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FOREWORD

Darrell Duffie

Over the past quarter century, China’s economy has achieved growth exceeding that
ever experienced in modern economic times by a large country over a comparatively long
period. Because finance is so critical to economic performance, China’s exceptional mac-
roeconomic success would not have been possible without a financial system that was at
least relatively effective, under the circumstances that applied during this period.

China’s GDP growth rate, although still higher than that of all major developed-market
economies, has fallen to less-spectacular levels. China is no longer starting from the ex-
tremely low base of total output that applied in the 1980s, from which it was possible for
even moderate improvements in market efficiency to drive enormous increases in pros-
perity. Moreover, China faces serious economic challenges, including many extremely
heavily indebted state-owned enterprises and a problematic trade dispute with the United
States.

Although China’s financial system has become more sophisticated and open in recent
years, in order to support continued robust growth in the mid-to-long-term future, it will
likely need to go through significant further improvements. As part of this, the coun-
try’s macroeconomy will probably require more efficient allocation of capital (both debt
and equity) to industries and enterprises, more effective reorganization or liquidation
of overleveraged enterprises, and greater financial transparency. At the same time,
though, many bright spots have recently been seen in China’s financial sector. For ex-
ample, its fintech sector is booming, with a vibrancy and sophistication that dominate
fintech in all other major economies. Cross-border financial markets have recently be-
come somewhat more open, which will improve access to capital and investment
opportunities.

China’s financial system has several key structural features that distinguish it from
the financial systems of other major economies. First, the central government and local
governments play much more significant roles in the allocation of capital. This is some-
times called “state-directed capitalism.” Second, participation by domestic investors in
foreign capital markets, as well as by foreign investors and other market participants in
domestic capital markets, remains heavily restricted by regulation, although these re-
strictions are being eased over time. Finally, China’s most important providers of finan-
cial services, by far, are a small number of very large banks. As of 2018, the four largest
banks in the world, by assets, were all Chinese. In addition to providing around half of
China’s banking services, these giant banks are also leading intermediaries in other fi-
nancial markets, including those for government bonds and “shadow banking” prod-
ucts. The corporate governance of these large banks is dominated by the central govern-
ment, which owns a large share of each of them.
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By comparison with other major global market areas, China’s banks are also more
important to its economy than are other forms of financial intermediaries. For example,
the banks provide more credit to the nonfinancial sector of the economy than do banks
in other major regions, especially the United States, although the trend in China is toward
a greater role for bond markets.

In most other respects, however, the elements of China’s financial system are similar
to those of Europe and the United States. For example, other major players in China’s
financial markets include securities firms, which develop, underwrite, and provide
market-making, brokerage, and investment-management services; insurance firms; the
operators of exchanges, clearinghouses, securities depositories, payment and settlement
systems, and other market infrastructure; and agency-based asset managers such as
hedge funds, private-equity firms, venture-capital firms, and purveyors of mutual funds.
Financial information providers include auditing firms, credit-rating agencies, and finan-
cial benchmark administrators.

The greatest challenge to China’s financial system over the next quarter century is
likely to be the significant indebtedness of China’s state-owned enterprises (SOEs). Its
SOEs alone have total corporate debt of about 115% of GDP, of which roughly 10% is “at
risk,” according to the Asian Development Bank. The fact that China’s local and central
governments have been so willing to “bail out” many SOEs that would otherwise de-
fault is an important weakness of China’s economy. These bailouts have the effect of al-
lowing SOE debts to continue to grow, to the point that they may one day need to be
resolved with much greater economic costs than would apply if these firms were to be
restructured in the near term. In the meantime, capital is being diverted from projects
offering greater economic returns. Since roughly 2016, however, China’s government has
shown more willingness to allow SOEs to default, and the number of such bankruptcies
increased significantly in 2018.

The problem of SOE indebtedness is linked to the heavy debt loads of local govern-
ments that were incurred through local government financing vehicles (LGFVs), a form
of SOE. Under central government direction, the debts of LGFVs are gradually being reg-
ularized through debt swaps into official local government bonds and loans.

While the turmoil in China’s stock markets that occurred in 2015 and early 2016 re-
ceived major attention in the global media and caused a significant amount of anxiety
about how the country’s government involves itself in its financial markets, this was a
temporary (albeit costly) distraction. The allocation of capital in primary capital markets,
especially debt financing and debt restructuring, is a much bigger economic and social
issue. The growth of debt in the nonfinancial sector since 2008 is unprecedented among
all large nations.

China’s financial policymakers face many other challenges, including how (and es-
pecially with what timing) to further open the country’s capital markets to two-way
global participation (a problem that includes the management of the price of China’s cur-
rency, the renminbi) and how to regulate shadow banking and Internet finance. China
has faced and overcome much greater challenges. I am optimistic.

The Handbook of China’s Financial System, edited by Marlene Amstad, Guofeng Sun, and
Wei Xiong, will prove to be an invaluable resource for students, researchers, and policy-
makers alike, who will benefit enormously from access to its in-depth analyses of struc-
ture and developments in China’s financial system. The handbook covers its many ele-
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ments, including commercial banking, central banking, equity markets, bond markets,
asset management, the pension system, cross-border markets, venture capital, shadow
banking, regulation, and the real estate market, among numerous other important topics.
The authors of this handbook’s chapters constitute a dream team of experts, drawn
mainly from leading academic institutions as well as from China’s official sector. Read-
ers of this tremendous resource will greatly deepen their understanding of how the fi-
nancial system works, better appreciate the challenges faced by China’s financial regu-
lators and other policymakers, and perhaps also learn more about how to participate
profitably in the country’s financial markets.
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INTRODUCTION

Marlene Amstad, Guofeng Sun, and Wei Xiong

China’s financial system has served indispensable roles in China’s spectacular economic
growth over the past 40 years. Given the size and growing complexity of the Chinese
economy, China’s financial system is likely to become even more important in mobiliz-
ing capital across the economy in the next stage of China’s economic development. How-
ever, concerns are being expressed both inside and outside China about the potential
instability in its financial system, with particular concerns about elevated real estate
prices and debt levels. This handbook collects 17 chapters written by leading experts
from academia, the policy community, and the financial industry to provide a holistic
view of multiple sectors of China’s financial system.

One may easily characterize that system as being large yet underdeveloped. This sys-
tem builds around a dominant banking sector, a quickly growing bond market, and a
widely followed stock market. Each of these markets is already among the largest in the
global system, although not quite as developed as those in many advanced countries.

China’s banking sector entails 5 of the 10 largest banks in the world. It remains the
core of China’s financial system and the key channel for implementing China’s mone-
tary policy. Chapter 1, “Banking Institutions and Banking Regulations,” by Guofeng
Sun, documents the dominance of banking institutions in China’s financial system. The
loans made by banking institutions accounted for 92% of the Aggregate Financing to the
Real Economy (AFRE) in 2002. While this ratio came down in recent years, it remained
at a very high level of 76% in 2018. Even more impressively, banking institutions owned
more than 97% of the total assets in China’s financial system in 2018, reflecting the fact
that banks not only make loans but also serve as the main sources of funding for the
bond markets, for shadow banking products (such as trust loans and entrusted loans),
and for even the asset management industry. This dominance is bolstered by the high
saving rate of households and firms throughout China. Different from other countries,
where savings are mostly absorbed by direct investment in bond and equity markets, in
China the banking system captures a large share of these savings. This empowers the
banking sector as the key channel for funding China’s financial and monetary policies,
as well as for developing other new financial sectors, particularly the bond market.
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The bond market has experienced rapid growth in the past decade, with bond mar-
ket capitalization over GDP growing from 35% in 2008 to over 95% in 2018. Albeit still
far from the level of over 200% in the United States, the Chinese bond market in 2019
became the second largest bond market in the world with $13 trillion, only after the
United States with $38 trillion and before Japan with $12 trillion. Despite its size, the bond
market has remained in some respects underdeveloped, as documented in chapter 5,
“Chinese Bond Markets and Interbank Market,” by Marlene Amstad and Zhiguo
He. While a centralized exchange market exists to enable nonbank institutions and indi-
viduals to invest in bonds, it accounts only for a small share of the bond market. Inter-
estingly, the biggest part, listing about 89% of all bonds outstanding at the end of 2018,
is another segmented market—the interbank bond market, which mainly serves the in-
vestment needs of banking institutions. The dominance of this largely bank-driven in-
terbank bond market deeply connects the bond market to China’s banking reforms, and
in particular to both its interest rate liberalization and the internalization of its cur-
rency, the RMB. Room for further development and market deepening also exists in the
corporate bond market. Despite its rapid growth and large market size, China’s corpo-
rate bond market shows little credit differentiation, as over 95% of the outstanding
amount of nonfinancial credit bonds are covered in only three rating categories. This
bond market has so far seen very few public defaults.

While the stock market contributes less to the AFRE than do the banking sector and
even the bond market, it has grown into the second largest equity market in the world,
with a total market capitalization of $8.7 trillion at the end of 2017, trailing only the U.S.
equity market with $32 trillion and ahead of Japan with $6.2 trillion. Chapter 11, “The
Development of the Chinese Stock Market,” by Franklin Allen, Jun “QJ” Qian, Chenyu
Shan, and Julie Lei Zhu, reviews the development of China’s stock market and summa-
rizes its institutional arrangements and market performance. Differing from most of the
other financial sectors, the stock market initially grew outside of the banking sector and
has been dominated by individual investors in terms of trading, as characterized by its
high annual turnover ratios of 161.6% and 264.5% in the Shanghai and Shenzhen Stock
Exchanges, respectively, which far exceed the ratios of other major stock exchanges
throughout the world. The high liquidity in the secondary market contrasts with that in
the tightly regulated primary market. China is one of few markets with a performance-
based IPO system, incentivizing Chinese firms to get listed abroad despite their already
being in the country with the second largest equity market. This is again a testament to
the need of further development, despite the achieved size. It should be noted that this
need has supported the rise of the venture capital market.

It is probably less known that the past 10 years have seen a period of unprecedented
successes for both China’s emerging industries and the venture capital (VC) market,
which have both grown to global significance. Chapter 15, “China’s Venture Capital
Market,” by Zhaojun Huang and Xuan Tian, compares Chinese VC activities with U.S.
ones. While the VC world was dominated by experienced foreign VCs in the 1990s and
early 2000s, its growth in recent years is currently being driven largely by domestic
VCs. Despite the Chinese VC market’s size as the second largest in the world in terms of
deal value, this market has nevertheless not yet matured.

It is tempting to adopt the common framework developed for evaluating Western fi-
nancial systems to evaluate the strength as well as the weakness of China’s financial sys-
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tem. This system certainly faces some common problems, such as a booming real estate
sector and a largely expanded shadow banking sector. Chapter 7, “China’s Real Estate
Market,” by Chang Liu and Wei Xiong, describes the dramatic and long-lasting real
estate boom that has occurred across China and discusses the crucial links of this boom
to households, local governments, firms, and banks. In 2003-2017, housing price indices
in China’s four so-called first-tier cities—Beijing, Shanghai, Guangzhou, and Shenzhen—
grew from 7 to 11 times higher, and even in the so-called second- and third-tier cities it
grew from 3 to 5 times higher. As housing sales today contribute to almost a fifth of Chi-
na’s GDP, and as real estate-related loans account for about a quarter of its banking as-
sets, a crash in the real estate sector would have enormous consequences on the coun-
try’s economy, with potential spillover effects to the rest of the world economy.

While the real estate boom in China is reminiscent of the U.S. housing bubble in 2006,
it is important to recognize that the origin of China’s real estate boom is substantially
different. The U.S. housing bubble, which eventually led to the U.S. financial crisis in
2008, was driven by a credit expansion through shadow banking to households. In China,
the real estate boom is instead deeply rooted in local governments, which rely heavily
on land sales revenues as well as debt collateralized by real estate assets to fund local
fiscal spending. Interestingly, the shadow banking sector in China played a key role in
channeling debt to the so-called local government financing vehicles, which are firms
set up by local governments to raise debt financing for local infrastructure projects.

China’s financial system has undergone many reforms in the past four decades, yet
in many respects it remains substantially different from those in a typical Western coun-
try. Many of these differences are rooted in the institutional foundation of China’s finan-
cial system. It is particularly useful to recognize that the government has consciously
used the financial system as a toolbox to implement government policies and to resolve
financing issues it has encountered during the country’s economic reforms, as discussed
by a recent review by Song and Xiong (2018). This perspective explains why its financial
system is still underdeveloped despite its enormous size. In particular, it explains banks’
lending preferences to state-owned enterprises (SOEs)—a key feature of China’s bank-
ing sector, as highlighted by the celebrated model of the Chinese economy by Song, Store-
sletten, and Zilibotti (2011)—and it further explains the advantages of SOEs in qualify-
ing for public listing in China’s stock market. This handbook covers these key pillars of
the institutional framework through several chapters.

To systematically understand how China’s financial system differs from other coun-
tries, it is illustrative to look into financial policies, particularly those related to infra-
structure financing. Chapter 6, “Macroeconomic Effects of China’s Financial Poli-
cies,” by Kaiji Chen and Tao Zha, summarizes how regime shifts in the government’s
active financial policies influenced the ways in which preferential credits were allocated
to SOEs and the heavy sector, mostly through the banking sector. The transition of the
economy is presented in three phases from an economy led by growth and reforms of
SOEs (1978-1997) to one driven by investment in large and capital-intensive enterprises,
termed “the heavy sector” (1998-2015), to what the Chinese government calls “a new
normal economy” (2016 to the present). The crucial role played by the government and
the financial sector alike in mobilizing resources is highlighted for infrastructure in-
vestment. Chapter 8, “Infrastructure Financing,” by Zhiwei Zhang and Yi Xiong, covers
the financing of sustained high levels of investment in infrastructure, which has been a
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key factor in China’s economic success over the past decades. The chapter elucidates the
complex system of fiscal and financial arrangements by government, focusing on the
important role played by quasi-fiscal entities such as local government financing vehi-
cles (LGFVs), allowing them to mobilize resources far beyond budget constraints and
thus creating substantial amount of quasi-fiscal debt, which has eventually led to a
major macro problem in the Chinese economy today.

While the financial system provides key funding for the development of the economy,
its powerful instruments, without proper regulations, may also exacerbate existing dis-
tortions, which are ample in China’s transitional economy. Chapter 2, “Monetary Policy
Framework and Transmission Mechanisms,” by Yiping Huang, Tingting Ge, and Chu
Wang, discusses the broad direction for monetary policy evolution against the back-
ground of the Chinese economy’s transition from a centrally planned system to a market
economy. Different from the apparently more effective, price-based monetary policy
frameworks that are based on targeting certain interest rates, China’s monetary policy
targets the quantity of money supply in the economy. This important policy choice re-
flects the inability of the People’s Bank of China (PBC) to effectively influence market in-
terest rates in a substantial portion of the economy, such as SOEs and local governments,
which is still not fully driven by market forces. Chapter 3, “Monetary Policy Instruments,”
by Tao Wang, details how the PBC in recent years has increased the use of price-based
policy instruments. However, to date the key framework still relies more on quantity-
based policy instruments and also on macro prudential and administrative measures.

With China’s widely observed successes in reforming its state sector, it has also started
to speed up its liberalization and internationalization processes of the financial sectors.
However, the government has been cautious in liberalizing the financial system owing
to its concerns about potential adverse effects. A recent theory of Xiong (2018) argues that
the liberalization of debt financing by local governments during China’s postcrisis stim-
ulus in 2008-2010 served to fuel the agency problems between the central government
and local officials, leading to the rapid rise of leverage levels across the country. This bal-
ancing act over several stages can be seen in liberalizing interest rates, as summarized
in chapter 4, “China’s Interest Rate Liberalization,” by Jun Ma and Xiaobei He. The
process of interest rate liberalization is described as being a gradual sequence from do-
mestic money and bond market, over onshore loan and deposit rates in foreign curren-
cies, to liberalization of RMB lending and deposit rates.

Similarly, Chapter 9, “RMB Internationalization,” by Kai Guo, Ningxin Jiang, Fan
Qi, and Yue Zhao, discusses the current state of RMB internationalization from the time
of limited progress before the global financial crisis to the acceleration post the crisis
that peaked in the RMB’s inclusion into the Special Drawing Right (SDR) currency bas-
ket of the International Monetary Fund. These efforts aim at meeting market demands
by removing unnecessary administrative barriers and constructing a complete chain of
RMB cross-border flows, including currency swaps as well as improved infrastruc-
ture for cross-border RMB trading and settlement. Started four decades ago, the open-
ing of the capital account had seen twists and turns. Chapter 10, “China’s Capital Ac-
count Liberalization,” by Yanliang Miao and Tuo Deng, describes how the opening of
the country’s capital accounts has been slower and bumpier than one might have antici-
pated. Despite various government efforts, starting with the foreign direct investment
(FDI) expansion from 1992, the Q Schemes (RQFII, QDII, QFII) related to the dual surplus

printed on 2/8/2023 10:29 PMvia . Al use subject to https://ww.ebsco.conlterns-of-use



EBSCChost -

INTRODUCTION

after 1997 as well as the C Schemes (stock connect, bond connect) related to the liberaliza-
tion and carry trades reversal, the current degree of openness is still mixed between
being much freer for certain types of flows (FDI) while still being stringent for others.

Aside from already large markets, the Chinese financial system is also home to sev-
eral markets and institutional setups, which are relatively new to the country or are cur-
rently limited in scale but quickly developing. This includes standards in corporate
governance as well as accounting principles. Of increasing importance are also the pen-
sion system and the development of asset management industry. Finally, in specific sec-
tors such as payments, the growth of the fintech industry has leapfrogged the traditional
system in just a few years.

Corporate governance and financial reporting standards in China have seen integra-
tion toward international standards. Chapter 12, “Corporate Governance in China,” by
Cong Wang, evaluates the various types of agency problems dominating in Chinese com-
panies, including concentrated ownership structures that lead to agency conflicts mani-
fested in different forms of minority shareholder expropriation. While internal gover-
nance concepts are modeled after those in Western countries, their effectiveness is
questioned as they often lack company-specific monitoring and independent design of
managerial compensation in SOEs. Market-oriented approaches such as shareholder ac-
tivism and the market for corporate control are still dysfunctional because of short-term-
focused investors and ownership concentration. Regulatory reforms, including the in-
vestigations and enforcement actions by the China Securities Regulatory Commission
(CSRC), are expected to play a more important role in China’s corporate governance sys-
tem. High demand for accounting information in the market has triggered ground-
breaking changes during recent decades. Chapter 13, “The Accounting System in China,”
by Tianyu Zhang, introduces the legislative framework of China’s accounting system and
reviews its evolution. It also identifies the need for further improvement in spite of the
accounting profession’s transition to a new era in China.

Alongside the maturing Chinese financial markets, the asset management industry
gains in importance. Chapter 14, “Investment Funds in China,” by Wenxi Jiang, re-
views important facts about China’s investment funds over the past 20 years. Despite its
fast growth, the mutual fund sector remains relatively small, covering only 3% to 4% of
the Chinese stock market capitalization, compared with about 30% in the United States.
Interestingly, while China’s mutual fund’s average expense ratios of active and passive
mutual funds seem higher than in the United States, China’s active managed mutual
funds’ return net of fees does not appear to underperform the market or a risk-adjusted
benchmark, thus being different from its U.S. counterpart.

As the Chinese population ages, reforming and improving the pension system is of
utmost importance. Chapter 16, “The Chinese Pension System,” by Hanming Fang and
Jin Feng, details the three layers of China’s pension system. The public pension schemes
aiming to provide basic social security to all residents reaches 65% of the population,
while the employer-sponsored annuity programs voluntarily provided by employers ac-
count for less than 0.5% of all the firms in China. Meanwhile, household savings-based
annuity insurance policies are still in their infancy. The chapter further discusses many
open issues to study in all these areas, including the efficiency cost of China’s fragmented
social insurance system, fiscal implications in case of a growth slowdown, optimizing
investment product characteristics, and impacts on the Chinese labor market.
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Unexpectedly, the underdevelopment of China’s financial system provides room for
the country to leap over many developed countries in adopting frontier fintech innova-
tions. In particular, mobile payment has found many wider applications in China than
in any other countries. The two widely used mobile payment systems, Ali Pay and We-
chat Pay, now anchor two ecosystems that offer a wide range of financial services, in-
cluding payment, risk assessment, and credit, to a large pool of individuals and small
firms that are otherwise underserved by traditional financial institutions. Chapter 17,
“Fintech Development,” by Bohui Zhang, documents how China has emerged as a
leader in fintech adoption rates, companies, and hubs.

China’s financial system has undergone broad and fast changes over the past three
decades and will continue to do so for the foreseeable future. Often the change occurs
as many small steps, hampering the ability to see the bigger picture. Also, it’s inevitable
that events such as the pandemic in 2020 will leave its trace. This handbook aims to
uncover the underlying long-term features of China’s financial system and thus to offer
a solid foundation to understand the changes that lie ahead.

Taken together, the chapters in this handbook can be used in universities and busi-
ness schools as reading material for undergraduate or master-level courses. As a whole,
it can be used as the main reading material for a course that specializes in the Chinese
financial system. Its chapters can also be used separately as reading material for a broad
range of courses, including ones that provide a general introduction to financial mar-
kets or to the Chinese economy as well as courses that cover specific economic and fi-
nancial issues related to emerging economies. For finance practitioners and policy-
makers alike, this handbook offers a one-stop solution for an in-depth overview of the
current state of China’s financial markets and institutions. Furthermore, academics can
use different chapters of the handbook as a reference to a wide range of economic and
finance topics related to China process.
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BANKING INSTITUTIONS
AND BANKING REGULATIONS

Guofeng Sun

China’s financial sector has undergone dramatic changes over the last 40 years. Before
the start of China’s market-oriented reform in 1978, the sector consisted of a handful of
institutions with extremely limited functions, whereas today it is home to some of the
world’s largest banks. The recovery and reconstruction of the Agriculture Bank of China
(ABC), the Bank of China (BOC), and the China Construction Bank (CCB) in 1979 sig-
naled the start of the reform of China’s banking industry. The Industrial and Commer-
cial Bank of China (ICBC) was founded in January 1984; shortly afterward, on April 1,
1987, the Bank of Communications (BCM) was restructured. ABC, BOC, CCB, and BCM
existed before these reconstructions in different names or as subsidiaries of other
institutions.

To understand China’s financial sector, it is necessary to view it within the broad con-
text of economic reform, which transformed China from a closed, stagnant, centrally
planned, agrarian economy to an open, dynamic, market-oriented, industrial economy.
Before the reforms, the financial sector was largely sidelined or even eliminated and
played no role in the central-planning machinery other than that of cashier and accoun-
tancy; it gradually gained greater prominence as the market started to play a larger role
in allocating resources as a result of China’s market reforms (Yi, 2009). Today, China’s
banking industry is the synthesis of China’s economic reforms and its historical legacy.
Through a series of reforms, China’s banking institutions have become some of the best
in the world and dominate China’s financial system (Yi and Guo, 2014).

This chapter gives an overview of the ongoing development of banking institutions
and banking regulations in China, with a focus on the main characteristics, formation,
and reform processes that have changed the sector since 1978. The first section introduces
the main characteristics of the banking institutions, which are at the center of the finan-
cial system. The sector is highly concentrated in large, state-owned commercial banks.
The second section describes the major types of China’s banking institutions. The third
section discusses the reforms of the state-owned commercial banks, and then reviews
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the recent reforms of the banking industry. The fourth section describes the regulators
of China’s banking industry—the People’s Bank of China (PBC), the China Banking and
Insurance Regulatory Commission (CBIRC), the Ministry of Finance (MOF), and the State
Administration of Foreign Exchange (SAFE). The fifth section summarizes both what has
been achieved through the implementation of regulations, including micro-prudential
supervision initiatives and macro-prudential policies, and what remains to be done. The
sixth section introduces China’s shadow banking, detailing its composition, size, devel-
opment, financial risk, monetary policy challenges, and recent regulations.

1. INTRODUCTION

1.1. Banking Institutions Dominate China’s Financial System

Banking institutions make up most of China’s financial system (Sun, 2015a). In the
40 years since the beginning of China’s economic reform and opening-up policy, Chi-
na’s banking industry has made rapid progress and has now established its leading role
in the world (table 1.1). In The Banker’s list of the 1,000 top banks in the world, 136 were
Chinese. Among the top ten banks ranked by tier-one capital, China’s banks and U.S.
banks took four places each.

Banking institutions have consistently dominated China’s financial system. The bank-
ing industry has been the major financial support for substantive economic develop-
ment throughout the country.

The total assets of China’s banking system are enormous; in fact, most of the assets in
China’s financial system are concentrated in the banking system (Demirgii¢-Kunt and
Levin, 2004). As shown in table 1.2, the banking industry owns more than 97% of the
financial system’s total assets.

In addition, the scale of the banking industry far exceeds the total financing of the
bond and stock markets (Sun, 2015b). As demonstrated in table 1.3, in 2002, the loans
by the banking industry accounted for more than 90% of the flow of Aggregate Financ-
ing to the Real Economy (AFRE)!. As it was developed, the banking industry has de-
creased its share of support to the real economy, but it remains very high—in 2018, it
accounted for 65% of the flow of AFRE. There are two points worth noting. First, al-
though the banking industry has decreased the amount of loans for AFRE, its asset man-
agement business, as listed in table 1.3, is rapidly growing. Second, the main source of
funding for trust loans, a key component of the shadow banking, is still the banking
industry.

1.2. High Concentration in Big Banks

In China’s banking system, the five big state-owned commercial banks have always main-
tained their dominance. They are the Industrial and Commercial Bank of China, the
Agriculture Bank of China, the Bank of China, the China Construction Bank, and the
Bank of Communication.

These five state-owned commercial banks have the highest profits. In 2005 to 2016,
their pretax profits increased 6.3 times, from 23.5 billion dollars to 171.7 billion dollars,
for a compound annual growth rate of 19.8%. At the end of 2016, the total amount of prof-
its of these five had exceeded the overall profits of seven global banks: Citigroup Inc.,
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Table 1.1. Top 10 Banks in 2019 Ranked by The Banker (in USD million)

Rank Bank Country  Tier-one capital ~ Pretax profit  Total assets

1 ICBC China 337,539.12 54,366.86 4,043,728.47
2 CCB China 287461.31 44,986.86 3,390,174.16
3 ABC China 242,895.33 36,740.73 3,300,652.70
4 BOC China 229969.78 33,524.53 3,104,711.68
5 JP. Morgan Chase  US 209,093.00 40,790.00 2,622,532.00
6 Bank of America  US 189,038.00 34,585.00 2,354,980.00
7 Wells Fargo uUs 167,866.00 28,537.00 1,895,883.00
8 Citigroup us 158,122.00 23,437.00 1,917,383.00
9 HSBC UK 147,142.00 19,890.00 2,558,124.00
10 Mitsubishi UFJ Japan 146,739.09 10,325.70 2,805,074.86

Source: The Banker, July 1, 2019.

Table 1.2. Structural Changes in the Total Assets of China’s Financial System,

2003-2017 (in RMB billion)

Percentage of total
Banking institutions’ Nonbank financial assets owned by
Year total assets" institutions’ total assets® banking institutions
2003 27,658 910 97
2004 31,599 873 97
2005 37470 1,016 97
2006 43,950 1,059 98
2007 53,116 972 98
2008 63,152 1,180 98
2009 79,515 1,550 98
2010 95,305 2,090 98
2011 113,287 2,607 98
2012 133,622 3,230 98
2013 151,355 3,968 97
2014 172,336 5,012 97
2015 199,345 6,488 97
2016 232,253 7931 97
2017 252,404 11,942 95

Source: CBIRC.
2 Banking institutions’ total assets are resources formed by past transactions or events of commercial
banks, owned or controlled by commercial banks and expected to bring them economic benefits. The
main resources are loans, investments (securities investment, cash assets investment, and fixed as-

sets investment), leasing, foreign exchange trading, bill discounting, and so on, the most important

being loans and investments. Loans include short-term, medium-term, long-term credit, and consumer

loans.

b Nonbank financial institutions raise funds in the form of issuing stocks and bonds, accepting credit
entrustment, providing insurance, and the like. They use the funds raised for long-term investment.
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Table 1.4. Composition of Profits of China’s Banking Industry, 2019 Q1

Net profits

Institution type (RMB billions) Percentage
Big commercial bank 294.5 51.53
Joint-stock commercial bank 120.2 21.03
City commercial bank 77.5 13.56
Private bank 19 0.33
Rural financial institution 72.3 12.65
Foreign bank 5.3 093
Total amount 571.5 100

Source: CBIRC.

Table 1.5. Structure of Total Assets of China’s Banking Institutions, 2003-2018

Assets of five big Percentage of assets
Assets of banking commercial banks owned by five big

Year institutions (RMB billions) (RMB billions) commercial banks (%)
2003 27,658 16,051 58.03

2004 31,599 17982 56.91

2005 37470 21,005 56.06

2006 43,950 24,236 55.15

2007 53,116 28,500 53.66

2008 63,152 32,575 51.58

2009 79,515 40,800 51.31

2010 95,305 46,894 492

2011 113,287 53,634 47.34

2012 133,622 60,040 4493

2013 151,355 65,601 43.34

2014 172,336 71,014 41.21

2015 199,345 78,163 39.21

2016 232,253 86,598 37.29

2017 252,404 92,815 36.77

2018 268,240 98,353 36.67

Source: CBIRC.

HSBC, Bank of America, JP Morgan Chase, MUFG, Crédit Agricole Group, and Wells
Fargo. As shown in table 14, in 2019 Q1, these five banks alone created profits of 294.5 bil-
lion yuan, accounting for 51.53% of the entire profits of China’s banking industry.

At the end of 2018, the total assets of the financial institutions making up China’s bank-
ing industry were 268,240 billion yuan. The percentages of the total assets owned by
different types of financial institutions are shown in table 1.5: big commercial banks ac-
count for 36.7%, joint-stock commercial banks account for 17.5%, city commercial banks
account for 12.8%, and rural area financial institutions account for 12.9%. With the start
of the joint-stock reform in 2004, the total assets of joint-stock banks continue to rise. With
the intensification of competition, the concentration of big commercial banks has been
declining, which is 20.2% lower than the 56.91% in 2004. At the end of 2017, the total
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Table 1.6. Composition of Employment in China's Banking Sector

Percentage of

Banking institutions Big commercial employees in big
Year (thousands) banks (thousands) commercial banks
2010 2,990.7 1,545.1 51.66
2011 3,1979 1,626.2 50.85
2012 3,362.1 1,666.0 49.55
2013 3,550.4 1,720.7 48.46
2014 3,763.4 1,764.6 46.89
2015 3,803.5 1,730.3 45.49
2016 4,090.2 1,676.6 40.99
2017 4,170.5 1,651.2 39.59

Source: China Financial Yearbook, 2018.

number of employees in the banking sector was 4.17 million, and 39.6% (1.65 million)
worked for the big commercial banks (table 1.6).

