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Abstract

The transformation from planned economy to market economy and the reform of
appropriation-to-loan have endowed the state-owned-enterprise (SOE) non-market-
oriented competitive advantages relative to prive firms, which are directly embodied
in the partial preference in favor of SOEs and against private firms when allocating
financial capital. It's named Chinese financial resource allocation mode or, taken
equivalently, financial disparities. However, there are barely explainations to this
phenomenon in western economics and few researches have documentated it.
Meanwhile, foreign and domestic studies in recent years have consistently shown that
the fiscal and monetary effects of macroeconomic regulating may depart from
tradtional economic predictions, mainly including Non-Keynesian Effects of fiscal
policy and Price Puzzle of monetary policy. In light of these, the anomalies of fiscal
and monetary policy effects have come to the central stage of economic concern.

Different from prior works, this paper aims to provide an explanation to those
anomalies based on the unique financial resource allocation mode of China.
Particularly, this paper undertakes theoretical and empirical analysis techniques under
general equilibrium framework in considering the comprehensive interdependence
between fiscal and monetary policies and unveils new discoveries.

Firstly, this paper unveils the cause and effect of biased financial resource
allocation between SOEs and private firms on the effects of macroeconomic
regulating and conducts a systematic introduction and comparison of theoretical and
empirical literature home and abroad according to the three principal modules that
constitute the research contents, i.e., Non-Keynesian Effects of fiscal policy, Price
Puzzle of monetary policy, and the integrated effects of fiscal and monetary policy.

Secondly, to find out whether biased financial resource allocation causes fiscal
and monetary policy anomalies in China, this paper separately examines
Non-Keynesian Effects of fiscal policy and Price Puzzle of monetary policy from
theoretical and empirical aspects. On one hand, empirical results show that generally
fiscal policy exhibits traditional Keynesian behavior in current period but reveals
non-Keynesian effect during the next period in China because: 1) the conditions to
generate expectation machanism, such as economic recesstion and transitional
political environment, are not satisfied in China; 2) some periods of time are needed
to establish expectation channel. It is believed that the incontinent possession of
financial capital by SOEs may lead to a (recessive) debt level close to its threshold of
trigering non-Keynesian effect. On the other, the cost channel that generates Price
Puzzle is quite significant and exhibits strong volatility over time. One important
factor that dominates cost channel is the financial frictions, which are closely
connected to the (financial) market reforms under macroeconomic regulating.

Finally, this paper takes one step further and depicts the financial frictions in a
DSGE model that incorporates the interactions of fiscal and monetary polies under a
structured framework featured with the expectation mechanism and cost channel. The
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results show that degree of financial disparities affects the non-Keynesian effect of
fiscal policy in a non-linear fashion, i.e., the latter grows stronger but then weaker as
the former keeps stengthening. Whereas, non-Keynesian effect of fiscal policy
promotes the co-movement of interest rate and inflation. Additionally, the Price
Puzzle phenomenon is more pronounced as the degree of financial disparities deepens,
and the supply-side cost channel outweighes the demand-side effect in case of
complete financial disparites. Consequently, inflation deteriorates if interest rate rises.

In view of above findings, this paper arrives at several policy implications and
proposes the corresponding suggestions.

Keywords: financial resource allocation; fiscal policy; monetary policy;
non-Keynesian effect; cost channel mechanism
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