lead 

to higher transitory income uncertainty. In urban China, these transitions became very evident 

in the late 1990s, and income uncertainty began rising (Chamon, Liu and Prasad, 2013). This 

trend was carried into the new century.  The “shock” of the 1997 pension reform is a critical 

element in their study.  

                                                   
7 Higher incomes amongst the young are likely due to rising productivity in the economy and returns to human 
capital, as younger generations have more education than the older generations. 



 16 

 

According to the authors, the pension reform and rising income uncertainty can explain more 

than half of the rise in household saving rates witnessed over this period, and also justifies the 

U-shaped age-savings pattern. When experiencing transitory income uncertainty, younger 

households will save a more significant share of their income as a precautionary measure, i.e., 

they buffer-up against future shocks and uncertainties related to their work situation. Also, 

even though older households are better suited to handle transitory income shocks (since 

they've already saved up a buffer over their lifetime) they also increase savings because of 

uncertainties regarding pensions.  

 

Following the pension reforms, households now needed more savings to maintain the same 

level of post-retirement consumption as was prevailing before the reform (Chamon, Liu and 

Prasad, 2013). This is evident when calibrating a “shock” to the replacement rate.8 Marginally 

lowering this ratio induces a substantial increase in savings, particularly for the households 

closest to retirement. The reason for this is likely that these households have less time to 

adjust to the new environment, i.e., compensating for past saving that did not take place 

because of the higher replacement ratio that used to prevail before the pension reform. 

 

Chamon, Liu and Prasad (2013) also find that the younger households, who have more time to 

adjust, will, on average, save over five percentage points more now that the replacement rate 

is lower. This proves that uncertainty related to income streams over the life-cycle (including 

pension benefits) provokes a precautionary savings response from younger households at an 

early stage - highlighting the importance of foresight and certainty.  

 

Despite the increases in income, not everyone has benefited from increased wage growth, and 

following this has been a prominent rise in income inequality, as is evident from figure 6 

below. The Gini-coefficient in China - a popular measure of a nation's wealth and income 

distribution - rose from 0,3 in early 1980 to 0,5 in mid 2000, expressing a highly unequal 

society (Cowling and Stratford, 2016). Such a rise is first and foremost due to wealthier 

households seeing much higher incomes and wealth accumulation. Chamon and Prasad 

                                                   
8 The replacement rate is defined as: “individual net pensions relative to individual net earnings”. See 
İmrohoroğlu and Zhao (2018). 
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(2010) find that the more prosperous households (top income deciles) have higher 

propensities to save. Hence, their wealth is pushing up aggregate saving rates.  

 

The urban-rural income gap is also widening. The urban households have on average almost 

three times higher incomes than rural household (Cowling and Stratford, 2016). This is partly 

a consequence of the household registration system - hukou - which has constrained free 

movement of labour and limited access of rural migrants to higher paying employment 

opportunities, with better social benefits. This leaves the rural workers more exposed to 

income shocks, both permanent and transitory, relative to urban workers and is likely to 

induce precautionary saving motives from rural households (Chamon, Liu and Prasad, 2013).  

 

This suggests that increasing the incomes of the rural and migrant population could have 

beneficial outcomes for boosting consumption. However, net government transfers - which 

include income from welfare payments and pensions, less income tax and social security 

contributions - also favour the urban population, as they receive, on a per capita basis, 2.5 

times the amount in net transfers as rural households (Cowling and Stratford, 2016). 

 

 
Figure 6. China - Income inequality 

Sources: CEIC data and RBA. See Cowling and Stratford (2016) 
 

Dynamic sectorial shifts and advancements in the economy, combined with technological 

acceleration, will challenge China's human capital resources. This shift translates into labour 
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reallocations and puts greater emphasis on particular skill-sets. Potentially presenting Chinese 

households with more transitory uncertainty in the future related to employment- and income 

security.  

 

Social safety net 

The absence of a strong social safety net - including pensions, health care, unemployment 

benefits, worker’s compensation, and maternity leave - could induce considerable 

precautionary savings by households as they “self-insure” against future uncertainties. Wei 

and Zhang (2011) find evidence for such a relationship using data from the 2000 population 

consensus. Testing proxies, they find saving rates decline as social security and job security 

improves.  

 

The declining provision of public goods and social services by the government has resulted in 

households buying these services privately, hence saving more of their disposable income for 

sure, and uncertain, future expenditures. For example, private “out-of-the-pocket” expenses 

on health have increased significantly in recent years (Index mundi, 2018). Likely due to a 

combination of the rising middle-class demanding higher quality services, and the ageing of 

the population requiring more care and health-related services.   

 

İmrohoroğlu and Zhao (2018) also find evidence for such a response in their paper. They see 

that an increase in the government provided resources - especially related to health and long-

term care - results in a decline in the household saving rate. They note “...the saving effects of 

LTC [Long-Term Costs] expenses are likely to be particularly important in China due to the 

lack of public programs such as Medicaid insuring against these risks. Also, as Chinese 

households have gradually lost family insurance due to the one-child policy, the saving effects 

of LTC expenses have become more important over time.” (İmrohoroğlu and Zhao, 2018 p.5).  

 

Chamon and Prasad (2010) find that this shift - from the public to private provision of social 

goods and services - can explain a significant portion of the rising saving rates. For elderly 

individuals, large (uncertain) health expenditures lead to a precautionary savings.9 While 

                                                   
9   Health expenditures are rising with age, and, not surprisingly, the share of consumption expenditure is higher 
amongst the older age cohorts. The uncertainty and lumpiness of those expenditures may be driving much of this 
increase. In the sample, the fraction of households for which health expenditures exceed 20 percent of total 
consumption, had risen from 1 percent in 1995 to 7 percent in 2005 Chamon and Prasad (2010).  
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younger individuals are saving and accumulating assets for future education expenditures, and 

as a precautionary measure against future shocks related to income uncertainty. Education 

expenditures peak (on average) for households when they are aged around 45 (when their 

children are aged between 15-19 years).10 This could explain the trough on the age-savings 

profile. 

 

Housing  

Some authors investigate the link between home-ownership (housing markets) and high 

household saving rates. Bussiere et al. (2013) find evidence for a distinct relationship between 

the high household saving rates of younger cohorts and high prices witnessed in the housing 

market. This connection is closely related to financial repression and intergenerational 

transfers, as constraints on borrowing force the young cohorts to require transfers from their 

parent to afford a house.  

 

When the return on savings available in the financial system is low, and borrowing constraints 

are strong - due to underdeveloped financial markets - young households have incentives to 

accumulate wealth to buy real assets with higher returns. This is one of the leading findings in 

a paper by Bussiere et al. (2013) titled “Understanding household savings in China: the role 

of the housing market and borrowing constraints”. They demonstrate their hypothesis by 

constructing a simple life-cycle model, where borrowing constraints and lower returns 

elsewhere in the economy are a central feature. For the household, contrasting the little return 

on savings on bank deposits is the high rate of return on housing. To benefit from higher 

returns on housing (i.e., buying a house), households have to save enough to meet the 

minimum down-payment required (Bussiere et al., 2013). They find clear evidence that higher 

housing prices lead to higher rates of saving amongst the young. Support for this channel 

comes from Lan (2018), who finds that a substantial motive of intergenerational transfers 

from parents towards their child is for house purchases.  

 

Chamon and Prasad (2010) also attempt to identify a relationship through other channels, 

namely; home ownership ambitions, saving rates and the privatisation of the housing stock 

following SOE restructuring and reform. They find some evidence that the rapid privatisation 

                                                   
10  A three-person household with one-child in the age range of 5-9 saved, on average, two percentage points 
more than a three-person household with a child in the age range of 15-19 years (Chamon and Prasad, 2010).  
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of the housing stock contributed to approximately three percentage point increase in the 

overall household savings rate. This number, the authors argue, could increase since 

expectations of higher future incomes could incentivise households to buy more quality 

homes as the standards of the housing following the reform was poor.  

