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Taylor rule or McCallum rule for the Chinese monetary policy*
Liu Jia”
Abstract:

This paper revises traditional Taylor rule and McCallum rule by adding nominal
exchange rate and real estate price to check their applicability in china. Using NLS and
VAR the estimations proved that McCallum rule can explain Chinese monetary policy
better, and can influence macroeconomic variables more effectively. In order to get more
accurate results and to grasp the changes of the economic environment, both quarterly
and monthly data are used. To avoid the absence of GDP in monthly data, three output

measurements are used.

The NLS estimation proved that the requirements for an active Taylor rule are not
satisfied. And as explanatory variables in Taylor rule, neither nominal exchange rate
nor real estate price is statistically significant in most cases. Compared with Taylor rule,
McCallum rule may explain the real economic situation in China better, because most
the requirements are met. The only problem in McCallum rule is that for an increase in
output gap, m will increase, which is contrary to the McCallum rule. A possible
explanation of McCallum rule is that to stabilize the nominal exchange rate, excess

liquidity is issued, which leads to overheating of the economy and real estate bubbles.

The results of VAR are consistent with the NLS estimations of Taylor rule and
McCallum rule. With more responsiveness of the macroeconomic variables to money
supply than to interest rate, supply must be a better monetary policy for China.
Compared with interest rate, money supply is also more effective, because interest rate
could neither affect economic growth nor affect nominal exchange rate. Money supply

can both control inflation and stimulate economic growth in the short term.
JEL classification: E31, E52

Keyword: Chinese monetary policy, Taylor rule, McCallum rule, nominal exchange rate,

real estate price

* We thank Professor Ogawa Eiji and Professor Shimizu Yoshinori for helpful

comments and suggestions. The opinions expressed are those of the author.

* Graduate School of Commerce and Management, 2-1 Naka, Kunitachi, Tokyo 186-8601
E-mail address: ¢cd112009@g.hit-u.ac.jp
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Effects of Public Investment on Sectoral Private Investment :

A Factor Augmented VAR Approach

Kobe University Takao Fujii
Keio University Kazuki Hiraga

University of Marketing and Disribution Science Masafumi Kozuka

Public investment decreases aggregate private investment both neoclassical and
Keynesian model. However, there is no evidence about effects of public investment
on disaggregates private investment, such as sectoral private investment. Especially,
previous researches have neglected the distinction of investment behavior at each
sector to public investment and the possibilities of crowd-in effect at some
industries, such as the sectors which are blessed in public demand. On the other hand,
public investment decreases some sectoral private investment via not increasing
rental cost, but also differences in resource misallocation effect of public
investment itself, such as some sector receives positive wealth effect but other
suffers negative one. Therefore, this paper investigates how much public investment
crowd-out or in each industrial investment using Factor Augmented VAR (FAVAR) model
that allows us to analyze large scale VAR model. The result of our investigation shows
that effect of public investment differs with each sector not only quantitative, but
also qualitative. This result implies the differences of benefits of public investment

and enhancing resource misallocation as a side effect in each sector.
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En el 2000, Ecuador abolié la moneda nacional, el sucre, introdujo el délar
como moneda de curso legal. Ahora han pasado poco mas de 10 afios desde la
ejecucion de la politica de dolarizacién, la economia ecuatoriana ensalza
el beneficio del dolar como moneda estable

La economia ecuatoriana depende del crudo, el movimiento en el precio del
crudo esta directamente relacionado con la coyuntura interna. El actual
gobierno impulsa una politica econémica populista del “modelo de
esparcimiento” , respaldandose en un ingreso abundante por el crudo debido
al alto precio de éste, por lo tanto prolifera la importacién y se agrava
el déficit de la balanza en cuenta corriente. Para que Ecuador, como pais
que no tiene una moneda nacional, mantenga la politica de dolarizacioéon y
continte su crecimiento econémico, hay necesidad de sanear la balanza en

cuenta corriente y la balanza fiscal. Sin embargo se ha postergado el problema

de la deuda acumulada sin presagio alguno de la mejora en los déficits gemelos.

