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AbStract

Since 1978 China’ s economy has been experienced four times of
“over — heat” and every time aft-erb'Ad;lat there w.c\uld‘ be macro — economic
management or administration which we called macro-management in
this book. The recent macro-management since 1993 su;:cessfully realized
“Soff-Landing” and is gradually changed into macro-manaéement under
which the domestic demands are increased. The macro-management of
this time mainly consists of two parts: one is the aggregate-adjustment
among GDP, inflation, unemployfneﬁt and 'intefnational ba'lance(which
is the reason why some Chinese economists call it macro-adjustment).
The second is the institutional innovation including the reforms of finance
and tax system, foreign trade and etc., which prepare the condition for
enterprise reform. Many economists think that the macro-management
mainly adjusted the relationship between GDP, inflation, by ignoring
unemployment and other aggregate. In this dissertation I use Taylor’s
model and classic variation to find out 'the optimal path of the variables

such as inflation, GDP and unemployment as well as the reform. By this
. 1 .
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way | draw a conclusion that unemployment was included in the total
model of macro — management as an endogenous variable if a steady
Okun’s Law exists in China. I also set up a relationship between GDP
growth rate and marketization rate which makes it very easy to let the
marketization reform become an endogenous variable in the model. After
this analysis I study the marketization reform since 1993 when macro-
management began. Finally I gave a brief comparison between the idea of
macro — management and the great thought of both in China and the

world.

I . A Model with Two Variables

The macro-management of this time is generally thought to involve
the two variables: inflation rate and GDP growth rate, so we first set up

a simple model only with the two variables.

1 . The Relationship between GDP and Inflation
R. Dornbusch (1976) offered a model including expectation and

exchange rate in 1976 by using a simple Phillips relationship:
p=m(y=-y) (1)

Later, Frankel (1979) and Buiter & Miller (1981, 1982) modified

it as:
p=(y-y)+m 2)

where m is the contemporary rate of monetary growth.

e D .
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Mussa (1982) suggests augmenting the price — adjustment equation
by the rate of change of the full — equilibrium solution for the price level .

So the equation becomes:

P=n(y=y)+p (3)

(2)and(3)indicate that appropriate monetary policy stops inflation
costlessly and instantaneously without any effect on output. When
inflation in China reached a high degree in the spring of 1993, people
thought how to stop inflation without reducing GDP growth rate. The
model (2) and (3) are certainly the optimal choice. However, the model

(2) and (3) are deduced without accelerating inflation, which contains:

am_dp . (4)
dt dt
Under the circumstances of accelerating inflation, Taylor (1989)

takes Cagan’s adaptive equation and supposes:
el el Pty ﬁ(p—a) (0<p<1) (5)

In equation (5), “a” is expected inflation rate, that is, the GDI)IT
of inflation rate equals the difference of actual and expected inflation rate

multiplying a coefficient B, so (2) and (3) are changed into:

p = m (y - ¥y) + a (>0 (6

The equations (5) and (6) link GDP and inflation rate, which will
help us when we set up a model later. Then, we will use Taylor’s basic

models to analyze the optimal path of macro — management.
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2. A Model with Two Variables

We first use the two parameters

GDP growth rate and inflation
rate to set up a simple model.

Assumption : any actually existing (or expected) inflation rate may
cause damage to society, that is, may cause a social loss. (It is too ideal
for many economists to regard zero inflation rate as a goal, but it does not
affect the analytic result to determine 2% or 4% as an ideal object. )

According to the assumption, we can get a social loss function:

l=(y-y)+o p? (020 (7
where y is GDP growth rate at the beginning of macro —
management, y is the current GDP growth rate. Any difference between
“3” and “y” is regarded as a kind of social loss. p is current exact
inflation rate. w is weight, which shows the macro-management leader’s
trade-off between GDP growth rate loss and inflation rate according to
their own taste.
We offer a time intervalx[O, T], for example, from July of 1993 to

the time when inflation rate reduced to zero, thus the total social loss

during this period is:
T T =
L'=let=J;[G—y)z+wp2]d_t (8)

If we take July of 1993, the time when macro — management began,
as a time of zero point, - then all the society loss has a discount rate after

this time. So the social loss is:
o
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L= L’[(;_ y)zmp'z}-“dz (9

This is a social loss function containing two variables. The purpose
of macro — management leader is to minimize it. This is a functional of
“w_ "

a” (inflation rate) which can be seen clearly through the substitution:

substitute(6)into(5) :

a=Bely-7)+a-al=-paly-y)

or y-y= _I;L” (10)
and substitute(10)into(6) :
* a
p =—<+a (11)
B
substitute(10).(11)into(9) :
. 2 L ] 2
Tl a a =
L =L r + -E+ a o (12)
So this is a functional of ‘a’.
3.The Solution to Optimal Path
Let:
L ] 2 L] 2
a a _
= I - -ﬁ+a X (13)
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the Euler’s equation is:

oF d oF _

da dtaa

b Fia+ F a0+ F i~ F,=0 (14)

the partial derivatives from(13) are:

Fa=2 —‘—z—+a P ,
B (15)
1+’ o) _,
Fa ( ”2ﬁ2 ﬂ }
20
Fa=p*
Faa l+§0;2 } pt
F = P[ zﬁz a+—a} a
substitute(15)into(14) :
o pa-Ba=g > ' (16)
where
wﬁfrz(ﬂ+p)
Clm +1

forw, B, p>0, so 2>0.

(16)is a homogeneous differential equation of the second order about
w0



