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Introduction

The title of the thesis “The monetary policy of China in the third millennium” was chosen for
several reasons, out of which we can mention the ambition and personal determination to
prove that an economy like that of China, through its impressive economic growth, has
elements that can change the perception on the monetary policy and the role it can play in a
globalized world. The choice of the research topic was based on the uniqueness of the
economic growth of China and we believe that the challenge involves trying to modernize the
domestic financial system. However, the way in which the monetary policy accomplishes the
final objective has effects on both national and international level. The mirage of China’s
economic growth created the basis for a research aimed at identifying the elements that
originated this “ Chinese economic miracle” as we called it in a previous research [145A].
From here, the interest towards the economic policy that conducted to this development was
only greater. Concentrating attention towards the analysis of the monetary policy was due to
the importance and role that the monetary policy plays within guiding the principals of
leading the economy. The recent financial crisis with its unique elements and the importance
of the contagion element also contributed to this interest in developing an analysis of the
entire International Monetary System and the monetary policy instruments along time. The
evolution of China’s economy and the majority of the economies either developed or
developing presented an impressive dynamics to several international events — military,
politic, economics. And the most important policy that responded to all this events was the
monetary policy. Several economists [44B] think that, the Chinese economy became an
important one in the global economy due to the fact that contributes with 15% to the world
GDP which means that any local event in China can have international effects. The
international pressures in order to reduce the external surpluses and the tendency to inject
liquidity as answer to slow economic growth after the first half of 2015, contributes to
speculative attacks with international effects. For more than a decade, raw material producers
have tried to satisfy the high request from China due to the impressive growth. Once the
statistical data was published in August regarding the industrial production, the fears of
economic slowdown have fueled the ideas regarding the overcapacity that could undermine

the effectiveness of the monetary policy [46B].

Regardless of the economic doctrines, the greatest economists of the world have outlined the
role that the monetary policy plays within the economic policies of a state. Therefore, the role



of the state within the economy and its implications in elaborating the monetary policy was
long debated. The last year though, has brought to the world’s attention the importance of an
independent monetary policy. Therefore, the idea that an independent Central Bank creates
the institutional framework to conduct and implement the monetary policy. Maintaining a
stable price level had become the main purpose of the monetary policy: “The situation in
which the inflation is low and stable so that it doesn’t exercise a material effect over the
economic decision of the public is an essential precondition for wealth and growth potential

of the economy”l.

This conditions being accomplished, the other economic policies have the institutional basis
necessary to intervene and apply the reforms necessary to reduce unemployment and increase

the standard of living.

Based on this elements, the scope of this phD thesis is the analysis of the internal economic

policies of China, the role that the monetary policy played in creating this economic growth.

In our analysis, we started from the idea that the monetary policy has all the necessary
weapons towards guiding the economy in a sustainable growth model. Our premise based on
the analysis of the Chinese economy is that a growth model that its not healthy creates a
dangerous spin that can affect all the world economies. In our paper, we have insisted on
identifying and analyzing the instruments that the monetary policy of a state can apply
towards fulfilling the scope. Therefore, in our analysis, we have started from the studies of
some economists like Friedman, Eichengreen, Modigliani, Bernake, Carol, Lardy that have
proved the role of the monetary policy. Based on this concepts and using the international
databases of International Monetary Fund, World Bank, National Bank of China, Bloomberg
and other international statistical databases we have analyzed, from an empirical point of
view, using Mathlab the role and importance of some macroeconomic variables towards
fulfilling the final scope of the monetary policy. In order to fulfill the scope of this thesis and
to obtain the objectives, in our research we have used a series of methods specific to scientific
research in economics: statistical observation, correlation analysis, conceptual analysis,
historic and logic. At the same time, we have analyzed the indicators by using the quantitative
and qualitative method, and, in order to implement the model economic — mathematics, we

used Mathlab program.

1 . .. . . . o .. . . . .o .
Antohi D. Politica monetara si moneda. Seminarul masa monetara si inflatia. Teorie si practicd, Bucuresti,

2012, p4



In order to realize our analysis, we have proposed a series of objectives aimed at creating the
necessary basis in order to obtain the viable objectives for sustaining the scope. A first
objective was to identify the role that the monetary policy and the International Monetary
System has played during the years for all the economies. In this context, we have realized an
analysis of IMS with an accent more on the critics it had. We have realized therefore an
analysis of the major events that have marked the development of IMS, from the monetary
system based on gold standard up until the fall of Bretton Woods, to excessive inflation, to the
evolution of the monetary instrument used among different IMS. Also, we have analyzed the
role that the monetary institutions play in implementing the reforms to sustain an economy

today.

A second objective was to identify the importance of the transmission mechanism of the
monetary policy with emphasis on China and the role that the internal economic policies of a
state influence the economy. Therefore, we analyzed the role that the expansionary monetary
policy conducted by China has effects on both internal and international level. Therefore, we
have reached the third objective which each is identifying the major economic effects on an
external level that the internal specific policies have produces.

The last objective was to demonstrate the econometric variables that influences inflation. We
have considered the main elements that had a definitive role in outlining the economy of

China today like monetary mass, consumption, savings rate and the exchange rate.

We can say for sure that the monetary policy can guide the development of an economy. Even
though we can discuss the independence of the monetary policy in some states, undebatable
remains the fact that it can guide the economy. Even if we discuss about direct measures or
indirect ones like ,,window guidance” for instance, the monetary policy guides the economic
environment towards an expansionary or restrictive environments by influencing the level of

liquidity.

During the years, the globalization phenomenon was more and more debated including the
need to unify the monetary and economic policy in order to achieve benefits for all member
states. Based on the research conducted, we can say that the monetary policy of the countries
of International Monetary System today are characterized of three major monetary strategies:
exchange rate targeting, monetary aggregates targeting and inflation targeting. On the long
run, the majority of the economist say that maintaining the level of the process should be the

most important objective ,,the price stability is a scope and also a mean to monetary policy as



it contributes to realizing an sustainable economic growth and macroeconomics stability?.
Adopting, as a strategy or monetary regime the inflation targeting due also to the importance
of the information in the new IMS. The expectancies regarding inflation, the transparencies of
the politics implemented can become elements that all the participants in financial market can
report too. The transparency of the politics implemented by the Central Bank become an
obligations but also a benefit due to the fact that it is a real and clear objective they can relate
to.

The first chapter of the thesis analyzez the International Monetary System for over a century.
From the principles that led the Bretton Woods system up to the ones that guide the IMS
today by analyzing the financial international vulnerability, the economic crisis contagion to
the need of reform. Creating a better IMS in the light of globalization means also
understanding of all the elements that creates it. From the money market, to financial market,
capital market, the institutions that intermediate the relationship economic and financial ones
up until the instruments that the member use. In order to realize a true reform of IMS we
consider that it has to be treated like an expression of economic cooperation between states
and not a form of undermining the monetary system of every state.