Ecuador se encuentra en una situacién de proseguir la politica de
dolarizacioén por la actual debilidad del dolar y el alto precio del crudo,
no obstante empeora la debilitacion de la base econémica y los factores de

inestabilidad que podrian sacudir la dolarizacién van en aumento.



35

KEBTLOEZT-EE
REV A7 DHIBEESBBOBRND

AEZR R IR U A

HHRELEZ G EOIERFREH ERE L, SECTIYMEELLHERE TS
CRAETY, MR CERE L XN AR EHE A2 AT DI HE T,
BRIRE AL & alifte LT, AEHTHICIT. EEOBIER R ZLNE T, BUk, BRI
DL EBICEAINTAEEAICONT, FIHRESC, E@&08h XDz R
THEABERIIARINL T2V EOREZ L SN Z L,

Afgix, BRARILTWa T —F %&b lic, BREE I TAELE D
B, WFE Y A7 OHIBICAE C-ZLiIcERZ B E 5o, B4 R0 iEEnIc
MIF LT BaELE LT,

9. MBRETLELIETORMEMB L. OIERIFHE DS, @R AR
FEOBRN O B TAMAEFEOBEFLOENL, @STPOENL, @DV P ORES
EWVWIHIBREO—oL L TOAMREROE AL ThoTe i@ L. CP. #HE%,
REFFLEOBEBFILEZR THREFOBFLORMEEAL TWD, B, Hx O
IZOWT, WiEERNRLE L RTRAT 4 v I REEEEN TN S, #DT
WoloE WX DD, BikE L TL, WE U R 7 OFIR L GEZRR G O GBI IS
AiidE L7,

HAREFILERHZFR LS LTAEURLEE LT, DVPHRFEOEB, 5 HAEK
HOBEIL, B2 EH ORI OHEME W Tl OMEE 5T, 2 hi
SONT, VA7 OHIBORE, BY&OZHEITEOEICLE b > BEEBE DL
WZOWTHRF LTS, Fo, BETICEVIEEDIEORANULEL RS ED
MR e 8 b & LT, MR DBRICRZEL F] O ORI K DA ORA 13 FE LR
LY, MBOREICLET IO THLIREERMLTVD

LT, GERREREOSEEEEZEM LB ERNEL T EExXBND, T2
E X, RN EORES, WABREEPEARAOKKXZR/REAE L TWALHEEDOOED
BB D BR EREITEERF OB L Vo lokk 2 2w m CIX . EBERZBE 222,
BIZEH R~ L TV b b,



36

On the Behavior of Money Flows on the Real Side
and the Financial Side in Hokkaido Prefecture.
Otaru University of Commerce
Toshiaki Kanzaki

This paper has two purposes. The first is to review the state of the Hokkaido Economy,
and, by analyzing the saving and investment balance (the S-I balance) through an
examination of long-run time-series data held in Hokkaido’s prefectural accounts, to
obtain a picture of the real side problems. We have treated the transfers as composition
in the balance of regional payments, and have developed the expression for the S-1
balance after adjusted transfers by sectors, so that we have been able to shed light on
Hokkaido’s economy. The results of the first analysis are as here indicated. [1] The
fiscal deficit is greater than the net export deficit, and, as a result, the S-I balance in
Hokkaido after adjusted transfers is negative. [2] The private sector favors excess
saving while the government sector prefers excess investment. [3] Even so, excess
investment in the government sector has shown a decline over time. The declining net
capital transfer and the increasing net of other current transfers causes the excess
investment. The net of other current transfer is a social security service-incentive
fund, a phenomenon that questions the view of classical economics that in the long run
the market mechanism will always balance Savings and Investment.

The second purpose of this study has been to consider the overall behavior of the
financial institutions in Hokkaido as the money flow on the financial side, and here,
we here indicate our findings. [4] Financial institutions constitute an indirect financial
system. [5] Each financial institution’s loan deposit ratio is less than 100% and their
loan amounts have also decreased. [6] The local governments’ dependency on the loans
has increased. The results indicate that the financial institution’s supply function is
not always sufficient.

