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Optimal Choice to Counter QE Monetary

Policy in Developed Countries:
Expanding domestic demand, adjusting economic structure,

narrowing external surplus, facilitating balanced growth

Gang Y1

Professor of China Center for Economic Research, Peking University

The optimal choice to counter QE monetary policy in developed countries is to expand
domestic demand, adjust economic structure, narrow external surplus, and facilitat balanced

growth. The policy combination has long been a guiding principle for China.

In terms of four major macroeconomic goals, China has performed extremely well. China has
achieved robust economic growth, large employment expansion, and a low average inflation.
However, there is still room for improvement in going towards balance of international
payments. China's 12th five-year plan has set requirement in this aspect. In G20's 2009
Petersburg Summit, leaders of the G20 countries including China endorsed the framework for
"strong, sustainable and balanced growth". There is a large intersection between the theme of

our 12th five-year plan and the G20 framework.

Except for the relatively large current account balance and accumulation of foreign reserve,
many experts also raise the issue of "hot money" in the discussion on imbalances of China's
international payments. According to SAFE's study, the cross-border capital flow has been

basically in accordance with China's international payments.

China is now facing a vicious circle. QE monetary policy in developed countries is running
money-printing machine in nature. Part of the money is spent on China's products. While low-
priced, high-quality products flow abroad, pollution and CO2 discharged in production are left
in China. The trade surplus turns out to be foreign reserve accumulation in the hands of the
central bank. The foreign reserve has been invested in foreign assets. However, due to the QE
policy with nearly zero interest rate, to seek a good return on foreign reserve has been more

and more difficult.

To maintain the stability of RMB exchange rate under appreciation expectation, the central

bank has to buy in US dollars. In this way, base money is issued to the public. Then the central

12
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bank has to issue bills or raise the required reserve ratio to mop up any rise in base money that
would have resulted in inflation. The central bank also has to pay interest on required reserve
and central bank bills. We have to consider the marginal cost and benefit of continuing these

operations.

Finally a Chinese-medicine-style therapy has been suggested to move in the direction of
expanding domestic demand, adjusting economic structure, narrowing external surplus and
facilitating balanced growth.
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The Gray Income and the Government Reform

Xiaolu WANG
Deputy Director, National Economic Research Institute,

China Reform Foundation

In this speech, Prof. Wang presents the estimated result of the gray income in China by the

survey data of 64 cities in 19 provinces of China.

First, he compares the official data from different sources and finds an interesting phenomenon
that the household incomes from different sources are inconsistent. The result implies that

some gray income may exist.

Second, he tries to examine the magnitude of the gray income by using the independent
survey data. Particularly, he introduces the method to estimate the amount of gray income
and its implications. Although it is difficult to infer the real income directly, it can be deduced

indirectly from the close relationship between the Engle coefficient and income.

The main results drawn from this research include: first of all, the gray income in China is
estimated around 5000 billion RMB. Moreover, the gray income in China has worsened the
situation of household income distribution and has been harmful for the stability of both
economy and society. Lastly, the reforms of government administration, fiscal and tax systems

are the key measures to solve the problems induced by the gray income presence.
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Global Policy, Opportunity, and Asset Allocation in Post
Financial Crisis Era

Haizhou HUANG
Chief Strategist of CICC

From the respective of investment, Dr. Huang firstly takes a brief review of the performance
of the global capital market in 2010. Under the 2x2 analysis framework, Dr. Huang establishes
his projection about the macroeconomic prospects in US, EU, the emerging markets (“EM”
for short) and China in 2011.

Dr. Huang points out that the US economy has been undergoing a strong recovery from 2010
due to the recovery of private consumption, private investment and export under the stimulus
policy package of the government. Through the analysis of Dr. Huang, in 2011, the US GDP
growth rate will hit 3.5%, while the unemployment rate still remains at the high level. In
view of the deficit reduction task of the Obama administration, the QE2 strategy becomes an
inevitable choice for Fed to solve the unemployment problem and provide the engine for the
economy. To some extent, this strategy will not be change even there is a slightly increase in

CPI in the following two years.

When it comes to EU, Dr. Huang argues that the recovery of Euro area is highly dependent
on Germany’s strong growth. Because of the enlarging disparity of economic performances
between Euro area membership and the ongoing sovereign debt crises in the PIIGS, especially

in Greece, EU will make little contribution to the world economic growth, but the fluctuations.

As a common concern in EM, Dr. Huang notes that inflation, combining with several other
macro-uncertainties, urges the government to take actions to squeeze the bubbles and curb the
international liquidity, which increases the downward risks of the economic performance. In
China, the structural changes in stock market will take place before the structural adjustment

in real economy in 2011.

On the basis of the analysis above, Dr. Huang claims that the differences in the economic
performance, the certainty and the predictability of macroeconomic policies between US and
other areas give rise to the international liquidity’s flowing into US but being withdrawn from

the other areas.
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Restricted Growth in Money Supply and Some
Measurement Issues of Money

Guoqing SONG
Professor of National School of Development, Peking

University

hina's macroeconomy has been characterized by low GDP growth rate and high inflation since
the fourth quarter of the year 2010. Some researchers believe that this is caused by a structural
transformation. However, there are some interfering factors at play that may result in the
picture we see. What’s more, the apparent vigorous production revealed by some industry-

level data lends strong support to the latter explanation.

