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Financial Opening and
Macroeconomic Stability

Abstract

What are addressed in this book are the frontier issues on
Chinese financial opening and macroeconomic stability. By
integration of quantitative and qualitative analysis, domestic and
international analysis, mainland and Hong Kong economic analysis,
theoretical and policy analysis, and so on, The authors propose their
unique viewpoints on the varieties of issues, which is of both
theoretical and policy implications to the further research of Chinese
economic reform and economic development in the new century.

There are four parts in this book. Part I is “Theoretical
Analysis and Macroeconomic Impact of Banking Deregulation in
China,” Part [I “The Full Convertibility of Renminbi: Sequencing
and Influence,” Part [l “The Integration of China and Hong Kong
into the World Economy: An Econometric Model,” and Part IV Do
China and Hong Kong Constitute an Optimum Currency Area. In

Part | a three-sector equilibrium model of monopolistic banking
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2 ERARSERRTE

competition is set up and applied to analyze the impact of the
expanding credit balance and banking reform on the Chinese
economy. Through theoretical analysis, we found that competition
will promote China’s GDP, investment, consumption and deposits
as well as bring benefits to consumers. Reasons for the expanding
credit balance are provided, gnd ;aome'ppfsible sglgtions are given.
However, with the China’s accession to the WTO and more and
more foreign"biﬁf(s to be allowed to competée direétly‘with Chinese
local banks, the state-owned banks will face great challenges.
China’s accession to WTO will provide the banking sector from
Hong Kong with new opportunities.

In Part [I the issue of achieving full convertibility for the
Chinese currency, Renminbi ( RMB), and its impact on the
economies of both mainland China and Hong Kongis examined.
Different concepts of currency convertibility, i.e. current account
convertibility, capital/financial ‘account convertibility, and full
convertibility are clarified. The differences between removing
restrictions on international transactions and removing restrictions
on the exchange of foreign currencies are also diséussed. According
to our investigation, there does not exist a uniform or fixed sequence
in adopting the full convertibility of a currency due to the differences
between countries. At the same time, based on the common
practices and basic sequence taken by most countries in the world,
drawing on the experience and lessons from other countries’practice
and given the fact that China is a large developing- country, we
conclude that a progressive and prudent sequential process is needed

for the full convertibility of Renminbi.
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Financial Opening and Macroeconomic stability 3

In Part [ we report the results-of integrating our two recent
macroeconomic models of China and Hong Kong with a well-known
world model, the MULTIMOD (Mark I1), developed by the
IMF. The integrated overall “global” model then provides a general
vehicle for the analysis of the spillover effects among the three blocs
of economies of China, Hong Kong and the rest of the world. Based
on the counterfactual simulations conducted on this integrated
model, we explore the extent of influence of the three blocs of
economies on each other. The major findings of this part are that
Hong Kong’s economy is quite vulnerable to the external shocks
from both China and the rest of the world, due to her close
integration with the world economy. However, the Chinese
economy is more integrated with the Hong Kong economy than with
the rest of the world, especially with the OECD countries. An
adverse shock such as a reduction in outward processing from Hong
Kong would hit the Chinese economy more heavily than a shock
from policy changes in the OECD countries. On the other hand, the
OECD economies are much less affected by the shocks from China
than those from their own countries. The findings suggest that
although China through her open policy has been increasingly linked
to her neighbouring economies such as Hong Kong, there is still a
long way to go for her to fully integrate into the world economy.

In Part IV Hong Kong as a political unified part of China is
supposed to function as a separate economic entity under the
framework of “one country, two systems”, and the increasingly
close ties between the two economies have raised the possibility of

full economic integration and even of monetary union as the Chinese
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4 TRARSEMRE

currency progresses towards full convertibility. This part employs
the theory of optimum currency area (OCA) and adopts recently
developed techniques to test whether China and Hong Kong
constitute an OCA. The empirical findings based on disaggregated
historical data are overwhelmingly negative. Other considerations

also point to a sceptical answer even for the post-1997 era.
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