 

The study also points to a link between home-ownership ambitions and age, as younger 

cohorts without a home are found to have higher saving rates than older cohorts who own a 

home. Among the younger cohorts, owning a home implies a lower saving rate of four to 

seven percentage points. The relationship is not found amongst the older households, which is 

not a surprising result as they do not have the same needs of entering the housing market. An 

interpretation of this could be that a large motive for saving amongst younger individuals is 

buying and owning a house. This savings motive is found globally, and therefore not specific 

to saving dynamics in China.  

 

SOE restructuring 

To understand the impact of SOE restructuring, Chamon and Prasad (2010) study variations 

of the age-savings behaviour of households that have faced different dimensions of what they 

refer to as “transition risk”. They look at employment, as those in SOEs should save less 

compared to those in the private sector as SOE workers face a higher “relative certainty” 

(because of the benefits mentioned above, and, most importantly; job security).11 However, 

this approach is faced with difficulties as its impossible to filter out the effects of uncertainty 

solely related to SOE restructuring. Hence, they are unable to quantify the impact of SOE 

restructuring on saving rates alone. But many of the discussions above have come out of the 

reforms and restructuring of SOEs.12  

3.3 DEMOGRAPHICS 
 

This subsection studies the relationship between Chinese demographic features and household 

saving rates. The ageing of the population, low fertility rates, one-child policy and China's 

skewed sex-ratio are all reviewed in the context of household saving rates. 
                                                   
11 The data sample used showed a drop in SOE employment of 24 percent from 1995 to 2005. From 78 percent 
of total employment in 1995 to 54 percent in 2005. 
12   Intuitively, it is easy to argue that SOE (employed) households should be saving less as they have many 
benefits not found in private employment. But this link is hard to prove (and quantify) without knowing what the 
savings rate would have been if SOE reforms did not take place. 
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Changing demographic factors and particular characteristics of the population will affect 

China's economy in numerous ways. Basso (2015) highlights some of the age-specific traits 

that the World Economic Forum believe to be influential for the economic outlook. Different 

age groups; 

 

•   have different savings behaviour, according to the life-cycle hypothesis  

•   have different productivity levels, according to the age profile of wages 

•   work different amounts – the very young and very old tend not to work, with 

implications for labour input 

•   contribute differently to the innovation process, with young and middle age workers 

contributing the most 

•   provide different investment opportunities, as firms target different needs.  

 

Lower fertility rates, longer life-expectancy and implications of the one-child are changing the 

age-structure in China. This has many consequences for macroeconomic variables, such as 

real interest rates, inflation, wages and output, either directly or via expectations. This affects 

the socio-economic landscape in China which again influences savings behaviour at the 

household level (Lugauer and Mark, 2011). Changing demographic prospects in China will 

impose significant changes on the economy. As Lee et al. (2013, p.13) concede: 

“demographic forces are ultimately overpowering and cannot be resisted indefinitely”.  

 

Lee et al (2013) uses the permanent income hypothesis - where households maximize 

consumption over the lifetime - to examine national savings behavior. When calibrating the 

model to simulate savings behavior, they include both the current age distribution and 

incorporate the future time-path of the population structure. This method allows the results to 

be influenced by future demographic dynamics. Based on this simulation (and demographics 

alone), savings should have peaked in 2011. Lee et al. (2013) use the permanent income 

hypothesis - where households maximise consumption over the lifetime - to examine national 

savings behaviour. When calibrating the model to simulate savings behaviour, they include 

both the current age distribution and incorporate the future time-path of the population 

structure. This method allows the results to be influenced by future demographic dynamics. 

Based on this simulation (and demographics alone), savings should have peaked in 2011. The 
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authors argue that this means China is in a position of relative strength (fiscally), as its 

population has saved at a time when conditions were favourable for consumption. The saving 

rates, they argue, are likely to remain high because of the current trends predicting a 

substantial decrease in the working population. Under the permanent income hypothesis, a 

declining future workforce leads to an increase in savings today to minimise the difference 

between current and future income (Lee et al., 2013).  

 

Curtis, Lugauer and Mark (2015) also found that demographic changes can explain a 

substantial amount of the variation in household saving rate. They use much of the same 

approach as Lee et al (2013) over the period 1963 to 2008. The baseline model and the data 

they use are a relative good match, and show that the age-savings profile of household saving 

rates is largely driven by changing family sizes and the size of the working population. 

However, they are only able to identify a relationship between the variables, and unable to 

find any useful quantitative result.  

 

China's ageing population 

The population is expected to age rapidly in the next 50 years, due to one-child policy and a 

decline in desired fertility. Advances in healthcare and technology are keeping the old alive 

for longer. According to World Bank data (2018b), life expectancy in China was 76,2 in 2016 

compared to 66,8 in 1980 and 43,7 in 1960. According to prognoses by the UN World 

Population Prospects, this could increase to 83 years in 2050 (İmrohoroğlu and Zhao, 2016).   

 

The outlook of the population structure is presented in figure 7 below. As is evident, today's 

prospects imply that the old-age dependency ratio is increasing rapidly. The working 

population is decreasing, while the number of retirees is growing.13 The dependency ratio 

dropped from around 70 to 45 percent within a generation following the one-child policy 

adoption, resulting in a surge of the working-age share of the population from 60 to 74 

percent. However, China is now at a turning point (Song et al, 2012), and the dependency 

ratio is swiftly increasing.    

 

                                                   
13   As defined by the World Bank: “Age dependency ratio, old, is the ratio of older dependents -people older 
than 64 - to the working-age population--those ages 15-64. Data are shown as the proportion of dependents per 
100 working-age population”. See World Bank (2018c).  
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Figure 7: China's Demographic Outlook 

Sources: RBA and United Nations data, see Lim and Cowling (2016) 
 

As is highlighted throughout the remainder of the paper; changing age structure will have far-

reaching consequences on many determinants of the economy - including the pension system, 

social safety net and the labour supply. This may lead to opposing effects on the aggregate 

household saving rates. Given the poor state of the pension system, one could imagine that 

those retired will finance consumption mainly through dissaving, lowering the aggregate 

saving rate. On the other hand, fewer younger working individuals will be alive to look after 

the older (retired) cohorts. And given the importance of intergenerational transfer in China, 

this could generate considerably larger savings as those nearing retirement set aside funds. 

 

Fertility rates  

The fertility rate has been declining since the gradual implementation of one-child policy in 

the 1970s. From a peak of 6,3 births per woman in 1965, it has fallen to 1,6 births per woman 

today. (World Bankd, 2018). As seen in figure 7 above, this rate is not expected to rise any 

time soon, implying that China could experience negative population growth from 2025 (Mu, 

2018). 

 

China's skewed sex-ratio 

China has one of the most skewed sex-ratios in the world, with approximately 114:100 men to 

women according to World Factbook Statistics (CIA, 2018b). This has consequences for the 
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fertility rate discussed above, with fewer women of childbearing age a result. This depresses 

the fertility rate further.14  

 

A study by Wei and Zhang (2011) examines the relationship between the sex-ratio imbalance, 

housing and household saving rates. Wei and Zhang propose a theory they coin “the 

competitive saving motive” - where the imbalanced sex-ratio triggers competition among men 

to find a partner. This motive can potentially explain half the increase in the household 

savings rate over the period 1990-2007, according to the study. 

 

Higher competitiveness means owning a home. Hence, as the sex-ratio remains high, Chinese 

parents with a son increase their saving rates to buy a house for their son and by doing so 

improving their son's attractiveness “advantage” in the marriage market (Wei and Zhang, 

2011).15 With a sample covering 122 rural counties and 70 cities, the authors find a distinct 

relationship between the sex-ratio, household saving rates and housing prices. They discover 

that parents with a son tend to have higher saving rates in the areas where the sex-ratio 

imbalance is greater. This means that savings done by (reasonably) identical household - both 

with a son - tend to be higher in regions with a more skewed local sex-ratio. 