Considered from the beginning as a cooperation form to draw the rules and principles of
cooperation at a financial, monetary, economic level, the IMS had evolved and can become
the cornerstone of long awaited globalization. Our premisis is that the new IMS needs to be
built on the idea of equality between states and for that the volatility of the exchange rates has
to be eliminated. Also, all the manipulations on the exchange rate in order to gain economic
benefits. The concept of a performed IMS has to be treated as an objective above a country’s
own economic gains towards an equilibrium financial — monetary capable of anticipating
economic crisis. The contagion effects observed after the financial crisis in 2008 has
confirmed the necessity of modernizing the organism like the World Bank and International
Monetary Fund. They need to have an answer towards the monetary policy that must be used
in order to obtain financial stability on the long run. The recent financial crisis has also proved

that all the states have to rethink the macroeconomic principles.

Based on the first monetary transmission mechanism of Keynes, the IS-LM model, in chapter
Il we have followed the monetary policy transmission mechanism of China. We have

observed that the most important element in the majority of the states, the interest rate is not

? Bernake B. The benefits of price stability, Princeton University speech , New Jersey 2006



important in guiding the economy in China. This is due to the specific elements of Chinese
economy. We have identified several elements that contributes to the efficiency or
inefficiency of a transmission channel, depending on the internal economic policies of the

country.

Considering this uniqueness of the internal economic policies we have divided the analysis in

the impact that it will generate at an internal and then external level.

Therefore, in chapter 111, we have identified the effects that the internal economic policies
have on China’s external relationship. These policies will directly affect all the economies of
the partner countries and then all the countries based on the domino effect. Also, these
policies will determine the relationship that China will create with the commercial partners.
Therefore, we have analyzed the relationship between China and some of the main
commercial partners: Russia for being one of the main partner due to the connections in the
politic, military and energy sector and USA for China’s close interest to the USD. We have
observed that, for a country that sustains a distance from the USD, makes huge efforts to
sustain the supremacy of the American currency by maintaining the level of the Yuan. Due to
the impressive foreign exchange reserves, higher than the GDP of some countries, China has
proved that has the resources to sustain its own currency. The final objective is to promote the
Yuan as a reserve currency and the next intermediary step is to include it in the basket of

currencies that define DST.

As we noticed, the monetary policy objective is to promote price and financial stability. In
chapter IV we will insist on the elements that can influence the inflation based on some
elements specific to China’s internal economic policies like: monetary mass, consumption,

savings rate and exchange rate.

In this chapter, following the identification of the elements that can influence inflation, we
have analyzed three different economies from Asia, America, Europe. The scope of the
analysis is to test the efficiency of the monetary policy and identifying the main elements that
can be apply at a regional and global level. We have developed a macroeconomic model in
Mathlab in order to test the way in which some macroeconomic variables crucial in

determining the economic growth in some countries will be effective in other countries.

Through the conclusions based on the analysis conducted, we are trying to find answers to the

question regarding the role of the monetary policy and China and its ability to answer to the



challenges of the modern world. The instruments that the monetary policy uses needs to be
adapted to a modern IMS, based on the cooperation principles among countries in order to
obtain on the long run the same objectives: sustainable economic growth and price stability.
The efficiency of the monetary policy can demonstrate how healthy was the growth model
adopted in China in the past years. The final mission of the People Bank of China is to assure
the transition of the economy from an economy based exclusively on promoting the exports
and industrialization towards a one more orientated into internal consumption. The new model
will assume also reducing the consumption of raw materials and energy dependency. Based
on the conclusions formulated and the future research topics, we will present a series of
arguments aimed at presenting the overall picture of the Chinese economy in correlation with
other states that have proved the efficiency of the growth model over the years.



A Summary of the Chapters within the PhD Thesis

Summary of Chapter I - The monetary policy at an international level — concepts,

politics, forms

The global monetary policy has seen many changes both at the level of the role played, to

the instruments available or even at the level of its autonomy.

The role of policy in the framework of the International Monetary System has evolved over
time, the monetary policy instruments used during the monometalism and bimetallism have
evolved over time after the collapse of the Bretton Woods system until the recent economic

crisis.

In this  first chapter, we noted that, for a modern, efficientanda IMS adapted to the
globalization process, it isnecessary to haveaform of cooperation between states.
Each state's monetary policy should be focused towards achieving internal financial stability
of by applying international principlesand tools in order not to affect
the economic objectives of the others indirectly. The monetary policy of the individual
States must  ensure price  stability andthe financial environmentto help ensure
a sustainable model of economic growth without harming the interests of other States. By
doing so, manipulation of the course of its own currency and exchange rates misalignments

should be avoided.

The aim of the chapter is to provide a clearer picture on the elements that create the IMS
today from the currency markets, capital markets, to the institutions that mediate the

economic, monetary — financial relationships up to the role of the monetary instruments.

The importance of a quick response of the monetary policy by adopting the most appropriate
tools to respond to various disturbances on national or international markets has been
increasing overtime. And this has been highlighted since the bimetalismului and
the monometalismului. During the period of these monetary systems, the objective of
monetary policy was to ensure the required amount of precious metals at the national and
international level. As long as the forecast was assured, monetary policy might apply to
other objectives such as the prevention of crises, management of panic or evento expand

the monetary base if necessary.

The high level of inflation in the years after World War | and the great depression of 1929-

1933 has brought into question the new powers that monetary policy should have. The danger



of speculative bubbles, of overproduction, but also the systemic risk has been proven during
the great depression and that quick monetary policy measures to curb the increase in the price
and decrease of asset value are the most important to restore the balance nationally and

internationally.

Therefore, the stability of the financial market was always a monetary policy objective due to

the role played by the instruments in all the time periods analyzed.

To be abletospeak of a monetary policy adapted to the changes incurred by the third
millennium, new  measures to modernize the international monetary system are
required. Here we  can mention the  increase inthe  efficiency  of the reaction  to
economic crises and capacity of anticipation. This can be realized by maintaining the public
debt at a reasonable level in order to reduce external imbalances and the competitiveness. We
might add measures aimed at increasing the level of confidence of underdeveloped and
developing countries in institutions like IMF or World Bank. New assistance programs need
to be implemented with emphasis on structural reform rather than austerity measures.
Reducing exchange rate volatility by diminishing the currency risk and the interest for
financial speculations could be the milestone of a new and improved IMS. Also, eliminating
currency manipulations in order to obtain economic gains should be an objective of a new
IMS.

We believe that these imbalances at the level of the exchange rates shall continue due to
the international situation in the trade market - financial markets are being receptive
to political and military events around the globe. Moreover, national policies
will facilitate short-term speculative attacks on the currency.  Thus, the uncertainties of
today’s Greek economy draws attention to the ultimate speculators in regards to the euro. The
low price of oil internationally, military pressures in oil-producing States and expectations of

interest rate increase in lead to speculative attacks on the dollar's and euro address.

