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RISE OF CHINA AS A GLOBAL ECONOMIC SUPERPOWER...
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..AND AS A KEY ACTOR IN GLOBAL TRADE NETWORKS

Note: Merchandise trade, excludes services. IMF’s Direction of Trade Statistics (DOTS). 2000 vs 2019.
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THIS PAPER

Empirical characterisation of the domestic (the Ins) and
international (the Outs) transmission of Chinese monetary policy

> Outline:

1. Evolution of the Chinese monetary policy framework: PBOC policy stance & rule
2. The Ins: Macroeconomic aggregates, interest rates and exchange rate policy
3. The Outs: Financial conditions, international trade, commodity prices, inflation
> Preview:
o Standard domestic transmission channels

o Powerful role of commodity prices & production networks in shaping international spillovers
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THE PBOC MANDATE
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THE PBOC MANDATE

P E A K AT @

W4 THE PEOPLE'S BANK OF CHINA

About PBC News & Events Monetary Policy Financial Markets & Stabili ncial Services Research Statistics Regulations

Home > Monetary Policy, > General Information > Objectives

Objectives
News Objectives
FAQs The objective of the monetary policy is to maintain the stability of the value of the currency and

thereby promote economic growth.

> “To maintain currency stability has two tiers of meaning” [Gov. Yi Gang (2018)]

1. “Internally it means to maintain prices stable”

2. “Fxternally it means to keep the exchange rate stable at an adaptive and equilibrium level”
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Quantity-based policy Operational framework based
instruments & targets on market interest rates
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2000:2005 Benchmark lending & deposit rates, M2 growth as intermediate target [Gang (2018)]
2005:2012 Addition of RRR for Chinese banks to regulate liquidity [Jones & Bowman (2019)]
2012:2015 Aggregate financing to real economy (aka TSF) as intermediate target [Gang (2018)]
2015:2017 Monetary operations & lending facilities. Corridor system [Gang (2021)]

2017:2019 Two policy rates (R007 & MLF) control interbank & aggregate lending [Gang (2021)]
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CHINESE MONETARY PoLICY FRAMEWORK: EXCHANGE RATE PoLICY

> Similar liberalisation principle [e.g. Das (2019), Jermann, Wei & Yue (2022)]

Strict USD peg Crawling peg (CPR & USD)
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> Three Phases since 2000s:

2000:2005 Strict US dollar peg at 8.2765¥ per 13
2005:2015 Limited trading around Central Parity Rate against small basket of currencies

2015:2019 Two tier system of stable exchange rate against CFETS basket and allowing the
¥/$ to reflect market forces

o Managing the exchange rate requires substantial interventions in FX markets [Das (2019), Adler,
Chang, Mano & Shao (2021)]

o Policy independence with managed exchange rate requires implementing strict capital controls
|[Bahaj & Reis (2024)]
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COMPOSITE MONETARY PoLicy INDICATOR CMPI

> Novel proprietary index for the PBOC policy stance [Xu & Jia (2019)]

o From quantity-based instruments (quotas, RRR) and targets (M2, TSF growth), to
price-based instruments (corridor system, R007, MLF rate) and targets (interbank lending

rates, LPR).
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Poricy RULE FOrR THE PBOC: CHEN, REN & ZHA (2018)

> Nonlinear rule with official annual Chinese Gov’t objectives for growth & inflation

AM2; = ¢po + ¢ AM24_1 + ¢ (i1 — 1) + Gyt (Yyt—1 — Yr)

Gy ity —y7r >0
Qby,t = . *
¢yL fyi1—yr <0,
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Poricy RULE FOrR THE PBOC: CHEN, REN & ZHA (2018)

> Nonlinear rule with official annual Chinese Gov’t objectives for growth & inflation

AM2y = ¢o + ¢ AM2i-1 + ¢r(mi—1 — 75) + Gyt (Ye—1 — Yr)

Gy ity —y7r >0
Qby,t = . *
¢yL fyi1—yr <0,

> Innovations wrt Chen, Ren & Zha (2018)

1. Policy indicator consistent with PBOC’s use of multiple instruments
2. Explicit currency stability objective

3.
4

. Sample and sampling frequency

Estimated threshold for endogenous switching
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GENERALISED PBOC MONETARY PoLicY RULE

> Nonlinear rule with official Chinese Gov’t objectives for growth, inflation, & FX
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GENERALISED PBOC MONETARY PoLicY RULE

> Nonlinear rule with official Chinese Gov’t objectives for growth, inflation, & FX

Ly = Qo + Pult—1 + GrTe—1 + Py eYe—1 + PxXe—1
Ty = T — T

Sy o1 Eyp—1 —y7 <7,
Zy = ACPR; X Ii>2006:01 (RM Bspot,t — CPRy)

byt = {¢y,H g1 =p1—yr 29
Yyt —

> Estimated with monthly data from 2002:01 to 2019:12
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GENERALISED PBOC RULE: INPUTS
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GENERALISED PBOC RULE: ESTIMATES

CMPI: =

b
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THE Ins
DOMESTIC TRANSMISSION OF CHINESE MONETARY POLICY
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EMPIRICAL SETUP

1.

Monthly VAR(6) standard NIW priors [Giannone, Lenza & Primiceri (2015)]
> Estimation Sample: 2002-2019/2006-2019

Identification with rule residuals as internal IV [Plagborg-Moller & Wolf (2021)]

> Identification Sample: 2002-2019,/2006-2019

. VAR Composition

> Core: Industrial Production, CPI, Real Imports & Exports, M2 & TSF growth

> Rotating: Exchange rates, capital flows, FX reserves & interventions, Interest rates
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THE Ins:
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THE Ins: CAPITAL FLOWS
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THE Ins: FX RATES, RESERVES & INTERVENTIONS
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THE Ins:
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THE Outs
GLOBAL SPILLOVERS OF CHINESE MONETARY POLICY
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THE Outs: GLOBAL OUTPUT & TRADE, FINANCIAL CONDITIONS
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THE Outs: COMMODITY PRICES
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o Strongest response for infrastructure-related commodities [Ferriani & Gazzani (2024)]

Median IRFs, 68% & 90% posterior credible sets, 2002:2019. Different colours/markers for different VARs.
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THE Outs: CAPITAL FLOWS FOR COMMODITY EXPORTERS
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THE Outs: SPILLOVERS TO THE US EcoNOMY
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CONCLUSIONS

> Empirical characterisation of the transmission of Chinese monetary policy
o Novel composite indicator for the PBOC monetary policy stance

o Novel generalised monetary policy rule for the PBOC

> The Ins

o

MP tightening leads to a contraction in domestic activity, prices & imports from ROW

e}

Strong response of lending and market rates, contraction of aggregate lending

o ‘Traditional’ smooth transmission along the yield curve

[e]

Constrained responses of capital flows & FX, intervention in FX markets

> The Outs
o Global spillovers primarily through trade, commodities, integrated production
o Limited role for transmission through Global Financial Cycle

o Large spillovers to US activity and prices
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