 

Interestingly, they find convincing evidence that households with a daughter (living in areas 

with more skewed sex-ratios) also save more. The authors argue that this is explained by two 

opposing incentives, with one dominating the other. Families with a daughter can either 

reduce their savings and take advantage of the higher saving rates of their future son-in-law, 

or they can preserve the bargaining power of their daughter by maintaining higher levels of 

savings and wealth. This is if the level of wealth determines the relative bargaining power of 

the future couple. The incentive of the former is found to be stronger than the latter.  

 

However, another explanation of this could be that due to a causal effect where the 

competitive savings motive leads to higher housing prices in general, all households need to 

save more to buy a house. This negative externality then amplifies the saving necessary for all 

                                                   
14 Wei and Zhang (2011) find that the more stringent enforcement of the family planning policy (one-child 
policy) has led to more aggressive sex-selective abortions resulting in an imbalanced sex-ratio. 
15 This theory also relates to housing uncertainty. The uncertainty of the future (and not finding a bride) 
increases young males motives to buy a house, hence increasing housing prices in areas where there is a large 
imbalance in the sex-ratio. 
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households. This negative externality then leads to house prices being inflated more than they 

would if this motive was inexistent.  

 

A third exciting finding of this study is that the competitive savings motive is stronger in rural 

areas than urban areas. Families with a son living in rural areas also look to have higher 

average saving rates than households with a daughter in rural areas; 39 percent vs 32 percent 

in rural areas and 31 vs 30 percent in urban areas. The competitive savings motive is likely 

stronger in the rural areas due to larger sex-ratio imbalances and more uncertainties overall 

regarding the future.  

 

One-child policy 

China's one-child policy has had enormous consequences for the demographic landscape. The 

one-child policy was officially enforced in 1979 and lasted until January 2016 when it was 

replaced by a two-child policy (Fincher, 2018). As intended, the policy led to a massive 

decline in the fertility rate, and 36 years of the one-child policy has resulted in a sharp fall in 

the share of the young relative to the middle-aged and elderly. The policy was enforced on a 

strict basis.16  

  

In a paper from 2014, Choukhmane et al. (2014) conduct a study to assess the importance of 

the one-child policy on household saving rates. They estimate the policy can explain as much 

as 33-60 percent of the sharp rise in household saving rates that followed the introduction of 

the one-child policy. The estimate of the impact depends on the fertility rate that would have 

prevailed had the one-child policy regulations not been enforced. Calibrating the model to 

household data characteristics, they try to extract the one-child policy effect. The model 

captures the sizeable upward shift in saving rates over the period, while simultaneously 

graphing a U-shaped age-saving profile.17  

 

                                                   
16 For example, in a study conducted by Choukhmane et al. (2014), 96 percent of urban households who had 
children had only one born child over the period 2000-2009, while 1 percent of households had twins. The 
remaining 3 percent are likely to be from minorities, rural migrants etc. who had exemptions from the policy, 
which was aimed at Han Chinese.  
17 The U-shaped pattern arises because the middle-aged cohorts are the most affected by the one-child policy. 
This age-group is not able to save as much because they must transfer resources both ways, to their parents and 
children Choukhmane et al. (2014). They are supporting their parent's retirement (as an only child with no 
siblings, the burden is more significant), and have expenses towards their child's education. Those in their late 
40s and 50s are only partially affected in by the policy as they are likely to have more siblings to bear the burden 
of their parent's retirement, even though they are also subject to the constraint of only birthing one child.  
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When comparing results to the case of having twins - which represents an “exogenous 

deviation to fertility” -  they locate two channels driving the high household rates; a 

macroeconomic and a microeconomic channel. The macroeconomic channel shows how 

shifts in the composition of demographics impact income across generations, while the 

microeconomic-channel alters savings behaviour and education decisions at the individual 

level. The authors argue that the microeconomic channel is quantitatively more important and 

can account for two-thirds of the rise in the aggregate savings rate. This channel is again split 

into an “expenditure channel” (the effect of having fewer children on education-related 

expenses), and a “transfer channel”, the effect of having fewer children on the expected future 

transfers the parents would receive once retired.  

 

These channels present a “quantity-for-quality” trade-off, as households could save a certain 

amount of resources on education-related expenses with fewer children, or invest in higher 

quality education, thereby making the child more competitive and thus receiving higher 

wages in the future. The investment in higher quality education for the lone child might not 

suffice as compensation for the lost (future) transfers the parents would receive once retired 

from two or more children. This implies that the transfer channel might be stronger than the 

expenditure channel.  

 

Related to this, Nabar (2011) shows that the amount of children to productive working-age 

adults is associated negatively with the savings rate. İmrohoroğlu and Zhao (2018) also find 

that having twins significantly reduced the saving rate of the household. Thus, this 

strengthens the theory that children are possible “instruments” of savings. Low financial 

returns mean households would want more children to ensure that they are taken care of 

during retirement. 

 

Testing the robustness of their theory, Choukhmane et al. (2014) use twins as an “out of 

sample” test. They find that households with twins save on average 6 to 7 percent less than a 

household with only one child and that education expenditures (as a percent of household 

income) are approximately six percentage points higher in twin households. However, 

education investment per child in twin households is much lower than in one-child 
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households.18 This implies that one-child households invest more in the quality of education, 

which gives credence to the “quantity-for-quality” trade-off.   

 

Intergenerational Transfers 

Intergenerational transfers within families are deeply rooted in Chinese culture and social 

norms; a popular saying is “Yang er fang lao”, suggesting that one should have many children 

to have sufficient old-age support (Lan, 2018). It's so embedded in Chinese society that it's 

even part of the constitution. Article 49 reads: “Parents have the duty to rear and educate 

their children who are minors, and children who have come of age have the duty to support 

and assist their parents” (NPC.gov, 2018). This does not sympathise with the low fertility 

rates in China today. The changing age-structure will possibly result in increased savings for 

retirement as fewer children (and grandchildren) will be able to support the old. On the other 

hand, education expenditures towards children can be large, and fewer children reduce these 

expenses. 

 

Choukhmane et al. (2014) mention two surveys that demonstrate the importance of 

intergenerational transfers in China. A 2005 survey found that transfers from children to 

parents were the primary source of income for approximately 56 percent of the elderly urban 

population (aged 65 and above). While a 2011 survey showed that half the individuals aged in 

the range of 45-65 years old expect this pattern to continue, i.e., children would be the main 

source of income (saved assets and pensions will be the other half).  

 

Therefore, Lan (2018) investigates this relationship. Her paper “Understanding the Saving 

Behavior of Chinese Households: Intergenerational Transfers and Housing” illustrates two 

channels that explain why intergenerational transfers arise in China. The first one is the 

altruism channel and the second one is the credit constraint channel. In the altruism channel, a 

higher degree of altruism lowers saving rates of the parents, since more altruistic parents tend 

to generate larger amounts of transfers.19 In the credit constraint channel, tighter borrowing 

constraints (e.g., lack of mortgage financing) on younger households lowers the saving rates 

of their parents (middle-aged households), as they support their children with house 

                                                   
18 The study reveals that twins are 40 percent less likely to pursue higher education than their only-child peers.  
19 Lan (2018) uses the exogenous deaths of children as a natural experiment. In the data-set by the China Family 
Panel Study (2008-2014), 6,32 percent of parents lost their adult children due to various accidental causes 
(accidents, disease etc.). 
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purchases. In the sample Lan (2018) used, 30 percent of the intergenerational transfers were 

due to the housing motive, while transfers towards education expenses and old-age support 

were the two other most important transfers.20 

 

This study confirmed that intergenerational transfers lowered the saving rates of those who 

transferred, while those receiving transfers had higher saving rates. The stronger the altruism 

channel, the lower the saving rates as more transfer are taking place, and fewer funds are left 

over to save. Lan (2018) found the altruism channel to be strong in China. In fact,  

altruistic middle-aged parents had, on average, 11 percent lower saving rates compared to 

non-altruistic parents (who had experienced the loss of a child). The age-savings behaviour of 

non-altruistic parents had more of a hump-shaped pattern, as opposed to the “camel-shape” 

found with altruistic parents.21 The primary motive of intergenerational transfers amongst 

middle-aged parents is housing for their offspring. An interesting finding in Lan Lan´s study 

is that parents who had children living in expensive areas, had more significant transfers out 

of their income, hence lower saving rates. When comparing children living in medium price 

cities and low price cities, there was a gap of 11,2 percent in saving rates, and parents with 

children in less expensive cities had higher saving rates.  

