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S-­‐I	
  Framework	


•  Y ≡ C + I + G + X – M 
•  C ≡ Y – T – S  

– Where T is taxes, S is savings 
•  Then 
•  (S-I) + (T-G) + (M-X) ≡ 0 

– Net savings must be zero – resources that are 
produced, or income that is received, has to go 
somewhere	




S-­‐I	
  conFnued	


•  More	
  useful	
  to	
  rewrite:	
  
–  (S-­‐I)	
  +	
  (T-­‐G)	
  ≡ (X-M)  

•  domestic savings must equal the trade surplus 
•  that’s the only way on net to obtain foreign assets 

– We can think of this as either the flow of 
•  Real goods & services 

– or the flow of 
•  Financial assets	




Foreign	
  exchange	


•  hold	
  forex	
  for	
  4	
  reasons	
  
–  trade	
  (to	
  buy	
  imports)	
  
– DFI	
  /	
  porSolio	
  (pensions,	
  factories,	
  M&A)	
  
– short-­‐term	
  earnings	
  iforeign	
  –	
  ihome	
  
– speculaFon	
  

•  S	
  &	
  D	
  analysis	
  
– supply	
  =	
  “selling”	
  dollars	
  (to	
  purchase	
  元RMB)	
  
– demand	
  =	
  “buying”	
  dollars	
  (w/	
  Chinese元 RMB)	
  



business	
  cycle	
  /	
  trade	


•  If	
  we	
  have	
  a	
  recession,	
  then	
  ceteris	
  paribus	
  
–  incomes	
  and	
  hence	
  imports	
  fall	
  
– exports	
  remain	
  unchanged	
  

•  lower	
  sales	
  of	
  US$	
  for	
  元 (RMB)	
  for	
  US	
  imports	
  
•  unchanged	
  purchase	
  of	
  US$	
  by	
  China	
  for	
  their	
  imports	
  

– S	
  shi^s	
  in,	
  元 (RMB)	
  depreciates	
  	
  
•  more	
  元 (RMB)	
  	
  per	
  $	




interest	
  rates	


•  if	
  US	
  rates	
  rise,	
  and	
  (ceteris	
  paribus)	
  China’s	
  
don’t	
  
– supply	
  of	
  US$	
  shi^s	
  le^	
  as	
  we	
  leave	
  money	
  in	
  NY	
  
– demand	
  for	
  US$	
  shi^s	
  right	
  as	
  Chinese	
  money	
  
managers	
  park	
  more	
  funds	
  in	
  NY	
  

•  I	
  know,	
  capital	
  controls	
  means	
  they	
  can’t,	
  right	
  now.	
  

•  net	
  =	
  higher	
  	
  元/$	
  
–  	
  元 (RMB)	
  	
  depreciates	
  /	
  $	
  appreciates	
  
– US	
  imports	
  rise,	
  exports	
  fall	
  =	
  (X-­‐M)	
  ê	
  



other	
  factors	


•  if	
  the	
  China	
  has	
  high	
  inflaFon	
  and	
  the	
  US	
  none	
  
–  the	
  US	
  dollar	
  will	
  appreciate	
  to	
  maintain	
  
Purchasing	
  Power	
  Parity	
  

•  if	
  producFvity	
  in	
  China	
  increases	
  faster	
  than	
  in	
  
the	
  US	
  
–  the	
  US	
  dollar	
  will	
  depreciate	
  as	
  it	
  becomes	
  harder	
  
for	
  us	
  to	
  export	
  /	
  cheaper	
  to	
  import	
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Linkages	
  in	
  Finance	


•  no	
  savings	
  choices	
  for	
  households	
  
–  bank	
  deposits	
  are	
  main	
  choice	
  
–  low	
  or	
  negaFve	
  real	
  interest	
  rates	
  	
  

•  quesFon:	
  implicaFons	
  for	
  household	
  saving?	
  

•  banks	
  face	
  excess	
  demand	
  
–  interest	
  rates	
  not	
  effecFve	
  in	
  shi^ing	
  bank	
  behavior	
  or	
  
borrower	
  behavior	
  

–  pressure	
  for	
  low	
  lending	
  rates,	
  feasible	
  due	
  to	
  low	
  
deposit	
  rates	
  

–  banks	
  too	
  small	
  to	
  serve	
  small	
  firms	
  and	
  service	
  sector	




