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[Abstract] This paper provides a comparative study of the roles of monetary systems for China’s economic performance during the two global crises. We first compile charts to examine the differences of economic indicators including growth, inflation, money supply and trade. The Chinese economy performed reasonably well in the initial yeas of the Great Depression due to the insulation provided by the silver standard. But eventually it did not escape growth collapse and price deflation. The impacts of the Great Crash were deep but also brief. With the help of aggressive monetary and fiscal policies, the Chinese economy turned around quickly, thanks to the capital account controls. Finally, we try to synthesize the comparative analyses applying the Mundell-Fleming model framework.
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Introduction
The global credit crisis began in 2008 was the most severe shock to the world economy and markets in decades. It is sometimes called the ‘Great Crash’, due to extraordinary downturns of many financial and economic indicators (Altman 2009; Garnaut and Llewellyn-Smith 2009). Some economic studies compared key economic indicators during the Great Crash and the Great Depression in the early 20th century to draw similarities, differences and lessons (Almunia et al 2009).
It is probably too early to define the Great Crash as a turning point for economies of the West. However, China’s importance in the global economy increased significantly as a result of the global crisis. With decisive fiscal and monetary expansion, China quickly reversed the trend of growth deceleration and maintained 8.7 percent GDP growth in 2009, when much of the global economy experienced negative growth.
Strong performance of the Chinese economy generated positive spillovers for the rest of the world. Benefiting from dramatic expansion of domestic demand in China, the economies of many East Asian neighbors and commodity exporters recovered quickly. In 2010, China is set to overtake Japan to become the world’s second largest economy. Some experts already proposed the ‘G-2’ framework, under which the United States and China would jointly manage the global affairs (Bergsten et al. 2008; Zoellick and Lin 2009).
Interestingly, it was not the first time that the Chinese economy performed reasonably well during global crises, at least in the initial years of the crises. At the start of the Great Depression, the Chinese economy experienced neither deflation nor recession. But this did not last long. Eventually China did not escape growth collapse and price deflation.
It is important to examine the factors behind peculiar performance of the Chinese economy during the Great Depression, which may offer insights or lessons for understanding the challenges facing the Chinese economy in the years ahead. During the Great Crash, economists constantly voiced concerns about negative consequences of the aggressive policy responses. Some of the widely discussed potential problems include local government debt burdens and quality of bank loans.

This paper aims at offering a comparative analysis of Chinese economic performance during the Great Depression and the Great Crash. We limit our discussion on the roles played by the monetary systems. During the Great Depression, China adopted the silver standard with little influences on quantity of liquidity or levels of the interest rates. During the Great Crash, China softly pegged its currency to the U.S. dollar and focused on quantitative liquidity measures. These were very different regimes and probably had different impacts on real economic and financial indicators.
The remainder of the paper is organized as follows. The next section compares performance of the Chinese economy during the Great Depression and the Great Crash by examining available economic data. Section three details the silver standard and outlines the experiences of the Chinese economy in the years leading up to and during the Great Depression. Section four analyzes development of monetary system during the reform period and reviews economic performance during the Great Crash. The final section sums up the comparative analyses in the simple Mundell-Fleming model framework.
The Chinese Economy during the Two Global Crises
The Chinese economy continued its slow but steady growth in the initial years of the Great Depression (Chart 1). Real GDP growth averaged 1.8 percent between 1929 and 1932, compared with a shrink by 35 percent of the global economy during the first three years of the Great Depression (Almunia et al. 2009). However, even this relative performance did not last. Real GDP stagnated in 1933 and collapse by 8.7 percent in 1934. China’s growth performance was much stronger during the Great Crash, with the annual rate slowing only from 11.9 percent in 2007 to 8.7 percent in 2009. Growth is likely to be stronger in 2010 than in the previous year.
Chart 1. Real GDP Growth: The Great Crash (2007-2010) and the Great Depression (1929-1938)
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Note: GDP growth for 2010 is preliminary estimate based on first quarter data.