2. BANKING INSTITUTIONS

At the end of 2017, China’s banking industry consisted of 4,532 banking institutions with
licenses, the number modestly rising in last several years (see figure 1.1), and included 5
state-owned commercial banks, 3 policy banks, 12 joint-stock commercial banks, 134 city
commercial banks, 17 private banks, 965 rural area financial institutions, 1,262 rural
cooperative banks, and a number of foreign subsidiary banks, assets management com-
panies, money brokerage companies, and trust companies (see table 1.7).

2.1. State-Owned Commercial Banks

The largest five banks are majority-owned by the central government and focus on tradi-
tional financial intermediation between savers and borrowers. At the end of 2016, domestic
deposits were the main funding source and accounted for around 80% of their total liabil-
ity. At the same time, loans are the main investment channel for financing borrowers
and account for 60% of total assets. Five big commercial banks have similar business
models, which can be seen from their balance sheets. In terms of total assets, ICBC and
CCB rank as the first two, with Bank of Communications ranking last (see table 1.8). The
big banks strive to balance the goal of earning profits and expanding operations guided
by the overall economic policy objectives of the State Council, the PBC, and other gov-
ernment agencies.

2.2. Policy Banks

In 1994, three policy banks—the China Development Bank (CDB), the Export-Import
Bank of China (CEXIM), and the Agriculture Development Bank of China (ADBC)—
were established in an effort to separate policy-related lending from commercial lend-
ing. Policy banks are wholly state owned, and each has a distinct mission.

The ADBC was established in 1994, with a registered capital of 57 billion yuan. It op-
erates under the direct leadership of the State Council and is the only agricultural pol-
icy bank. Its main task is to raise funds, with national credit support and through market-
oriented methods, to support farmers and the development of agriculture and rural
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FIGURE 1.1. Trends in the number of banking financial institutions, 2006—-2017. Source: CBIRC.

Table 1.8. Simplified Balance Sheet for the Five Big Banks, December 2018
(in RMB millions)

ABC BOC BCM CCB ICBC
Total Assets 22,609,471 21,267,275 9,531,171 23,222,693 26,691,916
loans 11,461,542 11,515,764 4,854,228  13,365430 14,600,596
corporate loans 6,514,383 7,347,598 3,218,601 6,497,678 8,019,984
personal loans 343,961 4,440,085 1,635,627 5,839,803 4,891,776
Investments 6,885,075 5,054,551 2,822 5,714,909 5,483,420
Cash & balance 109,728 1,144,937 163,646 836,676 1,628,820
with other banks
Liabilities 20,934,684 19,541,878 8,825,863 21,231,099 24,560,708

Customer deposits 17,346,290 14,883,596 5,793,324 17,108,678 19,317,269
corporate deposits 6,559,082 7932,413 3,944,098 8,667,322 10,270,329
personal deposits 9,791,974 6,442,470 1,776,488 7771,165 8,207,406

deposits from 995,234 508,713 72,738 670,191 839,534
others
Net worth 1,674,787 1,725,397 705,308 1,991,594 2,131,208

Source: Annual reports.

areas in accordance with the national strategy. Its management principle is to act as an
agricultural bank that has clear and targeted functions, sufficient funds, proper control,
strict inner discipline, safe operation, good service, and sustainability.

The CEXIM provides financial services to promote China’s exports, particularly high-
tech and new-tech products, and also to facilitate the import of technologically advanced
machinery and equipment. The CEXIM is funded by the state and operates under the direct
leadership of the State Council. The goal is to support the development of China’s external
commerce and outbound investment and to facilitate international economic cooperation.
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At the end of 2018, it had 32 operating branches and a Hong Kong Representative Office in
China. As for global presence, CEXIM operates the Paris Branch, Representative Office for
Southern and Eastern Africa, St. Petersburg Representative Office, and Representative Of-
fice for Northern and Western Africa. The main areas supported by the CEXIM are the
external economy, trade development and cross-border investment, “The Belt and the
Road” construction, international cooperation on production capacity, a “going global”
policy for small and medium business, and similar areas.

Established in 1994, the CDB is a policy financial institution under the direct leadership
of the State Council. In December 2008, the CDB was reformed into the China Development
Bank Corporation. In March 2015, the State Council explicitly positioned the CDB as a
development finance institution. The registered capital of the CDB totals 421.248 billion
yuan. According to CDB’s website, it “is the world’s largest development finance institu-
tion, and the largest Chinese bank for financing cooperation, long-term lending and bond
issuance.” It mainly provides strategic support for important medium- to long-term na-
tional economic initiatives by providing medium- to long-term financing.

2.3. Joint-Stock Commercial Banks

The most common path for private capital to infiltrate the banking sector is through joint-
stock banks. In the mid-1980s, joint-stock commercial banks were created to advance the
reforms of China’s financial system and to provide an environment suitable for specialized
banks to become commercial banks. Joint-stock banks are held by corporations, including
non-state entities. For example, unlike the state-owned commercial banks, which are all
controlled by the state, the China Minsheng Bank is the first commercial bank in mainland
China to be founded by private capital (see table 1.9). Although it is not completely privately
owned, the government holds a stake in it, one significantly smaller than in the big state-
owned banks. Figure 1.2 shows the assets and liabilities of ten Chinese joint-stock commer-
cial banks as of December 2018. The banks included are the Shanghai Pudong Develop-
ment Bank (SPD), China Citic Bank (CITIC), China Everbright Bank (CEB), China Guangfa
Bank (CGB), Industrial Bank (CIB), Huaxia Bank (HXB), China Merchants Bank (CMB),
China Minsheng Bank (CMBC), Ping An Bank (PAB), and China Zheshang Bank (CZB).

2.4. Other Commercial Banks

2.4.1. Private Banks

The China Banking Regulatory Commission started a pilot program in 2014 to allow pri-
vate capital to found banks, with an objective to provide better financial services to small
and micro enterprises, rural area development, and small communities. This initiative
aims to establish a scheme in which banks are responsible for their own risks. Private
banks only serve enterprises in a designated geographic area. Private banks have a va-
riety of business models, including small deposits and small loans (e.g., Ali Loan by Ali-
baba) and large deposits and small loans (e.g., WeBank by Tencent).

2.4.2. Private Banks: MYbank and WeBank

Established in southern China’s tech hub of Shenzhen three years ago, WeBank is Chi-
na’s first online-only bank. WeBank focuses on providing small-scale consumer loans to
“long-tail” clients (those who have less access to financial services due to location and
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Table 1.9. Shareholder Status of China's State-Owned Commercial Banks and
China’s Joint-Stock Commercial Banks, December 2018

Largest Top 10
shareholder shareholders
2018 Largest shareholder proportion % proportion %
ICBC Central Huijin Investment 34.71 96.7
Co., Ltd.2
ABC Central Huijin Investment 40.03 93.52
Co., Ltd.
BOC Central Huijin Investment 64.02 96.51
Co., Ltd.
CCB Central Huijin Investment 5711 9744
Co., Ltd.
BCM Ministry of Finance 26.53 78.52
CMBC Hong Kong Securities 18.92 59.58
Clearing Company
Nominees Limited
CITIC China CITIC Co., Ltd. 65.37 98.12
CEB China Everbright Group 2543 95.77
CMB Hong Kong Securities 18.03 66.32
Clearing Company
Nominees Limited
SPD Shanghai International 21.57 76.37
Group Co., Ltd.
HXB Shougang Group Co., Ltd. 20.28 73.25
PAB Ping An Group 49.56 66.17
CGB China Life Insurance Co., 43.69 92.35
Ltd.
CZB Hong Kong Securities 24.33 7707
Clearing Company

Nominees Limited

Source: Annual reports.

2 Central Huijin Investment, Ltd., is a state-owned investment company. Its major business is to hold
equity investment in major domestic finance companies and to exercise shareholder rights accordingly.
China Investment Corporation holds shares of Central Huijin Investment, Ltd.

limited collateral), as well as offering business turnover loans to small and micro-
enterprises. A key advantage of WeBank is its ability to effectively gather data from
more than one billion QQ and WeChat users, thanks to the participation of its major
shareholder, Tencent. WeBank has also outlined a four-fold “ABCD” tech strategy, refer-
ring to Al (artificial intelligence), blockchain, cloud computing, and (big) data.
MYbank was established in June 2015 and claims to be the first bank in China
whose core systems are situated in the cloud. This online lender says it uses its “inter-
net and big data advantages to provide financial services to more small and micro
enterprises,” announcing at the time of its establishment that it would limit loans to
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FIGURE 1.2. Assets and liabilities of 10 joint-stock commercial banks as of December 2018 (in
RMB trillions). Source: Annual reports.

less than 5 million yuan. That online bank’s core advantage lies in its popularity with
small and micro e-commerce enterprises that make use of Alibaba platforms such as
Taobao and Alipay.?

2.4.3. City Commercial Banks

Formerly, local governments wholly owned city commercial banks, but during the 2000s
the banks were transformed into joint-stock banks in which the local governments be-
came the main shareholders. City commercial banks are often chosen to handle local
government-related accounts because they are deemed more capable of assessing local
companies’ creditworthiness. Due to one regulatory rule (namely, the Measures of the
China Banking Regulatory Commission on the Administration concerning Cross-Region
Development of City Commercial Banks, 2006), the establishment of branches of city com-
mercial banks outside of the home city is restricted, to a certain extent, and therefore the
number of branches is much fewer than that of joint-stock commercial banks.

2.4.4. Rural Area Financial Institutions

Examples of rural area financial institutions are rural credit cooperatives, village and
township banks, rural commercial banks, and rural cooperative banks. In general, these
provide services only to rural populations. Private capital accounts for 90% of the total
capital in rural cooperatives and 70% of the capital in rural banks.

2.4.5. Foreign Banks

With the gradual outward development of China’s economy, its banking industry has
accelerated its opening-up policy in an effort to further promote the reform of the bank-
ing industry. As a result, many foreign banks have started to enter China’s market at a
large scale. Foreign banks typically focus on foreign companies as their main customers,
and their market share in China’s banking system remains very low, consistently below
3% (table 1.10).
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Table 1.10. Assets of Foreign Banks Operating in China, 2003-2017

Banks with foreign Banking Percentage of
capital: Assets institutions: Assets banks with

Year (RMB billions) (RMB billions) foreign capital
2003 416 27,658 1.50
2004 582 31,599 1.84
2005 715 37470 191
2006 928 43,950 211
2007 1,253 53,116 2.36
2008 1,345 63,152 213
2009 1,349 79,515 1.70
2010 1,742 95,305 1.83
2011 2,154 113,287 1.90
2012 2,380 133,622 1.78
2013 2,563 151,355 1.69
2014 2,792 172,336 1.62
2015 2,681 199,345 1.34
2016 2,929 232,253 1.26
2017 3,244 252,404 1.29

Source: CBIRC.

3. BANKING REFORM
3.1. Background

In the late 1990s, as a result of the Asian financial crisis and management problems within
the Chinese banks, substantial nonperforming loans accumulated in China’s banking
system, preventing the banks from making new loans. To deal with the challenges caused
by that financial crisis, the Chinese government urgently needed both to recapitalize the
state-owned banks and to lower the amount of the nonperforming loans.

Under these circumstances, the Chinese government had two options. The first option
was to let the banks clear their own nonperforming assets and replenish capital by them-
selves; the second option was to perform “online repair” (#£%£44%). However, because of
the excessive amount of nonperforming assets, the first option would have resulted in a
long period during which the banks could not achieve the necessary regulatory standards,
such as capital adequacy ratio, as only one example, and thus would not be able to provide
the necessary loans for China’s economy. Therefore, there was only one real option.

To ensure the continuation of economic growth and avoid a repetition of Japan’s “lost
decade” in the 1990s, the Chinese government took the second option—"online repair.”
This approach was based on the experience of the United States during the savings and
loan crisis of the late 1980s. The Chinese government created a new scheme that distin-
guished “good” banks from “bad” ones. By carving out the nonperforming assets from
“good banks” and concentrating the bad assets in “bad banks,” the Chinese government
ensured that the “good banks” could operate normally. This was the first round of Chi-
na’s banking system reform (Walter and Howie, 2011).

In 1998, the National People’s Congress considered and then adopted a capital injec-
tion plan for the Big Four Banks—ICBC, ABC, BOC, and CCB. The People’s Bank of China
(PBC) lowered its reserve requirement ratio from 13% to 8%. The Big Four Banks used
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the released capital to buy RMB 270 billion special treasury bonds issued by the Minis-
try of Finance (MOF), and the MOF injected the money back into the banks as capital.

From 1998 to 1999, the Big Four Banks replenished capital and cleaned up their bal-
ance sheets through capital injection, nonperforming assets stripping, and other finan-
cial restructuring methods. At the same time, four asset management corporations—the
China Great Wall, China Cinda, China Huarong, and China Orient—were created to ab-
sorb the bad assets of the Big Four Banks.

The four asset management companies then separated RMB 1,394 billion of nonper-
forming loans from the Big Four Banks and the China Development Bank (CDB), thereby
lowering the nonperforming loan ratio of the Big Four Banks by an average of 10%.

Since 2001, China’s regulators have gradually implemented a five-category asset clas-
sification method?® for bank loans, and have also gradually lowered the business tax of
commercial banks. However, the first round of reforms was mainly technical, as, for ex-
ample, handling the nonperforming assets, enhancing internal management, and dealing
with other matters without also addressing the in-depth systematic and mechanical
issues.

3.2. Reform of the Big Banks in the 2003—-2010 Period

The second round of bank reforms, which occurred between 2003 and 2010, was imple-
mented in response to the reoccurrence of a large amount of nonperforming assets in
the banking system. One reason for this reoccurrence was that the corporate governance
structure had not been thoroughly reformed, so bad loans were continuously being cre-
ated by banks after the first round of China’s banking system reform in 1998. Another
reason was that during the original reform in 1998, the banks did not fully report their
real situation to the government.

Why did this happen? During the first round of reform, the government did not explic-
itly indicate that this bailout was the “last free lunch.” At the time of the second round
of reforms, the government stated that this was in fact their last opportunity to report
the real situation. This round took the experience of the first round into consideration—
so that, in addition to capital injections, the shareholding structure needed to be diversi-
fied. Improving the corporate governance structure was a major objective of the round.
Because the previous capital injections to the banks were criticized for being based on
internal circulation of capital, the government used foreign exchange reserves of the
PBC for capital injection in the second round (Jiang and Zhan, 2019).

At the end of 2003, the central government chose the Bank of China (BOC) and China
Construction Bank (CCB) as the pilot banks for the new shareholding system. Through
the newly established Central Huijin Investment Co., USD $45 billion of China’s foreign
exchange reserve was injected into the BOC and CCB so that they could begin a new
round of reform, along with starting the public listing process.

The second round of reforms occurred in four stages: financial restructuring and cap-
ital injection; establishing joint stock companies; introducing strategic investors; and
launching IPOs.

The joint-stock reform of the wholly state-owned commercial banks started after the
Chinese government approved the shareholding reforms of the BOC and CCB. The en-
tire process ended in 2010, when the ABC dual-listed its shares on the stock exchanges
of mainland China and Hong Kong (see table 1.11).
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Table 1.11. Reform of the State-Owned Banks, 2003-2010

Year Reform of the state-owned banks

2003 Chinese government approved the shareholding system reform of the BOC
and CCB

2004 Restructuring of the BOC and CCB in accordance with the shareholding
system reform

2005 CCB listed in HK; ICBC’s shareholding system reform approved; BCM listed
on H shares

2006 BOC listed on H and A shares; ICBC simultaneously listed on A and H shares
2007 CCB listed on A shares; BCM listed on A shares

2008 ABC joint-stock reform began

2009 ABC Limited founded

2010 ABC listed on both A and H shares

Collectively, these reforms fundamentally strengthened the financial condition of the
banking sector. The internal control mechanism and risk management capability were
also improved. For example, the total assets and loans balance increased significantly,
while the NPL ratio from around 17.9% in 2003 dropped rapidly to around 1.8% (see fig-
ure 1.3). Accordingly, the capital adequacy rate increased and changed from a negative
to a positive percentage. Although concerns were expressed about the health of the banks’
balance sheets because of exposures to the real estate sector and to local government fi-
nancing vehicles, stress tests showed that the major banks’ capital buffer was strong
enough to withstand significant shocks (IMF, 2011).

At the international level, the sector’s market position and international competitive-
ness were improved significantly. The number of Chinese banks on the list of the top
1,000 big banks worldwide increased from 15 (in 2002) to 83 (in 2010). Both the profit
levels and the market capitalization of the country’s four state-owned banks reached
the very top levels. The capital adequacy ratio, provision coverage ratio, and return on
assets all reached historically high levels and surpassed those of other global banks.

3.3. Recent Progress

Recently, further progress has been made in China’s banking industry reform efforts. In
July 2015, USD $48 billion and USD $45 billion worth of foreign exchange reserves were
injected into the China Development Bank (CDB) and Export-Import Bank of China
(CEXIM), respectively, significantly improving their capital strength and risk control
capability. That capital injection into the policy banks, along with the introduction of
capital adequacy ratio requirements, has enhanced the capital restraint on policy banks.

In December 2015, the Postal Savings Bank (PSB) successfully attracted 10 domestic
and foreign strategic investors, with a financing scale of RMB 45.1 billion, moving from
a single shareholder to equity diversification. PSB was listed on H shares in Septem-
ber 2016 and on the domestic A-share market in December 2019. By introducing strate-
gic investors and also diversifying its shareholders, PSB’s reforms allowed it to improve
its corporate governance structure.
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FIGURE 1.3. Trends of nonperforming loans, 2003-2019. Source: CBIRC.

In sum, the reform of China’s commercial banks has made significant progress. From a
micro perspective, China’s commercial banks have created market-oriented business ob-
jectives and mechanisms and have improved both the internal risk control mechanisms
and the mechanisms for constraining capital and costs. Through comprehensive opera-
tional transformation, China’s commercial banks have become more international, with full
information technology capacity. For the foreseeable future, however, these banks will face
the challenge of continuing their reforms. Improving corporate governance, enhancing risk
control capabilities, and elevating overall competitiveness continue to be the principal goals.

4. BANKING REGULATORS

In 2017, the Office of the Financial Stability and Development Committee under the State
Council (hereinafter referred to as the Financial Committee) was located in the People’s
Bank of China. Its responsibilities include: promoting the implementation of the decision-
making and deployment of financial work of the Central Committee of the Communist
Party and the State Council; work arrangements of the Financial Committee; organizing
drafting of major plans for the reform and development of the financial industry; putting
forward major policy recommendations for the prevention and containment of systemic
financial risks; maintenance of coordination mechanisms between central and local finan-
cial supervision, risk management, consumer protection, and information sharing; guid-
ing the development and supervision of local financial reform; formulating accountability
measures for financial management departments and local financial supervision; and un-
dertaking supervision and accountability:* Under the leadership of the Financial Commit-
tee, China’s banking regulatory system consists of five key entities: the PBC, CBIRC, MOF,
SAFE, and CSRC.

41.PBC

Before 1978, the People’s Bank of China (PBC) functioned as both the central bank of
China and the sole commercial bank, functioning administratively under the leadership
of the MOF. In the 1980s, four state-owned banks were established by parts of the PBC
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and became commercial banks. The PBC has a branch banking system in which each
branch is responsible for the financial regulation and implementation of monetary pol-
icy within its jurisdiction. Since 2003, that supervisory function has been transferred to
the China Banking Regulatory Commission. The main responsibilities of the PBC in the
regulation of China’s banking industry include setting monetary policy (such as deter-
mining benchmark interest rates); ensuring financial stability; managing the payment
system; and regulating interbank lending, bond markets, gold markets, and foreign ex-
change markets. By the end of 2018, the PBC had 2,183 branches, one or more in roughly
every city throughout the country, with 125,357 employees, and had established a sound
regulatory system.

4.2. MOF

The Ministry of Finance (MOF) is the national executive agency of China’s central gov-
ernment and was once the sole authority of China’s financial sector. Its main functions
include administering macroeconomic policies; preparing and administering the na-
tional budget; and handling fiscal policy, economic regulations, and government ex-
penditures for the state. Although the direct management of financial institutions by the
MOF has been reduced, it continues to hold some authority, either through equity hold-
ings or by having a representative on the banks” governing boards.

4.3. CBIRC

The China Banking and Insurance Regulatory Commission (CBIRC) was established on
April 8, 2018. It was previously known as the China Banking Regulatory Commission
(CBRC) and the China Insurance Regulatory Commission (CIRC).

The CBRC was created in 2003 to conduct regulatory oversight of the country’s banks.
Its goal is to promote the lawful and stable operation of the banking industry and to
maintain public confidence in the banking industry. The banking regulatory authorities,
in accordance with laws and administrative regulations, formulate and publish regula-
tions and rules for the supervision and administration of banking financial institutions
and their business activities.

The CBRC’s main functions include authorizing the establishment and business scope
of banks in China, formulating and enforcing banking regulations, auditing and super-
vising all banking institutions, and compiling and publishing information on China’s
banking sector.

In January 2015, the CBRC carried out a reform of the regulatory framework, set up
the Prudential Regulation Bureau, led the nonfield supervision work, and unified the
rules and regulations of the Prudential Management of the banking industry.

4.4. SAFE

The State Administration of Foreign Exchange (SAFE) was established in 1979, and was
administratively under the control of the State Council and the PBC. The foreign exchange
management structure has been gradually improved over recent years.

Existing at the operational level of a commercial bank, SAFE is responsible for the su-
pervision of the national foreign exchange market and the settlement and sale of for-
eign exchange. In addition, it is responsible for cultivating and developing the foreign
exchange market and punishing acts that are against foreign exchange regulations.
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4.5. CSRC

China Securities Regulatory Commission (CSRC) is a ministerial-level public institution
directly under the State Council that performs a unified regulatory function, according
to the relevant laws and regulations, and, with the State Council’s authority over the se-
curities and futures market of China, maintains an orderly securities and futures mar-
ket order, and also ensures the legal operation of the capital market. Pursuant to the rel-
evant laws and regulations, CSRC performs the following duties in the supervision and
administration of the banking industry.

First, it supervises the issuance, listing, trading, custody, and settlement of stocks, con-
vertible bonds, bonds of securities companies, and bonds and other securities under the
charge of CSRC as assigned by the State Council; it also supervises the securities invest-
ment bonds, approves the listing of corporate bonds, and supervises the trading of the
listed treasury bonds and corporate bonds. Second, it supervises the securities market
behaviors of the listed companies and their shareholders who must fulfill the relevant
obligations according to the relevant laws and regulations. Third, it supervises the di-
rect or indirect issuance and listing of shares overseas by domestic enterprises, as well
as the listing of convertible bonds by those companies listed overseas.

5. REGULATORY IMPLEMENTATION

In the early stages of reform, the regulation of China’s commercial banks moved from
single financial entity planning management to micro-prudential supervision. After the
subprime crisis in 2007, to prevent systematic risk as well as to maintain the overall sta-
bility of the financial system, the regulation gradually moved toward a period of com-
bining micro-prudential and macro-prudential supervision.

5.1. Micro-prudential Supervision

Since the state-owned banks separated from the PBC, banking regulation has been im-
proved and has evolved through three stages toward micro-prudential supervision.

The first stage, from 1978 to 1992, was marked by administrative regulation and man-
agement of credit scale. Since January 1984, the PBC has solely functioned as a central bank.
Credit funds management was implemented under a “unitary plan, divided funds, real
credit and deposit, mutual finance” principle. Credit funds at each professional bank had
to be included in the national comprehensive credit plan. This stage was in fact a planning
phase, with the PBC in charge of balancing, appraising, and rectifying the credit funds.

In the second stage, from 1992 to 2006, with the establishment of the PBC, CSRC, CIRC,
and CBRC,® and as commercial bank management was transferred to professional man-
agement, a prudential regulatory system gradually formed, which included risk manage-
ment, funds regulation, and internal management. In the early phase, the management
focused on asset-liability ratio management and loan-deposit ratio. Since 2000, risk man-
agement has shifted into three-risk management, which considers credit risk, market risk,
and operation risk. With the implementation of the Basel New Capital Agreement, the
idea of capital management was introduced into commercial bank management.®

After the establishment of the CBRC, a Chinese banking regulatory framework based
on risk control was gradually instituted. First, a prudential regulatory framework for the
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banking industry based on capital supervision was set up to implement the prudential
regulation of capital supervision and risk supervision by defining prudential regulatory
indicators such as the capital adequacy ratio, asset quality, credit risk, and the risk of
credit. At the same time, the reforms strengthened corporate governance mechanisms,
internal control, and compliance risk management to further improve the legal frame-
work for banking supervision.

Under the new regulatory framework, the governance structure of large commercial
banks began to play a great role in banks’ governance. The balance of nonperforming
loans in commercial banks fell from 2.1 trillion yuan in 2003 to 1.3 trillion yuan in 2007,
and nonperforming loans ratio fell from 17.9% in 2003 to 6.2% in 2007. The provisioning
coverage ratio (#%% £% in Chinese, i.e,, asset provisions divided by outstanding NPL
volume) was raised from 19.7% in 2003 to 39.2% in 2007, and the proportion of bank
asset with up to standard capital adequacy ratio was greatly improved from 0.6% in
2003 to 79% in 2007.

During the third stage, after the subprime crisis in 2007 and with the implementation
of Basel III, the CBRC formed a new framework—"Chinese Basel III supervision.” It used
“dynamic capital, dynamic provision, leverage rate, and liquidity” as its four new regu-
latory tools.” The first-tier capital adequacy ratio of commercial banks was raised from
4% to 6%, with the capital adequacy ratio maintained at 8%. In addition, the CBRC ex-
tracted 2.5% retained capital and set a 1% additional capital requirement for systemically
important banks. Furthermore, the CBRC introduced and revised the regulatory frame-
work for the leverage ratio of commercial banks, in accordance with Basel III, which
should be no less than 4%. At the current liquidity ratio supervision, the CBRC intro-
duced a liquidity coverage rate and a net stable funding ratio. In this way, the micro-
prudential supervision framework was gradually built (Wang, 2015).

In recent years, the Financial Sector Assessment Program (FSAP), which is conducted
by the World Bank and International Monetary Fund, as well as by the Regulatory Con-
sistency Assessment Programme (RCAP), which in turn is conducted by the Basel Com-
mittee on Banking Supervision (BCBS), both stated their high appreciation of China’s
banking regulatory rules and regulatory effectiveness.

5.2. Macro-Prudential Policy

In 2007, the subprime crisis broke out worldwide. Many countries became aware that the
stability of individual micro-financial entities could no longer guarantee the stability of
the entire financial system. Procyclicality exists in any micro-prudential policy, which
could not avoid the systematic risk caused by the expansion of the banking industry, asset
price bubbles, and excessive financial innovation. The crisis led to the implementation of
the Basel III accords, after which China reevaluated its regulation policy framework and
introduced a macro-prudential policy.® The establishment of the macro-prudential regu-
latory framework has shifted its emphasis from micro-regulation to prudential policies
that balance micro and macro regulations so as to better recognize and prevent the out-
break of systematic risks and to relieve the spillover effect of financial crises (Sun, 2017a).

In 2010, the PBC implemented a macro-prudential regulation strategy.” The next year,
a mechanism for the dynamic adjustment of differential reserves and consensus loan
management was established to reduce systematic financial risk. In 2016, the mechanism
was updated to Macro-Prudential Assessment (MPA), which is an important component
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of the macro-prudential regulatory framework. The MPA assesses seven aspects of the
banking industry and financial institutions: capital and leverage, balance, liquidity, price
fixing, quality of assets, risk of cross-border finance, and implementation of credit policy.
The aim is to enhance self-regulation and self-restraint, which help with the prudent
operation of financial institutions (Sun, 2017b). The MPA has been gradually improved;
for example, in 2017, the PBC included underlying assets of wealth management prod-
ucts within the MPA to control shadow banking activities of commercial banks; in 2018,
the MPA included interbank CDs in the evaluation of interbank liability to encourage
financial institutions to enhance liquidity management, lower interbank business, and
use stable funding sources to develop their business (Sun, 2018). In the future, more fi-
nancial activities, financial markets, financial institutions, and financial infrastructures
will be included in the macro-prudential policy.’

Since 2017, with the establishment of the two-pillar policy—that is, macro-prudential
policy and monetary policy—the tasks of maintaining currency value stability and fi-
nancial stability are far better integrated."! Under this new framework, the aim of mon-
etary policy is clearer: to exercise macro control over monetary value stability and eco-
nomic growth. Macro-prudential policy focuses on the stability of the financial system
itself and on the control of systematic risk.

6. SHADOW BANKING

In recent years, China’s shadow banking system has become an integral part of the fi-
nancial system. Distinguished from advanced economies, China’s shadow banking is
dominated by commercial banks as a result of its bank-dominated financial system. Since
2017, financial regulators in China have strengthened regulation on shadow banking
(Sun, 2019). This produced two benefits, which are ultimately beneficial to the long-term,
stable growth of the Chinese economy. The first is to defuse financial risks embedded in
the complex transaction structure of shadow banking. The second is to restrict the ab-
normal growth of money and credit through shadow banking. Loans and bond invest-
ments have a larger share in money and credit creation, which greatly enhances the ef-
fectiveness of monetary policy and limits unwanted fluctuation in money supply, as
well as credit growth. Although shadow banking has shrunk, perhaps due to strength-
ened regulation, Chinese financial authorities have strived to continue to give accurate
financial support to the real economy in the form of RMB loans and bond issuance, and
have also rolled out several new policy tools to increase funding support to the agricul-
tural sector, small and micro enterprises (SMEs), and the private sector, to give a few
examples. As a result, the overall monetary and financial condition for the real economy
has proven conducive for stable growth.

6.1. Composition of China’'s Shadow Banking

A key characteristic of shadow banking in China is that banks hide loans as alternative
accounting subjects. From the perspective of banks’ credit money creation, Chinese
shadow banking can be divided into two categories: banks’ shadow banking and tradi-
tional shadow banking. Both provide funding under the general shadow banking sys-
tem, but only banks” shadow creates a new money supply, which is an intermediate ob-
jective of the monetary policy of the People’s Bank of China. Sun (1996, 2001, 2017b)
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introduces the Loan Creates Deposit theory (LCD) with four types of market participants:
monetary authorities, banks, nonbank financial institutions, and nonfinancial sectors (en-
terprise and resident). Only banks have the money-creation function. Banks increase
customer deposits and create credit money while expanding their assets through loans,
foreign exchange purchases, and corporate bond purchases. This process is constrained
by restrictions on cash, clearing, and the required reserve by the monetary authorities
and is also subject to restrictions on capital and credit policy.