 

Choukhmane et al. (2014) offer a different view on intergenerational transfers. Emphasizing 

the importance of education expenditures towards children in understanding saving rates.  

Using Urban Household Survey data, they compare households based on the number of 

children given birth to over the period 1982-2012. This method provides some interesting 

results. Parents with more children save less due to fewer available resources for savings as 

they use this on the children's education, and because they expect larger transfers from their 

children in the future when they are retiring. 

 

Investments in education are the primary form of transfers toward children up until the age of 

25.  As a share of total expenditures per household, they find that transferred resources 

increase with 10-15 percentage points between the ages 15 to 22, compared to when the child 

is below this age. Hence, they infer that education costs are more or less a fixed-cost per child 
                                                   
20 In the sample, 80 percent of middle-aged households had transferred funds to either their children or parents, 
and more than 60 percent of elderly households received transfers from the younger cohorts (children or 
grandchildren), showing strong support for the importance of intergenerational transfers.   
21 The later they lost their child, the higher their savings rate, as they had already planned (saved up for) a 
transfer to their (lost) child (Lan, 2018).  
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below the age of 15, and a quality-quantity trade-off as the child ages as funds are directed 

towards non-compulsory (higher) education. After this, transfers shift, and younger 

individuals start transferring resources to their parents. The more siblings one has, the fewer 

funds are transferred to the parents, while the resources transferred increases in the child’s 

quality.  

 

Therefore, the decision to have more than one child rest on two pillars: desire and expenses. A 

strong willingness (preference) to have children - or lower costs related to raising them - 

would increase the fertility rate. Higher returns in the financial markets could also have this 

effect. The preceding analysis has grown in relevance following the removal of the one-child 

policy, and it shows that reducing the uncertainty regarding pensions, or increasing the social 

expenditures on education, can potentially lead to a decrease in household savings. 

3.4 FINANCIAL REPRESSION 
 

Financial repression is a central feature of the Chinese economy. The Peoples Bank of 

China´s (PBoC) monetary policy and influence over interest and deposit rates have led to a 

financially repressed environment in China, with very low, and at times negative, returns to 

bank deposits (Lardy, 2008). Deposits in banks are the primary method of saving among 

households.  

 

As figure 8 shows, deposit interest rates - the average rate paid by banks on deposits by 

households or corporations - have been declining since 1997, and today they deliver returns of 

0,35 percent. The deposit rate has remained below the rate of inflation (currently at 2,1 

percent) over a more extended period, implying a negative real return on bank deposits for 

households.22 

 

                                                   
22  The inflation rate in China, as of March 2018, was 2,1 percent (Trading Economics, 2018c). The Consumer 
Price Index measures changes in the prices for good and services paid for by consumers.  
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Figure 8: Deposit rates in China (1990-2018)  

Source: Trading Economics and The PBoC (2018). See Trading Economics (2018b).  
 

Policy conducted by the PBoC leads to favourable conditions for the larger banks in China, 

and substantial entry barriers for possible competitors, hence curbing competition. Since there 

are few alternatives to bank deposits for households - due to strict capital controls and other 

financial restrictions - banks receive deposits even when offering meagre deposit rates. New 

proposals by the PBoC could lead to more market-driven banking environment, which would 

benefit households as it would induce higher deposit rates.  

 

Barriers in China today restrict capital allocation, leading to low returns on saving for 

households. A financially depressed environment will have unwanted consequences in the 

long run. In the search for higher returns, households look to real estate and products related 

to the informal shadow-banking sector.23 This produces undesirable effects, with the severely 

inflated real estate market proof of this. Moving towards a consumption based economy will 

also be more difficult as households need to save more to meet their targets.  

 

This connection is examined closer by Malhar Nabar in the 2011 paper: “Targets, Interest 

Rates and Household Saving in Urban China”. The target saving hypothesis - or “buffer-

stock” hypothesis - forwarded in this paper, stems on the idea that households target a level of 

savings or an amount of savings they wish to have accumulated by the time they retire. 

Households, therefore, adjust their savings as a percentage of income and the level of the 

deposit rate to reach their target. A decline in the deposit rate means the target is harder to 

                                                   
23 This is attested by the rise in popularity of wealth-management products (WMP), peer-to-peer lending (P2P) 
and other financial products in the informal shadow banking sector. (See Guarino, 2017).  



 31 

achieve.24 Hence households must increase their savings (deposits) to make up for this deficit 

(Chamon and Prasad, 2010). There is considerable evidence pointing to such behaviour 

amongst Chinese households. Over the sample period 1996-2009, household saving rates 

increased from 19 to 30 percent of disposable income, while - as is evident from figure 8 - the 

deposit rate banks offered was declining. This gives credence to the theory that Chinese 

households have a targeted level of saving in mind.25  

 

Both the substitution- and income effect are at play, with the income effect showing stronger 

influence. Nabar (2011) infers that this is likely due to household preferences of ensuring that 

lifetime income is constant and that the targeted level of savings is reached. In other words; as 

deposit rates fall, households are inclined to put more money in the bank rather than take 

advantage of the relatively low price of current consumption that the low deposit rate entails 

(substitution effect). Another interesting finding from this paper was that when returns on 

alternative investment are high (e.g., when property price growth is relatively rewarding), the 

decline in bank deposits rates does not have the same negative impact on household savings 

decisions. This suggests that with other alternative methods of saving available, households 

find it easier to meet their targeted level of saving.  

 

Lugauer and Mark (2011) also briefly look into this relationship. Likewise, they find that 

higher deposit rates induce declining saving share out of total income. With the income effect 

dominating in their test as well. The hike in deposit rates facilitates rising consumption levels. 

Another interpretation of the behaviour seen in China is that the “prudence” motive that 

induces households to save is outweighing the “impatience” motive that prompts 

consumption.   

 

The preceding section has attempted to emphasise the importance of three essential elements 

that have (and continue to) shape Chinese households saving rates. These are uncertainty, 

demographics and financial repression. A host of different theories and proposals based on 

empirical papers has been presented to strengthen this argument. Explanations for the “U-

                                                   
24 The theory is built on the Buffer-Stock Theory of Saving. See Carroll, Hall and Zeldes. (1992).   
25 The results are robust across various specifications. One concern about using the deposit rate as a measure of 
returns to saving is that it does not take into account the gains to other channels of saving such as WMPs and 
insurance-linked products. (IMF, 2017). However, an estimate from the 2002 China Household Income Project, 
showed that 90 percent of the surveyed put all of their saved money in bank accounts, with the remaining 10 
percent putting it in stocks and bonds (Nabar, 2011) 
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shaped” age-savings profile have also been suggested. It is difficult to conclude with certainty 

how any one of these elements quantitatively impacts saving rates - due to the vast array of 

literature. However, I would argue that Chinese households are exposed to all three elements, 

which are complementary and work together to induce the thrifty savings behaviour we 

observe in China today. 
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4   CONSEQUENCES AND POLICY OPTIONS 
 

This section tries to put the preceding analysis in context of what this means for China going 

forward, and how the government policy and initiatives can correct for the shortcomings that 

are affecting China. The first subsection looks at the status of China today in the midst of their 

rebalancing efforts. After this, three subsections follow, focusing on efforts the government 

should proceed with to correct for the results found in section 3.  

4.1 REBALANCING THE CHINESE ECONOMY 
 

Has China benefited from high household saving rates? This is undoubtedly a complex 

question, but one can not deny that large amounts of savings have accompanied China during 

its economic rise, stimulating rapid growth by guiding savings towards investments in highly 

rewarding sectors within manufacturing and infrastructure, and at the same time reducing 

poverty levels (Ma and Yi, 2010). This connection is clear. However, high household saving 

rates have also fundamentally impacted the internal and external dynamics of the economy.  