Source: CEIC Data Company and Angus Maddison, ‘Historical Statistics of the World Economy: 1-2006 AD’ (http://www.ggdc.net/Maddison/Historical_Statistics/horizontal-file_03-2009.xls).
China’s exports remained steady in 1929-1931, probably because of decline of silver prices and improvement of Chinese exports (Chart 2). But all these reversed from 1932 as many other countries abandoned the gold standard and Chinese currency appreciated. During the Great Crash, however, exports were down only by about a year in 2009. This is consistent with findings for the global economy by Almunia et al (2009).
Chart 2. Total Exports during 1990-2009 and 1912-1936
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Source: CEIC Data Company and Lai (2003).
Trade balances worsened during both global crises, at least initially (Chart 3). China had trade deficits during the Great Depression but large trade surplus during the Great Crash. China’s trade deficits were 0.51 percent of GDP in 1929, when the Great Depression began. They widened steadily to 0.62 percent in 1930-31, 0.68 percent in 1932 and 0.75 percent in 1933. Only after that, China’s trade deficits began to narrow again, to 0.42 percent in 1935. During the Great Crash, trade surpluses narrowed from 7.7 percent of GDP in 2007 to 6.5 percent in 2008 and 4 percent in 2009.

Chart 3. Trade Balances: The Great Crash (January 2007–April 2010) and the Great Depression (January 1929–December 1935)(% GDP Annualized)
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Source: CEIC Data Company and Lai (2003).
During the Great Depression, China’s money supply was mainly determined by silver trade, which was not directly controlled by the central government. At the start of the Great Depression, net imports of silver began to decline. In 1932 and 1933, China turned to a net exporter of silver and the net exports surged sharply in 1934-35 (Chart 4). During the Great Crash, China adopted aggressive credit expansion to support growth. Growth of broad money, M2, jumped from an average of 17 percent in 2004-2008 to 28.4 percent in 2009. 
Chart 4. Money Supply: Growth Rates of M2 in 1991-2010 and Net Imports of Silver in 1913-1935
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Source: CEIC Data Company and Chen (2007).
The China yuan depreciated steadily against the U.S. dollar during the first two years of the Great Depression (1929-1930). In the following two years (1931-32), the bilateral exchange rate remained relatively stable. But the China yuan appreciated after that, until mid-1935 (Chart 5). At the beginning of the Great Crash, renminbi was still appreciating steadily, continuing the trend started from mid-2005. From mid-2008, however, as the global crisis hit the Chinese economy, the authorities decided to adopt a soft peg to the U.S. dollar, with the exchange rate fluctuating within a very narrow band around 6.84.
Chart 5. Exchange Rates: The Great Crash (January 2007-April 2010) and the Great Depression (January 1929-December 1935)
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Note: The currencies are renminbi during the Great Crash and China yuan during the Great Depression. The exchange rates are all expressed in amount of U.S. dollar per unit of Chinese currency. Therefore, a rise in the index implies appreciation while a decline means depreciation.

Source: CEIC Data Company and Young (1981).
The interest rates were quite volatile during both global crises (Chart 6). The market interest rate in Shanghai first moderated from 8.9 percent in 1929 to 6.5 percent in 1930, and then shot up to 9.0 percent in 1931 before easing to 6.7 percent again in 1932. After that, it went down to below or around 6 percent, with the exception of a spike in late 1934 and early 1935. During the Great Crash, Shibor declined steadily to below 2 percent from 2009.
Chart 6. Market Interest Rates: Shibor during the Great Crash (January 2007-April 2010) and Shanghai Market Rates during the Great Depression (January 1929-December 1935) (%)
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Source: www.shibor.org and Lai (2008).
Finally, China did not suffer from deflation during the first two and half years of the Great Depression, despite severe and widespread deflation problem in the rest of the world (Chart 7). From late 1931, however, price levels entered a period of prolonged declines until late 1935. During the Great Crash, prices continued to rise in 2007 and early 2008. When the global crisis affected the real economy in late 2008, China suffered a period of deflation. But this only lasted for a year or so. From late 2009, prices were already on the rise again.
Chart 7. Price Indexes in Shanghai: The Great Crash (January 2007–April 2010) and the Great Depression (January 1929–December 1935)
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Note: Price indexes are that of CPI during the great crash and that of WPI during the great depression.