Despite this, the money supply, as well as the credit and loans, remains rather tightened.
Considering the current rapid recovery of U.S. economy, and the potential expectation of high
inflation for the next two or three quarters, such tightened monetary policy should continue for

about another month to reverse the current inflation situation.

To better supervise social liquidity, the central bank starts to use the statistic called "total
social financing". Although this definition by itself is clear, there remain some problems in
this concept. Since the funds outstanding for foreign exchange is also one important financial
resource of the central bank, and it indeed causes large amounts of liquidity injected into the
economy. The concept of total social financing is just the opposite side of the money balance.
And there are also some problems about the definition of M2. Some items are not covered by
M2. As a result, during the big boom of the stock market such as the "5.19" in 1999 and the
year 2007, M2 failed to outperform M1 in predicting CPI. If adding these missing items to the
definition of M2, predicting CPI by M2 would be more robust and precise.

The funds outstanding for foreign exchange and domestic credit constitute the majority of
the social liquidity. In most cases, they are negatively correlated. That’s why CPI remains
moderate from the year 2004 to 2006. But as the domestic credit rised along with the foreign

reserve since 2007, inflation started to skyrocket.

Finally, what money supply affects is the aggregate domestic demand. If this proposition holds
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for all countries, then liquidity expansion in China will generate more domestic demand of
our trading partners by means of our imports. For China, other countries' expanding demand
for our goods will not only generate more domestic demand as being mentioned above, but
also generate more liquidity through our exchange rate regime, thus creating more domestic
demand. This double channels of exports in generating domestic demand should be given

much attention when analyzing China's economy.
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BRI . Table 2 “Estimated Cost of the Conference Agreement for H.R.1: The
American Recovery and Reinvestment Act of 2009” in CBO (2009) .

® Americans for Tax Reforms, WWW.ATR.Org. Jan. 14, 2011 Press Release “Comprehensive list of tax hikes in

Obamacare: Health care law contains over twenty new or high taxes” .
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® (the Tax Relief, Unemployment Insurance Reauthorization and Job Creation Act of 2010, S.A. 4753)
®HEM20014E 2T e SRR k% (Under the Economic Growth and Tax Relief Reconciliation Act of 2001, EGTRRA) .
11 J.H. Cohn, Tax Relief/Job Creation Act of 2010, http://www.jhcohn.com/Repository/Files/CCH_TaxBriefing_
Decl7.pdf
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Economic trends in the U.S. and its reevaluation
of the China policy

Feng LU* and Jianqi CHEN
*Professor of National School of Development, Peking University
TAssistant Professor of the Party School of the CPC Central Committee

The economic trends of the U.S. economy in 2010 can be characterized as follows: the
recovery unfolds more brightly, while the structural difficulties appear more clearly and the
room for policy maneuver has been narrowing. We can describe the situation with four folds

of "mingled hope and worry".

First, the short-term economic pick-up has been better than expection. However, its vigor has

been less than former recoveries. High unemployment rate still upsets Americans.

Second, while the balance sheet for the private sector has been largely restored, it comes
mainly from various forms of bailout conducted by the U.S. government. The cost is the

deterioration of Fed's balance sheet and the government's fiscal health.

Third, although the stock market rebounds clearly, showing the market's positive attitute on
the U.S. recovery, the continual weakness of the real estate sector has been an important factor

in slacking the vigor of normal economic recovery.

Forth, the enterprise profit has risen quickly and the bank system is no more in short of
liquidity. Nevertheless, the credit growth has been barely satisfactory, due to the sluggish real

estate sector and other structural factors.

The U.S. economy has shown more clear trend of recovery, but the deep-seated structural
contradictions emerge too. The room for further fiscal stimulus and monetary policy has been
narrowed. With the global economic landscape changing profoundly, the U.S. government and

the public has been re-evaluating its China policy.
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P, ERRABARERE, FL2ABANLE, HREECHR, Frllstssh A
CHIEBERMLah. XABHRT NS A HEIKE . XA S I, (HK
BkE AL MoEwbr, FOANERZHEDATR—EZ L, ERTEMR
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WAL R — A, b ST mA i B Se &R x AP el Ll it 2%
LK B AR O AR R il 2 SR AT SRR A3
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RK, ATRERM FEARRRAVEE R . A NN LT ikae D S &0, 2285
NAIHEE A T4 et al DL iR Rl

BIRES:  PLLEVF 2 e TRET H ™ B ik DA, AR bT i S, (W)
Rt SN, An Al AR R P 5 2 AT 4t 10 g R M [ R 2

KREF: RATAEGEE KA 6 1 R ARER (5 5T Ak DAY T, PROA T 4 LBk
FAYRTR 2 28 E Pl kP A . AR R B ik H 28 R R B, RATZ BN R Rt &
Sl K, KA JE e B R R Bk R, XA TR B IR PG B Kk A
ARE T o SRR MA L AR ST, EESTREAEmMSL T, 2k
ST LR B S HOICR R —AE, BliRe REESBoa STk, *TPTiE ¥ At
H AT U7 8 G RERT

