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ABSTRACT

The relationship between capital flows and macroeconomic stability is
a hot topic in the study of international economics, and also an inevi-
table issue faced by us in the course of opening capital account. Start-
ing with a discussion on the feature of international capital flows, this
paper studies the effects of capital flows on macroeconomic stability
based on the existing literature. The main contents and innovative
ideas in this paper are as follows:

1. After a discussion on the definition and the main characteristics of
international capital flows in the 1990s, the magnitude and composi-
tion of capital flows in China are analyzed based on the balance of
payments. Then, this paper examines the determinants of capital flows
based on the sample period 1982 ~2003. By means of Cointegration
test, we gel appropriate long — run relationship between capital flows
and its determinants. The short — term influences of those determi-
nants are studied by the Error Correction Model, which can describe
the mechanism of adjustment toward long — term equilibrium. The re-
sults show that GDP growth is the most important factor in the long
run, but the rate difference is also an important determinant in the
short run.

2. Large capital inflows will be a shock to the macroeconomic stabili-
ty, and inevitably resulting in the macroeconomic overheating. Under
fixed exchange rate regime, this overheating is likely to be reflected in
inflationary pressures. The empirical analysis based on the total a-
mount of foreign capital actually used shows that capital inflows are the

Granger causality of inflation by excessive expansion of money supply
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and aggregate demand. In addition, heavy capital inflows cause a fur-
ther deterioration of contradictory between domestic saving surplus and
foreign capital inflows, and become one of the reasons leading to the
use of capital inefficient, large capital flight and macroeconomic in-
stability.

3. After reviewing the theory of currency crisis, which is the extreme
form of the macroeconomic risks of international capital flows, we in-
vestigate the output effects of currency crisis under the general frame-
work of short — term equilibrium in the opening economy. Based on
this, we further examine the impacts of the reversal of capital inflows
on the cost of currency crisis. We find that the reversal of capital in-
flows further damaging the real economy.

4. In this paper, “contagion” as opposed to “interdependence”
conveys the idea that international propagation mechanisms are discon-
tinuous. Based on this, our study extendes on conventional measures
of contagion defined as a marked increase of cross — market correlation
by directly investing the changes in the existence and directions of
causality to identify contagion. This method is applied to the studies
on the causality pattern between Hong Kong and domestic stock mar-
kets based on the returns and volatility before and during the Asian
crisis. The result shows that there is Granger causality between the
Heng Sheng index and B share index during the period of currency
crisis, but not the A share index.

5. After review the policy measures of developing countries managed
to overcome the overheating of capital inflows, we evaluates our cur-
rent policy stance and then provide some advices to improve the man-

agement of capital flows.
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