Source: CEIC Data Company and Young (1981).
The Silver Standard and the Great Depression
Historically, silver standard dominated China’s monetary system. During the Ming and Qing Dynasties, China effectively adopted bimetallism, with silver often used for wholesales while copper used for retail. The government, however, only managed mint of copper coins. There was no central mechanism coordinating silver in circulation, with its price determined by both supply and quality of silver (Hamashite 2008). 
Since domestic output of silver was rather limited. Supply of silver was mainly through imports, which could take forms of direct imports, silver inflows as a result of current account surpluses, overseas borrowing by the government and overseas Chinese remittances
. Therefore, supply of silver or monetary condition was determined by international transactions, not by the central authorities (Wang 1981).

During much of the Ming and Qing Dynasties, China constantly ran current account surpluses, which implied steady inflows of silver (Frank 1998). From the late 18th century, however, China’s external surpluses were challenged by its trading partners.
 Some scholars believed that it was the evil trade of opium that deteriorated China’s balance of trade, which led to outflows of silver (Hsü 2008). Some historians even thought that the Opium War was essentially an ugly consequence of the trade imbalance problem. 
By the late 19th century, China had already become a trade deficit country, especially with some trading partners such as the U.K., India and Hong Kong (Zheng 1984; Wang 2004). When the Great Depression started, its trade deficits accounted for roughly 0.5 percent of GDP. But China remained a net importer of silver, relying mainly on the government’s foreign borrowing and overseas Chinese remittances to cover the trade deficits (Remer, 1959).
The global environment for the silver standard started to change from the 1860s. Before that, most Western countries adopted bimetallism, dual gold- and silver-standard. In 1867, the U.K. and France invited senior policymakers from the Western countries to attend an International Monetary Conference in Paris. “The discussion brought a general agreement, in which the American delegates concurred, that the gold standard was the only practicable basis for international uniformity” (Leavens, 1939).
This effort of international policy coordination was rather successful, although it took many years to fulfill. For instances, U.K. adopted the gold standard before the Paris Conference. Germany chose the gold standard in 1871 and the U.S. did it in 1900 (Shiroyama 2010). Holland stopped minting of silver currency around 1875 and even Japan established the gold standard in 1897 (Guan, 2008). 
The West’s abandoning of silver had serious impacts on demand for and price of silver.
 From the first half of the 19th century, the price of silver in London was on average 60 pence per ounce and the relative value of silver to gold was about 16 to 1. After the 1860s, international price for silver dropped significantly, from close to 60 pence to 29 pence in the early 20th century. And the relative value of silver to gold increased to 33 to 1 (Chart 8).
Chart 8. Price Indexes of Gold and Silver: 1833-1944
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Source: KITCO, http://www.kitco.com/charts/
Decline of world silver price affected Chinese Economy in the following aspects. First, as China was the last major economy sticking to the silver standard, silver price was slightly better
. This resulted in inflows of silver to China. Therefore, money supply increased significantly and liquidity became very abundant. And, second, the Chinese currency depreciated against other major currencies. This gave Chinese products a competitive edge over products from many other countries.
The relatively loose money supply probably boosted development of the Chinese economy, especially in the areas around Shanghai, in the late 19th century and the early 20th century. The modern banking sector emerged, accompanied by rapid expansion of foreign banks. Citibank opened its branch in Shanghai in 1902 and soon became one of the most profitable branches globally. Industries, especially the cotton and silk textile factories, developed quickly in the Yangtze River Delta. Even Shanghai’s property sectors prospered.
In the wake of the First World War, many Western countries delinked their currencies from the gold, ending the period of so-called ‘classic gold standard’. This, together with other factors as mentioned in Leavens (1939) that the rise of all commodities prices and the reduction in silver supply from Mexico, led to the rise of international silver prices in the following years, peaking briefly at the early 19th century level in 1919 (Chart 8). There was also short period between 1914 and 1917 when China turned from a net importer of silver to a net exporter (Chart 3). When other countries gradually returned to the gold standard one after another, silver price declined again and China reverted back to a net importer of silver.
When the Great Depression erupted in 1929, decline of silver price accelerated. Between 1928 and 1932, international silver price dropped by 56 percent. Foreign silver streamed into China, providing an enviable liquidity condition at that time. This probably explained that while major global economies suffered from deflation, Chinese prices continued to rise in those years. Meanwhile, the development of industry went well with steadily positive growth though the rate was small (Guan 2007). In a way, the silver standard insulated the Chinese economy from the Great Depression and the monetary system acted as a lifeboat other than a fetter during this unusual time for China (Lai 2003).
Unfortunately, net imports of silver into China shrank quickly during those years. This was about the time when many Western countries again abandoned the gold standard, which led to rebound of the silver price.
 From 1932 to 1935, silver price increased by 130 percent. In particular, from 1933, the U.S. began to contemplate proposals of adopting a new currency standard (three-quarters of gold and one-quarter of silver) and to protect domestic silver production. The Chinese authorities protested. But the U.S. government went ahead with the proposals anyway, by passing the ‘American Silver Purchase Act’ in 1934. This contributed to sharp rebound of silver prices in 1933, 1934 and 1935 (Young 1981). 
In response to the outflow of silver, the Kuomintang government implemented two major policies to alleviate the difficult situation: silver export taxes and balance tax (which is also called the equalization charge). However, these policies could not turn the table and massive silver flew to the U.S. 
The government also increased its fiscal spending on economic activities, which rose to over 1.25 billion China yuan or 17.6% of total government expenditure in 1934.
 The same share was only less than 3% in previous years (Wang 2009). But the fiscal policy favoring heavy industry and military at that time was not effective in promoting development of Chinese economy. After all, fiscal revenues only accounted for less than 2 percent of GDP in those years, compared with above-20 percent in the early 21st century (Chart 9).
Chart 9. Fiscal Revenue as Share of GDP, 1929-1936 (%)
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Source: Yang (1983) and Madison (2009).
As a result, between 1931 and 1935, the continuously increased silver price and lack of appropriate monetary and fiscal policy actions served the Chinese economy a severe negative shock. Domestic liquidity dried up quickly, with widespread adverse impacts. Price levels began to fall from late 1931 and the decline continued until late 1935. Therefore, the economy did not escape from deflation in the end, mainly due to shrink of liquidity (Friedman and Schward 1963; Friedman 1992).
In addition to decreasing price, large cities such as Shanghai also suffered from financial crisis.
 After a crazy boom from 1929 to 1931, the real estate sector in Shanghai began to cool off. In 1934, the bubble in property sector finally burst as silver left the country. Subsequently the banking system was brought down by meltdown of the asset markets.
Some historians suggested that the ‘Silver Purchase Act’ of the U.S. was the last straw that collapsed the camel of the silver standard. But others disagreed (Brandt and Sargent 1989).
 In any case, in 1935, the then Chinese government decided to abandon silver, replaced by paper currency called ‘fa bi’. A true central bank was also established to manage monetary policies (Young 1981).
However, the new currency system also suffered from a number of deficiencies. At the time of the establishment, the British expert suggested that China should ensure the independence of the central bank. This suggestion was not well absorbed by the Chinese government; the new system also lacked a monetary anchor (Shiroyama, 2010). In addition, the government followed no fiscal discipline, especially at war times. All these factors contributed to very high inflation, unstable macroeconomic conditions and the eventual downfall of the Kuomintang government in 1949.
The Soft Peg and the Great Crash
After 1949, the monetary system was gradually sidelined by the central planning system. Almost all economic activities were determined by the planning agency. Money supply was managed simply to facilitate fulfillment of the central plans. There was essentially only one bank, the People’s Bank of China (PBOC), which served both as central bank and commercial bank. The brand ‘Bank of China (BOC)’ existed only nominally, which was the international face of PBOC. There was also ‘People’s Construction Bank of China (predecessor of China Construction Bank or CCB)’, which was effectively a subsidiary of the Ministry of Finance (MOF).

