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AN ANALYSIS OF FLOW OF

L

his is a theoretical, historical and statistical
study of flow-of-funds in China, focusing
on the period of 1979-86. Since the flow of
funds is an important aspect of economic
development, it discusses the effects of flow-
of-funds on the economic development al-
ready happened and are going to happen. It
also deals with the relationship between the
flow-of-funds and the reform of economic
system in China, the latter being a character-
istic of this period. Also, this study attempts
to find out, theoretically and practically, the
trend of the flow-of-funds process in China.
The contents of the book can be summarized
as the following:
1. In an analysis of flow-of-funds, the



macroeconomic approach as formulated ac-
cording to the Keynesian income-expenditure
theory and the IS-LM analysis, can only
provide a theoretical framéwork which ex-
plicitly states the general relationships among
several aggregate economic variables, but
has to ignore the flow-of-funds process, and
the effects of finance on the economy and
its changes. Meanwhile, the comprehen-
sive balancing approach in its revised form
brings into focus on the equilibrium between
funds and physical materials, particularly the
relationship between monetary finance and
government finance. But improvements can
be made to the comprehensive balancing ap-
proach. Some concepts have been intro-
duced, such as the time lag between receipts
and expenditures by households, distribution
effects in changes of price level, and the in-
flationary expcctation. A sectorized flow-of-
funds model that takes those into consider-
ation, can compensate the deficiency of
comprehensive balancing approach, particu-



larly in the aspect of statistical analysis.

2. It is necessary to formulate a theoret-
ical framework which can be used to explain
and summarize the reality of flow-of-funds.
Its central point is, of course, a comprehen-
sively balanced growth of the economy. In
order to achieve the point, it is necessary to
balance the aggregate demand for and the
aggregate supply of materials in the whole
economy. Since it is different to deal with
those aggregates, and since the flows of funds
and the flows of materials are closely related,
it is equally important to balance the de-
mands for and the supplies of funds for each
investing entities; the former is related to the
distribution of income between consumption
and accumulation, while the latter to the
allocation from a given volume of accumu-
lation to investment. The existence of a
financial intermediation process, particularly
by a financial sector which provides indirect
finance, is extremely important for the equi-
librium of the economy. The sectorized



feature of the comprehensive balancing ap-
proach, on the other hand, makes it possible
to find out different behaviors of different
sectors when economic aggregates (such as
the price level) change in such a way that
a distribution effect can hardly be ignored.

3. The Chinese economic development
has its impact upon the flow-of-funds process.
It changes the volume and scale of various
flows, and demands the improvement of the
process. It is necessary to reform the present
flow-of-funds process in order to increase its
efficiency. The reform is related to the finan-
cial sector as well as to other sectors. It
implies that investing funds are to be mobi-
lized through four channels — direct finance,
governmental taxation, international finance
and indirect finance, rather than from one
single source as before. As to the financial
sector itself, the reform implies two things:
the central bank is to be entirely separated
from those specialized banks that are op-
erating on the basis of profits and losses;



monetary-financial institutions are to be dis-
tinguished with non-monetary-financial 1n-
stitutions which engage in asset and liability
services with longer term.

4. The flow-of-funds process will change,
with an irreversible trend toward the same
direction along with the economic reform
and development. Financial interrelation
ratio, which is an important indicator to
measure the level of financial superstructure
and development, presented by R.W.Gold-
smith, has increased during 1979-86 period,
but is still lower than the FIR levels in
most developed countries. Several important
measures, for example, monetization ratio,
accumulation ratio and capital-output ratio,
which are the determinant factors of the
flow-of-funds process, show a large expansion
of volumes of money and financial assets,
and the strengthening role of financial sector
in the course of economic performance in
recent years. Yet, the rise of price level in
that period partly offsets the trend of expan-



sion of flow-of-funds volumes.

3. There are four behavioral charac.
teristics of the financial sector during 1979-86.
First, the liabilities to the household sector
increased more rapidly so that their share in
total liabilities of the financial sector has
increased. Secondly, the shares of monetary
liabilities and non-monetary liabilities shifted
symmetrically, that is, the non-monetary
assets held by households increased at the
same rate as the monetary assets held by the
business sector. Thirdly, the flow of funds
from the government sector has significantly
decreased, while the use of funds of the same
sector has gradually increased. Fourthly,
the growth of long-term loans is more rapid
than that of short-term loans.

6. As to the real sectors, there are also
four behavioral characteristics which can be
concluded. The first is that the household
sector has always been a net supplier of
funds in the way of purchasing financial
assets, and the volume of funds supplied is



still increasing. The second is that business
investments have relied to an increasing ex-
tent on their external financing, and the
proportion of long-term funds has become
larger. The third is that the relative im-
portance of the receipt-expenditure activities
by the government sector has decreased, as
shown by the trend that their share in na-
tional disposable income each year has been
decreasing during the period. The fourth
is that the volume of the current account
in the national balance of payments has grown
very rapidly, but the account had substantial
deficits during 1984-86, especially in the
two later years. In China, the funds for
investment were supplied by the financial
scctor, the self-financing of business and
houschold sectors, the government budget and
foreign capital, according to their order of
importance, during the years of 1980-86.
As a result, in view of the macro-economic
situation, the financial sector has had in-
creasingly important influence on the capital-



output ratio, the growth rate of national
income as well as the price level.

7. The general price level has shown
an evidently upward trend, as compared
with that in the past twenty and more years.
There are many reasons, and fiscal deficits,
import-induced demands and rising wage
level had something to do with this trend.
But the most important factor underlying
the price inflation was the fact that the growth
of money supply was too rapid in the 1979-86
period. If disclosing the factor still deeper,
however, one will find that a structural
imbalance in the fields of production or in-
vestment, during that period resulted in eco-
nomic inefficiency and provided a hotbed
of price inflation. Theoretically, a change
of the demand and supply of money will
certainly lead to a corresponding change
of the demand and supply of credit, and when
the supply of money grows too rapidly, it
must have its influence on the market of
physical materials and in the eno induce price



inflation. However, because of the fact that
Chinese national income had a marked in-
crease in this period and that government
controlled the price level, the rate of inflation
was relatively small compared to the growth
of money supply. In this case, the direct
result of the expansion of money supply led,
to a greater extent, to a sharp fall of velocity of
money and an increase of hoarding money.
Even though the price inflation in the
period did erode the real purchasing power
of money.

8. Each economic sector desires to ex-
pand its portion of the national income.
But, whether it can be successful depends
on its ability to anticipate price changes in
the future and its ability to borrow from
banks. Although there is a time lag between
income and expenditure in the household
sector, which provides an inherent condition
for the demand expansion in an economy,
the time lag would be reduced, and the
possibility of inflationary financing would



consequently be small, once households
begin to expect inflation and price inflation
accelerates.

9. The financial system is facing very
strong pressures from economic environment.
There are at least four factors that should
not be neglected: 1) The difference between
savings and investment has rapidly become
larger; 2) The government-dominated econ-
omy has evolved into a monetary-financial
economy. 3) The allocation of investment
and the structure of investment has become
seriously incompatiable; 4) The flow-of-funds
process has come to be a drag on economic
development. Facing those problems, the
financial system should be adjusted and
changed in order to achieve better coordina-
tion between planning mechanism.. and
market mechanism — the so-called “dual
economic mechanism” — requires an innova-
tion in the financial system.
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