The term “banks’ shadow” refers to bank activities that provide funding for enter-
prises through the creation of credit money, but that circumvent regulatory restrictions
and constraints on loan granting by adopting nonstandard accounting bookkeeping (Sun,
2019). Specifically, banks” shadow includes (1) assets channeled by other banks, such as
the dual buyout of credit assets, the reverse repo of bills, interbank payment, purchases,
and resales; and (2) activities channeled by nonbank financial institutions, such as the
transfer of trust beneficial interests, credit-linked total return swap, oriented asset man-
agement plan of security brokers, and specific asset management fund plans. Banks’
shadow is inherently identical to bank loans in the sense that it creates credit to fulfill the
funding need of the real economy while expanding assets and creating money. However,
it differs from bank loans in the sense that it is not listed as a loan in balance sheet items.
Banks’ shadow is mainly channeled through a third-party financial institution. There-
fore, it exists in terms of interbank assets (on the asset side of the bank balance sheet),
investment assets, or off-balance sheet items (e.g., off-balance sheet interbank assets that
correspond to off-balance sheet wealth management products, or WMPs).

The term “traditional shadow banking,” by contrast, refers to credit creation activities
undertaken by nonbank financial institutions. It transfers money independently out of
the banking system to provide funding for enterprises. As its credit creation mecha-
nisms are analogous to those in advanced economies (e.g, money market funds and
asset securitization), this category of China’s shadow banking is called traditional shadow
banking. The mode of traditional shadow banking is mainly through nonbank financial
institutions’ (e.g., trust companies, securities companies, finance companies, financial
leasing companies, and microcredit companies), which transfer funds that are raised to
the real economy borrowers (not a channel for banks) through trust loans, asset man-
agement plans, equipment leasing, mortgages, and credit loans. In this process, nonbank
financial institutions act as credit intermediaries. The credit scale increases, but the quan-
tity of money is unchanged, as credit is created by adjusting the distribution of money
(i.e, money is transferred from investors to financiers).

Innovations of shadow banking activities in China stem from the bank-dominant fi-
nancial system and its feature of regulatory constraints. First, shadow banking in China
generates more shadow as a result of the binding capital adequacy requirements of com-
mercial banks. Those additional credits were allocated to industries in which the gov-
ernment restricts the credit supply from banks. Second, although the leverage ratio re-
striction of commercial banks in China is not binding, the shadow banking practice also
influences commercial banks’ leverage. Note that the reclassification of loans as “other
items” does not influence the leverage ratio of banks. Yet, by initiating new loans to “hide”
under other accounting subjects, banks’ shadow first expands its balance sheet and then
reduces the risk weights of those assets. As a result, the leverage ratio first increases and
then reduces. A similar pattern applies to the shadow banking activities that are moved
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off banks’ balance sheets, such as entrusted loans. China’s shadow banking system explic-
itly differs from shadow banking in advanced economies (e.g., Europe and America) in
terms of its background, operation mechanism, and risk profile. The main funding source
of shadow banking in advanced economies is mutual funds, with such underlying as-
sets as subprime loans and other illiquid financial claims, and products mainly includ-
ing asset securitization and repo. In advanced economies, shadow banking mainly per-
tains to the traditional shadow banking that performs credit money transferring.
Contrarily, China’s shadow banking system primarily pertains to banks’ shadow, with
credit money created through the expansion of liabilities with loan-like assets at its core.

6.2. Measuring China’s Shadow Banking and
Development Phase lllustration

Most research utilizes an aggregation approach to measure the scale of shadow bank-
ing; that is, it directly sums up the products or subcategories of shadow banking. This
creates two issues. First, the different definitions or classifications of shadow banking
lead to significant differences in measurement results. Second, the aggregation approach
cannot avoid double counting or omission.

The author measures China’s shadow banking by its two subcategories: banks” shadow
and traditional shadow banking.

First, banks” shadow is measured by a deduction approach introduced by Sun and Jia
(2015). Given the basic accounting principle that total debits must equal total credits for
each transaction, the asset expansion of banks’ shadow must equal the deposit size cre-
ated in the subsequent phases. Sun and Jia measure banks’ shadow from the banks’ li-
ability side by deducting all “nonshadow assets” (including traditional assets such as
loans, foreign exchanges, and corporate bonds) from the possible liabilities.

Figure 1.4 shows not only the evolution of banks” shadow in China, but also the im-
pacts of regulations on banks’ active responses in switching between various channels
of their shadows. According to the timeline of the global financial crisis and related regu-
lations, the evolution of banks” shadow and its proportion in money creation can be di-
vided into four stages.

During the first stage (January 2006 to October 2008), the scale of banks’ shadow was
quite stable, but its proportion in money creation decreased sharply. Before the subprime
crisis, the gap between banks’ deposit liabilities and traditional assets (mainly loans and
foreign exchanges) was positive, with a scale of approximately RMBS5 trillion to RMB? tril-
lion. However, this is irrelevant to banks’ shadow, mainly due to the reform of state-owned
banks before 2004, when banks bought bonds of asset management companies, massively
wrote off nonperforming loans, and received capital injections of foreign exchange re-
serves. From 2006 onward, the gap remained stable and the proportion of banks’ shadow
in money creation decreased dramatically year after year, indicating that the main credit
money creation channels were traditional bank loans and foreign exchange channels.

During the second stage (October 2008 to October 2011), the scale of banks’ shadow
and its proportion in money creation were both stable. The RMB4 trillion investment plan
of the Chinese government greatly stimulated the asset expansion of banks, causing the
gap between the deposit liabilities and traditional assets to increase from RMB3.48 tril-
lion at the beginning of this period to RMB7.2 trillion in October 2011. Nevertheless, as
the amount of credit money created by banks was also quite large, the proportion of the
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FIGURE 1.4. Size of banks’ shadow in China. Sources: PBC and author’s calculation.

gap in total money creation increased moderately, from 7.54% to 8.81%. This implies that
during the aforementioned stage, the role of banks’ shadow asset channel in banks’ credit
expansion did not change fundamentally. Furthermore, the main channels were still tra-
ditional loans and foreign exchange channels.

During the third stage (October 2011 to January 2017), both the scale of banks’ shadow
and its proportion in money creation increased. In the second quarter of 2010, the mon-
etary authorities began to implement prudent monetary policies, introduced macro-
prudential policies characterized by capital constraints to strengthen regulations, and
applied specific credit regulations to sectors with excess capacity (e.g., real estate). To cir-
cumvent the preceding regulations and capital restrictions, banks converted loan assets
to banks’ shadow through such tools as investment and interbank businesses, to meet
the rigid financing needs of real estate developers and local government financing plat-
forms. As shown in figure 1.4, from October 2011, the scale of banks” shadow continued
to increase, hitting a record high of RMB47.86 trillion in January 2017; the correspond-
ing proportion in money creation also increased to 30.37%.

Note that during this period, both the scale of banks” shadow and its proportion in
money creation fluctuated. For example, the shrinkage in banks’ shadow during the pe-
riod June to December 2014 was mainly caused by reductions in banks” shadow busi-
ness channeled through other banks, influenced by the “Notice about regulating inter-
bank business of financial institutions” jointly issued by the PBC, China Banking
Regulatory Commission (CBRC), China Securities Regulatory Commission (CSRC), China
Insurance Regulatory Commission (CIRC), and State Administration of Foreign Exchange
(SAFE). Until the end of December 2014, the size of banks’ shadow had decreased from

RMB21.31 trillion to RMB20.55 trillion, and the corresponding proportion decreased from
17.62% to 16.73%.

During the fourth stage (from January 2017 and after), the scale of banks” shadow
became stable while its proportion of money creation began to decrease, mainly as a
result of stricter regulations and other factors, such as the slowing down of economic
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Panel A: Size and growth of traditional shadow banking in China
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FIGURE 1.5. Measuring traditional shadow banking in China. Sources: PBC, China Leasing
Union, and China Trustee Association.

growth and the increase in credit risk. China has tightened financial regulations since
January 2017, when off-balance sheet products, such as trust and entrusted loans, were
included in the Macro-Prudential Assessment (MPA) and local governments were pro-
hibited from continuously expanding their debt. Nevertheless, the scale of banks’ shadow
is still quite high and may surge again, once either external environmental changes
occur or banks continue to carry out financial innovation aimed at circumventing

regulations.
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Second, to measure the scale of traditional shadow banking, four components are con-
sidered: the balance of microfinance company loans, financial companies’ claims to
nonfinancial companies and residents, the balance of finance lease contracts, and the bal-
ance of trust assets (excluding bank-trust cooperation). The data sources include the
PBC, China Leasing Union, and China Trustee Association.

Compared with banks’ shadow, China’s traditional shadow banking is relatively small
(figure 1.5). Before 2010, traditional shadow banking developed very slowly, with a scale
of less than RMB2 trillion, taking less than 2% of the total credit money created by banks,
as nonbank financial institutions contributed less to meeting social financing needs. Since
2010, however, the scale of traditional shadow banking has grown, and the proportion
of banks’ credit creation has also increased. In September 2017, the scale of traditional
shadow banking reached RMB28.32 trillion, whereas nonbank financial institutions en-
hanced their efficiency in using existing money stocks and played an important role in
credit creation and meeting social financing demands.

Among the channels of traditional shadow banking, trust assets take the largest
share, and their contraction led to a sharp drop in the scale of traditional shadow
banking in 2015. This contraction of trust assets was a result of stricter regulations
(e.g., capital requirements) on trust companies imposed by Chinese financial market
regulators.

6.3. Funding Flow of Shadow Banking

Funding from China’s shadow banking mainly flows into three types of borrowers: local
government financing vehicles (LGFVs), enterprises with excess capacity, and real estate
developers. Banks’ shadow is essentially bank loans in names disguised either as inter-
bank business or interbank investment. Commercial banks typically require shadow
banking borrowers to provide collaterals as loan borrowers and also to bear higher in-
terest rates than loans. That is how these three types of borrowers come into play. They
usually have land inventories as collaterals and have the ability to transfer or take higher
interest rates themselves. Some previous research claimed SMEs and private companies
to be main beneficiaries of shadow banking. But these two things are what SMEs and
private companies (non-real estate) lack, which makes them unqualified for shadow
bank funding as well.

The following provides a typical funding flow of China’s shadow banking. State
banks may lend to nonbanking financial institutions, which then lend as entrusted
loans to LGFVs, enterprises with overcapacity, and real estate developers. Trust compa-
nies are the main carriers of shadow fund flows. In China, the trust company license
allows participation in money market business, capital market business, and alternative
investments. Trust companies can lend to restricted or high-risk industries (e.g., real es-
tate, LGFVs) and are subject to less scrutiny, as they only act on behalf of their
beneficiaries.

6.4. Financial Risk from Shadow Banking

China’s shadow banking system might induce the following financial risks.

First, it raises risk exposures. The debt liability of state-owned enterprises (SOEs) in-
creases significantly, as illustrated by the rising corporate credit-to-GDP ratio; the total
exposure to real estate sector increases, including direct investment exposure and ex-
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FIGURE 1.6. Shadow banking and credit-to-GDP ratio: Scale and growth. Sources: PBC and
author’s calculation. Credit-to-GDP ratio is from the Bank for International Settlements.

posure through collateral; and the risk exposure of local governments also increases due
to LGFVs, which are an important source of credit.

The credit-to-GDP ratio is usually deemed to be an indicator of financial risk at the
macro level. As shown in figure 1.6, the scale and growth of banks” shadow is more in
line with the credit-to-GDP ratio than with traditional shadow banking.

Second, an unreliable supply of funds enhances financial risk. Maturity mismatch and
rollover risk are critical issues in the Chinese shadow banking system. Most funding
from shadow banking is short term and must be rolled over constantly. Moreover, the
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capital structure in the shadow system exaggerates the issue. Long-term capital is rare.
Debt financing comprises the majority, while the amount of equity share is small.

Third, the shadow banking system may induce large-scale loan defaults. Despite the
lack of any explicit guarantee, Chinese investors typically expect banks or the govern-
ment to cover any losses. Once this trust is shaken, investors may not only panic and
run on the shadow banking sector, but also further trigger systemic risk.

Fourth, the shadow banking system increases systematic risks. There are no real off-
balance-sheet liabilities for banks. Compared with traditional banks, the shadow bank-
ing system is less transparent and less regulated, though it carries a high liquidity risk.
Shadow banking threatens the stability of the entire financial system.

The relation between shadow banking credit and financial risk at both the macro
and micro levels is investigated. Chinese shadow banking funds are mainly used for
local government funding vehicles, enterprises with excess capacity, and real estate de-
velopers. Banks’ shadow is closely related to the money creation indicator M2, while
traditional shadow banking is less relevant, making M2 a less-accurate policy mea-
sure. At the micro level, the balance sheet information of 311 banks (including listed
and nonlisted banks) in China in the past decade is used; it finds that although banks’
shadow drives up banks’ credit risk, banks did not properly estimate that risk and
adopt enough risk prevention. The results are more obvious when checked across dif-
ferent bank types. First, both banks” shadow and traditional shadow banking lead to
increases in banks’ credit risk (NPL ratio), but that risk is not reflected in banks’ internal
estimation. Second, the risk from shadow banking challenges municipal commercial
banks more than other types of banks.

6.5. Monetary Policy Challenges

Strict regulation of traditional banking is an important reason behind growth of the
shadow banking system. The rapid growth of China’s shadow banking has largely been
stimulated by credit-tightening policies introduced in 2010 and driven by China’s unique
banking regulation system. In the second quarter of 2010, Chinese monetary authorities
began to implement prudent monetary policy, introduced macro-prudential policies
characterized by capital constraints to strengthen regulation, and applied specific credit
regulations to sectors that have excess capacity (e.g, real estate). To circumvent regula-
tions and meet the financing need in certain sectors, shadow banking activities rose
sharply, posing threats to financial stability. Allen et al. (2019) argue that entrusted loans
are essentially a market reaction to credit shortages. Zhu (2018) also suggests that Chi-
na’s shadow banking has been a long-existing phenomenon since the 1980s, one mainly
used to circumvent government regulation and restrictions on credit supply.
Conversely, shadow banking demolishes the effects of monetary policies. The effec-
tiveness of some regulatory policies and tools has been compromised or partially offset
by the shadow banking system. For example, the Chinese government set credit
limitations—such as limitations on loans from traditional banks and the equity ratio of
developers—on the real estate sector to prevent housing bubbles, yet shadow banking
provides alternative funding resources. A similar case holds for enterprises with excess
capacity. Furthermore, the capital adequacy requirement for banks became less effective,
as shadow banking activities enabled banks to move some assets off-balance sheet, such
as entrusted and trust loans through bank-trust cooperation, as mentioned previously.
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Chen, Ren, and Zha (2018) examine the impact of shadow banks on the effectiveness of
monetary policy by considering a specific form of shadow banking: entrusted loans.

6.6. Recent Regulations of China's Shadow Banking

Financial regulators in China have been monitoring the evolution of shadow banking
closely since 2009 or even earlier. The main regulator of Chinese shadow banking is the
China Banking and Insurance Regulatory Commission (CBIRC, previously known as
CBRC and CIRC), which coincides with the reality that Chinese shadow banking is more
centric around banks than is traditional shadow banking channeled through other types
of financial institutes. The PBC, CSRC, and SAFE also play roles in this regulation.

Financial regulators in China actually react in a very timely fashion to new forms of
shadow banking. In the early stages of Chinese shadow banking, banks-trust coopera-
tion acted as a dominant channel of shadow banking fund flow. The CBRC quickly set
restrictions on off-balance sheet assets formed by bank-trust cooperative wealth man-
agement businesses, capped the balance of bank-trust cooperative financing at 30% of
total bank-trust cooperation business, and required banks to move their off-balance sheet
assets formed by bank-trust cooperative wealth management products back onto the bal-
ance sheet by the end of 2011.

Both the cash flow into and out of banks’ shadow has been closely monitored by regu-
lators. On the one hand, new regulations and guidance have been released every year
upon the main funding source, WMPs. For example, in 2013, the CBRC sets limits on
WMPs that invest in nonstandard credit, including entrusted loans, trust loans, bankers’
acceptances, accounts receivables, and beneficiaries. On the other hand, a main channel of
shadow banking funding—interbank refinancing, which emerged after the bank-trust
restrictions of 2011—has been tracked and strictly regulated. For example, in 2014, the PBC,
CBRC, CSRC, CIRC, and SAFE jointly issued a notice on regulating the interbank busi-
ness, which includes interbank lending, interbank deposit, interbank borrowing, inter-
bank agent payment, repo, and reverse repo. In 2017, CBRC announced that it considered
negotiable certificates of deposit (NCDs) to be part of interbank lending and borrowing,
and required banks to ensure that interbank liabilities restrictions are still satisfied. Spe-
cifically, interbank liabilities must not exceed one-third of total liabilities, and total inter-
bank lending balance (including NCDs) must not exceed 50% of banks’ tier-one capital.

China has tightened financial regulations since 2017, in several ways. First, the MPA
has been erected; all off-balance sheet products, such as trust and entrusted loans, must
be included in the MPA. Second, limitations on the scale of WMPs have been set; banks
are forbidden from providing principal or interest guarantees on WMPs and must set
separate accounts for each product. Third, the central government has prohibited local
governments from continuously expanding their debt. Fourth, within the background
of supply-side structural reform, funding support to enterprises with excess capacity and
to real estate companies is still limited, with the limitations now expanding from loans
to other financial products. Those regulations have slowed down the growth of the
shadow banking sector.

On the one hand, these new financial regulations on shadow banking, including the
so-called New Regulations on Asset Management Businesses, are mainly intended to
defuse the excessive financial risk caused by shadow banking activities. The defusion of
risk is ultimately beneficial to the long-term stable growth of the Chinese economy.
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On the other hand, monetary policy has become more effective in controlling money
and credit growth. These new regulations restrict the abnormal growth of money and
credit through shadow banking. Loans and bond investments have assumed a larger share
in money and credit creation, which in turn greatly enhances the effectiveness of mone-
tary policy and limits an unwanted fluctuation in money supply as well as credit growth.

NOTES

1. Aggregate Financing to the Real Economy (AFRE) is the official name designated by the PBC
to A4 #k % A4 (in Chinese). In subsequent chapters and other discussions, Total Social Finance
(TSF) is also widely used. In this book, these two terms refer to the same variable.

2. “AlBank, MYbank, and WeBank Apply Al and Big Data to Online Lending,” China Banking News,
September 19, 2018. http://www.chinabankingnews.com/2018/09/19/aibank-mybank-webank
-apply-ai-big-data-online-lending-china/.

3. The categories are Normal, Concern, Secondary, Suspicious, and Loss.

4. China Institutional Network, “Provisions of the People’s Bank of China on Function Allocation,
Internal Institutions and Staffing.” http://www.gov.cn/zhengce/2019-02/02/content_5363338
htm.

5. The CSRC was established in 1992; the CIRC in 1998; the CBRC in 2003.

6.  On February 23,2004, the China Banking Regulatory Commission Order No. 2 (2004), Commer-
cial Bank Capital Adequacy Ratio Regulation, was released.

7. In November 2010, the G20 Seoul Summit approved the Basel III Accords, which had been drafted
by the Basel Committee to establish new standards for the supervision of capital and the liquid-
ity of the banking industry. The member states were required to implement the new standard
from 2013 and to reach it before 2019. On June 7, 2012, the China Banking Regulatory Commis-
sion Order No.1 (2012), Methods of Capital Management for Commercial Banks, was released.

8. The PBC’s China Monetary Policy Report of Quarter Three, 2009 first proposed to bring macro-
prudential management into the macro-economic regulation framework.

9. Chapter 3 also provides detailed coverage of macro-prudential policy as a monetary policy
instrument.

10. The PBC’s China Monetary Policy Report of Quarter Three, 2017 suggests that additional financial
activities and financial markets will be brought into the macro-prudential supervision frame-
work, and financial institutions will be guided both to manage liquidity and to maintain a sta-
ble, neutral moderate financial environment.

11.  China’s Monetary Policy Report of Quarter Three, 2017.
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MONETARY POLICY FRAMEWORK AND
TRANSMISSION MEGHANISMS

Yiping Huang, Tingting Ge, and Chu Wang

1. INTRODUCTION

On June 24, 2016, the then-governor of the People’s Bank of China (PBC), Zhou Xiaoch-
uan, delivered the 2016 Michel Camdessus Central Banking Lecture, titled “Managing
Multi-Objective Monetary Policy: From the Perspective of Transitioning Chinese Econ-
omy,” at the International Monetary Fund (IMF) in Washington, DC. During the lecture,
Governor Zhou observed that “as China has the features of both a large transition econ-
omy and an emerging market economy, the central bank of China and its monetary pol-
icy are yet to be well understood by the outside world” (Zhou, 2016). This is somewhat
odd, given that China’s monetary policy actions have become important factors influ-
encing both the economy and the financial markets in not only China but also the rest
of the world. So what makes it difficult for the outside world to understand China’s mon-
etary policy framework? What factors are unique in China’s monetary policy? And
what are the likely directions of its future evolution? These are among the questions that
we intend to address in this chapter.

China’s current monetary policy framework was built during the past four decades
(Sun, 2015). When economic reforms started in late 1978, China had no properly func-
tioning monetary policy, other than the central credit plan, which was a part of the over-
all central plan. Today, China does have a comprehensive monetary policy framework,
which contains almost all parts of typical monetary policies in advanced market econo-
mies, such as the United States and the eurozone. It has a central bank, a Monetary Pol-
icy Committee (MPC), a number of policy instruments, several intermediate targets,
and some policy objectives. But in almost every respect, the Chinese monetary policy
differs from those of advanced market economies: The PBC is not an independent cen-
tral bank; the MPC plays only advisory roles at best; there are multiple policy objectives,
including growth, employment, inflation, external account, reform, economic structure,
household welfare, and financial stability; and the policy tools are mostly quantitative
instruments, rather than price-based instruments like short-term market interest rates.
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Both these similarities and differences are results of China’s economic transition from
the Soviet type of central planning to a market economy. While the general direction is
for the economy to move toward a free market system, some features of the planned econ-
omy remain. For instance, the less efficient SOEs continue to survive in key economic
sectors. They still enjoy some forms of soft-budget constraints, receiving explicit or im-
plicit subsidies. As they are not subject to hard market discipline, direct quantitative con-
trols are often more effective for them than indirect price instruments. But as the non-
state sector, which responds to changes in interest rates more sensitively, becomes more
dominant in the economy over time, the overall effectiveness of the price instruments
and their transmission mechanism should improve significantly.

For the past four decades, the monetary policy framework has been evolving, follow-
ing two key themes: one is migrating from direct control to indirect control, and the other
from quantitative regulation to price regulation. Such evolution will most likely continue
in the coming decades. It is possible that the Chinese monetary policy framework will
converge, in many ways, to those of the advanced market economies. For instance, the
PBC may over time gain more independence in monetary policymaking. The MPC may
become a decision-making body. The list of policy objectives may be reduced to primar-
ily focus on inflation. The PBC may also select a short-term market interest rate as its
operational target. And the Taylor rule may take over the McCallum rule as the key
decision-making mechanism. But it is also possible that, for quite a long time, the Chi-
nese monetary policy framework will retain certain features different from those of the
advanced market economies. For example, other economic ministries may continue to
give input into the decision-making process, through the State Council, the MPC, or the
newly established State Council Financial Stability and Development Committee (FSDC).
The quantitative rule of the monetary policy may continue to play a role in China. This
is likely not only because transition of the Chinese economy will take a long time but
also because thoughts about the optimal model of monetary policy started to change after
the global financial crisis.

In this chapter, we attempt to provide a brief introduction to China’s monetary policy
framework. In the next section, we discuss the broad direction for monetary policy evo-
lution against the background of the transition of the Chinese economy from the cen-
trally planned system to a market economy. Section 3 explains the policy framework by
detailing the decision-making process, the policy objectives, the policy tools, and the in-
termediate targets. Section 4 examines the transmission mechanisms of China’s mone-
tary policy, by first summarizing the possible channels and then surveying empirical
analyses of the Chinese case. Section 5 reviews identification of China’s monetary pol-
icy rules, by focusing on the Taylor rule versus the McCallum rule. And the final section
discusses the future of China’s monetary policy framework by focusing on three impor-
tant questions about the decision-making process, the number of policy objectives, and
the key policy instruments.

2. TRANSITION OF THE MONETARY POLICY FRAMEWORK

China’s first central bank, the Household Bank, was established in 1905 in the Qing Dy-
nasty. Another central bank, the Daging Bank, was set up in 1908 and three years later
was restructured into the Bank of China. In 1924, the Nationalist Government created the
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Central Bank, with its headquarters based in Shanghai and other branches around the
country. The Communists established the PBC in 1948, which eventually became Chi-
na’s central bank after the founding of the People’s Republic of China (PRC) in 1949, while
the Nationalists” Central Bank moved to Taiwan.

Until 1935, those various central banks did not play all the roles of a modern central
bank. This was mainly because China adopted the silver standard at that time, and there
was no room for monetary policy. After the Paris International Monetary Conference in
1867, most of the major countries transitioned to the gold standard. China was the only
one left on the silver standard. This resulted in abundant liquidity conditions and a weak-
ening currency in the country, which contributed to economic prosperity and a finan-
cial market boom. After the Great Depression, however, China was forced off the silver
standard, following the adoption of the Silver Protection Act by the United States Con-
gress in 1934, and had to start a new monetary system of fiat money in 1935. That mon-
etary system contained an important defect in its design, without a monetary anchor.
And, as a result, skyrocketing inflation eventually destabilized the economy and even
the overall society.

Since 1949, the PBC has been serving as the country’s only central bank and, some-
times, also as a commercial bank. It played an important role in monetary policymak-
ing and financial regulation. However, the actual functioning of the monetary policy has
also changed significantly since the establishment of the PRC. The current monetary pol-
icy framework was largely built during the past four decades and is still in the process
of transition. To understand why China’s monetary policy framework exhibits certain
special features, we must first understand the transition of the Chinese economy after
1978.

2.1. Economic Transition

The fact that China is a transition economy not only makes it more difficult for the out-
side world to understand its monetary policy, as pointed out by Governor Zhou (2016),
but probably also affects the way its monetary policy’s transmission mechanism works.
China’s transition from central planning to a market economy has been progressing for
four decades, but this process has not yet been completed. The government adopted the
gradualist “dual-track” reform approach, which, in essence, means continuous support
to the state-owned enterprises (SOEs), while allowing the non-state sectors to expand
quickly. In theory, after a certain period of reform, the proportion of the SOEs would
fall to a low level, and thus by then the economy would be dominated by market forces.
This reform approach was once characterized as “growing out of the plan” (Naughton,
1995).

Judging from economic growth and financial stability, this dual-track reform approach
worked quite well (Huang and Wang, 2011). But it has an important drawback. Since the
SOEs were generally less productive and profitable than the rapidly growing private
firms and foreign-invested companies, they needed to be subsidized to survive (Huang,
2010). This implies that the “soft budget constraint” of the SOEs has to continue. As a
result, while the proportion of the SOEs declined steadily, the macroeconomic conditions
actually deteriorated in the 1990s, a period when the state sector as a whole made net
losses, the fiscal system nearly collapsed, and the banks” average bad loan ratio skyrock-
eted. The government had to undertake several decisive steps to deal with these prob-

printed on 2/8/2023 10:29 PMvia . Al use subject to https://ww.ebsco.conlterns-of-use



EBSCChost -

MONETARY POLICY FRAMEWORK

lems, including an aggressive privatization program for the SOEs, a fiscal reform policy
segregating the areas of local and central government public finance, and a series of ef-
forts to transform the technically insolvent commercial banks. In fact, the PBC played
critical roles in designing and implementing some of the reform programs, especially
the banking reform (He and Wang, 2012). After joining the World Trade Organization
(WTO) at the end of 2001, China’s macroeconomic performance improved significantly.
Yet the problems of “soft budget constraint” and “government guarantees” continued.

Since the government does not have sufficient fiscal resources to subsidize the SOEs,
it turned to the financial system by depressing banks’ deposit and lending rates and also
by influencing banks’ credit allocation in favor of the SOEs. This was the root cause of
the unique pattern of China’s financial reform and development—strong on quantity but
weak on quality (Huang et al., 2013; Huang and Wang, 2017). When China started eco-
nomic reform in late 1978, it had only one important financial institution, the PBC, which
accounted for 93% of the country’s financial assets. In the following 40 years, China built
a very comprehensive financial sector. As a proxy indicator of China’s relative financial
assets, M2/GDP ratio is around 210%, the highest in the world. China’s big four com-
mercial banks are currently ranked among the world’s top 10. Market capitalization of
China’s stock market ranks second globally, while that of the debt market ranks third.
In the meantime, the authorities still regularly guide bank interest rates, advise on credit
allocation, intervene in exchange rate, control cross-border capital flows, and own ma-
jority shares of most of the large financial institutions.

Repressive financial policies are necessary for the dual-track reform approach and pro-
vide effective subsidies to the SOEs, through depressed lending rates and favored credit
allocation. This implies that, while the entire economy moves rapidly toward the mar-
ket system, some nonmarket behavior continues to prevail. For instance, the SOEs are
probably less responsive to changes in interest rates than the private firms. Likewise, the
local government finance vehicles (LGFVs), which borrowed massively from the banks
and the markets after the recession of 2008, also enjoy certain degrees of government
guarantees. As a result, the financial institutions also favor the SOEs and LGFVs in their
fund allocation. If a bank’s lending to a private firm becomes nonperforming, the respon-
sible employee and the executive are often more harshly punished. Existence of such
nonmarket behavior explains why quantity-based policy tools are still useful, alongside
the price-based policy tools, and also why the lack of independence of the central bank
might not be completely undesirable.

2.2. Changes in Monetary Policy

The history of the PRC’s monetary policy may be divided into three periods: the period
of credit plan in the central planned economy (1949-1978), the period of direct control
based on management of total credit (1979-1997), and the period of indirect control of
aggregate money and credit (1998—-to date).

2.2.1. The Period of Central Credit Plan

In the early 20th century, China’s financial sector was actually rather advanced. At that
time, Shanghai was a major international financial center, with all types of financial
institutions, including commercial banks, insurance companies, and stock markets. The
financial system was also quite open and, at one point, more than a hundred foreign
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currencies were in circulation in the city’s market. China’s financial sector, however, col-
lapsed during the wars in the 1930s and the 1940s. After 1949, financial institutions began
to be reestablished or to recover. However, the PRC quickly nationalized all the financial
institutions from 1952 on and shut down most of them from 1956 on, when the country
started the moment of socialist transformation. The financial sector was effectively re-
duced to a mono-bank system, with the PBC affiliated with the Ministry of Finance (MOEF).