The banking sector was small and had very limited roles in the pre-reform economy since transfers of funds were mostly handled by the central planning system. But this started to change when the reform began. In 1984, the original PBOC was split into a commercial bank, the Industrial and Commercial Bank of China (ICBC), and the central bank, PBOC today. This completed the effort establishing the so-called ‘big four’ (ICBC, BOC, CCB and ABC or Agricultural Bank of China). In the following years, the authorities also set up more than a dozen joint-stock banks and many city and rural banks. At the end of 2009, total outstanding loans were already 180 percent of GDP.
In the early 1990s, the government also established two stock exchanges, one in Shanghai and one in Shenzhen. The stock markets began to play a role in capital allocation although the markets remain primitive and the prices are unusually volatile. Some Chinese companies also went listing in Hong Kong, New York, Singapore, London and Tokyo markets. Markets for government bonds and central bank bills grew rapidly, but corporate bond markets continued to lag significantly.
The monetary policy in China centers on liquidity management and interest rate regulation. Traditionally, policy preferences were given to quantity measures over price measures. Even today, PBOC policies do not target the market interest rates. It still sets benchmark lending rates and deposits, although flexibilities have been increased significantly for the commercial banks. PBOC manages liquidity conditions through the following measures: (1) reserve requirement; (2) open market operation; (3) ‘window guidance’; and (4) credit quota.