linkages	

•  with	
  inelasFc	
  responses	
  to	
  interest	
  rates,	
  
monetary	
  policy	
  can’t	
  rely	
  upon	
  shi^ing	
  short-­‐
term	
  rates	
  
–  discount	
  rate	
  charged	
  by	
  central	
  bank	
  for	
  direct	
  
borrowing	
  of	
  reserves	
  

–  related	
  overnight	
  interest	
  rates	
  
•  given	
  that,	
  allowing	
  free	
  flows	
  of	
  capital	
  would	
  

–  lead	
  to	
  huge	
  ahempts	
  to	
  arbitrage	
  
– wild	
  swings	
  in	
  exchange	
  rates	
  
–  potenFal	
  large	
  swings	
  to	
  domesFc	
  Chinese	
  or	
  foreign	
  
(=	
  US)	
  capital	
  markets	




hence…	


•  exchange	
  rates	
  need	
  to	
  stay	
  pegged	
  
•  capital	
  flows	
  need	
  to	
  remain	
  restricted	
  
•  UNTIL	
  

– domesFc	
  capital	
  markets	
  are	
  “deeper”	
  (more	
  
liquidity	
  to	
  match	
  volume	
  of	
  internaFonal	
  flows)	
  

– more	
  assets	
  are	
  priced	
  on	
  a	
  market	
  rather	
  than	
  an	
  
administraFve	
  basis	




monetary	
  policy	


•  UNTIL	
  THEN	
  
– monetary	
  policy	
  must	
  rely	
  upon	
  direct	
  controls	
  

•  window	
  guidance	
  
–  the	
  PBOC	
  can	
  set	
  targets	
  for	
  credit	
  creaFon	
  

•  reserve	
  rates	
  
–  the	
  PBOC	
  can	
  increase	
  reserve	
  requirements	
  to	
  
make	
  it	
  harder	
  for	
  banks	
  to	
  lend	
  



challenge	
  of	
  liquidity	
  management	


•  internaFonal	
  imbalances	
  make	
  life	
  hard	
  
– big	
  trade	
  surpluses	
  mean	
  exports	
  earn	
  lots	
  of	
  
dollars	
  and	
  other	
  currencies	
  (net	
  of	
  imports)	
  

•  keeping	
  the	
  exchange	
  rate	
  stable	
  requires	
  the	
  
PBOC	
  to	
  buy	
  up	
  excess	
  dollars	
  
– but	
  then	
  domesFc	
  markets	
  are	
  awash	
  in	
  cash	
  
– so	
  bank	
  reserves	
  tend	
  to	
  expand	
  



sterilizaFon	


•  the	
  PBOC	
  can	
  ahempt	
  to	
  “sterilize”	
  
–  sell	
  bonds	
  
–  soaks	
  up	
  excess	
  liquidity	
  

•  but	
  there	
  aren’t	
  any	
  bonds	
  to	
  sell	
  !!	
  
–  because	
  the	
  Chinese	
  government	
  hasn’t	
  run	
  big	
  
deficits	
  

–  because	
  there	
  is	
  only	
  a	
  small	
  bond	
  market	
  
–  a	
  chicken	
  and	
  egg	
  issue	
  

•  so	
  again,	
  direct	
  controls	
  …	
  and	
  the	
  underlying	
  
inflaFon	
  pressures	
  we’ve	
  discussed	
  means	
  this	
  is	
  
a	
  chronic	
  challenge,	
  not	
  a	
  hypotheFcal	




nothing	
  new	
  …	
  for	
  LDCs	


•  financial	
  deepening	
  is	
  a	
  challenge	
  that	
  all	
  
developing	
  countries	
  face	
  

•  that	
  means	
  that	
  macroeconomic	
  policy	
  in	
  
LDCs	
  differs	
  systemaFcally	
  from	
  that	
  
employed	
  by	
  OECD	
  countries	
  

•  ∑	
  monetary	
  policy	
  is	
  not	
  a	
  refined	
  tool	
  

•  SO:	
  what	
  of	
  fiscal	
  policy?	




irony	


•  China	
  as	
  a	
  developing	
  country	
  subsidizes	
  
capital	
  
– which	
  leads	
  to	
  a	
  bias	
  towards	
  using	
  capital	
  rather	
  
than	
  labor	
  

–  the	
  OPPOSITE	
  of	
  what	
  raFonal	
  policy	
  should	
  do	
  
– AND	
  it	
  makes	
  macro	
  policy	
  harder	


















Future	
  of	
  the	
  Economy	


•  Growth	
  Model	
  
– Y	
  =	
  f	
  (K,	
  L)	
  =	
  A	
  KαL1-­‐α	
  Cobb-­‐Douglas	
  	
  

•  per	
  capita:	
  Y	
  /	
  L	
  =	
  A	
  (K/L)α	
  rearranging	
  the	
  above	
  