Under the newly established central planning system, “bourgeois rights” were denun-
ciated and commercial activities were regarded as useless. The most important eco-
nomic working mechanism was the central plan, compiled by the State Planning Com-
mission. The central credit plan was one part of the central plan. In fact, most of the
financial intermediaries, operating under the investment plan, allocated long-term credit
to priority sectors and to projects selected by the national and local governments. As the
primary objective of the credit plan was to provide working capital for industry and com-
merce and also to meet the requirements of the five-year development plans and the
annual investment plans, the PBC and financial intermediation played only limited roles
in controlling changes in money in circulation (Montes-Negret, 1995).

2.2.2. The Period of Direct Credit Control

At the start of 1978, the PBC was separated out from the MOF to act as both the central
bank and a commercial bank. Meanwhile, the authorities also moved quickly to reestab-
lish the financial system, including commercial banks and insurance companies, from
the end of the 1970s and stock markets from the early 1990s. At the start of 1984, the origi-
nal PBC was split into two institutions, with the commercial activities moved to the
newly established Industrial and Commercial Bank of China (ICBC) and the remaining
activities forming the new central bank, the PBC. The new PBC became a key player in
monetary policymaking and financial regulation, although it functions under direct
instruction and supervision of the State Council.

In the meantime, the central credit plan evolved over time to suit the new financial and
economic environment. The PBC formulated a direct regulatory framework for manage-
ment of bank credit, applying quotas for credit and cash. The central bank selected bank
credit as its main intermediate policy target, in large part because of the administrative
control it exercised over a highly concentrated banking sector (Yi, 1994). Gradually, the
credit plan replaced the weakening fiscal tools at the central government’s disposal and
became a vehicle for channeling subsidies to the SOEs. The PBC dictated not only targets
for annual growth of total bank credit but also allocation of credit to provinces and indus-
tries. In the meantime, the PBC also started to experiment with new methods of monetary
policy, including compiling a money supply plan from 1987 and the aggregate social
credit plan from 1989, to strengthen the monitoring and forecast of bank credit.

2.2.3. The Period of Indirect Control of Money and Credit

In early 1995, the National People’s Congress passed The People’s Bank of China Law of
the People’s Republic of China (the PBC Law). According to this Law, the PBC’s respon-
sibilities are, under the leadership of the State Council, to make and implement mone-
tary policy, to prevent and resolve financial risks, and to maintain financial stability. One
of the most important moves that the PBC undertook was to abolish the direct controls
over bank credit at the start of 1998. Although the central bank still announced annual
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credit plans, it established an indirect management framework for money and credit,
using mainly a set of new tools such as open market operations (OMOs), the reserve re-
quirement ratio (RRR), central bank lending, and rediscount windows to regulate ag-
gregate money supply and bank credit. Later on, the PBC created a number of new pol-
icy facilities for managing short-term liquidity conditions. As the relevance of M2 and
new bank loans declines, the central bank compiled a new indicator, Aggregate Financ-
ing to the Real Economy (AFRE), to gauge the financial sector’s support to the real sector.

During this period, the PBC gradually focused more on interest rate instruments. On
the one hand, it pushed ahead the interest rates liberalization and granted commercial
banks greater degrees of freedom in setting their deposit and lending rates by widen-
ing the allowed bands. By the end of 2015, the PBC had abolished all the restrictions on
commercial banks” interest rates. On the other hand, the central bank also paid more at-
tention to the short-term market interest rates. In 2007, it rebuilt a new interbank market,
the Shanghai Interbank Offered Rate (SHIBOR), which became an important parameter
for measuring liquidity conditions in the interbank market. It seems that the next step
would be for the PBC to select a short-term interest rate as either the key monetary pol-
icy tool or the operational target.

Several new features are also emerging, especially after the global financial crisis (Guo
and Schipke, 2014; Zhang, 2018). And changes in China’s monetary policy framework dur-
ing the reform period may be summarized by two consistent themes: one is the transi-
tion from direct to indirect controls, and the other is the transition from quantitative to price
requlations.

3. HOW DOES THE MONETARY POLICY WORK IN CHINA?

3.1. The Decision-making Process

The first thing to notice about the actual working mechanism of China’s monetary pol-
icy is that the PBC is not an independent central bank. Instead, as of March 2018, the
PBC is one of the 26 State Council’s ministries. The PBC Law states explicitly that the
PBC makes and implements monetary policy under the leadership of the State Council.
The PBC Law also requires that the PBC regularly report to the National People’s Con-
gress on conditions of monetary policy and financial industry. Additionally, the PBC Law
stipulates that the PBC set up the MPC, which should play important roles in macroeco-
nomic regulation and also in making and adjusting monetary policies. In reality, how-
ever, the MPC, which is chaired by the PBC governor and joined by senior officials of
various economic ministries and agencies as well as several academic experts, plays at
most advisory roles in the formulation of monetary policies.

There is no official documentation of the formal process of China’s monetary policy-
making. But it probably works as follows. First, at the beginning of the year, the State
Council decides on key economic policy targets, including a GDP growth rate and an
inflation rate, which are approved by the National People’s Congress. Second, when key
economic indicators deviate from their respective targets, the PBC prepares proposed
plans for monetary policy actions and submits them to the State Council. And, third,
the State Council reviews the recommendations and makes the final decision. If the pro-
posals are approved, then the PBC announces these policy actions and implements
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The monetary policy framework
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FIGURE 2.1. China's monetary policy framework. Source: Compiled by the authors.

them accordingly. This process is mainly applicable to important policy instruments such
as interest rates and RRR. The PBC enjoys a certain degree of effective autonomy on other
policy actions, such as OMOs.

The Chinese monetary policy stances are often described as “tightening,” “prudent,”
and “easing” (McMahon et al., 2018). Sometimes, a “prudent” stance may be further clar-
ified as “prudent with a tightening bias,” “prudent neutral,” or “prudent with an easing
bias,” The term “prudent” for describing monetary policy bias is quite unique in China,
probably because the PBC is not an independent monetary policymaker. Here, “prudent”
means a narrow range around a “neutral” policy. Therefore, when the PBC states that its
monetary policy bias is “prudent,” it could refer to “neutral,” “slightly tightening,” or
“slightly easing.”

China’s overall monetary policy framework looks quite similar to those in advanced
market economies—the PBC applies a wide range of policy instruments to achieve the
policy objectives, through several intermediate targets (figure 2.1).

"o

3.2. Policy Objectives

Monetary policy objectives are the central bank’s mandate. In most advanced market econ-
omies, the central banks often have a very simple objective of maintaining price stability.
In China, the PBC Law also stipulates that “the objective of the monetary policy shall be to
maintain stability of the value of the currency and thereby promote economic growth.”!
But in reality, “the annual objectives of the PBC mandated by the Chinese government
have been maintaining price stability, boosting economic growth, promoting employment,
and broadly maintaining balance of payments” (Zhou, 2016). For instance, an important
reason why China has multiple monetary policy objectives can be attributed to its feature
of being both a transitional and an emerging market economy. Balance of payments largely
affect the central bank’s monetary policy, money supply, and price stability objectives.
Therefore, the PBC must pay attention to balance of payments, and accordingly needs to
assume roles such as managing the exchange rate, the foreign exchange market, the for-
eign exchange reserves, the gold reserves, and the balance of payments statistics.
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FIGURE 2.2. GDP growth rate and inflation rate: Target and actual. Sources: National Develop-
ment and Reform Commission, National Bureau of Statistics, authors’ calculation.

Governor Zhou has also pointed out that, despite the multipolicy objectives, the PBC
always takes monetary policy as the foremost fighting line for maintaining stability of
the general price level. This implies that inflation is actually the most important policy
objective for the PBC’s monetary policy, which is in line with practices of many other
central banks as well as recommendations by some scholars. Goodfriend and Prasad
(2006), for instance, suggested that anchoring monetary policy with an explicit inflation
target would be the most reliable way for the PBC to tie down inflation expectations, and
thereby to enable monetary policy to make the best contribution to macroeconomic and
financial stability as well as to economic growth. In the meantime, Mehran et al. (1996)
believed that price stability is the prominent target for the PBC, as most Chinese offi-
cials recognize that, in the long run, rapid economic growth can be achieved only if price
stability persists. Figure 2.2 illustrates the yearly targets for GDP growth and CPI and
their actual evolvements over time in China since the early 1990s, where the targets are
often announced in the Government Work Report.

The nominal exchange rate has been serving as the main nominal anchor of China’s
monetary policy for the past decade. China had a fixed exchange rate regime when eco-
nomic reform started in 1978. In the following years, renminbi devalued continuously
until the beginning of 1994, when the PBC introduced the managed float exchange rate
system for renminbi. After a period of fixed exchange rate between 1997 and 2005, ren-
minbi shifted toward a new managed floating exchange rate regime with reference to a
basket of currencies. The PBC has explicitly stated its desire to increase exchange rate
flexibility, while several senior PBC officials point to “clean float” as a goal for exchange
rate policy reform. If this is indeed the plan, then the central bank probably will need to
find a new nominal anchor, preferably the inflation rate.

However, sometimes policymakers hope that the monetary policy could play even
more roles. The 2017 PBC Work Conference, for instance, called for the monetary policy
to balance among different policy objectives—stabilizing economic growth, promoting
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economic reform, adjusting economic structure, improving household welfare, and
preventing financial risks.? This is effectively mission impossible because, according to
the Tinbergen rule, the number of policy instruments should be at least as many as the
number of policy objectives.® Or alternatively, the multi-objective monetary policy re-
quires the monetary policymakers to have extraordinary policy skills. Sometimes, the
PBC takes on additional responsibilities, without a choice. For instance, during the
Asian financial crisis, the average NPL ratio reached above 30% (Bonin and Huang,
2001). Since the fiscal system was already quite stretched at that time, the PBC had to
step forward to assist with restructuring of the commercial banks to avoid a systemic
collapse.

Perhaps the most controversial of all is the so-called structural monetary policy.
For instance, the PBC implemented targeted easing through reduction of the RRRs only
for local banks in an effort to improve financing for the small- and medium-sized en-
terprises (SMEs) and also the rural economy. So far, there has not been convincing
evidence that such structural policy mechanisms actually work effectively. Monetary
policy is mainly for managing aggregate economic variables. If the agricultural sector
does not receive enough funding, for example, it is most likely either because that sec-
tor could not meet the risk assessment criteria or because the regulated interest rates
were too low to cover the associated risk. The better strategies should be to increase
competition of financial institutions in the rural area, to innovate on risk assessment
methods, and to liberalize the restrictions on lending rates. Simply releasing more funds
to the rural banks would not work, because most of the rural banks already have sur-
plus funds.

In summary;, the key objective for China’s monetary policy is to maintain price stabil-
ity and therefore promote economic growth. But as the monetary policy is decided by
the State Council, not the central bank alone, it is not surprising that monetary policy is
also often required to pay attention to certain other policy objectives, such as economic
structure, household welfare, and financial stability. This could, in turn, have an impact
on monetary policy. For instance, the Chinese monetary policy shows a tendency of
greater willingness to ease rather than to tighten. This could compromise the monetary
policy’s discipline and might have contributed, at least partially, to the high leverage ratio
in China today.

3.3. Intermediate Targets

In order to achieve the monetary policy objectives, the PBC regulates a number of in-
termediate targets, including money supply (narrow money supply M1 and broad
money supply M2), bank credit (and increasingly also the aggregate financing to the
real economy), and market interest rate (such as SHIBOR and, sometimes, bond
yields). The relative importance of quantity-based and price-based intermediate tar-
gets changed over time, while the relevance of the intermediate indicators to mone-
tary policy objectives also evolved over time. For instance, in the past, the correlations
between M2 growth and bank credit (figure 2.3), on the one side, and GDP growth
and inflation, on the other side, were quite high. This relationship almost broke down
recently.

After abolition of the mandatory credit plan in 1998, bank credit and money supply
became the two most important intermediate targets for the PBC’s monetary policy. The
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FIGURE 2.3. Growth of M2 and amount of newly increased loans (in RMB trillions). Sources: PBC,
authors’ calculation.

Premier often specifically outlines targets for newly increased bank loans and broad money
supply M2 in the Government Work Report (GWR), submitted to the National People’s
Congress at the beginning of the year, although no more-specific targets for M2 were
proposed in the GWR for 2018 and 2019. This is probably because the Chinese financial
system is dominated by commercial banks. Bank loan and money supply pretty much
reflect financing conditions of the economy. Various economic studies confirmed the high
relevance of these quantitative intermediate targets to the monetary policy objectives,
particularly inflation and growth (Xia and Liao, 2001; Xie, 2004; Yu, 2001). In addition to
the Government Work Report, the PBC also regularly refers to M2 growth and bank loans
as important monetary policy concepts.

In recent years, however, the correlations between these quantitative intermediate
targets and monetary policy objectives declined visibly. This is probably because non-
banking financing grew rapidly. In addition to the government’s efforts to promote
development of multi-layer capital markets, banks’ off-balance-sheet transactions, or
the shadow banking businesses, also expanded quickly. Economists estimated that
the total size of such shadow banking activities ranges between 50 and 90 trillion yuan,
compared to the total outstanding loans of the banking sector of 120 trillion yuan at
the end of 2017. As bank credit became a smaller portion of total finance, its relevance
to monetary policy objectives declined. From 2011, the PBC introduced a new indica-
tor, Aggregate Financing to the Real Economy (AFRE), which covers renminbi and
foreign currency loans, trusted loans, undiscounted banks’ acceptance bills, corpo-
rate bonds, nonfinancial institutions” domestic equity financing, and others. While
the construction and calculation methods are still subject to change, AFRE has be-
come a more important intermediate target, at least partially replacing the newly in-
creased bank loans. According to figure 2.4, we can find that the newly increased
bank loans are only one of the several components of AFRE and that its share has
been relatively declining, especially since 2008.
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FIGURE 2.4. Components of new issued total social financing. Source: PBC, authors’ calculation.

Over time, the PBC also started to pay attention to market interest rate. In 1996, it es-
tablished a new interbank rate, China Interbank Offered Rate (CHIBOR), which was the
weighted average of borrowing rates among banks. And, in 2007, the PBC rebuilt it into a
new Shanghai Interbank Offered Rate (SHIBOR), to improve the representativeness and
liquidity conditions of the instrument. While, initially, this market was intended to allow
participants to trade short-term liquidity, soon this became an important platform for
the PBC to conduct OMOs. Moreover, SHIBOR also behaves as an important indicator
of market liquidity condition, which may serve as an intermediate target (e.g., 7-day
SHIBOR, 7-day repo rate) (figure 2.5). In this process, the PBC emphasized the gradual
use of price-based policy tools such as interest rates to adjust the level and structure of
market rates. Of course, the usefulness of such price-based instruments is also con-
strained by institutional factors. For instance, the big five banks, which account for two-
thirds of total assets and liabilities of the Chinese banking sector, are often less interest
rate—elastic (Prasad and Zhang, 2014).

3.4. Policy Instruments

The PBC’s policy tools fall into several categories, including quantity-based instruments,
price-based instruments, and prudential and regulatory instruments, as well as admin-
istrative instruments.* Quantity-based instruments include RRR, Central Bank Bills (CBBs),
central bank lending, rediscount window, OMOs, and so on. Among these, the RRR is
probably the best-known policy tool. Frequent adjustments to RRR started around 2005-
2006 as sterilization policy actions. Before that, the PBC sold CBBs, which first became a
policy tool in 1993, to absorb renminbi liquidity released passively when accumulating
foreign exchange reserves. Soon, however, the amount of the CBBs exceeded the size of
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FIGURE 2.6. New issued central bank bills. Source: China Bond Data, authors’ calculation.

the government bonds, and the transaction costs of managing an ever-growing CBBs
market became increasingly high (figure 2.6).

Then the PBC turned to RRR as a liquidity management policy tool. And in 2011, the
official RRRs reached the peaks of 21.5% for large financial institutions and 19.5% for
small- and medium-sized financial institutions (figure 2.7). Soon after that, however,
the PBC became more reluctant, and reduced RRR for three possible reasons. One, cut-
ting RRR would send a very strong message of aggressive monetary policy easing to
the market, while in reality the purpose could simply be to stabilize the liquidity con-
dition. Two, knowing that the State Council is more willing to approve cutting RRR
than to approve hiking RRR, the PBC takes extra caution when recommending a cut
to RRR. And, three, compared to some other options such as CBBs, RRR is a more
cost-effective method for absorbing liquidity, which directly changes banks’ ability to
multiply base money through credit creation.’ Beginning in 2013, the PBC started to
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create another new set of monetary policy tools, such as the standing lending facility
(SLF), medium-term lending facility (MLF), short-term liquidity operations (SLOs),
targeted medium-term lending facility (TMLF), and others. These are tools mainly for
injecting liquidity into the banking sector. Most recently, in January 2019, the PBC also
announced the creation of the central banks swap (CBS), aimed at supporting commer-

cial banks’ perpetual bond sales.

The price-based instruments include not only banks’ base deposit and lending rates,
which became important policy tools in 1983, but also the required reserve rate and the
relending rate (figure 2.8).° This is very different from the practice of the central banks
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in other countries where market interest rates are indirectly influenced. This worked
quite well for some time, probably because banks were the dominant players in the fi-
nancial system. Economic activities are sensitively affected by banks’ deposit and lend-
ing rates. Initially, the banks had to strictly follow the interest rates set by the PBC. Over
time, however, the PBC allowed the commercial banks to set their deposit and lending
rates within certain ranges around the base rates. At the end of 2015, the PBC lifted the
last ceiling restriction on the deposit rate. In theory, the banks become completely free
in setting deposit and lending rates. However, as was pointed out by the PBC, the pro-
cess of interest rate liberalization in China had not been completed. Further significant
improvements are still needed in financial institutions’ risk pricing capability and in
the financial sector’s interest rate transmission mechanism.

Window guidance is an unspoken but very powerful policy tool. Literally, it means that
the central bank orally advises financial institutions in their decisions on interest rates
and the quantity and allocation of credit. Window guidance is a legacy of the central
planning system. In a transitional economy like China, even though window guidance is
only an advisory act, it could be quite effective, especially for those state-owned com-
mercial banks.

4. THE TRANSMISSION MECHANISMS OF
CHINA'S MONETARY POLICY

So the PBC has all the key components of a monetary policy framework—policy objec-
tives, intermediate targets, and policy instruments. But can China’s monetary policy work
properly? Answers to this question boil down to the effectiveness of the policy trans-
mission mechanism. This mechanism of the monetary policy concerns how policy ac-
tions affect the policy targets:

Policy instruments — operational targets — intermediate targets — ultimate goals
Alternatively, the transmission mechanism may also be viewed as follows:

Central bank — financial institutions/financial markets — enterprises/house-
holds — national income/national price

After the central bank adjusts the policy instruments, monetary aggregates and interest
rates change accordingly. These affect the lending activities of commercial banks and
conditions of financial markets. These are then transmitted to the real economy, such as
investment and consumption, which in turn determine price and output of the whole
economy. In any case, the effectiveness of the transmission mechanism of monetary
policy depends on proper functioning of both the financial and the real sectors. Failure
in any segment of the above process will weaken the efficiency of monetary policy
transmission.

4.1. Possible Transmission Channels

The literature has specified several possible channels for transmission of the monetary
policy. According to the overview given by Mishkin (1996), there exist not only a traditional
interest rate channel, but also asset price channels and credit channels. Additionally,
there also exists an “expectations channel,” which emphasizes the central bank’s ability
to influence expectations of economic agents and thus to affect economic outcomes
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FIGURE 2.9. Summary of monetary policy transmission channels in previous literature. Source:
Kuttner and Mosser (2002), recompiled by the authors.

through its communication with the market (Evans et al., 2001; Woodford, 2005; Geraats,
2009). Based on chart from Kuttner and Mosser (2002), figure 2.9 is compiled to illustrate
most of the channels discussed in the literature.

The interest rate channel is probably the most common monetary policy transmis-
sion mechanism that has been featured in the literature for more than 70 years. In ac-
cordance with the Keynesian IS-LM model, it refers to the policy transmission via
capital user-cost adjustment (Taylor, 1993, 1995, 2000; Bernanke and Blinder, 1992; Mishkin,
1995).

The asset price channels emphasize the critical role of asset prices in transmitting mon-
etary effects to the real economy, including the exchange rate channel and the wealth
channel. The exchange rate channel transmits monetary policy changes in open economies
to changes in the exchange rate. The wealth channel describes how interest changes affect
consumption profile through equity price, bond price, or housing price changes over time
(Ando and Modigliani, 1963).

The credit channel has attracted considerable attention, which was built on break-
throughs in the economics of imperfect information such as agency problems in the
1970s. The credit channel can be further split into the bank lending channel (narrow credit
channel) and the balance-sheet channel (broad credit channel). The bank lending channel
is based on the view that banks have a special role in the financial markets, because they
are well suited to deal with asymmetric information problems in the credit market (Mish-
kin, 1996; Kashyap and Stein, 2000). The balance-sheet channel assumes that changes in
the external finance premium amplify the direct effects of monetary policy on interest
rates (Bernanke and Gertler, 1995).
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4.2. Empirical Assessment of the Chinese Case

The functioning of the transmission channels discussed above is summarized mainly
from the viewpoint of experiences in the advanced market economies. But as we specu-
lated earlier, the special transition features of the Chinese economy may affect the trans-
mission mechanisms of the monetary policy. Here we attempt to depict the way the
transmission channels work by reviewing the related empirical literature. While the em-
pirical analyses reveal quite mixed findings on almost all fronts, the general patterns
are that the interest rate channel was quite weak in the earlier years but grew much stron-
ger in recent years; that the credit channel is quite effective, relatively speaking; that
functioning of the wealth channel is unclear, as monetary policy has distinct effects on
asset prices but asset prices do not have stable impacts on consumption; and that the ex-
change rate channel is also not stable.

In advanced market economies, interest rates are probably the most important par-
ameters for monetary policy and financial markets. Central banks often choose short-
term market interest rates as either policy tools or operational targets. In China, how-
ever, the PBC does not directly adjust or target at the short-term market rates, although
it started to pay greater attention to those rates in recent years. Early economic studies
find interest rates having a modest role in the Chinese economy and a weak linkage be-
tween interest rates and real sector activities. For instance, studies by Laurens and
Maino (2007) and Koivu (2009) confirm that the interest rate channel does not function
properly. Possible explanations for this phenomenon include the repressive financial pol-
icies: Banks’ credit allocation favors large SOEs, which still exhibit certain degrees of
“soft budget constraint.” The main borrowers are less sensitive to changes in interest
rates, while the interest rate sensitive sectors, such as private firms, are either discrimi-
nated against or altogether excluded from formal financial services.

However, this situation is gradually changing, as interest rate liberalization and other
market-based reforms continue to be pushed ahead. In recent years the non-state sec-
tors have accounted for more than half of total outstanding bank loans. Even the SOEs
also gradually become more responsible to financial prices, as a result of intensified com-
petition pressures and hardening financial disciplines. The PBC also started to rely
more on market forces in conducting its monetary policy. It gradually relaxed the rigid
controls over banks’ interest rates and now attaches less importance to quantitative in-
termediate targets. More attention has also been paid to short-term interest rates. In the
2017 Q3 Monetary Policy Executive Report, the PBC recognized the ability of DR007, the
short-term money market interest rate, in reflecting banking system liquidity conditions.
In 2018, the PBC reiterated its commitment to further improve the central bank’s credi-
bility and transparency. By providing more timely information, the PBC would strengthen
its policy interpretation and information disclosure, deliver its policy intentions, and rea-
sonably guide market expectations (PBC, 2018; McMahon et al., 2018). Recent studies
using more recent economic data have discovered that changes in interest rates result in
considerable impacts on economic activities and inflation in China (see Fernald et al,,
2014; Zha and Chen, 2017; Ge, 2019). This suggests that the transmission mechanism of
China’s monetary policy started to converge to that of the advanced market economies.”

The credit channels are very important mechanisms for the Chinese monetary pol-
icy. The PBC first introduced the “credit policy” framework in 1986, calling it the credit
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growth quota system, with a goal of bringing bank lending under control. At that time,
loan quota was a compulsory requirement for banks, which was initially derived from
the central planning policy. From January 1998, the advisory quota, implemented through
a number of indirect policy tools plus window guidance, replaced the credit growth
quota system. Economic analyses reveal mixed findings as they attempt to test the exis-
tence of the bank lending channel by focusing on the correlations among aggregate out-
put, bank credit, and monetary policy indicators. By examining the relationships among
monetary aggregates (M1 and M?2), credit aggregate, and GDP, Sun (2004) finds that it is
the money channel rather than the credit channel that plays a prominent role in China’s
monetary policy transmission. However, the Granger causality test for their empirical
outcome is ambiguous, and clear conclusions are difficult to ascertain unless the data
can be described by a simple two-dimensional system.

Sheng and Wu (2008) and Zhou and Jiang (2002) also emphasize the importance of
the credit channel in monetary policy transmission. Sun et al. (2010) also confirm the ex-
istence of the bank lending channel with a VAR/VECM model, finding that bank lend-
ing is negatively related to RRRs and lending rate in the long term. Gunji and Yuan (2010)
use bank-level data to investigate whether the impact of monetary policy on bank lend-
ing is dependent on bank-level characteristics in China. The results show that such im-
pact is weaker for banks of larger size or lower levels of liquidity, and that banks’ re-
sponses to monetary policy do not necessarily vary in accordance with the level of their
capital. Nguyen and Boateng (2013) examine the bank lending channel in the case of in-
voluntary excess reserves in China; they find that banks with larger involuntary excess
reserves are less responsive to the monetary policy interest rate change, which in turn
makes the monetary policy less effective. Another comparative analysis, by Li and Lee
(2015), also reveals that foreign banks are less responsive than Chinese banks to mone-
tary policy in China.

Given China’s persistent high savings rate, it is possible that Chinese households’ sav-
ing and consumption behaviors are not particularly sensitive to changes in interest
rates. That, in turn, could reduce the effectiveness of the wealth channel of the Chinese
monetary policy. Koivu (2012) studies the wealth channel by examining both the link-
age from monetary policy to asset prices and the linkage from asset prices to consump-
tion. The first linkage is found to exist—that is, monetary policy does affect asset prices.
However, the author could not verify the second linkage, which implies that the wealth
channel remains weak in China. Many studies of the wealth channel focus on roles of
China’s bond market. The study by Zhang and Huang (2017) confirms the role of bond
price in transmitting the monetary policy change to the real-sector activities. They find
that monetary policy is effective in managing fluctuation of bond market yields and that
short-term bond yields have remarkable and significant impacts on both output and price
variables of the economy. Their study also reveals the much more limited roles of long-
term bond yields. These results suggest that both households and entrepreneurs are tak-
ing interest rates more seriously when making consumption and investment decisions.

Since January 1994, China has been implementing the managed floating regime for
renminbi exchange rate, with the exception of the period between mid-1997 and mid-
2005, when renminbi was effectively fixed to the U.S. dollar. But, in general, “floating”
has always been very limited. As China still maintains certain degrees of capital account
controls, there is still some room left for the PBC to maneuver the independence of mon-
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etary policy. The trends are that China’s exchange rate regime becomes more flexible and
that its capital account becomes more open, although whether this will lead to more in-
dependent monetary policy remains to be seen. If the Mundell Trilemma prevails, then
a more flexible exchange rate should lead to a more independent monetary policy. How-
ever, according to Rey (2015), the global financial cycle constrains monetary policies re-
gardless of the exchange rate regime when the capital account is freely mobile. So if the
Rey Dilemma overrules the trilemma, then more-open capital accounts should cause less
independent monetary policy. A parallel policy effort is to internationalize renminbi, es-
pecially dating from 2009. This effort, alongside China’s growing weight in the world
economy, lifted the ranking of renminbi in international payment and created a huge
offshore RMB market (He et al., 2017).

When it comes to the exchange rate channel, it can be split into two parts. The first
part is transmission from monetary policy to exchange rate, and the second part is trans-
mission from exchange rate to the real economy. The latter part functions relatively ef-
fectively, with strong evidence provided by several empirical studies (for example, Lv,
2007). The former part remains a problem. For example, Zhang and Huang (2011) find
that monetary policy is not a driving force for exchange rate volatility. This odd phe-
nomenon could be caused by two possible reasons. First, the exchange rate regime re-
mains quite rigid, and it does not sensitively respond to changes in monetary policy. Sec-
ond, variation of exchange rate is determined by many factors in addition to monetary
policy, such as external economic environment, trends of economic growth, and others.
But in any case, as the exchange rate becomes more flexible, interest rate becomes more
market-determined, and market participants respond more sensitively to price signals,
then the exchange rate channel of monetary policy transmission mechanism should work
more smoothly and more effectively.

5. IDENTIFICATION OF THE MONETARY POLICY RULE

5.1. Review of Related Literature

Economic research on monetary policy rules experienced a quiet period following pub-
lication of a seminal study by Sargent and Wallace (1975), which argued that monetary
policy can be ineffective under rational expectations, until the late 1980s. One of the ac-
tive strands in the literature begins with Taylor (1993). He proposed a rule illustrating
how central banks should raise the nominal target interest rate when the expected infla-
tion is higher than the desired target level and when the actual output level is higher
than the natural output. Economists around the world have since estimated empirically
the Taylor rule and its variations for the United States and many other countries.

In contrast, the McCallum rule is a rule for growth of money supply (McCallum, 1988).
The original McCallum rule describes growth of money supply as a function of real GDP
growth and money velocity. More recent studies, such as Esanov et al. (2005), revise the
McCallum rule so that money supply growth also targets both the expected inflation rate
gap and the output gap, parallel to the Taylor rule. The revised McCallum rule describes
how central banks should reduce money supply when the expected inflation is higher
than the desired target level and when the actual output level is higher than the natural
output. In both academic and policy circles, the McCallum rule is much less prominent
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than the Taylor rule, primarily because nowadays central banks in advanced market
economies mainly focus on interest rate rather than monetary base.

Empirical studies to identify monetary policy rules are chiefly based on vector autore-
gressive (VAR) models. For example, Sims (1992) developed the VAR model and showed
that impulse responses of prices and output to interest rate shocks share some consis-
tency, while Bagliano and Favero (1998) find that the inclusion of long-term interest rates
can not only reveal the contemporaneous reaction of the federal fund rate, but can also
improve the precision of estimated structural responses to monetary policy shock. How-
ever, Evans and Kuttner (1998) also question VAR accuracy in predicting changes in mon-
etary policy and suggest that more research along these lines would be warranted.