Analyzing all the problems, we consider that some solutions can create a more performed
IMS:

- Reducing commercial imbalances between states;
- Reducing the dependency of USA from China regarding the financing. We can
suggest here increasing the savings rate in USA,;



- Eliminating the structural imbalances — maintain the budget deficit and public debt at a
reasonable level,

- Reducing international reserves and the level of liquidity of financial assets. The
alarming increase in international reserves could reduce the monetary policy

efficiency®

* Horsefield JK. The International Monetary Fund, 1945-1965. Vol 3, documents. Washington: IMF, 1969



Summary of chapter Il - The monetary policy of China - analysis from an internal
economic policy point of view

In chapter 11 we have emphasized the analysis of the Chinese monetary policy in close
connection to its internal economic policies. This purpose was to offer appropriate
suggestions regarding the future of the monetary policy in China and the measures that we

consider necessary to be adopted in order to create a modern financial system in China.

The final objective of the monetary policy is the final goal, quantifiable, made public. This

can be:

- Price stability;
- Stimulating economic growth;
- Reducing unemployment rate;

- Financial system stability.

The monetary policy objective in China is to stimulate economic growth by maintaining the
price level and the stability of the currency. Based on our research, we can say that the main
monetary instruments used were the direct ones to control the monetary aggregates and the

indirect ones to control the level of liquidity on the market:

- Instruments through which the Central Bank injects liquidity or absorbs the excess
liquidity from the market (open market operation, refinancing, reserve requirements
and reserves on loans/deposits)

- Instruments that affect directly the balance of the financial institutions (loans limits,
establishing a report between own funds/loans, the control over the new titles on the
open market, establishing new invoice rates for debts/credits, announcing of a

minimum portfolio of financial titles).

The use of the minimum reserve requirements and open market operations have allowed a
control over the liquidity level and also maintaining the stability of the financial market.
Reducing the interest rate in order to increase liquidity on the market was recently used in
2015. Considering the lack of trust of the investors, this two instruments proved not sufficient

in the short run to regain trust.

Using the open market operations was long debated especially considering their role in
assuring financial stability. There were many discussions during the years on the excessive

use of this operation and how it might affect the price stability. At the moment, we consider



that for China using this type of operations in order to control the liquidity level on the market
Is a step forward in order to develop the financial market and a diversification of the
instruments. These operation lead to a better allocation of resources which lead to an
improvement of the bank portfolio, therefore on the short run they are beneficial considering
the level of the foreign exchange reserves. Moreover, the research on the level of the money
supply in China have proved the necessity of maintaining it at the level targeted in order to
avoid inflationary pressures. Also, our research have stated that the open market operations
are affected because they can be implemented immediately. Since any movement on the
interest rate level needs an approval from the government, the use of interest rate to control

the level of liquidity in the market is more efficient on the long run.

Based on the research conducted, we can say that the Central Bank of China needs more
autonomy and independence in order to implement the monetary policy. In this way, the
Central Bank will have all the necessary means to guide the economy. Although we have
emphasized that the interest rate should become an operational objective, the window
guidance measures are on the sort run the fastest solution available to control the level of
liquidity on the market. On the long run though, using the interest rate to control the level of
liquidity and the credit level might be more effective though. And as a way to guide the bank
behavior, the use of the window guidance measures are a solution. This measures could
contribute to a more prudent behavior of banks in granting credits, a better risk management.
A more prudent behavior during economic boom could lead also to better control inflation

expectations.

The topic of the monetary instruments should be used in order to fulfill the objective was long
debated. Therefore, we have analyzed the monetary policy instruments used during the crisis
in order to identify measures that the monetary policy can take in the future in order to avoid

such effects.

The monetary policy of each state had the difficult mission to stabilize the economy after the
external shocks and the domino effect created by the fall of Lehman Brother. Many
economists like Taylor [152A] have mentioned that the low level of the interest rate in USA
has reduce the costs of borrowing. Even though we can assume that this low interest rate was
sustained by the increase in productivity and the increase in the saving rate during the end of
the 1990 and beginning of 2000. And the increase in the foreign exchange reserves of most
developing states was the result of the lack of trustworthy assets in order to place the capital.



From here, we consider that we can mention three problems of the monetary policy conducted

by the majority of the states:

- The lack of quick reaction in foreign exchange reserves and the lack of reaction in
USA to the increase in the volume of the loans;

- Expectations regarding inflation play a critical role in elaborating monetary policy.
Expectations regarding inflation were not correctly correlated being influenced by the
low inflation volatility and the increase in output which distracted the attention from
the increase in the value of the loans for example.

- The lack of a risk management — finding methods of restricting the risk credit,
improving methods of identifying risk in loan granting.

Besides of measures of liquidity injection on the market, measures of increasing the exports
by depreciating the value of the currency. Depreciation of the currency was a result of the
expansionary monetary policy realized through conventional or unconventional instruments
led by the states in order to increase the level of liquidity. This measure was adopted by USA
and it is considered an expansionary monetary policy to promote national interests and a
result to improve current account balance and not as an activity aimed at deliberately affecting

the commercial balance of a partner.

This measures are considered unconventional, compared to the conventional measures of
influencing the money supply or interest rate. These measures proved efficient in the majority
of the countries and managed to fill in the necessary liquidity level through external loans.
The loans however have affected the position of the governments by increasing the deficits
which can lead to longer periods of recovering after crisis. After the recent economic crisis,
we can say that the monetary policy needs to be modernized in order to be able to react to
longer period of general instability. Otherwise, price stability is not sufficient in order to
obtain financial stability.



Summary of Chapter 3. The effects of the economic and monetary policy of China at the
external level

In Chapter Il we have highlighted specific effects that China's economic policy has on
monetary policy, economic policy and thus the effects that can externally. In the first part we
discussed the role of China's savings rate and its effect on externally and the role of monetary

policy in controlling the rate of saving and consumption levels.

We proved that years of economic growth have facilitated the growth rate of saving both
households and the corporate and government under a level of consumption at low levels as a
percentage of GDP, combined with low living standards. On a short- term, this high saving
rate had beneficial effects in China. It help maintain high trend in investments in the reforms
period, even in times when foreign capital flows were difficult to obtain and thus contributed
to the shift from a planned economy with low incomes, to a market economy. Moreover, the
high savings rate enabled the government to adopt policies of rapid growth - promoting
exports has allowed the development of several industries and allowing to create the
requirements for technological development.

We believe that, in China, due to high savings rate, boosting the credit policy and reducing the
interest rate, is recommended as measures in monetary policy, for a better allocation of capital
and increased consumption. Also, savings trends are dictated largely by low GDP / capita,
thus CPI remains high because of this. Given the fact that the vast majority of the products
sold by the Chinese exporters are final goods, the evolution of the CPI is the most important
factor in the decision to sell internally or externally. Therefore, exports as the main engine of
economic growth are determined in large part, in addition to fixed exchange rate, by the CPI
developments. On contrast, most of the products imported by China are intermediate goods
and products, thus the price is determinate by the IPP.

However, China must take into account the negative effects of deflationary pressures that
decrease PPl and CPI growth may generate. Indeed, in 2015 there was a decrease of IPP
which was influenced largely by the drop in oil prices which affected exports at the same
time. One of monetary measures that we believe can be applied to counter the deflationary
effects as lowering reserve requirements that may support the domestic economy by
increasing the number of loans and boosting consumption. That, in addition to measures
adopted at the end of last year when it was lowered the monetary policy rate. Several factors

are considered to present a risk to deflation in China:



- The deterioration of the economic situation al a global level;
- Domestic industrial overcapacity;

- Reduction in capital investment within the country;

- Inefficient investments, increase in credit defaults;

- Fall in oil prices worldwide.