– now	
  “I”	
  investment	
  ⇒	
  ΔK	
  

•  K	
  suffers	
  from	
  depreciaFon	
  
•  K	
  has	
  diminishing	
  returns	
  as	
  input	
  

– we	
  look	
  at	
  K	
  on	
  Wednesday	
  
•  and	
  at	
  A	
  (total	
  factor)	
  producFvity	
  (TFP)	
  or	
  technical	
  
change	
  



So	
  today	


•  Changes	
  in	
  labor	
  force	
  
– So	
  where	
  do	
  children	
  come	
  from	
  
– OK,	
  the	
  birds	
  and	
  the	
  bees	
  

•  and	
  accidents	
  do	
  happen	
  
•  Economists	
  approach	
  ferFlity	
  as	
  a	
  choice	
  
•  but	
  remember	
  Fme	
  lags	
  

–  today’s	
  children	
  don’t	
  become	
  workers	
  for	
  20	
  
years	
  	
  

–  today’s	
  girls	
  don’t	
  become	
  mothers	
  for	
  25	
  years	
  



Costs	
 Benefits	


↑ Education	
  ↓ 	
  Labor	


↑ Mother's Time	

 ↓ 	
  Investment =	
  

	
   	
  Retirement	


 ≈ Out-of-Pocket	
   ≈	
   	
  Psychological	


　	


note economies of scale: 
older can care for younger 
and receive hand-me-downs	


FerFlity	
  Decision	




So	
  what	
  happens	


•  think	
  1980,	
  when	
  ferFlity	
  restricFons	
  (the	
  
“One	
  Child”	
  Policy)	
  Fghtened	
  

•  so	
  what	
  happens	
  in	
  2040?	
  
– given	
  current	
  policy	
  of	
  reFrement	
  at	
  age	
  60	
  

•  but	
  few	
  children	
  
– populaFon	
  ages	
  
– and	
  as	
  following	
  charts	
  illustrate,	
  migraFon	
  
amplifies	












QuanFty	
  but	
  …	


•  The	
  fall	
  will	
  be	
  offset	
  by	
  the	
  presence	
  of	
  
surplus	
  labor	
  
– The	
  Lewis	
  “turning	
  point”	
  will	
  be	
  …	
  2020?	
  

•  But	
  effecFve	
  labor	
  can	
  conFnue	
  to	
  expand	
  if	
  
quality	
  rises	
  

•  So	
  …	
  educaFon	


















SFll…	


•  the	
  raFo	
  of	
  older	
  chinese	
  will	
  be	
  very	
  high	
  
•  and	
  the	
  labor	
  force	
  (or	
  rather	
  the	
  working	
  age	
  
populaFon)	
  is	
  ALREADY	
  declining	
  

•  So	
  …	
  are	
  old-­‐age	
  dependents	
  more	
  expensive	
  
than	
  young	
  dependents?	
  
– empirically,	
  not	
  unFl	
  their	
  health	
  begins	
  to	
  fail	
  
–  therea^er,	
  it	
  depends	
  on	
  structure	
  of	
  healthcare	
  
system	










Side	
  effects	
  of	
  one-­‐child	
  policy	


•  spoiled	
  children	
  
– “Lihle	
  emperors”	
  

•  son	
  preference	
  
– virilocal	
  (patrilocal)	
  marriage	
  

•  patrilocal	
  in	
  that	
  join	
  husbands	
  family	
  
•  virilocal	
  if	
  women	
  leave	
  natal	
  village	
  

– so	
  having	
  girls	
  doesn’t	
  pay	
  
•  nor	
  does	
  invesFng	
  in	
  them	










A	
  New	
  Society	


•  The	
  Dutch	
  Republic	
  had	
  a	
  surplus	
  of	
  women	
  
– as	
  have	
  various	
  post-­‐war	
  socieFes	
  across	
  history	
  

•  China	
  will	
  be	
  the	
  first	
  with	
  surplus	
  men	
  
– a	
  future	
  crime	
  wave?	
  

•  EducaFon	
  of	
  girls	
  today	
  reflects	
  very	
  lihle	
  
gender	
  bias	
  
– but	
  that’s	
  a^er	
  the	
  fact	
  
– will	
  sex-­‐selecFve	
  aborFons	
  follow	
  suit??	








A	
  society	
  without	
  youth?	


•  Surprised	
  that	
  the	
  esFmates	
  don’t	
  show	
  an	
  
inverted	
  pyramid	
  

•  Rural	
  areas	
  already	
  well	
  along	
  path	
  to	
  a	
  
society	
  of	
  few	
  children	
  
– excepFon:	
  villages	
  of	
  grandparents	
  and	
  
elementary	
  school	
  children	
  already	
  visible	






Not	
  ExcepFonal	


•  This	
  ferFlity	
  shi^	
  is	
  not	
  unique	
  to	
  China	
  
–  the	
  rest	
  of	
  East	
  Asia	
  has	
  even	
  lower	
  ferFlity	
  
–  the	
  rapidity	
  of	
  aging	
  however	
  is	
  a	
  funcFon	
  of	
  the	
  
rapidity	
  of	
  ferFlity	
  decline	
  

•  here	
  China	
  is	
  a	
  lihle	
  faster	
  