5.2. The Chinese Case

A number of studies have evaluated China’s monetary policy in terms of simple policy
rules, although one should not assume that all aspects of policy could be summarized
by such a simple rule or that the central bank would mechanically follow a rule. Never-
theless, adoption of a policy rule could make it easier for the central bank to evaluate
various policy options and to communicate with the market. It could, in turn, make it
easier for the public to better understand the central bank’s policy objectives and judge
the performance. Thus time-inconsistency problems in the case of discretionary policy
can be avoided.

In practical policy discussions, numerous controversies and confusions abound about
whether the interest rate or the money supply is more appropriate as an intermediate
target for China’s monetary policy. Empirical findings on whether the Taylor rule or the
McCallum rule better characterizes China’s monetary policy rules are also inconclusive.
The McCallum rule focuses on illustrating the growth of money supply as a function of
targeted nominal GDP growth, corrected for changes in money velocity. However, the
Taylor rule emphasizes the effective signaling of short-term interest rates.

Xie and Luo (2002) conducted an empirical analysis of China’s monetary policy under
the Taylor rule framework with historical analysis and the reaction function method. They
found that the Taylor rule can still capture the monetary policy stances and provide a
benchmark for China’s monetary policy rule, despite distortions remaining in the interest
rates and the financial markets. The Taylor rule can also strengthen the stability of China’s
monetary policy rule and help implement forward-looking monetary policy by transpar-
ency enhancement. Nevertheless, given the prominent role of money supply in China’s
monetary policy, a McCallum monetary policy rule could seem more appropriate for the
country. Counterfactual simulation results by Sun et al. (2012) evaluated the feasibility of
the McCallum rule and its advantages in reducing the nominal GDP fluctuations. They
advocated that the PBC adopt the McCallum rule as the illustrative benchmark, instead of
strictly following the simple McCallum rule in a “mechanical-looking” form.

More recently, Sun (2015) showed that the PBC’s policy rule cannot be represented by
either a money growth rule or an interest rate rule, and therefore that the best character-
ization is a mixture of both. Wu and Lian (2016) confirmed that a hybrid rule taking into
account information about money growth and about interest rate change is a welfare-
optimization choice. Studies such as that of Zha and Chen (2017) also exerted efforts to
evaluate China’s forward-looking monetary policy rules from a regime-switching per-
spective. Those authors also confirmed the asymmetric characteristics of China’s mon-
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etary policy transmission in an endogenous-switching nonlinear structural vector au-
toregression (SVAR) framework. They find that the forward-looking rule is more
consistent with the PBC’s actions, and it can not only improve the transparency and ac-
countability but also stabilize public expectations.

6. FUTURE DIRECTIONS OF THE POLICY FRAMEWORK

Since 1978, the PBC and its monetary policy has experienced significant transformation.
The PBC, which originally acted as both the central bank and a commercial bank, be-
came the specialized central bank responsible for monetary policy and financial stabil-
ity in January 1984. Its monetary policy also evolved over time, following two key themes:
from direct to indirect controls and from quantitative to price regulations.

In many ways, however, China’s monetary policy framework still looks distinctively dif-
ferent from those of advanced market economies. First, the PBC is not an independent
central bank. It is a ministry-level agency under the State Council, which makes final deci-
sions on monetary policy. Second, although the PBC Law stipulates that the objective of
monetary policy is to maintain stability of the value of the currency and thereby to promote
economic growth, in practice monetary policymakers have to consider a long list of policy
objectives, including economic growth, employment, inflation, external account, reform
policy, economic structure, household welfare, and financial stability. Third, the majority of
the policy instruments in the PBC’s toolkit are quantitative, such as RRR, rediscount win-
dow, central bank lending, and other liquidity management instruments. Although the
PBC also adjusts interest rates from time to time, these are banks’ base deposit and lending
rates, not the short-term market interest rates that other central banks often target. Fourth,
not all the transmission mechanisms of the monetary policy work smoothly. In general, the
credit channel works reasonably well, and the effectiveness of the interest rate channel
improved recently, although the wealth channel and the exchange rate channel still do not
function properly. And, finally, the McCallum rule (quantitative rule) better characterizes
China’s monetary policy at the moment than does the Taylor rule (price rule). Currently,
central banks of most advanced market economies follow the Taylor rule.

The unique features of China’s monetary policy framework are a result of its ongoing
transition from a central planned system to a market system. In both the real economy
and the financial sector, certain agents, such as the SOEs and LGFVs, are still protected
by the government, implicitly or explicitly, and are not fully subject to market disciplines.
State-owned commercial banks are also not pure commercial entities. They do not al-
ways respond sensitively to changes in interest rates. This is why quantitative measures
sometimes work better than price instruments.

Yet China’s monetary policy framework is still in mid-transition. As its economy moves
closer to the free market system, its monetary policy framework may also converge with
frameworks of the advanced market economies. In the meantime, we may ask three ques-
tions in order to gauge the future direction of the country’s monetary policy framework.

6.1. Should the PBC Become an Independent Central Bank?

Monetary policymaking requires specialized skills. International experiences confirm
that higher degrees of independence of the central banks are often associated with lower
and more stable inflation rates. This means that independence helps a central bank better
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pursue its policy objectives. The fact that China’s monetary policy is made by the State
Council, not the PBC, has several benefits under the current economic and market con-
ditions. One, it could strengthen coordination between monetary, fiscal, and other econ-
omies policies. And, two, it could also improve effectiveness of some policy measures,
especially the impacts of the quantitative instruments on the SOEs and LGFVs. But it also
has important drawbacks. The decision process often is too long. As it could easily miss
the best time-window to act, monetary policy often becomes a lagging, not a leading,
policy instrument. And senior policymakers at the State Council have other policy pri-
orities, in addition to price stability. This is probably why China’s monetary policy shows
a consistent tendency of being easy to loosen but difficult to tighten. Therefore, making
the PBC an independent central bank would have obvious benefits.

But this does not necessarily mean that the PBC should immediately become fully in-
dependent. After the latest global financial crisis, central banks and governments of
many countries started to work together on some policy initiatives. In the United States,
for instance, the Federal Reserve Bank and the Department of the Treasury cooperated
in rescuing the failing financial system and fighting against economic recession. The
Chinese experiences during the reform period also suggest that, while some division of
labor is useful, at times collaboration might also become useful. For instance, in the wake
of the Asian financial crisis, the PBC worked closely with the government to transform
the commercial banks. Without that support, the majority of the banking sector would
probably have collapsed. All these means that, while it is clear that a higher degree of
independence for the PBC should be beneficial, some channels for cooperation between
the central bank and the government may still be preferable.

6.2. Should the Monetary Policy Reduce the Number of Its Objectives?

The Tinbergen rule tells us that the number of policy objectives should be equal to or
less than the number of independent policy tools. It is difficult for a monetary policy that
is simultaneously pursuing four or even eight policy objectives to obtain an equilibrium
solution, which, even if one were obtained, would be unstable. To be sure, monetary poli-
cymakers should pay attention to important issues such as household welfare and fi-
nancial stability. But other policy objectives should be implemented for other types of
policy instruments, such as macro-prudential regulations for safeguarding financial sta-
bility, and income and social security policies for household welfare. Most important,
Chinese monetary policymakers should probably give up the idea of “structural mone-
tary policy,” meaning the application of monetary policy to improve economic structure.
Again, this is almost impossible to achieve, as monetary policy is an aggregate instru-
ment. It is probably best to realize what is specified by the PBC Law—the objective of
the monetary policy is to maintain the stability of the value of the currency and, thereby,
to promote economic growth.

In the United States, the Federal Reserve Bank learned an important lesson from the
global financial crisis. Under Chairman Alan Greenspan, the Fed maintained quite loose
monetary policy conditions. At the time, it appeared to work pretty well, as the U.S. econ-
omy was growing very strongly while the inflation rate was low and stable. However,
the loose monetary policy boosted the asset prices and caused the housing bubble. The
lesson is that if monetary policymakers do not pay attention to conditions of the asset
markets, that might lead to undesirable consequences. This is why, after the global fi-
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nancial crisis was past, central banks around the world started to explore ways to incor-
porate financial stability into their objective functions.

6.3. Should a Short-Term Market Interest Rate Become the
Key Operational Target?

The PBC has already removed all the around the commercial banks’ deposit and lend-
ing rates. This should pave the way for the central bank to eventually focus on short-
term market rates as its policy tool or operational target. In the past, the PBC mainly
used money supply and bank credit as the intermediate targets. In recent years, the
central bank even introduced the new target of aggregate financing to the real econ-
omy (AFRE). Quantitative targets suffer from two main problems. The first is that it is
difficult to be accurate. The second is that, as economic and financial structures change
over time, the correlation declines rapidly between these quantitative targets, such as
M2 and AFRE, and policy objectives, such as inflation and GDP growth. The PBC likely
has not yet decided on which short-term market rate to serve as an operational target.
Previously, the market thought the seven-day SHIBOR (SHIBOR007) could be a poten-
tial candidate. But it looks like the PBC is shifting its focus toward the seven-day repo
rate (DR007), with an interest rate corridor defined by the MLF interest rate as the ceil-
ing and the interest rate of extra reserve as the floor.

In the meantime, however, the transition of the Chinese economy will continue for
quite a long time. Some of the nonmarket behaviors may also continue. For market par-
ticipants like SOEs and LGFVs, interest rate instruments would not be particularly ef-
fective. Therefore, some types of quantitative instruments might still be needed, going
forward.

Once, we believed strongly that the future model for the PBC would be very similar
to that of the Fed of the United States or the European Central Bank (ECB) of the
eurozone—that is, an independent central bank with a simple policy objective and a key
short-term policy rate. These are probably still the right directions for the Chinese cen-
tral bank to go. Yet the PBC might not look like the Fed or the ECB anytime soon. China
has a transition economy as well as an emerging market economy. This implies that the
transition of the PBC should be gradual, because the lack of central bank independence,
the multiple objectives of the monetary policy, and a combination of both quantitative
and price policy instruments are actually beneficial for the economy. And, more impor-
tant, even the Fed and the ECB may be asked if some modifications to their current mod-
els might be desirable, especially in areas of policy cooperation with the government as
well as policy objectives in terms of financial stability. If the latter is true, then the PBC will
probably move toward the Fed or the ECB models but will never look exactly like them.

NOTES

1. The People’s Bank of China Law of the People’s Republic of China. http://www.npc.gov.cn/wxzl/wxzl
/2000-12/05/content_4637.htm.

2. Yang Zhao, “Prudent Neutral Monetary Policy Should Focus on Strengthening Guidance of Ex-
pectations,” Financial Times, January 9 (in Chinese). http://www.financialnews.com.cn/pl/cj
/201701/t20170109_110799.htm1.

3. The Tinbergen rule also requires that these policy instruments be independent from each other.

4. For a more detailed description of these instruments, please refer to chapter 3.
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5. For more extensive discussion, please refer to section 1 of chapter 3.

6. For a more detailed discussion of these price-based policy interest, please refer to section 2 of
chapter 3.

7. Evolution of the transmission mechanism of interest rate in China is discussed in more detail in
chapter 4.
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China’s monetary policy has multiple objectives, including growth and employment,
price and currency stability, external balance, financial stability, and, in recent years, fa-
cilitating structural changes. Although the People’s Bank of China has been increasing
the use of price-based policy instruments, to date it still relies more on quantitative pol-
icy instruments and on macro-prudential and administrative measures. The key frame-
work is still managing the quantity of base money supply and also controlling credit
growth to help achieve its desired broad money growth and also, in recent years, its credit
(total social financing) growth, although price-based instruments and other parts have
since been added to the framework.

The PBC can manage base money supply either by purchasing (or selling) foreign ex-
change or domestic assets from commercial banks, or by changing the required amount
of deposits that commercial banks either hold at the central bank (reserve requirement)
or use other liquidity facilities. China also employs a mix of administrative controls and
prudential regulations to manage credit growth, so as to affect the broad money growth,
which, when combined with the impact of financial liberalization (shadow credit devel-
opment), helps to explain the weakening relationship between China’s base money sup-
ply and its broad money aggregates (figure 3.1). The PBC uses policy and quasi-policy
rates to influence bond market and credit market rates and credit extension, with the help
of prudential and administrative measures.

1. QUANTITY-BASED INSTRUMENTS

Unlike typical central banks in developed and many emerging markets, the People’s
Bank of China relies mainly on quantitative means to manage its monetary policy. Until
2018, the PBC set a specific monetary aggregate (M2) target each year. To achieve this
target, the PBC provides “high-powered” liquidity (base money) to commercial banks
under the “fractional-reserve banking system,” as is done in most developed econo-
mies; banks in turn create new loans and deposits via the money multiplier (Wang and
Hu, 2011).
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FIGURE 3.2. The PBC’s balance sheet. Sources: CEIC, author’s calculation.

The PBC can adjust the quantity of base money supply by adjusting either side of its
balance sheet. Figure 3.2 is an example of the PBC balance sheet. The asset side has for-
eign assets such as foreign exchange and gold, and domestic assets such as lending to
domestic banks and the government (government bonds). The liability side includes re-
serve money—cash issuance and deposits that commercial banks hold at the central
bank—and the central bank’s bond issuance. The PBC can manage base money supply
by buying or selling foreign exchange or domestic assets (such as treasury bills, repo/
reverse repo, and various liquidity facilities) from commercial banks, changing the re-
quired amount of deposits that such banks hold at the central bank (reserve requirement),
or either issuing or redeeming central bank bills (figures 3.2 and 3.3). Between 2001 and
2017, the PBC’s main tools of managing base money supply varied in response to foreign
exchange (FX) flows.

1.1. Base Money Supply and FX Assets Management

Foreign exchange movement is closely related to China’s base money supply manage-
ment, and it has a profound influence on the use of various monetary instruments. Be-
fore 2007, China had “compulsory foreign exchange settlement,” which means that ex-
porters are required to sell their FX proceeds to banks. Because currency stability is an
important mandate of the PBC, the central bank is obliged to purchase foreign exchange
from commercial banks with renminbi, although the process passively increases base
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money supply. When FX flows out, the PBC has to sell USD to keep RMB stable, thereby
passively reducing base money supply.

During much of the period between 2002 and 2014, China saw large FX inflows from
current account surpluses and, in some years, even financial account surpluses. PBC’s
accumulation of FX reserves while keeping the RMB exchange rate stable released RMB
liquidity. Base money targeting was effectively achieved by adjusting the degree of ster-
ilization of FX inflows, through either open-market operations or hikes in RRR (reserve
requirement ratios). As FX inflows stagnated or reversed, base money targeting gradu-
ally moved to replenish the liquidity by either cutting RRRs or expanding PBC domes-
tic asset holdings (figure 3.4).

1.2. Base Money Supply and RRR

As in a typical fractional-reserve banking system, Chinese banks are required to hold
a portion of their deposits with the central bank as required reserves. Because banks
cannot use this portion of liquidity held at the central bank, and because they receive
only a minimum remuneration (1.62% for much of the past decade), RRR is considered
a cost (and a tax) on those banks. Reserve requirement ratio (RRR) is typically consid-
ered a heavy-handed monetary instrument since it changes banks’ ability to multiply
base money through credit extension.

In China, RRR adjustments rarely took place until 2006, when the PBC started to use
it as a liquidity management tool to sterilize the persistently large FX inflows. Between
June 2006 and June 2008, PBC raised banks” RRR from 7.5% to 17.5% as a cheaper alter-
native to central bank bills (C-bills) to freeze liquidity generated by rapid FX reserves
accumulation. The RRR was further raised to a record 21% (21.5% for large banks) in Q2
2011 before it was gradually lowered to release liquidity as it was being drained by
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FIGURE 3.4. PBC balance sheet expansion was mainly driven by foreign assets until 2014.
Sources: CEIC, UBS estimate.

declining FX reserves. RRR adjustment was hence a very important tool for the PBC to
adjust its base money liquidity supply in the system. High RRRs since 2008 have placed a
heavy cost on banks, which was one of the reasons why banks were incentivized to de-
velop off-balance sheet wealth management products.

Despite the fact that RRR has been used as a liquidity management tool to offset
the flows of FX reserves in China, it still carries a strong signaling effect as far as mar-
kets and banks are concerned. Between 2015 and 2018, the PBC remained reluctant to
unwind earlier RRR hikes for fear of sending too strong an easing signal at a time
when the government was concerned about property bubbles and rising leverage. In-
stead, the PBC developed a new set of liquidity facilities to maintain adequate base
money supply amid stagnating or even falling FX reserves. Temporary instruments
with effects similar to those of an RRR cut, such as TLF (Temporary Liquidity Facility)
and CRA (Contingent Reserve Arrangement), were used during the Chinese New
Year period in 2017 and 2018, respectively, to help manage peak season liquidity
demand.

The reluctance to wind down RRRs started to change in April 2018, when the PBC
cut RRR by 100 bps to release approximately RMB 1.3 trillion in liquidity, of which 900
bn was used to “swap out” maturing medium-term lending facilities (MLFs). This was
followed by three other cuts in 2018 and one in 2019, releasing net liquidity of >SRMB 3.1
trillion after swapping matured MLFs, some of which were intended for encouraging
lending to SMEs.
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FIGURE 3.5. RRR was used to freeze FX-related liquidity. Sources: CEIC, UBS estimate.

As of March 2019, RRR for Chinese big banks was still at 13.5% (or 13%/12% for those
with “inclusive finance” of more than 1.5%/10%) and approximately 11.5% for small and
medium banks (or 11%/10% for those with “inclusive finance” of more than 1.5%/10%).
Since RRR was a special sterilization tool devised during a special period, and against
the background of slowing/reversing FX inflow, there is still room for significant RRR
cuts to replace some maturing MLFs, provide cheaper liquidity to banks, and reduce
distortions in the market (figure 3.5).

1.3. Open Market Operations

Open market operation (OMO) in RMB started in 1996 by the People’s Bank of China.
The PBC carries out OMOs with primary dealers (49 institutions as of 2019, including
46 banks/policy banks, two security companies, and one bond insurance company) in
the interbank market to manage liquidity conditions. OMO are composed of the follow-
ing types of transactions: repurchase agreements (repo), outright bonds transactions,
central bank bills, short-term liquidity operations (SLO), and central government trea-
sury cash management operation (figure 3.6).

1.3.1. Repurchase Agreements

Repurchase agreements (repo) can be divided into repos and reverse repos. In repo trans-
actions, the PBC sells securities to primary dealers and agrees to buy them back on a spe-
cific future date, thus withdrawing liquidity from the market during the period. In reverse
repo transactions, the PBC buys securities from primary dealers and agrees to sell them
back on a specific future date, thus injecting liquidity during the period.

1.3.2. Outright Bond Transactions

Outright bond transactions are conducted by the PBC to directly buy or sell bonds from
the secondary market. The former will increase the base money liquidity, and vice versa.
It was only used in 2002 and has not been used since.
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1.3.3. Central Bank Bill
A central bank bill (CB) is a debt instrument issued by the central bank to commercial

banks to adjust the excess reserves of commercial banks in the short term. Main maturities
of CBs were 3-month and 12-month, although some CBs with longer duration were issued
in the past. When the PBC issues central bank bills, excess reserves in the interbank market
are reduced, and when those CBs mature, excess reserves are returned to the banks.
Starting in 2002, as foreign exchange assets grew rapidly, the PBC had to manage base
money supply by adjusting the magnitude of “sterilization” of the FX inflows. An obvi-
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ous way to sterilize an increase in FX assets is to reduce domestic assets—by selling the
PBC’s holding of government bonds, for example. However, the PBC held very few gov-
ernment bonds. Instead, it started to issue CBs to mop up liquidity. Central bank bills
were used as a fertilization instrument between 2002 and 2013 and stopped after that
when FX inflows declined or reversed. Currently no central bank bills are outstanding.

1.3.4. SLO

Created in January 2013, Short-Term Liquidity Operations (SLO) were originally designed
to be a contingent facility to meet temporary liquidity needs, when OMO was only car-
ried out on each working Tuesday and Thursday. Liquidity provided by SLO is usually
very short-term (less than seven days) and is offered only to major national banks and
policy banks. Since OMO became a daily operation from February 2016 onward, SLO
has ceased to be used.

1.3.5. Central Treasury Cash Management Operation

Treasury cash refers to the Treasury’s demand deposit in the central bank’s vault. PBC
can deposit it with commercial banks through an auction process, thus releasing base
money during the period of the deposit. The maturities of Treasury deposits are usually
3/6/9 months, while the rates are decided jointly by PBC and commercial banks, depend-
ing on prevailing market conditions at the time of the auction. Since 2010, the average
total amount of treasury cash auction is relatively stable at RMB ~500 billion each year,
small compared with other liquidity facilities.

1.4. Liquidity Facilities

Since 2013, the central bank has created various liquidity facilities, including pledged sup-
plementary lending (PSL), medium-term lending facility (MLF), and standing lending
facility (SLF) to expand its domestic asset part of the balance sheet while net FX asset
flows slowed or reversed. In the beginning of both 2017 and 2018, the PBC also created
Temporary Lending Facility (TLF) and Contingent Reserve Arrangement (CRA), respec-
tively, to meet large seasonal liquidity demand during the Chinese New Year season.
While these facilities have done a reasonable job in expanding the PBC’s balance sheet
and providing base money supply, they have been accompanied by frequent bouts of
market rate volatility, since banks have often been left guessing about the timing, quan-
tity, and rates of such provisions (table 3.1).

1.4.1. PSL
Pledged Supplementary Lending (PSL) provides collateralized lending facilities to banks
(only three policy banks are eligible at this stage) to support their lending to the real
economy. It is effectively a new version of the PBC’s traditional on-lending (or relending)
program (Wang et al, 2014). The latter requires no collateral although PSL does. In princi-
ple, PSL could better protect the PBC from potential credit losses. Moreover, it allows the
PBC to better calibrate the size and scope of its liquidity injection operations, by fine-
tuning which assets may or may not qualify as collateral (such as high-rating bonds and
other high-quality credit instruments) and which discount ratios should be applied.

In practice, PSL has been used mainly to fund policy banks’ special loans for shanty-
town renovation, which in turn support local governments’ shantytown projects or
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monetary subsidies for such settlements. While PSL is designed to provide cheaper
funding to policy banks to help fund the government’s special objectives, it also can affect
base money supply.

1.4.2. MLF

Against the backdrop of decreasing FX inflows, the PBC created the medium-term lend-
ing facility (MLF) in September 2014, as a new instrument to replenish base money sup-
ply. Financial institutions (such as commercial banks and policy banks) that are compli-
ant with macro-prudential requirements can pledge high-quality assets to the PBC, in
exchange for MLE. MLF’s duration ranges from 3 to 12 months. Originally, qualified
collaterals for MLF include government bonds, central bank bills, policy bank finan-
cial bonds, and high-grade credit bonds. In June 2018, the PBC expanded acceptable
collaterals to include (1) AA-rated financial bonds that were issued to support small or
micro enterprises, the green economy, or agricultural development; (2) AA-rated cor-
porate bonds; (3) high-quality loans to SMEs; and (4) green loans.

In December 2018, the PBC further created Targeted MLF (TMLF), which allows
banks to roll over matured 12M MLF by two additional years, with a discount rate lower
than that for ordinary MLF by 15bps. Banks may request to roll over when the 12M MLF
matures, and PBC will decide whether to approve based on the credential of the re-
questing bank and how much liquidity has been provided to the real economy, in partic-
ular, SMEs and private sector. The first operation was conducted in January 2019, total-
ing RMB 257.5 billion, with an interest rate of 3.15%.

While MLF has played an important role in recent years in expanding PBC’s domes-
tic assets and providing base money supply, the liquidity that MLF provides is not as
“permanent” as RRR cuts, and as a result banks have often been left guessing about the
timing, quantity, and rates of such provisions. As the PBC brings RRR back into its liquid-
ity operation toolkit, outstanding MLFs can be partly and gradually phased out. That
said, compared with RRR, MLF can be a more flexible solution and will likely continue to
exist for some time.

1.4.3. SLF

Created by the PBC at the beginning of 2013, Standing Lending Facility (SLF) is de-
signed to act as a routine liquidity supply channel of the PBC to meet the large li-
quidity demands of financial institutions. It targets mainly policy banks and national
commercial banks with durations varying from one to three months. Collaterals are
needed; eligible collaterals include high credit rating bonds and high-quality credit
assets.

2. PRICE-BASED INSTRUMENTS

China’s monetary policy framework has evolved in recent years, with interest rates play-
ing an increasing role (Zhang 2015). Interest rate liberalization has been carried out
since the late 1990s, culminating in the PBC’s officially abolishing deposit rate ceilings
in 2015 (table 3.2). However, although bank deposit and lending rates were officially fully
liberalized, in reality the central bank still publishes benchmark rates and sets soft ceil-
ings on bank deposit rates as of 2019.
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Table 3.2. Major Steps of China’s Interest Rate Liberalization

Year Rates involved Events

1996 Interbank offered rates Interbank offered rates (CHIBOR) were
liberalized.

1997 Interbank repo rates/ Interbank repo rates and bonds trading rates

bonds trading rates were liberalized.

1998 Discount/rediscount Discount/rediscount rates were liberalized.

rates

1998-1999  Policy Bank/treasury Auction was adopted in policy bank and

bonds issuance rates treasury bonds issuance.

1998-1999  Lending rates Floating ranges for lending rates were broad-
ened three times.

2004 Lending/deposit rates Floating ceiling for lending rates was canceled,
floating floor for lending rates was broadened
to 0.9x; deposit rates were allowed to float
without floors.

2005 Interbank deposit rates ~ Interbank deposit rates were liberalized.

2012 Lending/deposit rates Floating floor for lending rates was broadened
to 0.7x.

2012 Floating ceiling for deposit rates was broad-
ened to 1.1x.

2013 Lending rates Floating floor for lending rates was canceled.

2014 Deposit rates Floating ceiling for deposit rates was broad-
ened to 1.2x.

2014 MLF MLF was created, the operation rate of which
later became an important monetary policy
indicator.

2015 Deposit rates Floating ceiling for deposit rates was
canceled.

2015 Deposit insurance Deposit insurance was introduced.

20142017  Interest rate corridor Interest rate corridor was introduced and

improved.

Sources: PBC, author’s estimate.

As financial liberalization led to increased disintermediation away from bank loans
and deposits, the PBC began to monitor and even influence interbank rates in its base
money supply adjustments, and eventually settled on using the interbank seven-day repo
rate as a reference rate in the interbank money market. In recent years, the PBC started
operating an interest rate corridor to anchor the seven-day repo as a quasi-policy rate,
using the remuneration on banks’ excess reserves as the lower bound and SLF rates as
the upper bound. Meanwhile, the PBC has also worked to improve the yield curve to
affect both the transformation of monetary policy rates to bond market rates and the
pricing effectiveness of direct financing through the bond market (Sun 2016). Table 3.3
provides a summary of key interest rates in China’s monetary policy framework.
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FIGURE 3.7. Banks’ benchmark deposit and lending rates. Sources: CEIC, PBC.

2.1. PBC Policy Rates

2.1.1. Benchmark Rates

Commercial banks” benchmark lending and deposits rates (figure 3.7) have been the
most talked-about interest rates in China; they have been directly controlled by the
PBC, and the headline news on rate hikes/cuts until recently referred to their adjust-
ments. Officially, China’s interest rate liberalization was complete as of 2015 (table 3.2).
In reality, banks still priced off the benchmark deposit and lending rates set by the PBC
as of mid 2019, and have had limited scope to raise deposit rates on their own (Wang
and Hu, 2014). This control on deposit rates is another reason why both households and
corporates have shifted to various wealth management products, money market funds,
and negotiable certificates of deposit (NCDs) in recent years. As tighter asset manage-
ment product (AMP) rules are implemented and some shadow bank products unwind,
allowing deposit rates to gradually rise would attract some savings back into bank de-
posits, helping to bring shadow bank assets back onto banks’ balance sheets. The PBC’s
move to allow higher bank CD rates in April 2018 was a step in this direction, and simi-
lar moves are expected to continue over time. An actual full liberalization of deposit
rates may have to wait for the establishment of China’s financial institution resolution
mechanism and an enhanced monetary policy framework.

2.1.2. On-Lending Rate and Rediscount Rate

The PBC quotes a range of benchmark policy rates on direct monetary operations, in-
cluding a policy lending and discount rate. The PBC’s lending and rediscount windows
were important sources of base money supply during the 1990s; however, since the early
2000s, they have ceased to be major liquidity channels. In recent years, they mainly act
as a channel to support commercial banks’ lending to rural and small businesses, and
these rates haven't been changed between 2010 and 2019. This is because, amid the ex-
cess liquidity before 2014, banks do not need to come to the PBC to borrow and hence
are not affected by those lending rates. While as FX inflows slowed later on, the PBC has
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developed various other liquidity facilities to supply base money and has relied on a
more complex interest rate structure to guide or influence market rates.

2.1.3. Remuneration on Required and Excess Reserves

As in most other economies, Chinese commercial banks are required to place a mini-
mum portion of their deposit liabilities that they owe to their customers with the People’s
Bank of China as reserves. These are the required reserves, on which the central bank
pays a remuneration. The remuneration rate on required reserves in China has been set
at 1.62% since September 2012 and has not been changed. Commercial banks usually hold
reserves in excess of the required minimum amount with the People’s Bank of China,
and the central bank pays a (lower) remuneration rate to commercial banks on these ex-
cess reserves. The rate on excess reserves has been set at 0.72% since September 2012
and has not been changed as of 2019. In rare circumstances, however, the PBC can also
use the changes in these rates to signal its monetary policy intentions. In addition, the
PBC also adjusts the remuneration rates in its macro-prudential assessment (MPA)
framework—for example, if a bank is graded poorly in MPA, the PBC will apply a 0.7-0.9
coefficient to that bank’s remuneration rate on its reserves at the PBC (Zhang, 2017).

2.1.4. PBC’s OMO|Liquidity Facility Rate

The PBC’s OMO includes three types of operations: repo/reverse repo, outright bond
transaction, and central bank bills. Since February 2016, the PBC has conducted OMO
on a daily basis, and the seven-day reverse repo rate has effectively become the quasi-
policy rate, serving as a benchmark for the money market. Rates for various liquidity
facilities such as SLO and MLF are correlated with the seven-day reverse repo rate,
while rates for PSL are more independent, relatively low, and stable, since PSL is used to
fund the loans for shantytown projects (figure 3.8).

After a major interbank market liquidity crunch in mid-2013, the PBC started to im-
plement an interest rate corridor in early 2014 so as to anchor the seven-day repo as a
quasi-policy rate. The lower bound of the corridor is the remuneration on banks’ excess
reserves, while the SLF rate is the upper bound (figure 3.9).