The exchange rate regime also experienced significant changes after 1949. From 1953 to 1972, renminbi was pegged to British Sterling and the former Soviet Union’s Ruble. And after that, China adopted a basket exchange rate system. The real reform of the exchange rate policy began in 1980 when the authorities introduced an internal settlement rate (2.5 yuan per dollar initially), alongside the official rate (1.5 yuan per dollar). This system evolved into a more formal dual-track system between 1985 and 1993.
At the start of 1994, the government unified the two tracks into one exchange rate, at 8.7 yuan per dollar. This reform also started a period of managed float regime, with the exchange rate appreciating steadily to 8.28 in 1997. When the East Asian crisis started in 1997, most Asian currencies collapsed. In order to support stability of the Asian monetary system and that of the Chinese economy, China converted the managed float to a peg. This earned China reputation as a responsible regional player.
But the peg probably lasted for too long. As Asian economies rebounded sharply from 2000, most Asian currencies also quickly gained ground and started to appreciate quickly. This implied relative depreciation of renminbi against the regional currencies. Around that time speculations about possible de-peg of renminbi from the dollar started to emerge in the international markets.
More importantly, as China joined the WTO at the end of 2001, inward foreign direct investment surged to take advantage of more transparent domestic policy environment. China quickly emerged as the global manufacturing center. More importantly, current account surplus surged from 1.3 percent of GDP to 10.8 percent in 2007 (Chart 10). Its foreign exchange reserves also rose from more than $100 billion in 1997 to $2.5 trillion in early 2010. All these became important ‘evidences’ for foreign politicians to accuse China manipulating its currency.

Chart 10. China’s Current Account Balances, 1985-2010 (% GDP)
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Note: Data for 2010 are for the first quarter only.

Source: State Administration of Foreign Exchange (SAFE).
The Chinese government finally abandoned the currency peg on July 21, 2005, by implementing three changes: (1) an overnight appreciation of renminbi against the dollar by 2.1 percent; (2) replacing the peg with a managed float regime; and (3) adopting a new reference of a basket of currencies. These began a new phase of China’s exchange rate policy. Between mid-2005 and mid-2008, renminbi appreciated by about 22 percent against the dollar or by 16 percent on real effective terms (Chart 11).
Chart 11. Bilateral Exchange Rate of Renminbi vs U.S. dollar, 
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Source: CEIC Data Company.
When the subprime crisis started in early 2007, the Chinese economy was suffering from symptoms of overheating. During that year the one-year base lending rate was adjusted upward by six times, rising from 6.12 percent at the start of the year to 7.47 percent at the end of the year. The authorities also adopted credit quota to control loan growth. In early 2008, PBOC was still concerned about inflation, as CPI rising to cyclical high of 8.7 percent in February and again in April. 
But as the global crisis deteriorated sharply, concerns about the risk quickly shifted to the other direction. In mid-September, PBOC cut the lending rate for the first time in many years, which was followed by four more cuts within three months. In early November, the State Council announced a stimulus package of RMB 4 trillion over the next two years to support growth. Of this package, the central government would only foot RMB 1.18 trillion, with the remaining coming from local government financing and bank credits. As a result, loan growth surged from the fourth quarter of 2008. In 2009, new loans reached RMB 9.6 trillion, almost 200 percent of new loans in a normal year.
From mid-2008, PBOC also terminated managed float by re-instating a soft peg, with the renminbi/dollar rate sticking at around 6.84 in the following years. This decision was probably inspired by China’s own experiences during the East Asian financial crisis 10 years ago. It clearly indicates the policymakers’ preferences: they retained policy objectives of stable exchange rate and independent monetary policy, while foregoing free capital flows.
Aggressive monetary and fiscal policies turned around the economy quickly. In the wake of the global crisis, real GDP growth decelerated sharply from 13 percent in 2007 to 9.0 percent in 2008 and 6.1 percent during the first quarter of 2009. However, by the first quarter of 2010, GDP growth had already returned to 11.9 percent.
However, China did not escape deflation. As exports started to fall in late 2008, prices also declined. This was probably because historically Chinese inflation rates are determined by two important factors, excess liquidity and overcapacity. While abundant liquidities push up inflation, overcapacity adds downward pressures on prices. What happened from late 2008 was the result of opposing effects of excess liquidity and overcapacity, highlighted by collapse of exports. But as the economy recovered and overcapacity problem eased, positive inflation returned in November 2009.
By early 2010, focuses of policy discussions already shifted to exit of the expansionary policies. Inflation rates moved up steadily. More worrying was the rising risks of asset bubbles. Housing prices increased significantly from the second quarter of 2009. The government introduced a number of measures to control risks in the housing market, including restricting buying of the second apartment by households. But liquidity conditions remained abundant, evidenced by continued strong loan growth.
The debate about exchange rate policy heated up again, as American politicians pointed their fingers at China for their double-digit domestic unemployment rate. Chinese policymakers, however, appeared to be reluctant in let go the soft peg. They continued to worry about risks of double dip of the global economy, which was supported by worsening of the debt crisis in the euro area.