 

The future outlook of the Chinese economy is uncertain as growth has been moderating in 

recent years. A slowdown would be felt in many areas of the economy, eventually affecting 

household variables such as income, consumption and savings. Chamon, Liu and Prasad 

(2013) have shown us that the prospects of an eventual slowdown in Chinese growth could 

increase the precautionary saving motives and that perhaps this is already reflected in the high 

saving rates seen among the young. On the aggregate side, Yang, Zhang and Zhou (2011) 

predict that systematic forces (lower GDP growth, contracted exports, pressure on public 

finances etc.) resulting from shifts in demographic variables will lead to a noticeable decline 

in the saving rate going forward.  

 

While these structural forces set in, the government is determined to “rebalance” the 

economy. Abandoning the high investment strategy and encouraging the consumption of 

goods and services to engine the economy. Allowing room for market forces to determine 

prices and allocation of resources to a greater extent is also part of this strategy (IMF, 2017). 

China's economy has grown on the back of manufacturing and exports, with little focus on 

long-term consequences. Distorted policies focusing solely on economic growth has led to the 
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oversupply of certain goods, social inequality and ecological degradation. The government 

has realised that this strategy is no longer sustainable. Fears of social instability have 

prompted the government to think differently.  

 

In broad terms, the goal of rebalancing is quite simple; boost domestic consumption. Figure 9 

shows China's consumption expenditure as a percentage of GDP was just below 40 percent in 

2016. It is very low compared to its Asian neighbours, and significantly lower than OECD 

countries and the world average, as figure 9 shows.  

 

 
Figure 9. Household consumption expenditure as percentage of GDP, 1980-2016.  

Source: World Bank. See World Bank (2018d)  

 

Boosting consumption in China is difficult in an environment where uncertainty is so 

prevalent in daily life, and China's recent effort to raise consumption has so far only induced 

the rich to consume at even higher levels, thereby producing disproportionate readings of the 

actual state of the economy (Harada, 2017). Policies with an end goal of inducing households 

to save less and spend more require addressing and correcting many of the issues that section 

3 highlighted.  

 

China has outdistanced Japan and Germany to become the second largest economy in the 

world. Also, China is the biggest trading nation globally and has the third largest bond market 

(Bloomberg, 2018). Since China has become such an influential member of global trade and 

capital flows, understanding the significant savings rates of Chinese households is also 
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essential for understanding the direction of the global economy. Napoleon Bonaparte 

supposedly once remarked, “Let China sleep, for when she wakes she will tremble the world” 

(Fish, 2016). Although this could be an overstatement, China is has become an economic 

superpower in a short amount of time, and the global financial crisis showed that excessive 

savings in one part of the world could have devastating consequences in other parts. 

Economic distress in China could have considerable consequences for the world economy.  

 

External imbalances 

The large surplus in China's current account running up to the global financial crisis was 

driven by a combination of constraints facing firms and masses of household savings not 

finding firms to invest in domestically (İmrohoroğlu and Zhao, 2017). Ben Bernanke, then at 

the Board of Governors of The Federal Reserve System in the U.S., emphasised the 

instabilities of the global financial system at the time, coining the term “global savings glut”. 

In a speech that year, Bernanke (2005) noted that “a significant increase in the global supply 

of savings - a global saving glut - ..helps explain the increase in the U.S. current account 

deficit and the relatively low level of long-term real interest rates in the world today”. The 

“savings glut” was due to high saving rates in developing economies (notably China).  

 

Excess savings from China was flowing into the global financial system through international 

capital markets. The public sector in China was channelling domestic savings away from the 

Chinese economy, looking for safe sovereign assets, such as U.S. bonds (King, 2011). This 

reversal of capital flows - from emerging markets to developed economies - led to massive 

imbalances in the global financial markets. Overflowing the larger economies with easily 

accessible capital. This combined with the expansionary monetary policies seen at the time in 

the west (notably the U.S.).  

 

Another prominent figure in the banking world, Sir Mervyn King, the former governor of the 

Bank of England, lends support to this theory. He adds, however, that these imbalances are 

yet to be corrected, and could also have worsened since. In 2011 he called for a “grand 

bargain” among the major players in the global economy to cooperate against protectionism, 

trade wars and exchange rate manipulation to correct the disequilibrium in the global 

economy, as this has damaging consequences for all involved (King, 2011). The global 

economy needs to coordinate monetary policy given the increased economic integration. 
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Rebalancing and sustaining high levels of world demand would be essential to correct the 

global imbalances, which includes raising the level of consumption in countries with large 

current account surpluses (China) and raising the level of saving in countries with large 

current account deficits. China, therefore, being an economy with excessive surpluses needs 

to develop new sources of demand to reduce its high saving rates.  

4.2 PUBLIC FINANCES  
 

A tightening labour market and increases in retiring cohorts will put pressure on China's 

public finances, including taxation, pensions and the social safety net. Economic development 

could also be under pressure. Bloom, Canning and Günther (2011) raise the possibility of a 

shrinking economy, although this seems unlikely given China's position of financial strength 

today. A simulation by İmrohoroğlu and Zhao (2016) however, shows that this is not too 

unrealistic. Given today's demographic landscape, massive strains will be expected on the 

social security and social safety net. And, without sufficient reforms, this could involve GDP 

per capita decreasing with 19 percent and output per capita falling by as much as 21 percent. 

 

Taxation 

Efficient taxation will, therefore, be crucial for China in coping with the future. Rising old-

age dependency and falling share of labour translate into a lower aggregate tax base. The 

income-tax burden on each worker in China will have to increase unless further reform in the 

Chinese taxation system is implemented. To meet funding requirements for old-age 

expenditures and improvements of the social safety net, the government should modernise the 

tax system. This involves maintaining existing tax bases from eroding, as well as targeting 

other sources of income. Avoiding heavy tax burdens on the more impoverished cohorts 

would allow them to consume more out of disposable income.  

 

China had a significant tax overhaul in 2016, replacing the Business Tax (BT) with the Value 

Added Tax (VAT). The VAT is aimed at the increasing the tax contribution of the goods and 

services sector, which contributes an increasing share of the total output in the economy. 

Areas of further taxation in China could target specific SOEs, companies engaged with 

natural resources and energy extraction and a taxes on environmental damage. Taxing 

pollutants would be environmentally friendly and increase the tax base if executed correctly. 
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The Environmental Protection Tax Law that goes into effect sometime in 2018 will have this 

as a goal (Reuters, 2018).  

 

The government will also slowly usher in taxation on property, including all residential flats 

(Yangping, 2017). This yields a substantial tax-base, as the biggest share of Chinese 

households wealth is within properties. A positive externality of this would be to cool down 

the housing market. This tax would be levied progressively, as many wealthier Chinese 

households own several properties. Hence the tax burden would be more extensive on them 

(Orlik et al, 2018).  

 

Increasing the autonomy of taxation by allowing local governments more flexibility could 

induce more effective taxation policy (IMF, 2017). It would enable local governments in 

more impoverished regions to attract business and economic activity by lowering taxes, while 

a more progressive tax could be appropriate for areas where the economy is booming. Today, 

tax-rates are set by the central government with little room to improvise for local 

governments. Also, tax redistribution from the more prosperous regions to the more 

impoverished areas would contribute to reducing the wealth gap and income inequality. 

Generally speaking, this implies transfers from urban to rural areas. Allocating resources from 

more productive to more deprived areas would promote economic growth in the regions that 

have not benefited from the growth witnessed elsewhere. The increased economic activity 

would trickle down to higher wages for the region's population and broader taxation bases for 

the local governments. These two effects could lead to improved coordination of business 

cycles across the country, and economic prosperity would converge instead of diverging 

further.  

  

Finally, tax benefits favouring larger families could induce higher fertility rates. This would 

hopefully have direct beneficial effects on the savings behaviour of the older Chinese cohorts 

who still rely on old-age support. However, the focus should be on improving the existing 

social-safety, thereby reducing the importance of intergenerational transfers in Chinese 

society.   
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Social expenditures  

As was discussed in section 3, reforms and the gradual breaking of the social safety net (“iron 

rice bowl”) raised the level of uncertainty in society and thereby contributed to a significant 

precautionary savings response. The continuing absence of a secure and reliable social safety 

net is still generating this response in China where households show a tendency for “self-

insuring” against future shocks (Chamon, Liu and Prasad, 2013).  