2.2. Money Market Rates

Money market interest rates are key links between policy rates and market interest rates.
China’s money market was launched in 1996 with the establishment of the China Na-
tional Interbank Funding Center. Money market rates are essentially free market rates,
driven mainly by interbank trading as well as by underlying supply and demand condi-
tions. As money market expanded and various short-term financial instruments or fa-
cilities are developed over time, the PBC also influences the market interest rate and
indirectly manages the interest rate curve.

China’s money market interest rates include various short-term rates such as inter-
bank lending rates, repo rates, and rates for short-term bonds, including Treasury bills,
interbank CDs, and commercial papers (figure 3.10).

* Repo rate. In recent years, the interbank repo market has far outsized the CHI-
BOR market in turnover and liquidity, and repo rates such as DR007 (which is
traded only by depository institutions in the interbank market using rates bonds
collateral) and R007 (which is traded by all financial institutions in the interbank
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FIGURE 3.8. PBC’s OMO/Liquidity facility rate. Sources: CEIC, PBC.
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FIGURE 3.9. PBC'’s interest rates corridor. Sources: CEIC, PBC.

market using all kinds of bonds collateral) have replaced CHIBOR to be the most
important short-term money market rate. Owing to higher risks associated with
highly leveraged nonbank financial institutions (included in R007 but not
DR007) that typically use credit bonds collateral—which are more vulnerable
during periods of liquidity tightening—R007 tend to be higher and more vola-
tile than DROOQ7, especially toward month’s-end. Market sees the seven-day repo
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FIGURE 3.10. Money market rates and short bond yield. Source: CEIC.

and three-month SHIBOR rates as the best indicators of interbank market li-
quidity and benchmarks for pricing other financial instruments.

CHIBOR. China Interbank Offered Rate (CHIBOR) was introduced in 1996, to-
gether with the establishment of the National Interbank Funding Center. CHI-
BOR rates are based on daily trading results of the interbank lending transac-
tion. However, because of limited transaction volume and participants, and the
very short nature of lending transactions (~90% are only one day), CHIBOR rates
were not representative of liquidity conditions in the interbank market. As a re-
sult, in 2007 the PBC introduced a Shanghai-based market maker system, or
SHIBOR, to achieve a more-stable market, especially for transactions of 90 days
or longer.

SHIBOR. SHIBOR rates are set in a similar way to LIBOR, with the rates calcu-
lated as arithmetic averages of the fixing of offered rates at 11:30 A.m. of each
business day by participating banks, with tenors (maturity dates) varying from
one day to one year. For much of the past decade, SHIBOR also has limited rep-
resentativeness, as it is a quoted price rather than one based on actual transac-
tions. However, with the fast development of interbank CDs after 2015, SHIBOR
rates have gained more importance and become more representative of the in-
terbank market, as the issuance rates of CDs are priced off SHIBOR.
Short-term bond yields. With the development of China’s bond market and
money market funds, the amount of short-term bonds also increased, such as
interbank CDs, commercial papers, and Treasury bills. As a result, the impor-
tance of short-term bonds yields also increased. This is especially true for inter-
bank CDs, which amount to RMB 8.8 trillion outstanding and account for 11%
of the total bonds outstanding as of early 2019, and serve an important sources
of funding for commercial banks.
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FIGURE 3.11. Long-term bond yields. Sources: CEIC, author’s calculation.

2.3. Bond Yields

In developed countries, bond yields play an important role in determining the overall
cost of capital and in passing inflation expectations through to the rest of the econ-
omy. In China, bond yields have become increasingly vital, given the rapid develop-
ment of the bond market in recent years. The total size of credit bonds and rates bonds
were at RMB 88 trillion as of March 2019, or 38% of total credit, up from 27% only
10 years ago. On the long end of the curve, bond market movement is still mostly
driven by rate bonds (figure 3.11).

e Mid- to long-term rate bond yields. All rate bonds (including treasury bonds,

financial bonds, and provincial government bonds) are now freely traded in the
market. Yields are determined by a complex set of information, including liquid-
ity conditions, expectations on inflation and economic outlook, and investors’
preferences. PBC has limited control or influence over the entire yield curve,
though it can influence or even manage the front end of the curve by adjusting
base money supply and interbank policy rates.

Mid- to long-term credit bond yields. PBC has even less control over credit
bond yields. Credit bond yields are positively correlated with yields of rate
bonds, as most SOE bonds still enjoy some degree of implicit guarantees. The
credit risk of investment-grade credit bonds has become a reflection of market
liquidity risk. For high-yield (HY) credit bonds, spreads have widened and be-
come more varied with the development of the credit market and more defaults.
The PBC can only influence credit bond yields through the rate bond market or
by influencing general interbank liquidities. In addition, most credit bonds, es-
pecially HY bonds, are held by nonbank financial institutions, while the PBC
mostly deals with large state-owned banks.
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Table 3.4. Seven Areas Focused by PMA Assessment Rules

Areas Focus

Capital and leverage Expands broad capital credit constraints on financial
institutions” assets and liabilities

Assets and liabilities Determines whether the generalized credit growth exceeds
certain thresholds, and also includes the requirements for
the robustness of the financial institution’s liability
structure

Liquidity Encourages financial institutions to strengthen liquidity
management, use stable sources of funds to develop
businesses, and improve the level of reserve management

Pricing behavior Assesses whether the interest rate pricing behavior of
financial institutions meets the requirements of market
competition order, and in particular assesses the irrational
interest rate pricing behavior

Quality of assets Concerns mainly the abnormal worsening in asset quality
of financial institutions

Cross-border financing Adapts to the frequent flow of funds across borders and

risks the growth of cross-border lending, and takes precautions
to strengthen risk monitoring and prevention

Implementation of Encourages financial institutions to support the key areas

credit policies and weaknesses of the national economy, and constantly

optimizes the credit structure

Source: PBC.

3. PRUDENTIAL AND REGULATORY INSTRUMENTS

3.1. Macro-Prudential Assessment Rules

The term “macro-prudential policy” usually refers to a set of macro policies, also called
prudential tools, that are used to reduce systematic financial risks. These tools typically
include “countercyclical capital buffers and provisions, sectoral capital requirements, mea-
sures to contain liquidity and foreign exchange (FX) mismatches, and caps on loan-to-value
(LTV) and debt-to-income (DTTI) ratios” (IMF 2013). Macro-prudential policy can also “seek
to affect the design of products offered to borrowers in retail markets, and the functioning
and institutional underpinnings of wholesale markets” (IMF 2013). It can also include mon-
etary policy tools (e.g, reserves requirements) as well as fiscal and competition policies.
While China’s bank regulator does carry out aspects of macro-prudential policies such
as capital buffers, the central bank has a very specific definition about macro-prudential
policy. The PBC introduced a macro-prudential assessment (MPA) framework at the begin-
ning of 2016. This is, in effect, a refined and more systematic version of the earlier “dynamic
reserve requirement adjustments” (which linked each bank’s required reserve ratio with
indicators of financial soundness such as capital adequacy ratio and asset quality). The
MPA monitors seven categories of financial stability indicators on a bank-by-bank basis
(table 3.4), aiming to influence each bank’s loan and other credit expansion with the use of
differentiated reserve requirements and remuneration on the reserves of that bank (Zhang
2017, Sun 2019). Financial institutions are classified as A/B/C types of institutions accord-
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ing to their scores in the MPA assessment, and required reserve rates and other policy sup-
port/punishment (such as liquidity access) are decided based on the MPA scoring,.

The PBC has constantly tweaked the indicators in the MPA to better reflect monetary
policy intentions, with adjustments between 2016 and 2018 aimed at containing the growth
of banks’ off-balance sheet and interbank assets. In December 2016, the PBC officially an-
nounced the inclusion of off-balance WMPs into MPA, which caused market jitters back
then. In August 2017, the PBC announced the inclusion of interbank CDs into MPAs from
Q1 2018 onward for banks with total assets greater than RMB500 billion. The PBC also an-
nounced in May 2018 that this rule will be further broadened to include all banks starting
from Q1 2019.

The PBC considers the MPA framework an important part of its monetary policy mix.
As China’s monetary policy framework transitions gradually to one that is more price-
based and market-based, MPA will likely remain an important tool in the meantime.

3.2. Prudential Banking Regulations

China often uses adjustments to prudential regulations to aid monetary policy manage-
ment. In addition to the MPA framework described above, Chinese authorities, includ-
ing the PBC and various regulators under the State Council, also use prudential regula-
tions such as loan-to-deposit ratio (LDR), capital or loan provision requirements, down
payment requirement for mortgage loans, and treatment of banks’ off-balance sheet as-
sets to help achieve the prevailing monetary policy stance.

Between 2016 and 2018, the China Banking Regulatory Commission (CBRC) and other
regulators issued many new directives aimed at curtailing overall financial sector le-
verage and shadow credit expansion (table 3.5). The tighter financial regulations have
proven to be effective in tightening shadow credit channels such as trust, entrust loans,
and nonstandard assets. WMPs and interfinancial institutions leverage unwinding tight-
ened credit market liquidity and pushed up rates, resulting in a drop in shadow credit
as well as in corporate and local government bond issuance (figure 3.12). Meanwhile,
the tightening of shadow credit channels reduced credit to local governments and de-
velopers alike. Despite robust growth in bank loans, overall credit growth slowed be-
tween 2017 and 2019 (figure 3.13).

3.3. FX'and Capital Control Rules

Although China has gradually moved to open capital account and increase exchange rate
flexibility in the past decade, both are still closely managed. Managing exchange rate
expectations and cross-border capital flows has at times served as a useful tool for mon-
etary policy management. For example, in 2016, when RMB depreciation pressure inten-
sified and expectations of depreciation became increasingly entrenched, the central
bank introduced a “countercyclical factor” into its daily fixing formula to blunt the
momentum-driven RMB formation mechanism. That helped to stabilize market expec-
tation. The PBC also implemented existing capital controls more forcefully and closed
some earlier de facto opening channels, which significantly reduced net capital outflows.
Both actions helped to insulate domestic monetary policy from external pressures.
Because capital controls generally lose their effectiveness over the long run, sooner or
later China will still need to let its exchange rate adjust, restructure its debt, and ensure
that structural reforms are implemented so as to preserve or even improve the effective-
ness of its monetary policy.
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Table 3.5. A Non-Exhaustive List of Regulatory/Supervisory Tightening Measures

Time of issuance
(year/month)

Regulatory documents/Activities

2016.3-2016.9

2017 Q1

20174-5

20174-6

2017.11

2018.1

EBSCChost - printed on 2/8/2023 10:29 PMvia .

* CBRC Document 58 on Strengthening Trust Company Risk
Administration

® CSRC seeks comments on Document 29 to tighten regulations on
subsidiaries of fund management companies (published in
December 2016)

* CSRC tightens regulatory standards for corporate bond issuance
of LGFV and real estate companies

The PBC started to include off-balance sheet WMPs in its MPA
framework, and is reportedly taking the lead in a unified regulation
on asset management businesses.

* CBRC issued multiple documents (CBRC Office’s Document 45, 46,
53, and CBRC’s Document 4-7, “3-3-4 supervisions”) to tighten
supervisions and regulations, especially in banks’ interfinancial
institution business.

¢ CIRC’s circulation on further tightening risk controls in insurance
industries.

* CSRC prohibited security companies from increasing the scale of
their quasi-deposit “fund pool products.”

* CSRC issued new regulations on stock selling by major share-
holders and senior management of listed companies.

MOF issued documents (document 50, 62, 87) to further tighten local
government financing behaviors.

¢ Regulators released draft AMP rules, aimed at reducing regula-
tory arbitrage, protecting investors, and reducing systemic
financial risks. The rules set stricter limits on disclosure, leverage,
provision, and investment in nonstandard assets (NSAs). They
also prohibit guaranteed payment, pooled accounts, multiple
layering, and channel businesses.

¢ The PBC and other three financial regulatory commissions jointly
issued a Notice on Regulating the Bond Transactions of Bond
Market Participants (Notice 302), identifying irregular trading
practices in bond markets and requiring off-balance sheet bond
holding to be recorded in the balance sheet.

® The PBC reportedly gave guidance on NCD quotas and effectively
set a cap on commercial lenders” NCD issuance.

* CBRC issued Measures for Managing Large-Amount Risk of
Commercial Banks (Draft for Comment), specifying requirements
to enhance control over large-amount risk.

* CBRC issued Administrative Measures for Entrusted Loans of
Commercial Banks, strengthening regulatory supervision over the
entrusted loan business.

e Entrust loans investments by AMP products of securities compa-
nies, security companies, and private funds are all prohibited.

* The CBRC issued Document 4 on Further Remedying Irregulari-
ties in the Banking Sector, focusing on rectifying problems found
in previous inspections.
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Table 3.5. (continued)

Time of issuance
(year/month) Regulatory documents/Activities

2018.2 e NDRC and Ministry of Finance issued a notice on further strength-
ening the use of corporate bonds to serve the real economy and
strictly prevent local government debt risks (Notice 194). According
to the notice, in their bond declarations, companies shall take the
initiative to publicly declare that they will not assume the function
of government financing, and that the bond issue does not involve
the addition of local government debt. The notice also requires
strict evaluation of the scope of application of the PPP model,
prudent assessment of debt issue risks of government-funded and
viability gap-funded PPP projects, and strict prohibition of using
the PPP model for illegal or indirect debt financing.

2018.4

The revised and the final versions of AMP rules were released,
which set a longer transition period for noncompliant products
but remained true to the key principles of the earlier draft. AMPs
must be managed on a NAV basis without implied guarantees,
and are restricted in investment into nonstandard debt assets.

2018.5 China introduced measures to manage large risk exposure of
commercial banks, including rules on maximum exposure to

interbank/noninterbank customers and cross-FI products.

The CBIRC unveiled measures for management of the liquidity
risk of commercial banks.

2018.6

The CBIRC released provisional measures on joint credit mecha-
nisms for banking financial institutions, whereby banks jointly
decide the total size of credit lines and monitor the use of credit.

2018.7

The PBC released a notice regarding the new AMP rule, giving
some extra leeway in the grace period and specifying that publicly
offered products may invest in nonstandard debt assets. The
CBIRC and CSRC released related draft regulation.

The PBC and CSRC jointly issued guidelines (Announcement
No. 14 of 2018) for unified vetting of ratings agencies in both the
interbank and the exchange-traded markets.

20189

2018.1

The CBIRC issued a consultation draft on administrative measures
for commercial banks’ wealth management subsidiaries, requiring
that the publicly offered WMPs of banks” wealth management
subsidiaries mainly invest in standardized debt assets and shares
listed on the stock exchange; the shares issued by a single listed
company held by open-ended publicly offered WMPs shall not
exceed 15% of the company’s tradable shares; and the outstanding
balance of nonstandardized debt assets held by WMPs shall not
exceed 35% of the net assets of the WMPs at any point in time.

The PBC, CBIRC, and CSRC jointly issued Guidance on Improving
the Supervision of Systemically Important Financial Institutions.

2018.11

2019.1

To support banks issuing perpetual bonds to replenish capital, the
PBC set up a central bank bill swap (CBS), allowing primary
dealers engaged in open-market operations to swap the perpetual
bonds they hold for central bank bills.

Sources: Media, government websites.
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4. ADMINISTRATIVE INSTRUMENTS

China also uses administrative controls to directly manage credit growth, which also
affect broad money growth. These measures include the government’s sector-specific
credit policies or restrictions, credit quotas, and window guidance, some of which are
not implemented by the central bank. These credit policies and controls, combined with
the impact of financial liberalization (shadow credit development), help to explain the
weakening relationship between China’s base money supply and broad money aggre-
gates (Wang et al., 2017).

4.1. Credit Quota

A legacy from the planning era that still plays a role in China’s monetary policy frame-
work, albeit a much diminished one, is credit quota. Before 1998, the government (through
the PBC) gave out strict lending plans to individual banks (that is, the big four). Since
then, the lending targets have become softer over time, usually providing only guidance.
However, during periods when bank lending was growing too fast, such as in late 2003,
late 2007, and early 2010, the authorities took more aggressive actions, including forcing
banks to call back loans (2003-2004), virtually freezing new lending (end of 2007), and
imposing quarterly and even monthly lending quotas (early 2008, and 2010).

Usually, the PBC agrees with the State Council on an annual broad money (M2) growth
target, which is usually announced during the National People’s Congress meetings in
March each year. The PBC then backs out total new bank loans for each year that are
consistent with the M2 growth target, and gives banks their individual guidelines for
loans. In recent years, however, as bond market and shadow credit grew rapidly, such
detailed but narrowly defined credit as RMB loans no longer capture overall credit sup-
ply, so the relationship between RMB loan growth and broad money growth has weak-
ened. The PBC created the “total social financing” (TSF) concept to capture overall
credit to the nonfinancial sectors in the economy by the financial system, including in
it bank lending to the nonfinancial sectors, corporate bonds and off-balance sheet
bank credit such as trust and entrust loans as well as undiscounted bills, but not includ-
ing local government bonds and nonstandard debt assets (although this concept was
later amended to first include local government bonds in 2019 and central government
bonds in 2020). In 2016 and 2017, the PBC agreed with the State Council on an annual
TSF growth target, but this was discontinued in 2018.

4.2. Sector-Specific Credit Policies and Restrictions

Although aiding structural adjustments in the economy is not officially written by the
PBC as one of its monetary policy objectives, it has often been cited by the government
as such. Depending on the government’s objective in promoting or restricting certain
sectors, credit policies or restrictions are called on to play a corresponding role. For ex-
ample, over the past two decades, the property sector has often been on the receiving
end of credit restrictions (occasionally also getting credit relaxation). In such instances,
banks are told either to restrict lending to property developers alone or to limit mort-
gage lending. Similar credit restrictions have been imposed on excess capacity sectors
and sectors that are energy intensive or are highly polluting. Rural sectors and SMEs,
by contrast, are often designated as the recipients of supportive credit policies—the PBC
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requires lower reserves or often cuts RRR to mandate greater lending to these sectors.
Another example is shantytown renovations—the central bank issued PSL liquidity to
policy banks to help finance this government initiative, relaxing money and credit sup-
ply in the process.

4.3. Window Guidance

The term “window guidance” refers to the central bank’s move to influence commercial
banks’ credit behavior through advice and suggestions, usually only known to the re-
cipient institutions but not to the general public as it is not disclosed by the PBC. Although
window guidance is not a binding order but instead a form of moral suasion, financial
institutions generally oblige the PBC. As a result, window guidance can be quick and
effective. That said, with interest rate liberalization and the rapid development of the
credit market, and under the PBC’s complex MPA rules, window guidance has become
less effective in managing individual banks’ credit growth.
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CHINA’S INTEREST RATE
LIBERALIZATION

Jun Ma and Xiaohei He

1. INTRODUCTION

Before the mid-1990s, most financial resources—especially bank loans—in China were
allocated by governments or according to state plans, while deposit and lending rates
were all set by the central bank. However, as the market elements of the economy ex-
panded, it became increasingly clear that central allocations of financial resources re-
sulted in serious inefficiencies. For instance, thriving financial institutions and private
companies found it difficult to acquire enough financial resources, while inefficient
companies with better political connections usually had easy access to loans. Since
planned financial resource allocations were incompatible with the market-oriented
shift in China’s economic structure, China commenced its interest rate liberalization in
mid-1990s as part of the process for developing a market-based allocation mechanism
for financial resources. In this chapter, the so-called narrowly defined interest rate lib-
eralization refers to a process in which the central bank lifts the controls or restrictions
on interest rates. The “broadly defined” interest rate liberalization includes a series of
supplementary reform measures, such as enabling financial markets and financial insti-
tutions to conduct market-based pricing, introducing market-based interest rate prod-
ucts, establishing the monetary policy framework under which policy rates can be ad-
justed to influence market interest rates, and improving the transmission mechanism of
interest rates.

During the 20 years between the mid-1990s and 2015, the PBC took many “mini” steps
in liberalizing interest rates, starting with rates in the fixed income market, followed by
rates for bank lending and finally deposits. By 2015, most administrative restrictions (ceil-
ings and floors) on deposit and lending rates had been lifted. By then, China had com-
pleted its “narrowly defined” interest rate liberalization. The gradual process of that
liberalization was a smooth one and did not cause either financial instability or macro-
economic instability
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However, policy interest rates and price-based monetary policy transmission mecha-
nisms in China are yet to be fully developed. During the current transition period, a
unique “dual-track” system continues to feature the Chinese financial system: The
benchmark interest rates (deposit and lending rates) published by the PBC remain
the anchor for interest rate pricing of deposits and loans in the banking sector, while the
interest rates in money markets and bond markets are fully market-determined. To
complete the “broadly defined” interest rate liberalization,! the PBC should ultimately
abolish the benchmark rates, replacing them with a market-based short-term interest
rate as the policy rate.

This chapter first describes China’s progress in liberalizing interest rates and exam-
ines its impacts on the economy. It then presents the challenges faced by interest rate
transmissions in China and presents our recommendations on reforming the monetary
policy framework (Ma and Guan, 2018).

2. PRECONDITIONS AND SEQUENCE

2.1. Preconditions and Driving Forces

International experiences show that successful interest rate liberalization processes share
some common traits. First, successful liberalization of interest rates—a process that does
not necessarily lead to excessive financial market volatility or a financial crisis—requires
a stable macroeconomic environment. Second, during the deregulation process, gaps be-
tween controlled interest rates and market rates should be small to avoid a surge in
rates after liberalization. Third, most successful efforts to liberalize interest rates have
been gradual. Fourth, an interest and credit risk management system should be in place
to prevent excessive risk-taking among financial institutions after interest rates have been
liberalized.

In China, the liberalization of interest rates began in the money market and bond mar-
ket in 1996. Since then, preconditions for interest rate liberalization became more ma-
ture throughout the country, and interest rate liberalization began in the banking sys-
tem. These preconditions include the following;:

1. The Chinese government’s fiscal capacity improved greatly after it imple-
mented a tax reform in 1994. With the strengthening of revenue capacity, the
government’s reliance on bank funding for public investments with suppressed
interest rates has declined.

2. As China continued to develop its financial markets, the financing options for
companies expanded from bank loans only to also include equity and bond
markets. The necessity then diminished for using loan quotas and interest rate
controls (note that these two features of a “credit rationing regime” go together)
to ensure the availability of bank loans to some “priority” firms or projects.

3. By 2000, China had adopted the Basel Accord in its banking sector supervi-
sion. The introduction of a comprehensive regulatory system such as that
helped to mitigate problems associated with adverse selections and moral
hazard behaviors of financial institutions that could intensify after interest
rate liberalization.
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4. The nonperforming loan (NPL) ratio came down from a very high level in early
2000 of nearly 40%. The high NPL ratio was one of the reasons for interest rate
controls (including floors on lending rates and ceilings on deposit rates), since it
ensured sufficient net interest margins (NIM) for banks to remain profitable
and absorb loan losses. As the NPL ratio fell, the need for maintaining a high
NIM via interest controls also diminished (see chapter 1 of this handbook).

5. China introduced deposit insurance in 2015. The establishment of a deposit in-
surance scheme was seen as an important premise for the final stage of interest
rate liberalization, because it reduces risks of bank runs and contagious bank
failures, even if some banks may engage in risky lending businesses after inter-
est rate liberalization.

6. The establishment of the Self-Regulatory Pricing Mechanism of Market Inter-
est Rate in China in 2013 laid a foundation for mitigating financial risks typi-
cally associated with overcompetition among banks after interest rate liberal-
ization. The international experiences show that the self-regulatory mechanism
of the banking sector plays an important role in financial regulation. In Octo-
ber 2013, the centralized pricing mechanism for the loan prime rate (LPR)
was officially put into operation, which later became the new benchmark for
pricing loans.

Apart from these preconditions, a number of additional driving forces affected Chi-
na’s interest rate liberalization. First, interest rate controls in the banking sector had led
to a surge in shadow banking activities. For example, the outstanding amount of wealth
management products rose from virtually nil in 2007 to 22.5 trillion yuan in 2016. To en-
sure smooth functioning of the banking system, there was a pressing need to relax re-
strictions on deposit rates. Second, the development of the bond market also drives the
liberalization of loan interest rates. Different from loans, which were still subject to in-
terest rate controls, interest rates on bonds were determined by market forces. Since 2005,
various fixed income financing instruments, including commercial papers and corpo-
rate bonds, have provided the corporate sector with more options for financing their in-
vestments. If bank lending were still subject to quotas, and loan rates were still con-
trolled, banks would “lose businesses” to the bond market.

2.2. The Sequence of “Narrowly Defined” Interest Rate Liberalization

Interest rate liberalization in China is generally aligned with foreign experiences. The PBC
first relaxed restrictions on interest rates in money markets and bond markets. Liberaliza-
tion of interest rates on bank lending rates and deposit rates were gradually implemented
later. The timeline of interest rate liberalization is listed in table 4.1. China’s interest rate
liberalization process was marked by three features: (1) restrictions on lending rates were
lifted before those on deposit rates; (2) controls on long-term interest rates were removed
before those on short-term rates; and (3) onshore foreign interest rates were liberalized
earlier than domestic interest rates. This gradual approach provides banks with enough
time to adapt to a competitive environment in which they need to operate on a commercial
basis.

The remaining section provides detailed accounts on China’s interest rate
liberalization.
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Table 4.1. Timeline of Interest Rate Liberalization

Year Events

1996 Removed the ceiling on interbank lending rate

1997 Introduced market-based repurchase agreements (repo)

1998-1999 Introduced auction to policy bank and treasury bonds issuance

2000 Removed restrictions on FX lending rates and large-account FX deposit
rates

2003 Removed interest rate floors on small-account FX deposits

2004 Removed the ceilings on lending rates;
Expanded the floating floors for lending rates to 90% of the benchmark
rate;

Removed the floors on deposit rates;
Removed interest rate ceilings on small-account FX deposits with
maturity above 1 year

2012 Expanded the floating range for lending rates to 70% of the benchmark
rate;
Expanded the floating range for deposit rates to 110% of the benchmark
rate

2013 Removed the lending rate floors on all loan facilities except for mortgage

2014 Expanded the floating range for deposit rates to 120% of the benchmark
rate

2015 Launched the bank deposit insurance scheme;

Expanded the floating range for deposit rates to 150% of the benchmark;
Removed the ceiling for deposit rates

2019 Linked loan prime rates (LPR) to medium-term lending facility (MLF);
Required banks to price outstanding loans based on LPR

Source: PBC.

2.2.1. Liberalization of Interest Rates in the Money Market and Bond Market

The interbank lending rates were the first to be liberalized. In 1980s, the Chinese gov-
ernment decided that investment projects, which formerly were financed directly from
fiscal budgets, would also be financed by bank loans. This policy stimulated rapid growth
of the interbank borrowing and lending, as banks with surplus funds could now lend to
other banks. Initially, the PBC imposed ceilings on interbank lending rates with the in-
tention to limit borrowing for risky projects. In June 1996, it removed the ceilings and
announced that interbank lending rates would be determined by market forces, with a
view to enhancing the efficiency for resource allocation on the margin, noting that the
majority of the funds for bank lending were from deposits (and lending rates and de-
posit rates were still subject to controls and remain so today).

Thereafter, interbank markets went through a period of rapid growth. In June 1997,
market-based repurchase agreements (repo), through which banks could use bonds as
collateral in exchange for short-term funding, were introduced. During 1998-1999, the
regulators allowed market-based pricing of policy financial bonds (bonds issued by pol-
icy banks) and government bonds via auctions. Market-based pricing in the primary

printed on 2/8/2023 10:29 PMvia . Al use subject to https://ww.ebsco.conlterns-of-use



EBSCChost -

INTEREST RATE LIBERALIZATION

market also stimulated transactions in the secondary markets, leading to a rapid devel-
opment of China’s bond markets.

2.2.2. Liberalization of Foreign Exchange (FX) Loan and Deposit Rates

As part of its agreement in joining the World Trade Organization (WTO) in 2001, China
committed to permit foreign financial institutions to enter its domestic market. To pre-
pare for the WTO entry, the PBC decided to liberalize onshore foreign currency interest
rates, which could prepare domestic commercial banks to adapt to the incoming com-
petition from foreign banks. In addition, liberalization of onshore interest rates on loans
and deposits in foreign currencies also helped stabilize cross-border capital flows (note
that before the liberalization, the controlled onshore FX interest rates were lower than
offshore rates for the same currencies).

In September 2000, the PBC removed restrictions on onshore FX lending rates and also
on onshore FX deposit rates for large accounts (USD $3 million or more). In July 2003,
the PBC removed restrictions of onshore FX deposits for small accounts except for four
currencies (U.S. dollar, euro, Hong Kong dollar, and Japanese yen). In November of that
year, interest rate floors on all small FX deposits were removed. In 2004, interest rate ceil-
ings on small FX deposits with maturity above one year were removed. Following an
experiment in the Shanghai Pilot Free Trade Zone, in 2015 the PBC decided to remove
all remaining controls for onshore FX deposit and lending,.

2.2.3. Liberalization of RMB Lending Rates

The liberalization of RMB lending rates had taken longer than those on foreign cur-
rency loans because the PBC was concerned that, without a sophisticated regulatory sys-
tem, excessive competition among banks might lead to financial instability. Moreover,
since state-owned banks used to be obligated to provide low-cost financing to support
“strategic” industries, state-owned enterprises and other beneficiaries of interest rate
controls were resistant to the liberalization of lending rates.

The first attempt to deregulating the RMB lending rates was made in 1987, when the
PBC allowed banks to float their RMB lending rates by up to 20% above the benchmark
rates. However, as the economy weakened in 1996, this floating range was cut from 20%
to 10% to “reduce the burden on enterprises.”

Since the outbreak of the Asian financial crisis in 1997, China’s domestic economy also
faced serious recessionary pressure. Under controlled lending rates, banks were unwill-
ing to lend to small and medium-sized enterprises (SMEs), which were viewed as in-
creasingly risky during the crisis. As a result, SMEs, which were major employers in the
economy, suffered from a significant decline in financing. To encourage bank lending to
SMEs, the PBC expanded a floating range of RMB lending rates to small enterprises from
10% to 20% in 1998 and further to 30% above the benchmark rates in 1999. Meanwhile,
the floating range of lending rates to large enterprises remained at 10%, although loan
rates to 512 super-large state-owned enterprises were still subject to the benchmarks.

After several rounds of adjustments to the floating range of RMB lending rates, in Oc-
tober 2004 the PBC finally removed the ceilings on all RMB lending rates,? although the
floor of lending rates remained at 90% of the benchmark rate. Although this practice on
lending rate ceiling did not apply to urban and rural credit cooperatives, their corre-
sponding upward floating range was expanded to 2.3 times the benchmark loan rate. In
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FIGURE 4.1. Benchmark lending rate (6m-1y). Source: CEIC.