International investors, however, started to transition from upbeat to cautious sentiment toward China. Potential risks of asset bubbles, solvency of the local governments and non-performing loans are some of the key problems identified by many economists and investors. Many of these were actually consequences of very successful monetary and fiscal policy expansions earlier.

Comparative Analyses Applying the Mundell-Fleming Framework
Different performance of the Chinese economy during the Great Depression and the Great Crash may be better understood in the simple Mundell-Fleming framework (Fleming 1962; Mundell 1968). The basic Mundell-Fleming model is based on a number of important assumptions, including small country economy, under-utilized resources, perfect capital mobility, perfectly elastic aggregate supply and static exchange rate expectations.
With flexible exchange rate in such a model, monetary policy expansion should devalue the currency and increase output. But fiscal policy is likely to be ineffective. With fixed exchange rate, however, monetary policy is probably ineffective since, by definition, the central bank has to take action to offset any monetary expansion in order to maintain exchange rate stability. Meanwhile, fiscal policy expansion should be effective in raising money supply and output.

Later economists relaxed assumptions of small country economy and perfect capital mobility (Hallwood and MacDonald 2000). For a large country economy, with fixed exchange rate regime, expansion of monetary policy leads to capital outflows, increases global monetary supply and lowers global interest rates. Therefore, it raises outputs both at home and abroad. Fiscal policies are also effective even with flexible exchange rate regime. Similarly, if capital mobility is less than perfect, both monetary and fiscal policies are likely to have impacts on the real sector.
Before applying the framework, we should first make clear of the appropriate assumptions. First, was China a small or a large country economy? At the time of the Great Depression, China was probably a small country economy. It accounted for about 5 percent of the world economy and its exports were probably less than 1 percent of its own GDP. When the Great Crash happened, however, China was likely already a large country economy, evidenced by its dominant roles in the world’s markets for commodities and labor-intensive products.
Second, did China adopt flexible or fixed exchange rate regime? Many economic historians believed that the silver standard around the time of the Great Depression was a flexible rate system since the price of silver fluctuated widely and the authorities made no effort of stabilizing it. The soft peg during the Great Crash was more likely a fixed exchange rate regime, given the really narrow band of fluctuation.
And, finally, did China have free capital flows? Clearly, China had perfect capital mobility during the Great Depression. Inflows and outflows of silver were determined freely by current account and capital account transactions, on which the government did not impose any restriction. During the Great Crash, China maintained relatively tight capital account controls. However, effectiveness of capital account controls declined in recent years. Therefore, it is probably best described by imperfect capital mobility or near no-capital mobility.
Table 1. China: Applicability of the Mundell-Fleming Model Assumptions
	