All these factors have had a negative effect on prices in recent years and low consumption and
high savings rate have deepened these fears of a possible deflation. Furthermore, a study
made by Chen and Hardie in 2014 revealed that the influences that oil price shocks have on
the price level in China is directly proportional. Such as the global fall in oil prices maintained
under this model are chances to register the same effect in lowering the domestic price in
China®.

In the last part of this chapter we analyzed the perspective of China's currency to be included
among the currencies included in the basket of currencies the IMF which will directly affect
China's trade relations with all countries. The future of renminbi as an alternative to the dollar
and euro on international financial markets will be determined only by China's ability to
implement the reforms needed to create a sustainable growth model. And to reform the
financial system, China needs an independent monetary policy able to afford the capital
account liberalization and restrictions on domestic financial markets while maintaining price

stability and allowing social reforms needed to boost consumption and reduce savings rate.

If these tasks are completed, China may start promoting convertibility of the national currency
and to promote confidence among investors. All these reforms can be implemented but only
gradually, which will make the prospects of renminbi to become a main trading currency on
international markets long-term mission, perhaps decades. That's because there are numerous
political and cultural restrictions. Thus, being a communist country, it is difficult to obtain the
confidence of trading partners to use this money or to be used as a reserve currency for other
countries. All the renminbi progress on the international market creates a sense of trust in the
Chinese government, even if at this moment, increasing confidence was mainly due to the use

of the renminbi at a regional level. Current issues related to loss of confidence investors have

*Chen S, Chen D, Hardle W. The influence of oil price shocks on China’s macroeconomy: A perspective of
international trade. SFB Economy risk, Berlin 2014



in China's economy following the economic slowdown and the drop in the stock market,
together with the lack of positive reaction of the market as a result of monetary policy
measures of depreciation of the currency, reducing the policy rate and reduction, will delay

the process of internationalization of the Chinese national currency.

Throughout this chapter, we analyzed, however, real exchange rate developments in
correlation with the saving rate which demonstrated the effort to maintain the monetary policy
and exchange rate stability of the currency. The sustained efforts from the recent years to
maintain the appreciation of the exchange rate has led to the gradual improvement of the
business relationship with the US and hence the gradual reduction of the trade deficit with
China. Findings remain timid and US deficit remains at a high level, which requires a large
amount of foreign exchange reserves, the largest in the world. The issue of China's large
foreign exchange reserves represents a threat to the stability of the entire financial system.
That's because the reduction of foreign exchange the Chinese reserves in dollars can only be
achieved by selling them which would lead to decreased value of the dollar themselves- can
destabilize the entire financial market. Otherwise, gradually employ the decelerating their
purchase, a trend that China seems to have begun to implement (in July, according to data
from BCC, foreign exchange reserves in dollars fell by 40 billion of USD 3.69 reaching a
billion dollars). Another solution could be the diversification of how they are used, thus
promoting a diversification of their investment, turning them into capital that can be invested.
This solution is however one that we consider that can reform the entire financial system in
China and an innovative solution to a financial system where change is needed. But it could
bring additional confidence in the national currency and could contribute to propelling

renminbi as an international currency.



Summary of Chapter 4. Econometric analysis of the elements that influence monetary market in

China

In this part of the paper, to highlight the role that various macroeconomic indicators may have
on inflation in a country, we analyzed three different economies, with different principles of
government and sizes, but which are considered models for various reasons. Thus, using an
econometric model based on four macroeconomic variables we considered two-state model
validation to generate considered relevant for further analysis. For this purpose we considered
relevant analysis on the US economy, which is currently the world's largest economy, and a
developed economy, and that of Denmark, an industrialized, open and stable economy.
Considering the importance of monetary policy in a USA to create a sustainable model of
growth, we started this analysis from the premise that the principles that are validated on two
states considered relevant for the global economy could be applied in the case of other

modern, powerful countries, governed by market principles.

Building on the monetary policy objective of most countries to maintain price stability, any
inflationary pressure usually associated with a lack of development of financial variables can
lead eventually to excessive credit growth and asset price growth®. European Central Bank
data on 15 industrialized countries has shown that, when money growth is accompanied by

credit growth and asset prices, then most likely there will be inflationary pressures®.

In our approach we started from the truth that links between economic phenomena are
characterized by a phenomenon or another under the influence of a complex range of factors,

some of which are essential, and some of secondary importance.

If the complex relationship in which the dependent variable may be influenced by several
independent variables, calculating the correlation cannot be limited to only one significant
factor of influence, but must include other independent variables with significant influence on
the dependent variable analyzed. The way these independent variables are affected by

dependent indicators, is measured by using multiple correlation.

Also, within multiple links, factorial variables have different influences on variable outcome;

some exercises an important action on the phenomenon effect and must be taken into account

® Bordo MD, Jeanne O. Monetary policy and asset prices: does "benign neglect” make sense?”. International
Finance Vol. 5, No. 2, pp.139-164, 2002

® Roffia B, Zaghini A. Excess money growth and inflation dynamics. European Central Bank, working paper
series no 749, 2007



in the calculations of regression and correlation, while others have an action less important
and can be neglected. Correlation methods have the effect of simplifying calculations and
conclusions because it is impossible to quantify the causal factors acting on a socio-economic

phenomenon or process.

The methods and statistical techniques to quantify, factor analysis, estimation and testing are

represented by a large and varied crowd of statistical and mathematical methods and tools.

The most significant of these methods and tools are applied in one form or another, on the
input data available in order to explain the factors and therefore obtain the information

necessary to substantiate the decisions of action.

We initiated upon the basis that the inflation rate as dependent variable is influenced by broad
money, the savings rate, consumption levels and the nominal exchange rate as independent
variables. The developed model coefficients measured inflation in China between the years

1994-2011 on account of each of the four explanatory variables considered.

We started he modeling analysis of time series by simple regression and multiple linear

regressions for Denmark using the following equation regression:
yr=axi+ b + g,
Where yt = inflation rate (%) Note Infl;

xt = Money (USD million) not MoneySupply (1); Cons (2); Savings (3);

Nominalexchangerate (4);
et = residual variable
Based on the interpretation results of the regression we have identified that:
- An increase in money supply by one, Infl will increase by 0.000000000000792 units

- An increase in the rate of saving with one unit, inflation will rise in turn to
0.000000000022336 units

- An increase in the nominal exchange rate by one unit, the inflation rate will decline on
average by 0.031206077639469 units



- An increase in consumption by one unit, inflation will increase by 0.000000000006300

units.
The results obtained after carrying out estimates in Matlab are:

Infl = 2.516542766461885 + 0.000000000001314 *MoneySupply — 0.000000000051086
*Cons + 0.000000000096378 *Savings — 0.013622456424386 *Nomianlexchangerate. (5)

The analysis undertaken yielded a correlation coefficient of 0.3414 in R? model, which shows
that between exogenous variables and the endogenous analyzed, there is a connection of
medium intensity. Clearly, when R? has values closer to 1, the better the regression model

adjusted sampled data.