2012, the PBC lowered the lending rate floor to 70% of the benchmark rate and in July 2013
subsequently removed the remaining lending rate floors and ceilings on all loan facili-
ties (of all financial institutions, including rural credit cooperatives) except household
mortgage loans. At that point, the majority of RMB lending rates had been fully liberal-
ized. The benchmark lending rates are shown in Figure 4.1.

In 2019, the PBC took another step toward interest rate liberalization by linking the
loan prime rates (LPR) to medium-term lending facility (MLF) and asking banks to
price outstanding loans based on LPR. By doing so, the PBC aims to improve the
transmission mechanism from a “semiofficial policy rate” (i.e., the MLF rate) to banks’
lending rates, although the MLF rate has not yet been officially recognized as the pol-
icy rate.

2.2.4. Liberalization of RMB Deposit Rates

According to international experiences, liberalization of deposit rates is the most critical
yet the riskiest stage, as it may provoke hostile competition among banks and cause fi-
nancial instability. Therefore, the process of deposit rate liberalization in China was the
last to be carried out and was implemented in a very gradual and prudent way.

Controls on deposit rates could be deleterious to the economy since they cause eco-
nomic distortions and inefficient allocation of resources. Owing to such restrictions, the
real deposit rates—that is, the nominal deposit rates, minus inflation—often fell into neg-
ative territories when the economy headed into periods of high growth and high infla-
tion. While high-income individuals tended to have more investment opportunities apart
from bank deposits, negative real deposit rates implicitly taxed the low-income popula-
tion, resulting in a widening in income inequality. In addition, negative real rates also
spurred speculation in property markets and commodities as investors sought higher
returns on assets, causing bubbles in these markets.

In October 1999, the PBC allowed financial institutions to set interest rates on large-
denomination deposit agreements on a market basis as the first attempt to liberalize de-
posit rates. At the same time, it introduced a floating range for other deposit rates. In
2004, the PBC removed the deposit rate floor and used the benchmark deposit rate as
the ceiling of deposit rates. It then waited until 2012 (partly to avoid liberalization dur-
ing periods of economic overheating) to allow banks to float deposit rates upward by
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FIGURE 4.2. Benchmark deposit rate (1y). Source: CEIC.

10% of the benchmark rate while lowering benchmark deposit rates. In late 2014, China’s
monetary policy entered another easing cycle and the liberalization of deposit rates ac-
celerated. During that period, the central bank expanded the floating range from 10% to
20% above the benchmark rate.

The PBC officially launched the bank deposit insurance scheme on May 1, 2015, con-
sidering it to be a precondition for the final move on deposit rate deregulation. The PBC
then lowered benchmark interest rates four times consecutively—mainly due to the eco-
nomic deceleration and deflation—and expanded the upward floating range of deposit
rates to 1.5 times the benchmark set in 2015. In October 2015, the PBC made its fifth cut
in benchmark interest rates in that year and simultaneously announced the final removal
of the deposit rate ceiling (figure 4.2). This decision marked the completion of the “nar-
rowly defined” interest rate liberalization process.

2.2.5. Lessons from China’s Interest Rate Liberalization

A few lessons can be learned from China’s gradual approach to liberalizing its interest
rates. First, the development of the bond market was instrumental in creating the mo-
mentum for deposit and lending rate liberalization, as bond financing competed with
bank lending and put pressure on policymakers and banks alike to accept market rates.
Second, the timing of the liberalization measures was selected to coincide with periods
of lower inflation and lower upward pressure on market rates. This helped avoid a surge
in interest rates after deregulation. Third, many actions on liberalizing the interest rates
were announced in conjunction with benchmark rate cuts or cuts in the reserve require-
ment ratios. Sufficient liquidity in the banking system as a result of these measures also
kept interest rates stable after the interest rate ceilings were lifted. Fourth, a deposit in-
surance scheme and prudential regulations were introduced during the process of the
interest rate deregulation, to prevent the risks associated with excessive price competi-
tion among banks.

Overall, the gradual process of China’s interest liberalization was a smooth one. It sig-
nificantly improved the efficiency of resource allocation and allowed many small and
medium-sized companies to gain access to bank credit, but did not cause macroeconomic
instability (e.g., a spike in interest rates) or excessive price competition among banks and
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bank failures, as seen in some Latin America countries during their own interest rate
liberalization processes.

3. “BROADLY DEFINED” INTEREST RATE LIBERALIZATION

The removal of the ceiling on deposit rates in 2015 marked the completion of the Chi-
nese banking system’s “narrowly defined” interest rate liberalization. Yet, we regard this
as the first half of the journey in achieving the ultimate objective of the “broadly de-
fined” interest rate liberalization. The next steps in the second half of the interest rate
liberalization should include the establishment of both a short-term policy rate and an
effective interest rate transmission mechanism. The policy rate should enable policy-
makers to communicate their monetary stance to the economic agents, while the inter-
est rate transmission mechanism should help the central bank to influence the market
rates (e.g., deposit and lending rates as well as bond yields) and thus the real economy
(investment and consumer behaviors) by changing the policy rate. Ideally, the policy
rate should be determined by the PBC (rather than by the nontransparent decision-
making process within the government), and once the policy rate changes, market rates
should follow immediately in the right direction.

In this section we review the efforts made by the PBC over the past years in establish-
ing short-term policy rates and stabilizing these rates by creating an interest rate corri-
dor. It then analyzes the effectiveness of interest rate transmission in China, and the chal-
lenges faced by the PBC.

3.1. Policy Rate and Interest Rate Corridor

Almost every central bank in developed economies chooses a certain short-term market
interest rate as an intermediate target—namely the policy rate—for monetary policy, and
it also conducts open market operations to ensure that interbank market rates with the
same maturity are close to this policy rate (Niu, Zhang, and Zhang, 2017). Examples of
policy rates include the Fed Funds Rate for the Federal Reserve Bank in the United States,
and the refinance rate for the European Central Bank.

Over the past 10 years, the PBC has stated many times that it would reform the mon-
etary policy framework by moving toward a price-based system from one that is quantity-
based. That means that it would gradually abandon the use of quantity targets (e.g.,, M2
and loan growth targets) and would rely more on interest rate tools to manage the busi-
ness cycle. For the price-based system to work, the central bank would need to identify
a suitable short-term market rate as a policy instrument.

The interbank seven-day repo rate (R007), which measures the weighted average seven-
day repo rates of all transactions in the interbank market, has in recent years become a
candidate for such a policy rate. In 2016, the interbank repo market with bonds as collater-
als achieved a total trading volume of 601.3 trillion yuan, while the interbank lending mar-
ket only recorded 959 trillion yuan. However, as the calculation of R007 involves transac-
tions from nonbank financial institutions and those with collaterals other than government
bonds, R007 is distorted by “noises” or volatilities caused by counterparty risks and credit
qualities of collaterals. In December 2014, the PBC introduced an enhanced fixing indicator
named DR007, which is the weighted average seven-day repo rates of transactions between
depository institutions with risk-free collaterals, to exclude these “noises.”
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FIGURE 4.3. Interest rate corridor. Source: CEIC.

While SHIBOR (overnight), R007, and DR007 are candidates for the official policy rate,
these rates are not commonly used in pricing bank loans and deposits. Financial insti-
tutions continue to rely on official benchmark lending and deposit rates as the basis for
pricing loans and deposits. One reason is that these market rates were too volatile as a
benchmark for longer-term assets. For example, the volatility of R007 during 20122014,
measured by the coefficient of variation, was three to five times the volatility of both the
U.S. Fed Funds Rates and the Euro Interbank Offered Rate in normal times.

To mitigate excessive volatilities in short-term market rates and to incubate a market-
accepted policy rate, the PBC introduced an implicit interest rate corridor system. Inter-
est rate corridors are widely used by central banks in advanced economies, including
the European Central Bank, the Bank of Canada, and many others. This system features
two standing facilities that form the upper bound and lower bound of short-term mar-
ket rates. A credible interest rate corridor can stabilize market expectation of interest rates
and eliminate hoarding behavior for liquidity at a time of market stress, thus reducing
the volatility of money market interest rates.

The PBC introduced such an implicit corridor in 2015, with the standing lending fa-
cility (SLF) rate as the upper bound and the interest rate on excess reserves as the lower
bound. By “implicit,” we mean that the PBC did not officially call this attempt a corridor
but instead stated that it aimed at “stabilizing short-term interest rates.” Since then, open
market operations and other monetary policy instruments such as SLF were implemented
to keep market rates within the upper and lower bounds. Thanks to the corridor sys-
tem, the volatility of short-term interest rates in China, measured by the coefficient of
variations of R007, declined significantly between 2015 and 2016, to levels close to those
in developed markets (figure 4.3).

3.2. Effectiveness of Interest Rate Transmission

As mentioned above, the PBC has indicated three candidates for policy interest rates over
the past few years: SHIBOR (overnight), R007, and DR007. We conducted an empirical
analysis to examine the effectiveness of interest rate transmission from these rates to
longer-term bond yields and lending rates.
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Table 4.2. OLS Estimation Results

Loan rates
(medium to
Government bond rates (medium to long-term) long-term)

Policy rates Average
(short-term) 6M 1Y 2y 3Y 5Y 10Y lending rates
DR007 0.590 0.568 0.456 0.363 0.327 0.260 —
R007 0.813 0.756 0.618 0.458 0.288 0.155 0.172
Shibor 0.772 0.720 0.580 0.422 0.257 0.132 0.160
us 0.935 0.813 0.637 0.535 0.403 0.283 0473
Korea — 0.983 — 0.930 0.867 0.774 0.533
India — 0.947 0.697 0.545 0.419 0.386 1.373

Sources: PBC, IMF, and the authors’ estimates.

Notes: For the short-term policy rates, the authors used federal funds rate (January 1982-December 2008),
Koribor (July 2004-July 2017), and Indian 7D repo rates (April 2001-July 2017) for the cases of the
United States, Korea, and India, respectively. Note that the period chosen for the United States is to
exclude the period after the launch of quantitative easing, which may alter the correlations between
short-term and long-term rates. For the estimation for the bond market, monthly data was used. For the
estimation for the lending market, quarterly data was used, including the weighted average of loan rates
published by the PBC (Q3 2008-Q2 2017) for the case of China; and average lending rates published by
the IMF for the United States (Q1 1982-Q4 2008), Korea (Q2 2004—Q4 2016), and India (Q2 2001-Q4 2016).
Because DR007 was launched in 2014, DR007 was dropped for the estimation for the lending market.

We developed a simple regression model to estimate the correlations between our pol-
icy rate candidates and medium- and longer-term bond yields and bank lending and
deposit rates. The models are specified as:

RF=a+ BRS +yRI"™ + 8rrr, + ¢ 1

where R} is a medium- and longer-term bond yield and banks’ lending rates and Ry is our
short-term policy rate candidates; 8 measures conditional correlations between policy
rates and bond yields/bank rates; RP™ is the benchmark lending rates; and rrr, is the re-
serve requirement ratio (RRR) of banks. By controlling the benchmark rates and the RRR,
we attempt to isolate the impact of a change in the policy rates on bond yields/bank rates.

Results from these analyses (shown in table 4.2) provide us with some interesting in-
sights. First, among three potential candidates, R007 have the strongest correlations
with medium- and longer-term bond yields. Second, the effectiveness of transmission
(measured by f) is higher via the bond market than via the banking system. Third, the
effectiveness of transmission in the Chinese loan market is less than half of that in the
United States, Korea, and India (see chapter 3 of Ma and Guan, 2018). These findings are
consistent with existing literature (Ma and Ji, 2016).

3.3. Barriers to Interest Rate Transmission

Without an effectiveness transmission mechanism, it is hard to justify the reform of
the monetary policy framework from a “quantity-based” to a “price-based” system.
That is, if a policy rate is used to replace M2 growth as the intermediate target but
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a change in the policy rate is unable to affect other rates, the entire monetary policy
operation would become impotent in influencing the real economy. It is therefore
critical to identify the barriers to interest rate transmission and to address these barri-
ers. This section discusses five barriers to interest rate transmission in the banking
system.

1. The existence of benchmark rates prevents banks from adopting market-based pricing
mechanism.
While the PBC has intended to introduce a policy rate, it continues to announce
“benchmark deposit and lending rates for banks” for various maturities. Banks’
deposit and loan pricing still relies heavily on these benchmark rates, typically
in a formula of benchmark +/- points. As the central bank has yet to announce
a timetable for abolishing the benchmark rates, the very low frequency of
benchmark rate adjustments and a much higher frequency of short-term rate
movements (including the three policy rate candidates) have caused market
confusions on which rates were indeed representing policy stance.

2. Soft budget constraints on state-owned enterprises (SOEs) reduces market sensitivity of
interest rates.
Many SOEs and local government financing vehicles LGFVs are not very sen-
sitive to interest rates in their financing decisions, due to soft budget constraints
(SBCs). The sources of SBCs include implicit guarantees, political incentives to
see expansion in size (rather than profits), as well as noncommercial functions
imposed by the government. If these borrowers are not sensitive to interest
rates, then rate hikes would have little impact on their borrowing, which
would hamper monetary policy transmission. We note that this SBC problem
has eased a bit in recent years for LGFVs as bond issuers.

3. Large banks have limited incentives to float deposit rates.

Although restrictions on deposit rates have been removed, large commercial
banks have limited interest in competing for deposits. Term deposit rates from
five major state-owned commercial banks are still identical, while most smaller
banks offer deposit rates that are 15 to 25 basis points above those offered by
the big five state-owned banks. The principal reasons for such a phenomenon
are, first, that state-owned banks still dominate the deposit market and, second,
that major state-owned banks often face political pressure to keep interest rates
stable.

4. Wealth management products distort risk-free interest rates.
Although rapid development of the wealth management products (WMPs) since
2008 have served as a driving force of interest rate liberalization in China, it has
also caused distortions to the money market. Banks and nonbank financial in-
stitutions alike have engaged heavily in WMPs, which are not shown on banks’
balance sheets, are not included in calculation of capital adequacy ratios or li-
quidity coverage ratios, and are not subject to reserve requirement and loan-loss
provisions. Owing to the very low regulatory costs, WMPs usually offer inves-
tors much higher returns than deposits. Although WMPs do not have explicit
guarantees from banks, when sold by banks they appear to be risk-free in the
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public perception, and thus they put upward pressure on bank deposit rates.
This problem weakens or distorts the role of monetary policy (especially the pol-
icy rates) in influencing market interest rates.

5. Weak coordination between regulatory policies and monetary policies.

Apart from monetary policies, regulatory policies from the central bank and
other regulatory authorities also affect interbank interest rates. For instance, the
China Banking Regulatory Commission announced a number of new regula-
tory guidelines, which covered banks’ governance of interbank activities and
other investment businesses, between March and April in 2017. These actions
triggered a spike in the money market (e.g., R007 shot up more than 150 basis
points within two weeks). The reserve requirement ratio, which has been quite
high in China relative to international standards, also impedes the transmission
mechanism of monetary policy (Ma and Wang, 2014).

4. REFORM OF THE MONETARY POLICY FRAMEWORK

Between the mid-1990s and 2015, China succeeded in using a gradual approach to re-
regulate interest rate controls without causing macroeconomic instability. The deregu-
lation significantly improved efficiencies in allocation of financial resources and also re-
duced distortions caused by interest rate controls. However, the “broadly defined”
interest rate liberalization remains an unfinished agenda. We believe that the final goal
of interest rate liberalization requires that the monetary policy framework transition from
a quantity-based to a price-based one. The PBC also needs to clarify the official policy
rate, which would allow for efficient policy transmissions. In this section, we discuss is-
sues associated with China’s current policy framework, with a focus on problems re-
lated to the absence of central bank independence, and develop a medium-term road-
map for reforming the monetary policy framework.

4.1. Issues with the Current Monetary Policy Framework

The following sections lay out several key problems that limit the effective functioning
of China’s monetary policies, including interest rate transmission. Most of these prob-
lems are somewhat related to the PBC’s lack of independence in monetary policy
decision-making.

4.1.1. Too Many Policy Objectives

According to the Law of the People’s Republic of China on the People’s Bank of China,
the PBC is responsible for both maintaining stability of the currency value and promot-
ing economic growth. In reality, the PBC is obligated to support almost all economic
objectives of the State Council. Apart from conventional economic objectives of a cen-
tral bank, such as stabilizing inflation, ensuring employment, and maintaining finan-
cial stability, the PBC is also required to support government objectives such as achiev-
ing GDP growth targets, supporting strategically industries, meeting the balance of
payment targets (including “basic stability of the exchange rate” and stability of FX
reserves), and so on.
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Although these objectives are not explicit in the law, the PBC needs to fulfill them,
since the State Council (to which the PBC reports) has the final power on monetary
policy decisions. Historically, key monetary policy decisions, such as money supply
(M2) targets, benchmark deposit and lending rates, and reserve requirement ratios were
all made by the State Council. Consequently, many government agencies and stakehold-
ers will attempt to steer monetary policies that are in their favor through the State
Council, often leading to pressures for excessive monetary expansion and a rising lever-
age ratio in the economy.

4.1.2. Absence of an Intermediate Monetary Target

Historically, China used M2 growth as an intermediate target for monetary policy, as
the Premier’s annual government work report (presented to and approved by the Na-
tional People’s Congress each March) included a specific growth rate as the target for
M2 growth. In March 2018, the Annual Government Work Report no longer contained a
target for M2 growth. This sent an important signal that monetary policy would shift
toward a framework that centers on the use of price instruments, rather than quantity
targets and instruments. The abolishment of the M2 target is justified by the weakening
of the correlation between M2 and real economic indicators (such as GDP growth and
inflation). However, a key problem is that when the monetary aggregate target is abol-
ished, there is no specific price (interest rate) target for monetary policy operations. The
absence of a monetary intermediate target may create difficulties for the PBC to com-
municate with the market on whether the monetary stance is tight or loose, since there
is no longer any reference point for policy neutrality.

4.1.3. Too Many Policy Instruments

In addition to traditional policy instruments such as benchmark interest rates and re-
serve requirement ratio, over the past several years the PBC has introduced a series of
new policy tools, including repurchase agreements, SLF, MLF (medium-term lending
facility), and relending and rediscount facilities. Such tools provide the central bank
with flexibility, because the use of them, which are labeled as technical instruments for
adjusting liquidity, no longer requires State Council permission. In a sense, these in-
struments were “by-products” of the lack of central bank independence. Yet, because
most of these instruments carry some policy implications, the frequent use of these in-
struments, which sometimes are inconsistent among themselves, send confusing sig-
nals to the market.

4.1.4. Complex Policymaking Mechanism

China has never clarified its process of monetary policy making, partly owing to the
need to balance many policy objectives, the involvement of many parties, and the
growing number of policy instruments. Market participants therefore often have a hard
time deducing the implication of a given policy action. When certain monetary actions
are taken, market participants sometimes debate such elementary matters as whether
such actions are “expansionary” or “contractionary.” These confusions in terms of mon-
etary policy stance, as seen in China, rarely occur among central banks globally. It oc-
curs in China mainly because of its complex monetary policymaking mechanism.
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4.1.5. Limited Use of Forward Guidance

Forward guidance has evolved to be an important policy tool in recent decades among
central banks in developed countries, owing to its effectiveness in influencing market
expectations of future interest rates as well as its very low cost. However, since the PBC
is not the final decision maker on key monetary policies, it is unable to credibly commit
to a certain future monetary policy trajectory or decision-making rule; the PBC’s state-
ments usually contain ambiguous words like “appropriate” or “reasonable.” As a result,
the PBC has not proactively used communications as a monetary policy tool. Most of
the communications by senior PBC officials with the market have been reactive in
nature—for example, to correct market misperceptions or to boost confidence when the
market starts to panic.

4.2. Roadmap toward a New Monetary Policy Framework

Interest rate deregulation has provided an important basis for China to move toward
a “price-based” monetary policy framework, under which the adjustment of the pol-
icy rate may effectively influence the market rates (banks’ deposit and lending rates,
as well as bond yields), thereby achieving the goal of smoothing business cycles—
which is to ensure price stability and support full employment. However, as a result
of problems identified above, the current monetary policy framework, which is in a
transition stage, is still far from ideal. Based on our research and a number of analyti-
cal studies, we suggest the following roadmap for China’s monetary policy frame-
work reform.

4.2.1. Goals of the Reform

1. Establish a legal framework to ensure the independence of monetary policy-
making by the central bank.

2. Clarify that the new intermediate target for monetary policy (i.e., the policy
rate) is a specific short-term rate, and abolish all the benchmark deposit and
lending rates.

3. Clarify that there is only one policy rate; other monetary policy tools (such as
SLF, MLF, etc.) should apply only under specific circumstances and do not carry
the significance of a policy rate.

4. Establish a formal interest rate corridor whose ceiling and floor shall move ac-
cordingly when the policy rate is changed.

5. Establish an efficient transmission mechanism of policy rate to longer-term in-
terest rates.

6. Improve the coordination between monetary policies and regulatory policies.

4.2.2. Specific Reforms
To achieve the goals laid out above, many specific reform steps need to be taken. Sug-
gested key steps are as follows:

1. Amend the Law of the People’s Bank of China to clarify that final policy objec-
tives of the monetary policy will be limited to three items: ensuring price sta-
bility, supporting full employment, and achieving financial stability; and also
to grant the PBC’s Monetary Policy Committee (MPC) autonomy and full in-
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dependence in making key monetary policy decisions, which is essential in
the modern macroeconomic policy framework, as documented by Cukierman
2008. Specifically, give the mandate of policy rate decisions to the MPC, with
a predetermined schedule for its meetings.

2. Announce the abolishment of the benchmark deposit and lending rates, the
establishment of a short-term interest rate as a policy rate, and the establish-
ment of a formal interest rate corridor. Expand the list of eligible collaterals for
borrowing from SLF to enhance the credibility of the corridor; allow market-
making securities firms to access SLF.

3. Enhance the transparency of monetary policymaking, and establish forward
guidance as a formal policy tool. Apart from regular press releases, the PBC
should also conduct press conferences to establish direct communications;
enhance foreign accessibility to the PBC’s content by translating at least one-
fifth of the main contents on the PBC website to English; improve global ex-
posure by conducting road shows on macroeconomic and monetary policy
internationally; and strengthen the capability of working papers in guiding
market expectations.

4. Remove the statement of “maintaining basic stability of the exchange rate”
from all policy addresses—that is, abandon the exchange rate objective in
monetary policy making.

5. Remove regulatory loopholes for wealth management products to avoid regu-
latory arbitrary actions and to minimize their distortions to risk-free interest
rates.

6. Avoid the excessive use of quantity-based measures in macroprudential reg-
ulations, such as imposition of loan quotas.

7. Cut the reserve requirement ratios to enhance the efficiency of interest rate
transmission.

8. Improve management of treasury balance to minimize its impacts on market
liquidity and short-term interest rates. This can be achieved by diversifying
the timing of the receipt of tax payments, and by improving the forecast of fis-
cal balance.

9. Develop interest rate derivative markets, including bond futures and interest
rate swaps.

10. Further improve market access for foreign investors to China’s bond markets.

11. Improve the credit rating systems by harmonizing domestic and interna-
tional credit rating standards.

NOTES

This chapter draws heavily on Ma and Guan (2018), which reviewed in greater detail the his-
tory of China’s interest rate liberalization and developed a reform proposal for China’s mone-
tary policy framework. The authors would like to thank Chan Seeyu for help in editing this
article.

1. After the monetary policy committee’s third-quarter meeting in September 2019, the PBC is-
sued a statement saying it would deepen interest rate liberalization, improve the loan prime rate
(LPR) regime, and promote its use in practice.

2. That ceiling still applies to all financial institutions except for urban and rural credit coopera-
tives, which are financial institutions providing basic financial services to rural areas.
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GHINESE BOND MARKETS AND
INTERBANK MARKET

Marlene Amstad and Zhiguo He

1. OVERVIEW OF CHINESE BOND MARKETS

Over the past 20 years, especially the past decade, China has taken enormous strides to
develop its bond market as an integral step in its financial reform, along with its tremen-
dous effort in interest rate liberalization and internalization of its currency, the RMB.

Figure 5.1, Panel A, depicts the growth of Chinese bond market capitalization scaled
by GDP in the past decade; we observe that bond market capitalization over GDP rises
from 35% in 2008 to more than 98% in 2019. For comparison, bond market capitaliza-
tion over GDP in the United States stays slightly above 200% during the same time pe-
riod. Relative to stock market capitalization, the Chinese bond market has also experi-
enced a steadily increasing trend, reaching 164% in 2019, which exceeded the U.S. level
of 120%.

For historical reasons, two distinct and largely segmented markets exist in today’s Chi-
nese bond markets: an over-the-counter interbank market, and a centralized exchange
market. The interbank bond market in China resembles the interbank market observed
in developed countries like the United States, while the exchange bond market in China
is part of the stock exchanges in Shanghai and Shenzhen. Section 4.2 of this chapter of-
fers a brief history of the development and evolution of these two bond markets. The
interbank market is the more dominant of these two markets; at the end of 2019, about
89% of the total bonds outstanding in China were in the interbank market, while the re-
maining 11% were in the exchange.? Various fixed income securities are issued and
traded on these two bond markets, with many multilayer regulatory bodies interacting
with each other in an intricate way.

We first elaborate on the two bond markets in section 2, together with various bond
instruments traded there. Section 3 provides a brief history of Chinese bond markets,
while section 4 highlights their inherent connection with the banking system, together
with the internalization of Chinese bond markets in the near future. Section 5 covers
the credit ratings and rating agencies, then section 6 offers an account of ever-rising

EBSCChost - printed on 2/8/2023 10:29 PMvia . All use subject to https://ww.ebsco.conlterns-of-use



EBSCChost -

106

CHAPTER 5

Panel A: U.S. and China outstanding bond balance as % of GDP
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FIGURE 5.1. A comparison of U.S. and China bond market growth. Data sources: China, Wind
Bond Overview; United States, SIFMA U.S. Bond Market Issuance and Outstanding (www
.sifma.org/resources/research/us-bond-market-issuance-and-outstanding/); GDP: China, Wind
database; United States, FRED Economic Data (https://fred.stlouisfed.org/series/GDP). The
authors use nominal GDP because outstanding numbers are market value of bonds (also nom-
inal). Stock market capitalization: China, Shanghai Stock Exchange (SSE)+ Shenzhen Stock
Exchange (SZSE) from Wind Stock Market Overview; United States, World Bank Database
(https://data.worldbank.org/indicator/CM.MKT.LCAP.CD). Note: All numbers are as of the end
of each year.

default incidents in China starting in 2014. Finally, we provide some data sources for an
in-depth study of the Chinese bond market in section 7.

2. BOND MARKETS AND BOND TYPES

In this section, we first go over the details of the two segmented Chinese bond markets—
namely, the interbank market and the exchange market. After explaining the various
bond security types traded in Chinese bond markets, we provide a comparison of these
two bond markets.

2.1. Segmented Bond Markets

2.1.1. The Interbank Market (44T 187 %)

The interbank bond market, often referred to as the China Interbank Market (CIBM,
44T B By A7), was established in 1997 and has become the dominant market for bond
issuance and trading in China. Besides spot and repurchase transactions, swaps and
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FIGURE 5.2. Chinese interbank market investor structure, 2019. Data sources: CCDC: http://www
.chinabond.com.cn/Channel/19012917?BBND=2017&BBYF=12&sPageType=2#; SHCH: http://
www.shclearing.com/sjtj/tjyb/. Note: SHCH only reports investor structure information for major
bond securities. As a result, the aggregated investment amount is lower than the total out-
standing balance. The authors adjusted the outstanding balance for each investor while main-
taining their corresponding shares. The numbers are as of 12/31/2019.

futures are also actively traded by participants in the interbank market. The value of out-
standing bonds in the interbank market reached 86 trillion RMB at the end of 2019, with
an annual issuance of 42 trillion RMB in the same year.

As a wholesale market, the interbank market restricts participation to various quali-
fied institutional investors, including commercial banks, mutual funds, insurance com-
panies, and security firms. As shown in figure 5.2, commercial banks (e.g., state-owned
commercial banks, joint-stock commercial banks, and urban and rural commercial banks)
form the largest group of institutional investors, holding about 57% of the outstanding
bonds in the interbank market in 2019. The second largest group is mutual funds,
broadly defined to include the fast-growing asset management industry, evolving in
part by the rise of wealth management products after 2012; they held about 29% of out-
standing bonds in the interbank market. Security firms, insurance companies, and for-
eign institutions are the next; these three groups of institutional investors formed a
market share of 7% in the interbank market.

The main regulator of the interbank market is the People’s Bank of China (PBC, +#EA
K47A47), the central bank in China. Participants in the interbank market trade via the China
Foreign Exchange Trade System (CFETS, sMNEX % #+v), and all participating institutions
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are required to open their accounts with China Central Depository & Clearing Co. Ltd
(CCDC, +4r%), a leading depository and clearing house in China. After the terms of
trades are finalized through bilateral bargaining, CFETS records these transactions and
CCDC offers exclusive custodial and clearing services in the interbank market. This mo-
nopolistic position came to an end after the establishment of Shanghai Clearing House
(SHCH, L#%#7) in November 2009. Led by the PBC, SHCH competes with CCDC by of-
fering clearing services for products like medium-term notes, commercial papers, and
private placement notes.

2.1.2. The Exchange Market (3% i %)

The exchange market for the Chinese bond market is part of the two stock exchanges
located in Shanghai and Shenzhen, which were established around 1991 in the wake of
state-owned enterprise (SOE, B#41) and financial reform. In August 1995, the exchange-
based bond market was designated as the only legitimate bond market in China. This
dominant position came to an end in May 1997 when the PBC, which worried about the
overheated Chinese stock market fueled by bond repo financing, ordered all commer-
cial banks to switch to the newly established interbank market on June 1997 (see sec-
tion 4.2 for more details). Despite this setback, the exchange market has been keeping
pace with the rapid growth of the ever-complicated Chinese financial system. At the end
of 2019, the value of outstanding bonds in the exchange market reached 11 trillion RMB,
with an annual issuance of 3.7 trillion RMB in 2019.

The regulator of the exchange bond market is the China Securities Regulatory Com-
mission (CSRC, it ¥i#), the powerful agency that oversees the Chinese stock markets.
The participants in the exchange bond market include both institutional players and
high net-worth retail investors, with only spot and repurchase transactions available.
Electronic order books aggregate all bids from investors, and matched trades are settled
via China Security Depository & Clearing Co. Ltd (CSDC, #4i£%).

2.2. Bond Types

We classify the fixed-income securities in Chinese bond market into three broad catego-
ries based on issuing entities: government bonds, financial bonds, and corporate bonds
(the latter of which are issued by nonfinancial sectors). There is also another widely used
classification among practitioners in China, which groups financial bonds and corpo-
rate bonds together as the so-called credit bonds. Note that, in Chinese bond markets,
the issuers are primarily the government or entities it owns directly (e.g., SOEs and most
commercial banks).