BIRE6: AR TRENFIEI ST, — Al m—m1L, RO EHEk
AT AT B4R

REE: HIUWERTEESREFHENTERZURAABNETHEREE, IE
B R A A R AR AR ) L K 2 4 DA R i AR b W S A BRI P A & ok, KA
R ERTRBATER BT EM R GO TR TCEERHX WA R FE X 0T
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B - Feoronic observer

o 7| AR EIE, IR SRR IR A “CMRC 28 I8 Fm”

23K “CMRCIINE WM™ . 2010 4E55 47 )%
mmpLke\ fekix GDP CPI Tk Bevt T B Ak R b

ZAEUEH 9.7 5.2 13.6  26.1 193 225 240 300 6.51
JtAKCMRC 10.1 5.1 142 260 200 300 400 325 6.55
EERERAT 9.7 4.6 134 215 180 215 240 325 6.58
TrRRAT 9.4 4.8 13.8  24.1 189 282  30.1 325 652
ExfEAEFL 9.0 4.7 13.0 250 190 230 270 325 6.50
EREXR 102 47 122 188 199 345 416 3.00 656
EfFiE% 9.7 5.0 13.0 214 190 220 194 325 6.50
LT 9.0 5.0 13.0 204 190 200 250 3.00 6.52
RIBEAT 9.6 5.2 15.0 230 190 215 245 300 6.45
ESIESYIN 9.3 4.9 132 230 185 259 270 3.00 6.55
B ERIE S 9.8 5.2 13.0 220 195 200 220 3.00 6.50
R SR 9.8 4.8 145 245 185 230 300 325 6.53
HER 5 9.3 5.2 135 245 192  29.1 356 325 6.50
RMFT 9.2 4.8 15.0 220 196 220 280 3.00 6.50
B FHIE S 9.4 4.1 128 230  20.1 180 120 3.00 6.50
HRIE 9.4 5.1 13.0 238 210 210 320 3.00 6.49
BTN s 9.0 5.1 136 225 180 250 358 3.00 6.53
R E 2T EUR

(650 B 9.5 5.0 130 240 200 350 500 325 6.50
H & A ] 9.8 4.9 13.0 235 185 200 220 3.00 6.50
g E 9.7 4.6 145 263 192 305 385 300 654
PIEIES 9.2 4.8 145 221 186 284 307 3.00 6.53
Hp R ] B 9.4 5.1 130 240 190 220 280 300 654
] B2y 9.5 4.9 135 233 192 247 294 309 652
I 9.5 4.9 133 230 190 252 323 3.1 6.52
BRiE R

“GBFIEERE, BIKENDRA, AFBERES), IREBTEE,
JCERTFOAE, F=SHFLER
522k “CMRCHIEPAM™ . 2010 4E55 47%)%
mfsbss  GDP CPI 1ok ¥ Ff o Jkto FIE %R

i L1 89 34 124 228 184 196 21.0 255 6.57
IALF- 35 89 34 124 224 186 21.7 22.0 2.51 6.54
B4 98 4.7 135 234 18.7 249 29.7 2.75 6.62

* TR AR bR -

L. TR 2 PR BT, HURRIL © “BHET FR2opiais” .

2. BRFISFNCERSN, BAabroA A3 b BRI R LA, Jorh, GDPRIT k] EHg S T i
PRI, ST A LU SR A U R, H PR 1 ] B R S T i T3

3.0 k" FRAURECAE TR, (BB RMBEEE R R, FET R SHT R E L.
4. FIET FN NCET 4y B AR R — R VR & AR SRR A R ST,

62



CMRC/ /1Hl /% /55 /W / %8

“CMRCRATE F ™ ¢ LabL b 44 50
N5

BUF %P FIA R
TR - SRR
KT R AT R G
3 vz SRR
- [ I e B 4
HEBRRET e AT
TR A
TR o 7 B o B A
VRN BRSO R K
I BT T
E K A5 B A O Z T s e ER AR
FAE HRTER
AR ey ST
Tk T b
A EEwN FAHIT
TR i GEER
R TR TRK BT LR
VT TR
ST o BTN T
(L BIOHT
EEe A il G
A Qé*‘ 2Lt
L E IR TR
=X BUFR
o % R AR AR
AL Y GRER
= AR
L e AR
AR 25 5 B R 2B —— —
R MR B T SRR T - TET
e PR
. K FRATER
Sy
R T EHE B 525 ENTyT ERE BT
TGO TR ERE LT
BRI 7 PR AR R
. TET R
RITULA 5257 T P e
T %% FE R
T Tk AT
. N Michael Taylor HIEAET¥R
AV (650 BRI -
PEZFBOR (1830 FHEAH0 R EETE
— - Yk G ER
e FE A WA r o
o T WK
. FEEn AT
i T EITIT
. Wi AT
"R 5% T e
i 2. BHMHELE 5 —AS G FRMAR S Fm § A

1. B SRHE ST E S,
3. HETHE

HA A HIM AL AR RAE .

63