The random variables (waste) € are normally distributed, there is no link between exogenous
variables and the vector of residues at the population level, the errors are not auto correlated
and the model is homoscedastic. Model parameters are significant.

Based on the regression equation for Denmark, we can draw the following conclusions:

- The money and the savings rate significantly influence the model. Such a variation thereof
in a certain direction, inflation in turn will oscillate in the same direction, but with a lower

value;

- The nominal exchange rate and the consumption significantly influence the model, but in the

negative way. At the change of these two indicators inflation will evolve in reverse;

- Because of the correlation coefficient, the dependent variable, the average inflation rate is
influenced by the four variables analyzed in 34.14% of cases. Based on this result, it appears
that over 54% of the inflation rate is caused by other factors. Other potential explanatory
variables that could express the rest of 0.6586 in shaping inflation and contained in vector
waste could be interest rate, productivity, legislative changes in the labor market, changes in
the level of GDP / capita level of government spending, which could be the subject of future

research.

Modelling time series by simple regression and multiple linear regressions for the US then,

using the same regression equation concluded the following results:

- An increase in the quantity of money in the economy will drive inflation will fall by
0.000000000000003 units.



- An increase in consumption by one unit, will rise the inflation rate with 0.000000000000020

units

- An increase in saving rate by one unit, the inflation rate will increase by
0.000000000000711

- A rise in the nominal exchange rate by one unit, the inflation rate will rise in turn to
0.002038079427913 units

After applying econometric model in Matlab, we obtained the following equation:

Infl = -1.064434007334435 - 0.000000000001542 * MoneySupply + 0.000000000002223 *
Cons + 0.000000000001448 * Savings - 0.028951401064793 * Nomianlexchangerate. (5)

Based on data results from the US we shown that the correlation coefficient is R* = 0.68482 ,
indicating the strong link between these four endogenous variable and the explanatory one.

Clearly, the R? has values closer to 1, the better the regression model adjusted sampled data.

Based on the results from implementing multiple regression model we can draw the following

conclusions:

- Variables used in our analysis to determine the inflation rate affect inflation in 68.48% of
cases. This shows that the four independent variables have a dominant role in determining

inflation and a shock can cause considerable imbalances;

- Money supply and nominal exchange rate significantly influences the pattern but in the
negative way. Thus the dependent variable will evolve in reverse by comparison with the

evolution of independent variables;

- Savings rate and consumption recorded positive coefficient, which will induce inflation to

evolve in the same direction as in the case of independent variables

Modeling time series by simple regression and multiple linear regressions for the China then,

using the same regression equation concluded the following results:

- At an increase of the money supply with 1 unity, inflation will drop by
0.000000000000058 units;

- At an increase of consumption with 1 unity, inflation will drop by
0.000000000001995 units;



- At an increase in the savings rate with 1 unity, inflation will drop by
0.000000000000920;

- At an increase of the nominal exchange rate by 1 unit, inflation will drop by
0.494347489101299 units.

The most important result after this analysis is the role played by the exchange rate over
inflation. We can explain this by the fact that any increase in the exchange rate will lead to an
increase in the money supply and in the end in inflation. There were many economists that
have researched this idea, Roubini said that’, referring to the new macroeconomic theories
that any increase in the money supply will lead to an increase in inflation and the nominal

interest rate will not have any effect on output, consumption, investments.

After implementing the annual data during the years 1994-2011 using Mathlab we have found
the following regression equation:

Infl = - 0.000000000001031*MoneySupply - 0.000000000014130*Cons +
0.000000000030315*Savings + 0.117832517348119*Nomianlexchangerate. (5)

Based on the result, we have concluded that the random variables (waste) € are normally
distributed, there is no link between exogenous variables and the vector of residues at the
population level, the errors are not autocorrelated and the model is homoscedastic. Model

parameters are significant.

The correlation coefficient of the model is R? = 0.1814, indicating that there is a connection
between the variables analyzed, which is a week link. Therefore, in the case of China, the rate
of inflation, the rate of inflation is explained by the four variables but only in a proportion of
18.4%, there are other factors that influence the variable. Therefore, we can say that the
factors that the variables that influence the inflation demonstrated in the case of Denmark and
USA are not proven for China due to the particularities of the Chinese economy and the
monetary sector. China uses the exchange rate as an instrument but also as an objective of the
monetary policy. Therefore, we should consider other economic and social variables like the
increase in the price of oil for example that could better explain the model. According to the
Chinese particularities, the high savings rate and the low level of consumption should have
better explain the model. However any intervention in the monetary market was addressed to

maintain the stability of the currency and to promote export growth.

’ Roubini N, Backus D. Lectures in Macroeconomics, Stern School of Business. New York University, 1998



Based on the data resulted we could conclude that:

- The money supply and consumption negative influences inflation rate. Therefore, at an
increase of the two variables, the inflation will drop proportionally with the value of
the regression coefficient;

- The savings rate and the nominal exchange rate directly influences the model, the
positive coefficient of the variables produces an evolution in the inflation rate in the

same way with the modification in the exogenous variables.

Considering the low coefficient correlation, we can present a first conclusion that, compared
to the modern economies the independent variables does not validate the model in China. Not

even from the coefficient point of view, the Chinese system is not similar to the other two.

Even tough there is a general idea promoted that the Chinese economy is a free one that
functions in accordance with the macroeconomic laws, there could be identified other

elements that would contradict this idea like:

- Ahigh level of state implication in the economy;

- The statistical data published by several international institutions prove a high level of
discrepancy in regards to China (National Bank of China, Bloomberg, World Bank,
International Monetary Fund);

- A reduce level of transparency regarding the economic date, besides the inflatrion

targeting regime adopted.

In the last part of the chapter IV, we have analyzed the inflation in China in t moment
considering the inflation in the previous year t-1 by modeling time series. We have chosen the
modeling of a linear simple regression in t moment in the period 1971-2012 using inflation in
t-1 during 1970-2011. The linear simple regression is a econometric method mostly used and
the regression function represents the base of which the best macroeconomic and
microeconomic analysis are realized. Over years, there were significant differences between
the levels of inflation in China. If before the 1990, in China there was a highly volatile
inflation regime, in the past years after 2000, inflation had registered low values and low
volatility.

Inflation persistence is also an aspect that needs to be taken into consideration and its
importance was more and more realized based on Friedman analysis that said that ,, a high

inflation is associated with a high level of un certainty and then, a high level of uncertainty



determines reduction in production and increasing the unemployment®. The uncertainty leads
to an increasing mistrust among the population which can decide decreasing consumption and
affecting production which might lead to unemployment. In anticipation of a high price level,
the consumers will be reluctant to buy and the investors will abstain from new investments,

waiting for more stable periods.
The linear simple regression is:
Infl; = 1.5196 + 0.6766*Infl;.;

Analyzing the result, we can say that the hypothesis regarding the method of least squares are
verified. Also, the estimators of the model parameters are significant different from zero and

reach a representation level of 5%, the model is also representative.