 

Studies have found that increasing social expenditures could lead households to save less of 

their disposable income. Since governments will undertake these expenditures, this will 

increase the level of lifetime resources available for households, hence lowering savings. 

According to life-cycle theory, households make decisions regarding the current level of 

consumption, based on current and future resources available (Baldacci et al., 2010). 

 

 
 

Figure 10. Private expenditures on health for China, U.S. (light blue), Germany (red), Japan and  
OECD countries (2006-2015). Source: World Bank, 2018f 

 
As figure 10 shows, China has a high “out-of-pocket” (private) expenditure on health-related 

expenditures compared to other major economies.26 This means government spending as a 

percentage of GDP on healthcare and services is also low compared to these economies. 

                                                   
26 “Share of out-of-pocket payments of total current health expenditures. Out-of-pocket payments are spending 
on health directly out-of-pocket by households”. See (World Bank, 2018f) 
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Increasing health expenditures as percentage of GDP would have positive effects on reducing 

savings.   

 

A few papers have found convincing evidence for the positive effect of increased government 

expenditures on saving and consumption decisions. Baldacci et al. (2010) discover that given 

China's current social spending (six percent of GDP in their study), a one percent increase in 

GDP expenditure on social services would reduce household savings by between 0.56–1.03 

percent of GDP. Also identified in this study is this impact is substantially higher in rural 

areas. This indicates the higher propensities to consume in rural areas, which in turn partly 

reflects lower income levels (Baldacci et al., 2010).  

 

Barnett and Brooks (2010) find that government spending on health has a substantial impact 

on reducing urban household saving, while the same effect was not identified for education.27 

According to their findings, a one yuan increase in government health spending was 

associated with a two yuan decrease in household savings. This translates to a one percent 

increase in GDP expenditures on health would boost private consumption by two percent of 

GDP (Barnett and Brooks, 2010). These results are more persuasive for urban households.28 

Importantly, the study finds that the inequalities in China’s health system partly reflects 

disparities in government health spending. Over half of general government health spending 

supports urban insurance schemes whose members are disproportionately from higher income 

groups, even within urban areas (Barnett and Brooks, 2010). 

 

Chamon and Prasad (2010) highlighted this channel and found that the shift from public to 

private provision of public goods could explain much of the rise in household savings over 

the transition and heavy reform period 1990-2005. Again, the evidence capturing the savings 

motive towards possible health expenditures was substantial, and that the uncertainty of those 

expenditures could account for this increase.29 

 

                                                   
27 Barnett and Brooks (2010) find there is little evidence that higher government education spending decreases 
saving, even though education spending per capita has grown more rapidly than health spending.  
28 For the rural households, the evidence is mixed. For example, increased government health spending only 
reduced saving rates in higher-income (Barnett and Brooks, 2010).  
29 In the sample, the fraction of households for which health expenditures exceed 20 percent of total 
consumption, has risen from 1 percent in 1995 to 7 percent in 2005. 
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These findings show that improving the existing healthcare system could lower savings. An 

improved social safety net for households would pool risks related to personal health 

expenditures or shocks to income (Chamon and Prasad, 2010). Stronger attention should be 

given to the quality of services, achieved results and overall efficiency, instead of the number 

of inputs or specific quantitative goals (IMF, 2017).30 This means policy need to focus on 

quality, and not just increasing the number of doctors, beds and other inventory (Dandan, 

2017).  

 

Improving the current government-provided healthcare programs and providing full coverage 

would benefit many households in the face of future uncertain health shocks. One could also 

expect households currently not incurring such expenditures to increase current consumption, 

since the safety-net has been strengthened, thereby benefiting them in the future. This 

argument also holds for better access to quality education and an improved pension system as 

households would need to save less for these essential necessities (Baldacci et al, 2010). 

 

The reorientation of government spending toward the more impoverished rural areas and 

increased efficiency in the delivery of public healthcare will be critical factors in improving 

health outcomes and impacting consumption behaviour. Policies targeting a more integrated 

and broader-based social safety net with focus on the less privileged and the more unfortunate 

part of the population could be useful tools in boosting consumption and also reducing 

inequalities in China.31 The impact of increasing social expenditures will be higher if funding 

is from other measures (than taxes influencing households).  

 

Also, the central government should have a more enhanced role, where monitoring and 

evaluating the local governments would be an essential function. This is to make sure that 

local governments have the right incentives and focus. Local governments must be allowed to 

use social policies according to business cycles, in order to tackle cyclical issues. The 

dialogue and the goals of central and local government should align, and funding 

disagreements need to be sorted out.   

 

                                                   
30 Dandan (2017) list a host of problems facing the Chinese health sector, including overcrowding, inconsistent 
pricing and distrust in doctors 
31 Enhancing the quality of the Dibao system could have considerable efficiency gains and possibly raise 
consumption levels among the poorer segments of the population (Gao, 2017) 
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So far, reforms and efforts in this regard so far have been incomplete and sufficient (IMF, 

2017). Therefore, precautionary motives for saving is likely to continue remaining important 

in an environment of economic uncertainty, thereby suppressing consumption. A rushed and 

poorly designed system could backfire. It is clear that policies enhancing both the quality of 

the services and the coverage rate of public services is a priority. Improving the existing 

social safety net will be a costly affair, but will be critical to reducing uncertainty  

 

Pensions & retirement 

Large-scale adjustment is necessary to finance China's old-age population, as the current 

system is not sustainable (Song et al., 2012). Increasing old-age dependency ratios are adding 

pressure to an already weak state pension fund. The IMF has estimated that China's pension 

expenditures will increase to 9 percent of GDP in 2050, up from 3,4 percent in 2010 (IMF, 

2011). China's three-pillar pension system - with a Pay-As-You-Go component - is receiving 

fewer contributions as the working-age population declines, while supporting a growing 

number of retirees. Today's figure of around three workers to each retiree is expected to fall to 

1.3 workers to each retiree, putting enormous stress on funding (Cowling and Lim, 2016).  

 

The current pension system is primarily managed by local governments, and there is a 

regional variation in the burden of pensions, as areas with more employment opportunities 

and higher productivity have more workers contributing to the pension fund, compared to 

low-productivity regions (Cowling and Lim, 2016). This adds to regional fiscal imbalances 

and widens income inequality as some areas struggle to attract investment and improve public 

services. Transferring resources to lower-productivity areas could counterbalance government 

finances in the long run and prevent widening inequalities within China. Regions with low 

productivity and little economic activity would also not need to run up unsustainable levels of 

debt as they compete with higher productivity areas for investment and labour resources.  

 

The government should strive to make the pension system equal throughout China. Today's 

system is composed of an urban system and a rural system. Coverage rates - and contributions 

- are much higher for the urban population (Song et al., 2012). The rural coverage rate is 

much lower, and rural households often work until they are no longer can, before relying on 

their children for support. Encouraging participation and improving the rural pension system 
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would mean a significant portion of the population would be contributing and benefitting 

from pensions. 

 

The incentive to set aside a significant amount of savings for retirement would vanish if the 

pension system were more robust and secure, providing retirees with pensions paid on time 

and in full. Reliable pension transfers to the elderly can be expected to have a higher 

consumption impact than transfers to younger age groups since the elderly tend to have a 

relatively high propensity to consume out of remaining lifetime income (Baldacci et al., 2010) 

 

Making sure that pension funds - such as the National Social Security fund - earn sufficient 

returns is also a challenge, as today's low yields on savings produce very modest gains (if any 

at all). Making sound investments for the future will be essential as the shortfall in pension 

funding grows further. An estimate by the Chinese Academy of Social Sciences has the 

shortage at RMB 802 Trillion by 2050 given current trends (Qi, 2014).   