These findings suggest that as a result of the lack of demand savings are not making
their way toward investment, and, furthermore, that in Hokkaido the money supply of
the financial institutions as growth money is also limited. The imbalance in Hokkaido
needs a variety of correspondences in order to emerge from its present state of slow
economic growth and low employment. The correspondences may stimulate latent
private demand to use all necessary means (innovative investment, export-oriented
stimulation), and need to be built into a regional financial system that is more

involved with the demand side of businesses.
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Abstract:

We investigate the intra-day effect of recent interventions in 2010 by the Bank of Japan
(BOJ) in foreign exchange markets, using market order quotes and transaction data in
intra-day high frequency. We examine whether the duration of order flow and dollar/yen
return are affected by the order size. We find that the relationship between order flow
and market return in dollar/yen exchange market experiences a structural change
following unexpected and very high volume of offer/sell orders by the BOJ
interventions.
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Order Flows, Fundamentals and Exchange Rates

Kentaro Iwatsubo and lan W. Marsh?

September 2011

Abstract: We examine the links between end-user order flows as seen by a major European
commercial bank and macroeconomic fundamentals. We show that both exchange rate changes
and flows are only weakly related to macroeconomic news announcements and hypothesise that “the
cat is already out of the bag” by the time the news is announced. Instead, order flows of financial
and corporate customers reflect in real time the evolution of macroeconomies. The actions of the
banks receiving the order flows in turn reveal the information to the market as a whole which prices
the exchange rate accordingly. By the time the news is announced, the exchange rate already

contains the majority of the information.
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The Role of FDI in Local Financial Development in Post-Reform China:
Evidence from Panel Data
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Abstract

This paper explores whether the adoption of foreign direct investment (FDI)
improves the distortions apparent in China's banking system. Controlling for other factors,
we find that FDI inflows exert significant positive influences on local financial
development improving access of firms in the Private Sector to formal bank finance and
facilitating deposit mobilization in recipient provinces. The empirical results suggest that
it i1s important to ensure financial openness for improving the efficiency of capital
allocation and, consequently, addressing the widening regional disparities in China.

JEL Classification Numbers: G21; 016; P34
Keywords: Financial development, Openness, FDI, Time-series cross-section data, China
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The Present Situation and Outlook of RMB Internationalization
Huang Zemin

The RMB internationalization is a major event of China's external economic expansion. The
Chinese government has done a lot on promoting RMB internationalization, opening up capital
account, and increasing the elasticity of RMB exchange rate. There has been much progress in
foreign trade and investment, and RMB is believed to become a freely-convertible currency soon.
However, the internationalization of RMB should be along-term process.

A. Changes of Government Actions and Policies

In November 1996, China announced to perform the obligation of the Article 8 of International
Monetary Fund (IMF) on the free convertibility of current account. But China's financial market
and capital account are not opened up entirely. For a very long period of time, US dollar is the
major currency China used for its foreign trade settlement. China scheduled to use RMB for the
settlement of current account in 2008, and started to do so from July 2009.

B. RMB Settlement of Current Account Trade

1. RMB Becoming the Mgjor Settlement Currency of Cross-border Trade
2. Cross-border Trade RMB Settlement

3. Channels of RMB Backflow

4. Currency Swap

C. Transition of RMB Exchange Rate System

In January 1994, China changed its multiple exchange rate systems into a single one, and employed
managed floating rate mechanism.  From July 2005, the elasticity of RMB exchange rate is getting
higher and higher, and the amplitude of RMB rate fluctuations will become even higger following
the progress of RMB internationalization.

D. Outlook of RMB Internationalization

1. RMB isready to be an international currency.
2. RMB has to be freely-convertible soon.

3. Three steps for the RMB internationalization

E. Conclusion

The RMB internationalization is a long-term process. In a certain sense, whether or not RMB is
able to become an international currency counts on the economic status and the economic structure
of China, rather than on the constraints from the external economies. When the size of China's
economy is big enough, its dependence on foreign trade is small enough, and its influence on
external economies is strong enough, a successful RMB internationalization will then see to the
development level and opening-up level of China's financial market, in other words, to the
attractions of China's financial market toward foreign capital. The financial market should become
the major channel for the backflow of RMB.
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