In this model, we can see that the rate of past inflation in (Infl.;) is an essential influential
factor of variation in current inflation (Infl)). The correlation coefficient was 0,4786, which
confirms a bond of medium intensity between the endogen and the exogenous variable. The
interpretation of the regression is: at an increase of inflation in Infli.; with one unit, Infl; will
increase roughly with 0,6766 units. If Infl.; will not vary, then Infl; will increase with 1.5196

units.

Therefore, considering the results, we can say that the model, along with the analysis of the
evolution tendency of inflation rate in the current year based on the one in the past year could
represent the base to create an estimation as realistic as possible regarding the level of
inflation in China. As a future research, we can anticipate the future level of inflation based
on this result and also integrate expectation of inflation in future studies. If it is necessary that
the inflation target to be increased from year to year from several reasons internal or external,
then expectation regarding inflation will increase. However, as some economists® analyzed
across the years, there is a tendency that, when the inflation target is higher, the financial
policies of the government are more instable. And estimating as accurate as possible the level
of inflation taking into account all the variables that can influence it is as important as

overestimation of inflation causes more pressures in controlling it than anticipating it'°.

® Friedman M. Inflation and unemployment. J., Political Economy, 85: 451-472, 1977
® Fischer S, Modigliani F. Toward Understanding of the Real Effects and Costs of inflation. NBER, 1978
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Conclusion

The goal of this paper was to analyze the specific elements of the monetary policy in state,
China. There are several reasons for which the evolution of this country was impressive and
very important for the world economy. First of all, we can mention the specific elements that
have contributed to the economic development the effects that the specific internal policies

had in realizing the development.

The subject of the importance of the monetary policy in a state was debated for a long time,
therefore the unique characteristic of Chinese monetary policy became of interest at an
international level. The role of the monetary aggregates as an operational objective, the
efficiency of the instruments, the efforts of maintain the course of the national currency by
sterilizing methods are of an international interest due to the fact that can prove the efficiency

of the monetary policy.

Internal and external deficits have always been analyzed for all the economies with
impressive economic growth. As a solution to reduce the external deficits of China without
affecting the economic growth could be reducing the current account surplus. The benefits for
the commercial partners, especially USA will be increasing the exports. This could generate
on a long run higher inflation, but also of credit, wages which could encourage consumption.
The Balassa- Samuelson effect implies an increase in the real exchange rate in the same way
like that of productivity of the goods destined to exports. Under the target of maximizing
profits, the increase in productivity will determine increase in wages. Under perfect capital
mobility, the wage level will increase, which would lead to an increase in prices and an
appreciation of the real exchange rate. The Balassa effect in China assumes that an
appreciation of the real exchange rate will lead to an increase in productivity and in prices.
Therefore, in order to encourage consumption, China should allow an increase in inflation.
The way in which this Balassa effect proves in China is debatable. First, exchange rate
appreciation is a long difficult journey and the increase in productivity will not automatically
lead to increase in wages and then consumption due to the specific elements of Chinese
economy. The savings rate are increasing over time and the consumption remains relatively
the same due to the underdeveloped social system. Adding here that one of the sources of the
external imbalance is the high savings rate, we can say that allowing the inflation rate to
increase might be a necessary harm. China needs a new and improved image on an external

level and a proof that the monetary policy has all the tools necessary to reform the monetary,



banking and financial system. And all this reforms can be done only with sacrifices. It is to be
seen in the following years what exactly can China sacrifice in order to achieve a sustainable
growth model using its own resources without further deepening the external imbalances. The
efforts of maintaining the exchange rate led to an impressive increase of the foreign exchange
reserves which contributed to China’s capacity to handle all the speculative attacks or
avoiding currency wars. As long as the process of acquiring foreign currency was
accompanied by selling of titles denominated into renminbi, the sterilization procedure was
respected. However, by using this open market operations for several years, the level of the
foreign reserves surpassed all the expectations. Therefore, at this level any attempt of selling
these reserves could affect the international financial market. The opportunity cost brought by
increasing the reserves was positive, it helped the economic growth, therefore for many years
the price paid was considered acceptable. The question remains, for how long this price can

be considered acceptable?

Considering the monetary policy objective of maintaining the price stability and the value of
the currency, new methods of avoiding the effects of the “impossible trinity” must be
identified. We argued that, for an IMS more developed and adapted to the changes of the 111
millennium, the monetary policy of each state has to be independent. In the same time though,
the liberalization of the capital account needs to be maintained. The capital flux under a
liberalized capital account can influence the monetary condition on the market even in the
absence of a Central Bank intervention. For example, a large inward volume of capital fluxes
for a long period of time could lead to a decrease of the interest rate for loans or deposits,
therefore guiding the monetary behavior without a direct intervention. However, under an
inflation targeting regime, the Central Bank has the capacity to intervene on the exchange rate
maintaining still the monetary policy independence, because the intervention is in order to
accomplish the ultimate objective.

Targeting of monetary aggregates is no longer necessarily a monetary policy regime, but
rathera means to adjust the imperfections to achieve the objective of price stability.
Therefore, the intervention on the exchange rate during manage floating exchange rate are
usually expected as a response to the changes in the international market like increase in the
oil price, military events, politics. In the light of the international current tensions, we can

expect a certain control over the exchange rate by all the Central Banks.



The “impossible trinity” becomes the biggest challenge of China’s monetary policy in the III

millennium.

The analysis of the impact of each component will prove the role that monetary policy has on
the economic policies of China and their efficiency. In the context of the named scope of
including the renminbi in the basket of currencies that define the SDR, the capital account
liberalization must be obtained. In order for this to happen though, China must allow its
exchange rate to appreciate up to an equilibrium level and to adopt alternative measures of
sustaining the economic growth due to the decrease in the level of exports. According to the
“impossible trinity”, if the Yuan will appreciate against the USD up to an equilibrium level,
China should abandon the monetary policy independence. This however should be the
objective on the short and medium run in order to regain confidence of the investors due the
stock exchange fluctuation in August 2015. According to our analysis, the monetary policy in
China does not have the possibility to promote its currency as an international one due to the
control over the exchange rate. Currently, the control over the exchange rate is high the
monetary policy is not entirely independent , therefore the capital account can not be
liberalized. Taking into account that all the elements of the trinity can’t be fulfilled at the
same time, China needs to set its priorities. The way in which the monetary policy manages to
realize the ties between the operational and intermediary objectives is an indicator of the
monetary policy efficiency. Anticipating the best instruments that can be used in order to
realize the operational objectives and anticipating the timeframe needed so that the market can
react prove the effectiveness. Considering the intermediary objectives to control the monetary
aggregates we have to analyze their future. There are already economist that pledge towards
eliminating the intermediary target in case the final objective is inflation targeting, fulfilling
the final objectives could be performed only by using the instruments.'* Taking this into
account, we consider that the monetary policy of China needs to be adapted to the new
realities. The increase in the monetary mass along with the tremendous value of the foreign
exchange reserves proves that the sterilization measures did not have the expected result.
Using the monetary base as an operational objective is not a solution and the interest rate
needs to become more important and to be used as an instrument. According to Keynes, the
interest rate has to be the most important intermediary objective of the monetary policy in a

free country. Based on this idea and our analysis, we consider that using the monetary

" Neupauerova M, Vravec J. Monetary strategies from the perspective of the intermediate objectives.
Panoeconomicus, 2007, p220



aggregates, thus increasing the monetary mass is not a long term solution. The constant
increase of the monetary mass and foreign reserves are proof that China’s monetary policy is
in need of reform. Any intervention on the interest rate can’t be done directly by the Central
Bank without an approval from the government. Therefore, at this moment we can’t consider
that China has an independent monetary policy. The need of reform is not only at the

exchange rate level but at the entire instruments.