 

Labour mobility 

Labour mobility and migration is constrained by the hukou system. Further reforming the 

hukou system would reduce social- and income inequality, as well as providing a boost for 

domestic consumption by giving a significant portion of the population access to social 

benefits and higher incomes (Pettis, 2017).  

 

The hukou system, implemented in 1955 to control the rural-urban migration, is another 

distorted policy by the government that has produced undesirable consequences (So and Chu, 

2016). This system identifies a person according to their birthplace, and the amount social 

benefits follow this identity.32 The system only offers rural workers temporary work and not 

the opportunity to settle down, hence creating a segmented labour market and large divisions 

between urban and rural workers.  

 

The system, therefore, fosters uncertainty, and, improving it - or replacing it altogether - 

would benefit the broad community of migrants living and working in urban China. Providing 

                                                   
32 This means that an individual born in rural China, with few employment opportunities and an uncertain 
future, who migrates to the urban cities would still only receive the social benefits he would in his place of birth. 
These social benefits are in no small degree favouring urban Chinese household and have prevented the rural 
population from fully integrating into the cities (Tiezzi, 2016).  
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the same rights as urban residents could reduce the uncertain economic environment they live 

in.  

 

The government has already taken action in this regard and is hoping to grant 100 million - 

out of an estimated migrant population of 277 million - Chinese migrant worker urban hukou 

permits by 2020 (Sheehan, 2017). This is challenging, as it would require funding and support 

from local governments. Although reforming the hukou system would be financially painful 

in the short-term, pursuing the agenda is in China's interest in the long run as it would reduce 

economic uncertainty for a large part of the population.  

4.3 DEMOGRAPHIC TRANSFORMATION 
 

One of the most pressing challenges facing China is the increasing old-age dependency ratio, 

as we saw in section 3.3. A significant challenge for the government arising from this is its 

ability to deliver old-age support (İmrohoroğlu and Zhao, 2016). Efficient use and distribution 

of resources will be of utmost importance. The increase in old-age dependency ratio 

combined with the low fertility rates will reduce the amount of labour available in the 

economy.  

 

To relieve the younger population of the enormous burden of looking after the old and retired, 

China should increase the retirement age. The retirement age in China has remained 

unchanged since the 1950s (Chun, 2015). Over the same time, life expectancy at birth has 

increased by over 30 years due to enormous gains in health and technology. Hence, working 

individuals in China should have the capacity to have longer careers and years in 

employment.  

 

Despite this, the retirement age has remained unchanged, at 60 for men, 55 for women 

working in public sector/services and 50 for women working in factories or physical labour. 

In 2017 the government proposed official changes to the retirement age, commencing with a 

gradual transition phase until official implementation in 2022. The proposal is that the 

retirement age of women is raised one year every third (six) year for women (men), with the 

goal of universal retirement age of 65 (Zhou, 2016). However, the consequence of this (at 

least in the short-medium run) is only to the slow the decline in the working-age population 
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(Cowling and Lim, 2016). It could also potentially relieve some of the pressure on the 

younger cohorts in China today to support the old, thereby reducing the intergenerational 

transfer channel.   

 

Policies supporting a more flexible retirement age (after mandatory retirement age has been 

reached) could induce older cohorts to continue working. Tax benefits and other policies 

should be put in place to encourage, and exploit the advantages, of longer careers (Bloom, 

Canning and Günther, 2011). Helping employment post-retirement age would put less burden 

on the smaller working population supporting retirees while capturing the value of the human 

capital already existing within the workforce for firms. Older workers have already developed 

specific skill sets and experience over a long working career. On-site training programs would 

assist the older worker in gaining new skills as the economy changes. Mandatory investments 

in the health of employers - at the firm level - would also enhance productivity and produce 

healthy workers. These measures could potentially lower savings because, as we have seen, 

many older individuals save in the face of retirement uncertainty, and if this uncertainty were 

removed, the older cohorts would consume more, while many younger individuals would not 

need to save to support their parents and grandparents. However, this trend will likely 

continue since the one-child policy only ended two years ago, and fertility rates will remain 

low for a long time meaning fewer young to support the old.  

 

Another imbalance of the Chinese demographic landscape is the sex-ratio. As section 3.3 

highlighted, one impact of this imbalance was that it raised the household savings by pushing 

up housing prices, as young men compete for brides. Hence, policies working towards raising 

fertility rates, balancing the sex-ratio and gender equality (by increasing the participation of 

women in the workforce) should be high on the government agenda. A WEF Global Gender 

Report estimates that eliminating the sex-ratio imbalance and encouraging the higher 

involvement of women in the workforce could generate as much as an RMB 2.5 Trillion 

addition to the GDP (WEF, 2017).  

 

Meanwhile, due to better access to education, the younger generations in China are higher-

skilled than the older generations. This means productivity levels are likely to increase. This 

could offset the negative impacts of a reduced labour force. But expected compensation 

(wages) will need to adjust, or else China could risk losing its sharpest talents to other 



 45 

countries. This generation will require higher levels of income and welfare, thereby exerting a 

more significant impact on the economy (Choukhmane et al. 2014). 

 

Lee et al (2013) argue that investments will fall as the rate of return on capital declines 

relative to labour scarcity and declining saving making capital more expensive. As wages 

increase intact with labour scarcity, income will be shifted from corporations to workers. This 

transfer of resources will likely lead to higher household incomes at the expense of lower 

corporate savings and investment. This benefits the working population as they would have 

more resources at their disposal. However, higher salaries do not necessarily mean reduced 

savings, as we have seen. Some households might consume more with rising incomes, 

however, unless the burden of uncertainty is reduced in society, rising incomes alone will not 

mitigate household savings. As we have seen, the propensity to save has remained high even 

in the face of rising incomes.  

 

Finally, the changing population structure demands a higher need for workers educated and 

devoted to old-age support (e.g., healthcare and caretaking). Resources, capital and labour, 

will need to be available and trained to support long-term care for the elderly. This requires 

investments to be guided in the direction of improved old-age care and health services. The 

government must ensure that sufficient human capital is dedicated to this, including providing 

the incentives for younger cohorts to attain the education and skills necessary to take care of 

the old. 

4.4 FINANCIAL DEVELOPMENTS  
 

As was highlighted in section 3.4, financial repression and a lack of credit channels have 

contributed to higher household savings rate. In addition, the weaknesses in the financial 

system has caused undesirable effects such as excessive debt, risk taking and unproductive 

investments. Capital has not been allocated according to sound market principles, and the 

guiding hand of the government is still very visible.  

 

The importance of a well functioning financial sector can not be understated. A structured and 

smoothly operating financial system is crucial to the health and efficiency of any economy 

(ECB, 2001). Empirical studies identify a strong correlation between market development and 
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economic growth. This correlation is harder to uncover in economies driven by centralized 

planning. Financial markets are essential in channelling the flow of savings and investment 

throughout the economy, by matching savers with investors, thereby allowing capital to find 

its most sufficient means. As Chamon and Prasad (2010, p 128) emphasize: “the build-up in 

savings [in China] could have been smaller if financial markets were more developed. 

Financial frictions also strengthen precautionary savings motives, and borrowing constraints 

can play an important role in driving up saving rates despite rapid income growth, especially 

among younger households”.  

 

In order for Chinese household wealth not to erode over time, it is essential that the stock of 

savings in China generates higher returns for households. Saving by depositing money in the 

bank is the most used vehicle of saving in China. In 2016, households had deposited savings 

worth approximately RMB 52.5 trillion in Chinese banks, according to Statista (2018). As 

discussed, this makes households very sensitive to changes in the deposit interest rate. 

Financial reform that expanded access to (safe) saving vehicles - with positive returns - and 

the promotion of alternative consumer-finance channels could bring down household saving 

rates in accordance with the target savings hypothesis. If returns remain low, households will 

either seek riskier investments, or continue saving at the high rates that prevail now (Lee et al, 

2013).  

 

Bringing in other retail investors in the equity markets, for example mutual funds, hedge 

funds, pension funds and insurance companies would deepen capital markets and supply 

households with alternative places to store wealth (IMF, 2017). The securities and bonds 

markets are currently dominated by banking institutions that have privileged access to credit. 

