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Market Structure, Banking Action and Shanghai’s Price Fluctuation from
1921 to 1937 ;A Case Study Focusing on the Shanghai Branch of Bank of China
Liu Yuan

Abstract ; Chinese economy performs better than western countries during Great Depress, but there are still
debates on the role of market and government on the economy. Focusing on the Shanghai Branch of Bank of
China, this paper studies the operation of free banking system and the impact of Fiat Currency Reform in
1935 on banks’ action. In the competitive monetary system, as the issuing bank, the Shanghai Branch of
Bank of China behaves quietly prudent in issuance and adjusts the stock of currency according to the
financial seasons; as the commercial bank, the Shanghai Branch of Bank of China places much emphasis on
credit and keep being prudent and flexible in lending; as the quasi central bank, it also issues “public
note” by banking association to relieve the bank in crisis. During economic stable period, the Shanghai
Branch of Bank of China adjusts the stock of currency according to the financial seasons to satisfy the
demand of the market and keep the price stable. In the eve of great depression, the Shanghai Branch of
Bank of China reduces or increases the issuance of currency to mitigate the impact of silver inflow or outflow
to keep the price stable. After the Fiat Currency Reform, however, both the issuance and lending of the
Shanghai Branch of Bank of China are rigidly growing so that the price inflates rapidly. The reform plants a
seed for the hyperinflation hereafter, though it makes the economy recover in the short-run. This paper
demonstrates the function of free banking as financial stabilizer, and provides an evidence for Hayek’s
theory of denationalization of money basing on China’s History.
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