The monetary policy needs to prove its efficiency to contribute directly to fulfill the
macroeconomic objectives and ensuring a sustainable growth. Therefore, besides the
exchange rate liberalization, we consider that interest rate liberalization and using it as an
operational objective is to be desired. We might add here a different approach of the window
guidance measures, used as a sterilization measure. Even though they are considered an
unconventional monetary policy and a form of state intervention in the economy, we suggest a
new approach. Considering the consumption habit of Chinese population, we can propose an
innovative approach of these measures by using the window guidance through the banks in
order to boost consumption. Creating a tighter bond between the banking sector, economic
agents, population could contribute to changing the behavior consumption by making the
loans more attractive. We have notices that one of the main obstacles in boosting consumption
was the mentality of the population that can be overcome by these persuasive measures. The
reforms in the monetary and financial system can be easily implemented by strengthening the
role played by the banks in the system. Increasing the faith in the banking sector will
contribute to increase the faith of the population and the economic agents in the health of the
financial system. Educating the consumption behavior is not an easy task, but it can be the
milestone of the entire system reform. Modernization of Chinese economy can be realized
therefore through an economic model based on consumption boosting, capital account
liberalization and a stable currency at a level guided by the market.

We believe that liberalization of the capital account will contribute to a more efficient use of
resourcesand  will assist  in  thetransfer ~ of  technology  and know-how, to
reduce information asymmetry and higher capacity stabilization through the sharing of

risks and diversify portfolios due to greater access to international capital.

Increasing financial integration will most likely lead to a lower stability of the exchange

rate which will affect the main engine of economic growth thus far, namely exports. Thus, the



obligation to modernize economic growth engines and a diversification of them becomes

necessary.

The analysis undertaken to investigate the role that specific elements of China's economic
policies have on the inflation has contributed to several questions about the sustainability
of the model of economic growth of China. The analysis in Mathlab by modeling time series
using liniar and multiple regression of the macroeconomic variables monetary mass,
consumption, savings rate and nominal exchange rate proved a week link between the
variables and inflation rate in China. The same model though proved a tighter link in the case
of other economies considered stable, market orientated USA and Denmark. Our premises
were that the internal economic policies of China — demographic, social, political that have
contributed to the current level of savings rate and consumption should have an impact over

inflation.

Considering the monetary policy objective to maintain the price stability the unclear results
brings new questions. Taking into account that the model was proved on other two economies
that have the level of consumption and savings rate normal compared to the size of the
economy. Therefore, the model should have been proven also in the case of China. The
analysis demonstrated that the independent variables does not validate the model on China
even though the elements considered had an important role to play over time in defining the
economic growth. Based on this analysis we can conclude that the monetary policy of China
needs sustainable reforms, aggressive at the beginning because it will change the entire
growth fundamentals. Allowing the capital account to liberalize and increase the capital
mobility will generate outflows of capital due to the increase of the interest rate and a surplus
in the balance of payment, also an appreciation of the national currency. Increasing the prices
in foreign currency will determine a decrease in competitiveness of the import products and
the appreciation of the national currency will lead to a decrease in exports. Along with the
increase in imports the external deficit should be expected.

Based on the results of the model we suggest as a future research topic an analysis of inflation
evolution from the perspective of the global inflation. Other future research topic based on our

findings we can mention:

- The analysis of the effects that the inflation rate in China can have on other
economies. A study realized by Muntaz and Surico [117A] demonstrated the fact that,

starting with 1995, the world factors contribute to variation in inflation between 0-



10% for the advanced economies. This aspect needs to be taken into consideration due
to recent events. The development of Chinese economy has brought many positive
effects in the commercial relationship — the increase in exports and lower prices for
import due to the low price level at manufacturing products in China. The global
demand has increased due to the low production prices and the international
competition. We have to analyze though if this macroeconomic effects have affected
the external prices in a positive or negative way. If the positive effects over inflation
rate are quantitative important, on the long run we need to follow the transmission
mechanism of inflation in China because any shock in demand or offer in China can
affect the prices in other states. If the percentage that this shocks can have in
international inflation is high, then every state should take this into consideration
when establishing the monetary policy;

- The analysis and anticipation of the effects that domestic factors determinants of
inflation in China can have at an international level. At the beginning of 2000, several
studies have proved that China exports deflationary pressures in other states due to the
exchange rate mechanism and the manufacturing sector'?. The fixed exchange rate at a
competitive level has contributed to exports at lower prices than compared to USA for
example which led to a downward pressure on prices. China has developed an
impressive surplus in the manufacturing sector which led to a decrease in prices of

such products. Once the economy opened, the threat of deflation is more present.

Taking these aspects into account and the fact that China has an inflation targeting regime we
consider that anticipating the dynamics and the persistence of inflation in China must become

an objective.

Going  furtherwith  the  analysis, asother  pointsof  future  research we
propose an econometric analysis of the role that the exchange rate fluctuations may have
on economic growth, production and other indicators of economic efficiency. Considering the
fact that most countries of the world, with the adoption of a floating exchange
rate adopted as an objective of monetary policy targeting inflation contributes more
to reinforce the idea that the analyses relating to inflation must take into account the exchange
rate. Also, study on the volatility of the exchange rate, a feature of IMS States today, it is

perhaps more important.

 Willard T. Does inflation in China affect USA and Japan? IMF, 2006,
https://www.imf.org/external/pubs/ft/wp/2006/wp0636.pdf, p 4-7
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An increase exchange rate volatility over the period of one year can affect the inflation
expectations which can make the inflation targeting regime more difficult. Analyzing the
developing countries, Calvo and Reinhart (2000)*® have concluded that the volatility of the
exchange rate is dangerous for exports because they become more competitive due to the lack
of liquidities of the forward market. This will contribute to an increase in inflation, especially
in the absence of a perfect capital mobility. This analysis extended for China for several
decades from the moment that China have adopted the inflation targeting regime can prove
how sensitive is the market to the exchange rate movements. Considering the critics regarding
the undervaluation of the Chinese Yuan the analysis regarding the influence of the exchange
rate over inflation could be helpful in about 50 years after adopting the inflation targeting

regime.

Considering the need of reform in the current IMS, the independence of the monetary policy
and in the light of the inflation targeting regime we consider that transparency needs to be the
most important element of the monetary policy in the XXI century. Therefore, the statistical
data need to reflect with accuracy the economic reality, not to be subjective interpreted and to
be based on the results of a stable and market orientated economy.

