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Abstract

China’s economic has been developing continually and swiftly since the onset of
economic reforms in 1978. Open economy took up importance place in China econo-
my. China has become the country that absorbed the most amount of foreign direct in-
vestment inflow. As the total amount of trade extended constantly, openness increased
continuously. The traditional wisdom material used theoretic model or empirical test on
cross — countries and time — series data and analyzed that FDI and the total amount of
trade had positive effect on economic growth. However, they ignored negative effect of
FDI on China economy growth. This book analyzes synthetically the accelerating effects
of FDI and openness on economy growth and the decreasing effects of inflation caused by
FDI on economy growth. The intention is to make people recognize better about open
economy and China’s economics growth.

This book puts forward three questions: The first question is whether there exists
ELG hypothesis in China’s economics and what the mechanism of openness and economy
growth is? The second question is what the mechanism of inflation caused by FDI. The
last question is what the aggregate effects for FDI, Inflation and China economy growth.

Firstly, all classical trade theory, new classical trade theory and new trade theory
emphasized that export trade leaded to economy growth. However they got different con-
clusion by empirical test. Based on the deficiency of model designing, variable selecting
and data processing in modern empirical analyze, the third chapter set up a model inclu-
ding variable of FDI, export openness and real GDP to test the exertion of ELG, in Chi-
na. This book carries out Cointegration analyze, Variance decomposition and Granger
causality test avail of quarterly data of China. The conclusions include two aspects. One
is export openness has significantly positive rela‘tionship with China economy long
growth. The other is export openness is the main factor of influencing China economy
short fluctuant. When the ELG hypothesis in China verified, we could analyze the influ-
ence mechanism of openness and China’s economics growth from the direction of indus-
try development. We constructed three industrial specialization indexes according the da-
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ta of 39 industries in China. The research results show that specialization index took pro-
ductivity as weight describes the mutual mechanism of openness and China’s economy
growth. Increasing of degree of openness promotes technological progress of industrial
with comparative advantages, leading to the specialization of industry with high produc-
tivity, and promoting the long — run economy growth of China.

Secondly, inflation pressure becomes apparent with the FDI inflow greatly. The fifth
chapter analyzes the theory foundation of the influence of FDI inflow and inflation and
set up a VAR and ECM model including six variables such as FDI, inflation rate, and
so on. It studies the relationship between FDI and inflation rate avail of China quarterly
data from 1994 to 2004 and finds that FDI inflowing leads to the change of balance of
payments accounts, openness, domestic social fixed assets investment and currency sup-
ply amount, then leads inflation to go up continually. At the same time, empirical ana-
lyze also show that openness has negative relation with inflation in the long term. This
conclusion validates the inflation consistency theory put forward by Romer (1993) . To
expose the mechanism of openness and inflation, we started from monetary shock,
studies the relation of openness and inflation based on the model of open economy and
sticky price. The conclusion shows that a unexpected expanding monetary shock leads to
surprise inflation. The surprise inflation increases the social welfare gain which makes
government benefit. Higher openness brings less gain for government, so government
will adopt the constrictive monetary policy to decrease the rate of inflation. We carry out
cointegration test and analysis of ECM model by China’s data from 1978 to 2003. It
shows openness is the Granger causality of inflation rate decreasing and the stabilization
of cointegration is good to decrease inflation rate.

FDI would lead to inflation and influence economy growth. The relationship between
inflation and economy growth is the core problem of macroeconomics all along. On the
one hand, we calculate China practical outputs sacrifice ratio made by deflation accord-
ing to the method of specific episodes developed by Ball (1994) . The conclusion
shows that the average sacrifice ratio are 2. 8 percent of a quarterly disinflation episode
and 0. 3 percent of four yearly disinflation episodes. Quick speed of deflation, high ini-
tial inflation and high openness are the main causes » leading to the low practical outputs
sacrifice rate of China based on the analysis of international compare. On the other
hand, we adopt the suppose that money enters into product function and study the rela-
tionship between China’s inflation and economic growth based on monetary growth mod-
el. The conclusion shows: money supply growing is the factor increasing long — run eco-
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nomic growth; inflation rate is negative with economic growth in the long run; inflation
is the Granger causes of the long — run economic growth. So decreasing inflation rate
could be good to increase long - run economic growth.

This article analyzes comprehensively the positive and negative effects of FDI on
China economic growth, and establish a VAR model and ECM including FDI. Inflation
ratio and practical GDP variables. We study the aggregate effects of FDI and China eco-
nomic growth based on China quarter data between 1994 and 2004, and find that the
aggregate effects of FDI on China economic growth are positive.

Finally, we summarize this book. Put forward some policy suggestions on how to

utilize FDI and the next study orientation on trade and economic growth.

Key Words: FDI; Openness; Industrial Specialization; Inflation; China ’s

Economy Growth
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