	Great Depression
	Great Crash

	Small/Large Economies
	Small country economy
	Large country economy

	Exchange Rates
	Flexible exchange rate
	Almost fixed exchange rate

	Capital Flows
	Perfect capital mobility
	Imperfect capital mobility


Source: Authors’ compilation.
The case of China during the Great Depression was a typical example of the Mundell-Fleming model with flexible exchange rate. The model predicts that monetary policy should be effective while fiscal policy should be ineffective in such a situation. The Kuomintang government did try to use fiscal measures to support the economy when growth collapsed in 1934. But it did not generate any significant impact (Wang 2009).

The government did not have a clear monetary policy framework and, therefore, it was not able to adjust its money supply or interest rate explicitly. When the U.S. Silver Purchase Act led to silver flight from China, the government imposed taxes on silver exports. It did not stop but stabilized net exports of silver (Chart 3). In 1935, when the government abandoned the silver standard and replaced it with ‘fa bi’, it was able to implement expansionary monetary policy. This contributed to sharp rebound of the economy in 1935-1936.

The case of China during the Great Crash represents a modified version of the Mundell-Fleming model with large country, imperfect capital mobility and fixed exchange rate. The model predicts that both monetary and fiscal policies should have some impacts on economic activities. China’s aggressive monetary and fiscal policy expansions, including both the 4 trillion yuan stimulus package and 9.6 trillion yuan new bank loans in 2009, were the most important contributing factors behind its above-8 percent GDP growth that year.
A crucial factor contributing to China’s policy success was certain degree of independence of its monetary policy. Given fixed exchange rate, this was achieved through capital account controls. However, recent studies suggest that effectiveness of such controls has been declining lately (Huang and Wang 2010). This was in part because the authorities have been engaging in capital account liberalization since the beginning of reform. It was also because controls have become increasingly more difficult given growing openness of the economy.
Declining effectiveness of capital account controls narrows China’s future policy options. If China does value independence of its monetary policy, then it has to give up exchange rate stability. Therefore, eventually, China may move to the situation of a large country economy where capital flows are relatively free and exchange rates are flexible.
If policymakers implement monetary expansion, domestic interest rate would fall. This would lead to outflow of capital, which would mean depreciation of the Chinese currency and decline of global interest rates. Therefore, the monetary policy should be effective. Meanwhile, if policymakers implement fiscal policy expansion, domestic interest rates would rise. This could lead to inflows of capital, increases in global interest rates and appreciation of the Chinese currency. Therefore, effectiveness of the fiscal policy would be more limited.
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� Before mid-19th century, there was little government borrowing from aboard and remittances by overseas Chinese.


� Wang (1981) pointed out that, although the central government managed mint of copper coins but it was not effective in terms of regulating supply of copper coins.


� The Great Britain sent a delegation to Beijing in 1792 to discuss about trade imbalances. But the Qing government did not find a lot of English goods that China wanted to buy. Negotiations broke down eventually. 14 years later (Hsü, 2008). These visits were frustrating, and yet during the 19th century, the Sino-British trade balance had begun to move along a way in favor of the Great Britain through the trade of opium.


� Meanwhile, discovery of silver ore in North America in the 19th century and in other countries such as Japan later and improvement in technology increased silver supply. This also contributed to decline of silver prices.


� According to Shiroyama (2010), changes of silver price in Shanghai always lagged behind when the world silver price declined. This led to arbitrage opportunities and promoted inflows of silver to China. 


� For example, the U.K. exited the gold standard in September, 1931.


� The expenditure was not purely for productive activities, some of which was closely related to military (Wang, 2009).


� The rural area also suffered greatly during the Great Depression. Shiroyama (2010) described in more detail the crash in the rural area.


� However, the opinion that the monetary system reform in China in 1935 was set off by the American Silver Purchase Act, was not widely accepted. For instance, Brandt and Sargent (1989) argued that “the Chinese monetary system was driven off silver by its government, which wanted to increase its share of [the boon from the higher price of silver] ... and which also perhaps foresaw that in coming years it would be easier to issue debt with low rates of returns if it could pre-vent competition from banks offering high-yielding low-denomination assets in the form of bank notes convertible into silver.”
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