Most of the studies gave proved a positive relationship between floating exchange rate and
inflation. Therefore, since 2005, since China adopted manage floating exchange rate towards
USD, in theory the level of inflation should have been higher. Considering the exchange rate
and a time period of at least 20 years, we can estimate the influence that the volatility of the
exchange rate can have over inflation. This idea of volatility was strengthen in 2015 once with
the decision of devaluing the Yuan which led to a decrease in the value of the Yuan with 4,4%
in August (2% in one day). This decision was aimed at boosting exports in the context of the
economic slowdown. Yuan devaluation though has fulfilled two targets: encouraged the

exporters and took the currency one step close to the internationalization [41B].

This measure though will lead to deepening the US deficit and to further turbulences on the
European and other stock markets, in the light of the further decrease in the raw material

prices. Once again, China uses he exchange rate in order to promote economic growth.

We can say that, through the internal politics regarding the exchange rate, China uses its own

currency as an instrument of power. Through the internal actions on the internal market,

 Calvo G, Reinhart C. Fear of floating. NBER, working paper no. 7993, National Bureau of Economic
Research, November, 2000



China exports deflation which threatens the world market. The fears of deflation are
intensified by the decrease in the PPI, the fear of overproduction and the decrease in the raw
material price. The negative effects of deflation can be: liquidity trap, decrease in salaries and
the decrease in the aggregate demand on an internal level. At an external level, without a high
level of productivity deflation can lead to a decrease in the asset prices, which be heightened
by the high level of public debt in more and more countries. China, being a net creditor for
several partner, in case of deflation can worsen the commercial position of the partner
countries. Therefore, the deflation threat is real and combined to an excess in production can
lead the Chinese economy in a deflationist spiral dangerous for both the internal economy and
the rest of the world. The answer offered by using an expansionary monetary policy by
depreciating the national currency and reducing the interest rate should be able to surpass the
deflation effects, policy that proved helpful for USA in the past. However, the low
consumption level and the low level of GDP/capita can make this measures not that affected.
The proof is that the stock market did not have a positive and immediate response to the
measures adopted. China needs more effective instrument, maybe even a restrictive monetary
policy rather than expansionist which could generate the necessary results. We have proved
that, due to specific elements of the Chinese economy, some policies might be effective for

some countries but not for others.

The economic slowdown in China in 2015 have brought to the discussion how effective is the
monetary policy in China and how able it is to react to such downfalls. By using a monetary
policy mostly focused on the exchange rate, the objective to maintain the low price level are
in contradiction with the macroeconomic laws and the Balassa effect. Therefore, artificially
maintaining the level of the currency proves the fact that Renminbi is used as an instrument of

power, by which China maintains its place in the international market.

The decrease of the raw material prices at an international level is a determinant factor of the
inflation in China due to the dependency of resources. The pressure of decreasing prices was
fueled also by the rumors that FED will increase the interest rate in USA which will lead to a
more powerful dollar and lower prices for the raw materials. The constant increase in prices
has determined also pressure on the stock exchange which can determine the retreat of some
investors and increase in the unemployment. We have to follow though the effects that the
decrease in the raw material prices and economic slowdown in China will have on China
partners. According to an analysis performed by Bloomberg [1B], the turbulences in China

has fueled the interest of the investors for placements in Central Europe, especially Poland or



Romania. The yields on government bonds have decrease in the region following the
quantitative easing measures implemented by the European Central Bank in order to stimulate
economic growth and the low connections with China. Therefore, all this turbulences in China
can be effective for Romania which could attract more investors. Moreover, if USA will delay
further the increase of interest rate the investors will be even more interested in the region.
Considering the current problems in the world economy, we consider that FED will further
delay increasing the interest rate because it will affect the exporters which might contribute to
a decline in the economic growth. Therefore, the investors will pay attention to the events in

China, the Europe answer to the immigration crisis, to the sovereign debt crisis.

Based on our research, we can say that the forces are similar at an international level because
China it is considered one of the world major power due to its impressive economic growth in
the past decades, but only at a superficial level. At an internal level, China proves that has
problems in creating a sustainable growth model on the long run guided by market forces. The
solitary attitude in several international occasions has brought her a reputation of a great
economic power interested only in its personal gains. Recent decisions of lowering the value
of its own currency in the context of a current raw material crisis, specially natural resources —
coal, oil, copper, aluminum- has fueled the idea of solitary battle that China conducts in 2015
in order to obtain its own interests. Although the specialists estimation say that China will
become the most powerful economy in the world by 2020, the same studies mention that India
will become the most powerful economy in the world by 2030**. Meanwhile, USA struggles
with a low level of the economic rise and still tries to overcome the effects of the financial
crisis is still a powerful economy, with an economic growth model that proved its efficiency.
The only difference is that its current growth is slower compared with other economic

partners.

The monetary policy measures implemented in the current economic turbulences in China
brought by the economic slowdown and the stock market crisis become the most discussed
topics concerning the future of the world economy. The prompt answer offered by China by
lowering the interest rate and the minimum reserve requirement did not have the answer
expected. The Shanghai stock exchange closed with -8.7% in august 2015, the lowest level
since 2007, the effects spread on other stock markets. The panic through the investors spread

1 Raport PWC- http://www.pwc.com/gx/en/issues/the-economy/assets/world-in-2050-february-2015.pdf, p
19

 Investment tools, http://www.investmenttools.com/equities/world/china_shanghai_composite.htm
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rapidly to other states because the effect in China pressures the raw material prices, already at
a low level. All of this along with the uncertainties regarding the interest rate in USA, the
political problems in Greece and Turkey create the fears of a possible global stock fall which
can lead to new recession periods. The global market volatility to Chinese problems is more
and more speculated in the waiting of the FED new session. An increase of the interest rate
will lead to capital exit from China attracted by the higher return rate in USA which will
further affect the world turbulences. Acquisition of American bonds will be reduces which
might create financing problems for USA, China being the most important creditor for USA.
The domino effect will be the risk of deflation, reducing the demand, reducing the profits
which will affect the majority of the emerging countries dependent of capital inflows on the
short run like Turkey, Russia or Brazil [48B].

The efficiency and independence of a monetary policy can be really tested by the answers
given during recession period. The world Central Banks will have to prove their efficiency in
coordinating the monetary policy toward counter the effects of crisis waves. At the moment,
we can’t say for sure if the world economy is heading towards a new economic crisis, but the
market capability of self- regulation seems more and more difficult. The massive injection
liquidities in the past years in order to overcome the effects of the economic crisis in 2008
have created speculative bubbles that helped the external debt burden. The lack of prompt
answers and efficient to the sovereign debt crisis and even the immigration crisis in 2015
proves that the world states are not prepared to react properly to the events of the past decade
[45B].

Takins this into consideration, we consider that 2015 is a crucial year in order to establish the
role of the monetary policy in anticipating economic crisis. The monetary events during the
fall of 2014 will create the new principles of the new International Monetary System adapted

to the financial, social and military events in the past years.
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