Encouraging greater access and participation of other actors in the financial markets would be 

good policy for developing the financial system further.   

 

Developments in mortgage markets could benefit households. If it was easier to finance 

housing, savings might fall for younger cohorts whose main motive of saving is often found 

to be housing. The intergenerational transfer mechanism of parents transferring funds to their 

children in order to support house purchases would also decrease in importance. If older 

households could tap their (currently) illiquid housing wealth (by posting housing as 

collateral) this need for savings would decline for both parent and children.  
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Consumer financing (credit) financing also remains limited in China resulting in many 

durable goods being financed through savings, as opposed to borrowing against future 

income. Thus, households postpone consumption of durable goods and set aside savings to 

purchase the goods at a later stage. Some Chinese Banks are already targeting consumer 

financing as part of their diversification of banking services (Xueqing, 2018). 

 

Tight capital controls is also constraining capital to be held inside China. As Maximilian 

Kärnfelt of the Financial Times (2017) argues “Tight capital controls have so far helped to 

maintain financial stability. But they come at a high cost and do not address the underlying 

problems”. China strictly controls outflows of capital, and this policy has been very effective 

in keeping capital within China's financial and banking system. However, this is yet another 

policy that limits Chinese household and retail investors to seek options for better returns on 

their savings. This leads to capital pooling in inefficient and overheated markets, fuelling 

bubbles and threatening the sustainability of the financial markets (IMF, 2017).  

 

The Chinese government has taken steps to address pressing issues within the financial 

system, such as containing further build-up of debt and curbing shadow banking practises.33 

Non-bank intermediation, as substitutes to bank deposits, has been growing in tact with 

demand for higher returns on savings. This is a consequence of the shortage of places to store 

savings. The products offer much higher returns compared to traditional bank deposits, albeit 

at higher levels of risk.  

 

It is estimated that shadow banking assets in China account for as much as one-third of total 

banking assets, estimated to be valued at RMB 38 trillion (Snyder, 2017). This size deems it 

“too big to fail”. Hence, even though the government is not obliged to financially support this 

sector in the face of distress, it likely would given its size and importance for stability. This 

encourages further inflight of capital in the shadow banking sector. These products are not 

regulated or insured by the government the way bank deposits are protected through insurance 

schemes. The actors supplying such products are not subject to reserve requirements. This 
                                                   
33 These are “off-balance sheet”, or informal sector assets such as WMPs. These are to a large extent offered by 
small-medium sized banks, although such products can also be traced to bigger banks. The products are often 
tied to the real estate sector, where capital raised by such products fuel the construction of property - which is 
estimated to account for as much as 25-30 percent of contribution to GDP growth. See Snyder (2017) for a more 
detailed overview. 
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creates a delicate financial environment, where sluggish growth or external shocks could have 

dire consequences for such products. Households who have put their savings in these products 

could risk losing it all.  

 

Taking needed action against such financial practises should be high on the government 

agenda. The government should clearly communicate the risks of investing in shadow 

banking products, and the lack of guarantees that come with it. The main aim should be to 

force these actors to operate under the same rules and principles as commercial banks. For 

example, requiring these intermediaries to hold reserves would bolster the system in face of 

stress and make the sector more resilient in the long run. Policies that would allow these 

actors to operate formally could trigger more competition in the financial sector, which could 

benefit households in the long run as they would have safer alternatives to put their savings.  

 

Liberalization of interest rates 

The central bank (PBoC) has long followed a monetary policy of setting a ceiling on deposit 

rates, and by doing so determining the price of credit in the economy. However, the central 

bank loosened this regulation in 2015, and liberalisation of interest rates followed (Chen et 

al., 2016).34 This has opened up the banking sector to more competitive price setting, which 

should benefit households in the long run as rates of return to deposits (savings) start 

increasing, thereby ending financial repression (at least in practice). Hence, more efficient 

capital pricing and allocation, avoiding wasteful investments and spurring competition and 

innovation could be some of the positive side effects of fully liberalising interest rates.  

 

However, the regulatory change will take time to take hold, and the way banks and 

institutions respond to a liberalized pricing environment will be decisive for the future success 

of the policy (Chen et al, 2016). Regulators are still able to influence rates through window 

guidance and the PBoC still has a substantial role in the banking system with majority shares 

in many of the banks and financial institutions, hence influencing decisions.  

 

The Chinese financial system is vulnerable, and weaknesses in the system can cause 

considerable damage to the economy, both in China and globally. However, the government 

is taking action and has made significant progress in strengthening the financial system 

                                                   
34 The floor on lending rates was removed in 2013, allowing banks to issue loans at self-determined rates. 
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following the financial crisis (Nabar, 2011). By continuously targeting bad banking practises 

and risky lending schemes by banks and non-banking intermediaries, and recapitalizing bank 

balance sheets, the system has become more stable (IMF, 2017). But, a further set of 

appropriately sequenced financial reforms addressing the concerns outlined is necessary to 

reduce financial uncertainties and boost consumption. This should benefit households as they 

can borrow against future income, receive higher rates of return on savings through portfolio 

diversification. Pursuing more market-determined interest rates and pricing of credit would 

also be a step in the right direction.  

 

Going forward, if the government enacts measures and policies targeting the specific areas 

mentioned above in section 4, it will reduce the level uncertainty in Chinese society, and the 

saving rate will likely decline. Correcting areas of concern should be viewed as an investment 

in the future of China.  
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5   CONCLUSION 
 

China's sudden transformation from an impoverished, backward third world nation to a global 

economic powerhouse is one of the greater economic achievements of the 21st century. This 

narrative will only continue if China tackles the structural challenges facing the economy. By 

boosting consumption, the government plans to rebalance China towards a more sustainable 

economic model. This requires policies and action to reduce household savings, which are 

high in both an international and historical comparison in China.  

 

China is a vast nation with a continually developing economy and a distinct urban and rural 

divide. This means that identifying the main elements that govern household savings 

decisions is complicated, making the debate in the literature both rich and lively. This paper 

has tried to establish an overview of the debate, by examining the relevant empirical research 

for convincing explanations. Based on this, the paper finds that no single explanation is 

compelling enough to account for the significant upswing in household savings following 

“opening-up and reform”, nor to account for the age-savings profile seen in China. 

 

It takes a combination of three key features to prompt the Chinese to save; uncertainty, 

demographics and financial repression. Structural transformations and reforms have changed 

the Chinese society immensely, most notably by removing the “iron rice bowl”, which gave 

many Chinese an element of security. Uncertainty in many forms has replaced this. Numerous 

demographic characteristics are contributing to uncertainty, with low fertility rates and an 

increasing old-age dependency most notable. The importance of intergenerational transfers in 

China is also found to be important in this regard. Lastly, financial repression and immature 

financial markets make saving in China demanding and little rewarding as few alternatives 

exist for this purpose. 

 

These features are causing uncertainty amongst Chinese households and generating a 

precautionary savings response as Chinese households “self-insure” against an unknown 

future.  

 

The paper puts these findings in the perspective of China today and China going forward, 

emphasising that, essential to the objective of increasing consumption, is the need to induce 
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lower savings. This requires strategic thinking from the government and policies that reduce 

the burden of uncertainty in society. As the Chinese government enact measures to reduce this 

burden, household savings will decline as consumption picks up. Correcting areas of concern 

should be viewed as an investment in the future as stability and certainty will be more 

prevalent.  

This paper has illustrated - through various papers, theories and examples - how deep-rooted 

uncertainty is in Chinese society, on many different levels. Uncertainty plays a crucial role in 

modern economics and can be detrimental to economic progress. Measures that address and 

correct for this uncertainty is fundamental in moving China forward.   

As Chinese data becomes more trustworthy, accessible and the data coverage increases, newer 

studies will benefit from improved household level data. This will make the empirical 

analysis of the micro-foundations of saving in China more precise, which will be crucial for 

further policy and reform. The challenge today remains on better access to, and sampling, of 

the rural, migrant and higher income households segments of the population.  
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