Consistent with international practice, overall speaking, the creditworthiness of these
bond instruments is decreasing across these three broad categories. Although corporate
bonds in some international contexts also include long-term bonds issued by financial
institutions, we specifically separate out bonds issued by financial institutions, given that
almost all entities in the Chinese financial sector are state owned. Figure 5.3 compares
the outstanding bonds in China and the United States from 2008 to 2019 by these three
categories. We observe relatively a large fraction of government bonds (U.S. Treasury)
in the U.S. bond market, but the weight of financial bonds and corporate bonds are simi-
lar. Figure 5.4 depicts the composition of three types of bonds in the interbank market
and exchange market in China, respectively, in 2019.
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FIGURE 5.3. Outstanding bond balance in Chinese and U.S., 2008-2019. Data sources: China:
Wind Bond Overview. The authors reorganize bond types into the three categories as in sec-
tion 2.2, year by year; United States, Government/Nongovernment Bonds: SIFMA U.S. Bond
Market Issuance and Outstanding (see figure 5.1 footnote), Financial bonds: Financial Ac-
counts of the United States (https://www.federalreserve.gov/releases/z1/current/); Domestic
Financial Assets (L.108): Financial Bonds=0Open Market Paper+Corporate and Foreign
Bonds; Corporate Bonds=Nongovernment Bonds (from SIFMA) - Financial Bonds (from the
Fed). Note: The authors exclude mortgage-related (agency- and GSE-backed) securities,
which are a significant part of the U.S. bond market, in calculating the composition of U.S.
bonds, because there are no comparable mortgage-related securities in Chinese bond mar-
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kets. All numbers are as of the end of each year.
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Panel A: 2019 Chinese interbank market bond composition
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Panel B: 2019 Chinese exchange market bond composition
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FIGURE 5.4. Composition of bonds in Chinese interbank and exchange market, 2019. Data sources:
Interbank, China Central Depository & Clearing (CCDC)+Shanghai Clearing House (SHCH);
CCDC, http://[www.chinabond.com.cn/Channel/19012917?BBND=2017&BBYF=12&sPageType
=2#;SHCH, http://www.shclearing.com/sjtj/tjyb/); Exchange, China Securities Depository and
Clearing Corp. (CSDC) (http://www.chinaclear.cn/zdjs/tjyb1/center_tjbg.shtml). Note: For CCDC,
the authors only include bonds in the interbank market, the OTC market, and the Free Trade Zone
market that are in custody of CCDC (i.e., excluding those bonds that dual-listed in the exchange
market). All numbers are as of 12/31/2019.
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We now turn to details of these bond types. Table 5.1 gives two snapshots of the out-
standing balances of these bonds, by type, in Chinese bond markets in 2008 and 2019;
and table 5.2 (see section 2.3, “Bond Liquidity”) gives the outstanding balance and issu-
ance amount by bond types in 2019.

2.2.1. Government Bonds (3t 1)

Treasury Bonds (B1%)
The Ministry of Finance issues treasury bonds, which are backed by the fiscal revenue
collected by the central government of China and represent the creditworthiness of China
as a sovereign nation. There are mainly two types of treasury bonds: book-entry trea-
sury bonds that can be traded and transferred in the market, and certificate treasury
bonds, which cannot be traded and hence are mainly used as a savings vehicle. As one
of the PBC’s key instruments for implementing its monetary policy through open mar-
ket operations, treasury bonds are one of the most important financial products in today’s
Chinese financial market, enjoying relatively large issuance and trading volumes with
significant secondary market liquidity. At the end of 2019, the treasury bonds reached
17 trillion RMB, which is about 17% of the Chinese bond market. This is rather small
relative to the importance of U.S. Treasuries in the U.S. bond market (48%).

Nowadays, a market mechanism by which participating financial institutions (mainly
commercial banks) bid competitively determines the interest rates offered on treasury
bonds. We will come back to this issue in section 4.1.

Municipal Bonds (&7 Bt fir)

Local governments in China issue municipal bonds. The market for such bonds almost
did not exist until the 2009 four-trillion-yuan stimulus plan put forth by Beijing in the
wake of the 2007-2008 global financial crisis. The outstanding municipal bonds grew
steadily but rather slowly over the next five years, only to dramatically burst in issuance
volume in 2015. As explained later in section 4.3, this is the outcome of a sequence of
noticeable regulatory tightening from Beijing to rein in the ever-growing local govern-
ment debt problem in the second half of 2014, especially the tone-setting guideline “Ar-
ticle 43.” As a result, in 2015 local governments issued 2.8 trillion RMB municipal bonds,
of which 2 trillion was used to swap the debt initially raised by local government financ-
ing vehicles (LGFVs, .77 8Uir a3t -F ). We will discuss the bonds issued by LGFVs
(which are not municipal bonds) in section 2.2.3.

At the end of 2019, the outstanding municipal bonds reached 21 trillion RMB, with a
value-weighted average maturity of 74 years at issuance. Because municipal bonds are
assigned a zero risk weight, most municipal bonds in China are held by commercial
banks (88% at the end of 2019).

Policy Bank Bonds (BURAAT T

China today has three policy banks: China Development Bank, Export-Import Bank of
China, and Agricultural Development Bank of China. They were established in 1994 to
take over the government-directed lending functions from state-owned commercial
banks, and are responsible for financing economic and trade development as well as
state-invested projects. Policy bank bonds are issued by these three policy banks, which
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are essentially backed by the central government, and hence considered to be quasi-
sovereign bonds and risk-free (i.e., they receive zero risk weight if held by commercial
banks).

At the end of 2019, there were 16 trillion RMB policy bank bonds outstanding, similar
to the amount of outstanding treasury bonds issued by the Ministry of Finance. The
weighted average of maturity at issuance is 8.1 years, and two major institutional hold-
ers are national commercial banks and mutual funds.

It is important to highlight that 55% of policy bank bonds are issued by China Devel-
opment Bank (CDB, B %4 4%47). Thanks to its depth and sheer size, the CDB bond has
achieved superb secondary market liquidity (even better than treasury bonds in some
particular measures). In addition, from the perspective of most institutional investors,
CDB bonds receive the same tax treatment as other fixed-income securities. As a result,
CDB bonds are widely accepted as the risk-free benchmark in practice (as opposed to
treasury bonds).

Other Government Bonds
Additional types of government bonds include central bank bills and other bonds with
government support. They have been negligible in recent years.

2.2.2. Financial Bonds (% #1%)

We classify all bonds issued by financial institutions, including commercial banks, in-
surance companies, and security firms, as “financial bonds.” The financial sector, which
is considered to be in a commanding heights industry, still remains state-owned and
often operates with implicit government guarantees. As a result, financial bonds are
considered to have a better risk profile than corporate bonds issued by nonfinancial
firms. This better risk profile is reflected in a higher rating distribution received by fi-
nancial bonds (see figure 5.7 in section 5.2); there is little difference in yield spreads be-
tween financial and nonfinancial bonds given the same rating class.

Negotiable Certificates of Deposit (NCDs, Fl i %)
As a money market instrument, an NCD is a certificate of fixed-term deposit issued by
depository institutions in the interbank market. It is often also referred to as an interbank
CD, or just a CD. As shown in table 5.1, there were no NCDs in 2008. Yet the NCD market
grew rapidly since its inception in December 2013, reaching 10.7 trillion RMB at the end of
2019, thanks to its high credit quality (guaranteed by issuing banks), excellent secondary
market liquidity, and reasonable premium over risk-free benchmark offered by govern-
ment bonds. The NCD rates track closely with Shanghai Interbank Offered Rate (SHIBOR,
L ARAT I R Ak FR 2R &), with a premium of 80 basis points (bps) over CDB bonds in 2019.
The typical issuers of NCDs are relatively smaller joint-stock commercial banks and
urban commercial banks, while the buyers of NCDs are large state-owned banks (e.g.,
the Big Five) or their wealth management products (WMPs, #1%,* &), as large state-owned
banks enjoy cheap funding sources from either retail deposits or various central bank
facilities.® Besides large state-owned commercial banks, rural commercial banks, money
market funds and mutual funds (broadly defined to include asset management plans
funded by wealth management products) have also been investing in NCDs for favor-
able returns.
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The recent turmoil during the summer of 2019 in the NCD market, which triggered
the spate of regional bank bailouts (Baoshang Bank, Bank of Jinzhou, Hengfeng Bank),
caught worldwide attention. As mentioned in He (2020), the running theme of China’s
financial market development in the past decade has been “underdeveloped financial
markets with overdeveloped financial products.” This fundamental tension has caused
unbalanced growth in some areas, which will sometimes lead to the bursting of a mar-
ket bubble. This time, the burst was in the NCD market in China, and the underlying
economic mechanism was almost identical to the wholesale funding turmoil preceding
the collapse of Lehman Brothers during the 2007-2008 global financial crisis. For more
details, see He (2020).

Other Financial Bonds

For options besides NCDs, investors can also invest in senior or subordinate bonds is-
sued by commercial banks (large state-owned banks, joint-stock banks, and urban and
rural commercial banks), insurance companies, security firms, and other financial institu-
tions. These financial bonds contribute to a relatively small part of the Chinese bond
market (about 7% of the market at the end of 2019).

2.2.3. Corporate Bonds (7 A%)

The category of corporate bonds broadly covers all fixed-income securities issued by non-
financial firms in China, including asset-backed securities and other convertible
securities.

Enterprise Bonds (&4%)

Emerging as early as the first half of the 1980s, enterprise bonds are an important finan-
cial instrument used by nonfinancial firms in China as an alternative to bank loans. After
the interbank market was established in 1997, it became the sole market where enterprise
bonds were issued and traded, as back then enterprise bonds were mainly issued by
SOEs, which were not publicly listed in stock exchanges. In 2005, the exchange market
started to compete for businesses, and issuing entities could choose to sell their bonds
in both markets. As a result, about 82% of enterprise bonds became dual listed at the
end of 2019. Both Wang et al. (2015) and Chen et al. (2018) study dual-listed enterprise
bonds.

For historical reasons, the issuance of enterprise bonds has always been regulated by
the National Development and Reform Commission (NDRC, B R A &K ¥ &5 &), a power-
ful government agency that oversees SOE reform and is relatively remote from both
PBC and CSRC. The outstanding value of enterprise bonds reached 2.4 trillion RMB at
the end of 2019, and their investors are mainly commercial banks and mutual funds.

One important component of enterprise bonds is municipal corporate bonds (MCBs,
#Ax4k), which at the end of 2019 consisted of 72% of enterprise bonds outstanding.* MCBs
are bonds issued by LGFVs, which are state-owned enterprises, to support infrastruc-
ture investment at both the provincial and the city level. They are one of the perfect ex-
amples of the mixture between planning and market in today’s Chinese economy: They
have the implicit backing of the corresponding local government (hence the name mu-
nicipal), but in a strict legal sense they are issued by LGFV entities just like other regular
corporations (hence corporate).
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Exchange-Traded Corporate Bonds (2> 11x)

The category of exchange-traded corporate bonds consists of corporate bonds issued in
the exchange market and regulated by the CSRC. When first launched in 2007, exchange-
traded corporate bonds could only be issued by publicly listed companies. In 2015, the
CSRC expanded the eligible list of issuing entities in a significant way by allowing all
firms registered as “corporations” to issue these bonds. In addition, the CSRC also loos-
ened the bond-issuance criterion, and gave the green light to both public issuance as well
as private placement. Since then, exchange-traded corporate bonds have grown rapidly,
reaching 7 trillion RMB at the end of 2019.

Medium-Term Notes (F#1-%4E)

Issued in the interbank market, since 2008 medium-term notes have mainly been used
by large SOEs as well as prominent private enterprises. The typical debt maturity at is-
suance is between 3 and 5 years, but also can go as high as 10 years. At the end of 2019,
the outstanding bond value of medium-term notes reached 6.6 trillion RMB.

Commercial Papers (Including Super Commercial Paper, 428 % 2 42 #%)

Issued in the interbank market, commercial papers are short-term (generally below one
year) financing instruments mainly used by large SOEs as well as prominent private enter-
prises. For commercial papers, the typical debt maturity at issuance is less than one year,
while for super commercial papers, it is about 270 days. Commercial papers were launched
in 2005, and at the end of 2019, the outstanding bond value had reached 2 trillion RMB.

Asset-Backed Securities (ABS, # /= ¥ 4)

First launched in 2005 and growing by about 48% per year since then, ABS can be issued
and traded in both interbank and exchange markets. As a nascent financial product, ABS
is the financing engine behind peer-to-peer lending platforms, a burgeoning sector that
experienced astonishing growth (for example, the microfinancing arm under Ant Finan-
cial Services Group) but recently hit heavy headwinds from a dramatic regulatory
tightening in 2019. It is also common for commercial banks to issue ABS backed by
consumer or industrial loans, which essentially moves their on-balance-sheet assets
to off-balance-sheet. In 2019, the outstanding value of asset-backed securities reached
3.6 trillion RMB, which was about 15% of corporate bonds and 3.7% of all bonds.

Private Placement Notes (PPN, Z% L 1)

Launched in 2011, PPN represents one of the financial innovations by the interbank mar-
ket and essentially is a mixture of private debt and public bonds. Nonfinancial firms
can issue PPN to a relatively small number of select institutional investors, which then
may transfer these notes among themselves before their maturity in the interbank mar-
ket. Relative to other more-standard publicly placed bonds, PPNs face much less strin-
gent requirements of information disclosure, as the issuers can even negotiate the par-
ticular method of information disclosure with a small number of select investors. This
significantly alleviates the concern of information leakage for those small to medium en-
terprises, especially for startups in the technology sector. After several years of rapid
growth, the outstanding value of PPN reached 2 trillion RMB at the end of 2019, which
is about 2% of the market.

printed on 2/8/2023 10:29 PMvia . Al use subject to https://ww.ebsco.conlterns-of-use

117



EBSCChost -

118

CHAPTER 5

Table 5.3. China’s Corporate Bond Market Liquidity

China: Interbank China: Exchange United States
ZDays 0.88856 0.81326 0.78820
ZDays-w/trade 0.88768 0.79798 0.70940
Turnover 0.01212 0.00099 0.00150
Amihud 0.00016 2.54233 0.48810

Notes: This table, which is taken from Panel A of table A.1 in Chen et al. (2018), reports various measures
of China’s corporate bond market liquidity and its comparison with the U.S. bond market. ZDays is the
time series average of the fraction of bonds that do not trade on a given day. ZDays-w/trade is the time
series average of the fraction of bonds that do not trade on a given day, excluding bonds that have no
single trade over the sample period. Turnover is the average daily turnover across all bond-day
observations where a zero is recorded on days without trade. Amihud is the average Amihud (2002)
measure across all bonds, where a bond’s Amihud measure is estimated using its all non-zero daily
trading observations and multiplied by 10°. The sample period is 1/1/2012-12/31/2017 for China’s two
markets; the sample period is 1/1/2010-12/31/2014 for the U.S. market; liquidity measures are from
Anderson and Stulz (2017).

Other Corporate Bonds
Other bond products include international institution bonds (B #L#4r) and railway
bonds. They made up only some 0.7% of the outstanding bond value in 2019.

2.3. Bond Market Liquidity

The last two columns in table 5.2 give the annual secondary market trading volume and
the turnover (trading volume over the average outstanding balance) of each bond dur-
ing 2019. Among all the categories, financial bonds have the highest turnover of about
3.2; government bonds rank second with a turnover of 2.6; corporate bonds have the low-
est turnover at about 1.

Chinese government bonds are far less liquid than U.S. Treasuries; the latter is per-
haps the most liquid financial instrument in the world, with an annual turnover of about
9.3 in 2019. The lack of market liquidity for Chinese government bonds is often blamed
for hindering efficient price discovery, thereby potentially hurting the effective mone-
tary policy conducted by the PBC.

Chinese corporate bonds are significantly less liquid than Chinese stocks, with an an-
nual turnover of about three in 2019.5 For a comprehensive study on the liquidity of
Chinese corporate bonds and its evolution in response to Beijing’s relentless interven-
tions in the last decade, see Mo and Subrahmanyam (2019). This lack of corporate bonds’
market liquidity is a universal phenomenon that holds in other developed financial
markets like in the United States and Europe, perhaps because natural corporate bond
investors such as insurance companies typically keep their holdings until maturity. By
calculating the widely used liquidity measures between the two bond markets in China
and the one in the United States, table 5.3 shows an overall similarity of the corporate
bond market liquidity across these two economies.

Given the unique two-market system in Chinse bond markets, it is interesting to com-
pare the market liquidity between the interbank and exchange markets. Figure 5.5,
taken from Chen et al. (2018), plots the number of trades and RMB volumes of corporate
bonds in these two markets, respectively. Compared to the interbank market, there is

printed on 2/8/2023 10:29 PMvia . Al use subject to https://ww.ebsco.conlterns-of-use



EBSCChost -

BOND AND INTERBANK MARKETS
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FIGURE 5.5. China’s interbank and exchange market spot transactions. Notes: These figures
plot China's interbank and exchange market spot transaction RMB volume 2008-2017. Panel A
plots the number of trades for spot transactions in these two markets. Panel B plots spot
transaction RMB volume of all bonds on the interbank and exchange markets. Data on the
interbank-market transactions are from the China Foreign Exchange Trade System; data on
the exchange-market transactions are from the Statistics Annuals of Shanghai exchange and
the Shenzhen exchange.

significantly more trading activity in terms of number of trades in the exchange market
(90% in terms of number of trades, shown in Panel A), but the volume weighted by trad-
ing size is minuscule (5% in terms of RMB volumes, shown in Panel B). This is consis-
tent with table 5.3, and reflects the fact that retail investors speculate in the exchange
market heavily, while in the interbank market various sophisticated financial institu-
tions only trade when they need to. In summary, the interbank market is deeper but
lacks immediacy, relative to the exchange market.
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2.4. Summary

Table 5.4 summarizes the comparison between the interbank and exchange markets, with
a detailed list of various bond products traded there. Although largely segmented, these
two markets overlap in several key bond products, mainly government bonds and en-
terprise bonds. Starting in 2015, the exchange market opened its access to enterprise
bonds, which had previously been issued and traded only in the interbank market. Chen
et al. (2018) provide an analysis on the market segmentation of dual-listed enterprise
bonds, whose cross-market arbitrage is severely hindered by the transfer of depository,
which is a time-consuming process.®

The market segmentation is also reflected in the distinct regulators for these two bond
markets. The government agency that oversees the exchange market is CSRC, the power-
ful watchdog for the Chinese stock market. In contrast, the interbank market is over-
seen by the central bank PBC, which is the de facto gatekeeper of this market. Under the
guidance of the PBC, the National Association of Financial Market Institutional Inves-
tors (NAFMII, 447 %4 #h2) is a self-regulatory organization established in Octo-
ber 2007 to formulate rules governing institutional participants in the interbank market.
Regulatory competition among various government agencies is a recurrent theme com-
monly seen in the development of the Chinese financial system. For reference, table 5.5
provides a complete list of regulators specializing in each detailed bond product. One
notable regulator besides the two mentioned above is the NDRC, which is in charge of
the issuance of enterprise bonds; recently, it has played a greater role in regulating and
approving local government debts, including municipal bonds (issued by local govern-
ments directly) and municipal corporate bonds (issued by LGFVs).

The coexistence of both an over-the-counter-based interbank market and an exchange-
based bond market is an important feature that is unique to Chinese bond markets. For
historical reasons, these two markets have been developed in a relatively independent
fashion. Despite the recent effort made by the NDRC to integrate these two markets,
which gives rise to dual-listed enterprise bonds (Chen et al., 2018), these two bond mar-
kets” coexistence is expected to last for quite a long time in China.

3. BRIEF HISTORY OF CHINESE BOND MARKETS

This section offers a brief account of how the bond market in China has evolved into
what it looks like now. The thread that connects all the milestone events in its develop-
ment is the segmented market system described in section 2.1: the exchange market and
the interbank market.

3.1. Physical Bond Counter Market

The development of Chinese bond markets in the modern era started from the resump-
tion of treasury bond issuance by the Ministry of Finance in 1981.” Besides the govern-
ment, a few enterprises as well as financial institutions also conducted debt financing
from either their own employees or outside investors. These nonbank-loan debt instru-
ments became legal “enterprise bonds” after the release of “Regulatory Guidelines of En-
terprise Bonds” by the State Council in 1987. The secondary market for bond trading
followed, and in 1988, the Ministry of Finance carried out a pilot project for treasury bond
circulation and transfer in 61 cities. Through this program, individual investors could
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Table 5.5. Chinese Bond Market Regulators

printed on 2/8/2023 10:29 PMvia .

Market type Regqulator
Interbank bond market PBC
Exchange bond market CSRC
Bond Type Regulator
Government Treasury bonds PBC, MOEF, CSRC
bonds Central Bank bills, Policy Bank bonds PBC
Financial Special financial bonds PBC
bonds commercial bank bonds, CBRC, PBC
nonbank financial bonds
securities firm bonds, securities firms PBC, CSRC
commercial papers
Corporate Commercial papers, medium-term NAFMII
bonds notes, private placement notes
Asset-backed securities CBRC, PBC
Enterprise bonds BC, CSRC
International institution bonds PBC, MOF, NDRC, CSRC
Convertible bonds PBC, CSRC
Exchange-traded corporate bonds CSRC
Privately placed small and medium Shanghai and Shenzhen
enterprise notes Stock Exchange

Source: China’s domestic bond market: “The Next Financing Engine,” Goldman Sachs Global Market
Research, 2015.

Notes: CBRC: China Banking Regulatory Commission (¥ B 48471k ¥ 5 & # £ 5 ); CSRC: China
Securities Regulatory Commission (" B4 % i % 2 %& % 2); MOF: Ministry of Finance (‘P4 A K& E
W B3%); NAFMIL: National Association of Financial Market Institutional Investors (F B 4&47 18] 173 5 % 7
#4); NDRC: National Development & Reform Commission (B % A & #2 5% % i 2); PBC: People’s Bank
of China (F B A KA4AT).

buy and sell treasury bonds at bank counters as well as regional trading centers. Trad-
ing was done mostly in the form of physical bonds, hence it was called a “physical bond
counter market” (Sun, 2015).

3.2. The Exchange Market Era

Many deficiencies emerged during the early 1990s in this physical bond counter market.
Among them, the most critical was the lack of a uniform bond custody system. Fake trea-
sury bonds were common, as it was extremely difficult for decentralized custody sys-
tems to verify the authenticity of the physical paper bonds.

The centralized exchange market, with electronic “book-entry” treasury bonds, was
considered to be the solution to this problem. Established in December 1991, the Shang-
hai Stock Exchange provided uniform bond custody service across the country, and the
government was explicit in supporting the development of this exchange bond market.®
In August 1995, the government officially announced that stock exchanges, including
both the Shanghai and the Shenzhen stock exchanges, were the sole legitimate bond mar-
ket in China. This greatly improved the liquidity and functioning of the secondary
market on these two exchanges, and an exchange-based bond market system took shape
by the following year.
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Before long, another dramatic turn pushed the interbank market onto the stage. It
should be noted that the two exchanges in China were developed mainly for equity fi-
nancing and stock trading. During the first half of 1997, the Chinese stock market expe-
rienced an unprecedented boom, witnessing the Shanghai A-share index rising from
1,000 in early 1997 to above 1,500 in May 1997. Secondary bond market activities, which
involve commercial banks and individual investors, contributed to this speculation-
driven stock market surge. Essentially, bond repo transactions in the exchange market
allowed investors to use bonds as collateral to obtain debt financing from banks, which
in turn was channeled toward the stock market to fuel its rally.

3.3. The Rise of the Interbank Market

Worried about the large amount of bank funds flowing into the overheated stock mar-
ket, on June 1997 the PBC ordered all commercial banks to withdraw from exchanges
and to switch to the newly established interbank market. The PBC also mandated that
all commercial banks move their treasury bonds, central bank bills, and financial bonds
issued by policy banks into the interbank market under the custody of CCDC.

This PBC-led event marked the beginning of the dramatic growth of the interbank
bond market. Over the intervening 20 years, the “wholesale” interbank market, stand-
ing in contrast to the more-or-less “retail” exchange market, has become the dominat-
ing pillar of Chinese bond markets. The participants were initially restricted to only 16
head offices of commercial banks in 1997; by the end of 2000, a total of 693 financial in-
stitutions, including insurance companies, urban and rural commercial banks, and se-
curity firms, had become members of the interbank market.

In February 2014, facing the rapid rise of the “shadow banking business,” the PBC al-
lowed 16 large commercial banks to invest their own WMPs in the interbank market. In
May 2016, direct access to the interbank market was further granted to all qualified in-
stitutional investors, including WMPs, investment funds, and trust companies. The total
number of the interbank market members reached 7,027 by December 2019, and these
financial institutions cover virtually the entirety of China’s financial system nowadays.

3.4. Bond Markets and the Growth of the Chinese Economy

The rapid and steady development of the Chinese bond market offers great benefit for
various economic agents in Chinese economy, for several reasons. First, the interbank
market has become the primary place for the Ministry of Finance and government-backed
entities like policy banks to issue bonds to finance their activities. Second, it helps the
central bank, the PBC, to implement its open market operations and other monetary poli-
cies. For instance, in April 2003 the PBC conducted the first formal open market opera-
tion in the interbank market, by issuing central bank bills valued at 5 billion RMB with
a maturity of six months. This topic will be taken up again in section 4.1.

But the Chinese bond market plays perhaps an equally important role by channeling
household savings toward the real sector, which was critical for the Chinese economy
to achieve its astonishing growth over the last three decades. Various forms of debt in-
struments have been developed in both markets. In the interbank market, commercial
papers—a form of short-term, high-quality enterprise bonds with a typical maturity of
less than one year—emerged in May 2005; medium-term notes with a typical maturity
of five years saw their debut in April 2008. As far as instruments besides enterprise bonds
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are concerned, the first asset-backed securities were issued in the interbank market in
December 2005; the first municipal bonds were issued by local governments via the Min-
istry of Finance in April 2009. On the exchange market, listed companies first issued
exchange-traded corporate bonds in 2007, and in 2015 the CSRC expanded the eligible
list of corporate bond issuers to all incorporated companies (as opposed to only listed
ones). All these reform activities gave a significant boost to the development of the cor-
porate bonds market throughout China.

4. ISSUES AND RECENT TRENDS OF
CHINESE BOND MARKETS

This section will first point out that a full market mechanism has yet to be achieved by
Chinese bond markets. It will then highlight the predominance of commercial banks in
China’s bond markets; that also explains why the Chinese bond markets are deeply in-
tertwined with the shadow banking system in the country. Finally, it will discuss the
recent trend since late 2017 in authorities” hardline stance on deleveraging and restrain-
ing shadow banking activities, together with opening up Chinese onshore bond mar-
kets to international investors.

4.1. Interest Rate Determination and Monetary Policy Transmission

The risk-free benchmark interest rates and the associated term structure, which are im-
plied by the prices of all government bonds with various maturities, “anchor” the pric-
ing of all financial assets in modern financial markets. Like in other modern financial
markets such as in the United States, interest rates of newly issued Chinese government
bonds are determined via competitive bidding of participating financial institutions
(mainly commercial banks and securities firms) in the primary market; those institu-
tions then can trade among each other in the secondary market. Today; it is fair to say
that market mechanisms are fully at work in Chinese Treasury auctioning markets after
more than two decades of successful and continuous development.

Figure 5.6 plots the yields for treasury bonds and CDB bonds for 1-year and 10-year
maturities, respectively. These four series of interest rates have moved mostly in parallel
and varied between 1.5% and 6% since 2012, with slightly lower yields for treasury
bonds (than CDB bonds) because of their tax advantage. Overall, in the past half-decade,
the term structure of interest rates in China has been upward-sloping; steadily falling
interest rates over the period of 2013-2016 made this episode the “bull market” for Chi-
nese bond traders.

Despite the rapid growth in the size of the bond market, though, it is well recognized
among policymakers and practitioners alike that Chinese bond markets are still under-
developed in many key dimensions. Compared to the deep and liquid market for U.S.
Treasuries, the market for Chinese government bonds still lacks sufficient liquidity, and
is often blamed for hindering efficient price discovery. The latter role is key to an effec-
tive PBC-led monetary policy that might better stabilize the Chinese economy:.

Several institutional reasons may be suggested for the steady but somewhat slow devel-
opment of the Chinese government bond market toward a full market mechanism. A well-
functioning primary and secondary market for risk-free rate determination is an integral
part of interest rate liberalization, which started in the late 1980s and saw its formal comple-
tion when the PBC finally lifted the banks” deposit rate cap and rolled out the deposit insur-
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FIGURE 5.6. Treasury and CDB yield curve in different maturities. Source: Wind database bond
yield analysis.

ance scheme in 2015. Second, the “12th five-year plan” in 2011 made it clear that future
monetary policies should put more emphasis on market-driven, price-targeted tools (e.g,,
repos with the PBC, and various Standing Lending Facilities), although quantity-targeted
tools (e.g,, M2 growth, total bank credit) and “guidance rates” frequently published by the
PBC still remain the most effective measures taken by Chinese monetary authorities. Third,
from a market design perspective, an entry barrier exists for the primary market, which
limits participation in the auctioning of government bonds to qualified financial institu-
tions. Most market-makers, who serve the secondary market in the interbank market, are
commercial banks with an unpleasantly high degree of homogeneity in trading strategies
and funding sources. Finally, the above-mentioned segmentation between the interbank
and exchange markets, with its potential violation of the “law of one price,” hurts price
discovery as well as the liquidity of the Chinese government bond market itself.

4.2. The Role of Banks and Shadow Banking

Another distinct feature that seems to be inconsistent with the fast development of the
Chinese bond market is that the participants remain highly concentrated in one partic-
ular type of financial institution: commercial banks. As explained in section 3.3, the Chi-
nese interbank bond market has been closely intertwined with the banking system ever
since the establishment of the bond market in 1997, when commercial banks were man-
dated by the PBC to be the first participants of bond issuance and trading.

It is crucial to recognize that official statistics continue to significantly underestimate
the dominance of commercial banks in the Chinese bond market. It is well known among
practitioners and regulators that in China, commercial banks participate in the bond mar-
ket via two channels: the direct on-balance-sheet channel, through which each bank’s
so-called financial market division buys and sells bonds (and engages in even arbitrage
trades) in the interbank market; and the indirect off-balance-sheet channel, where each
bank’s asset management division sets up some wealth management plans (just like spe-
cial purpose vehicles in the U.S. market) financed by WMPs to invest in both interbank
and exchange markets. The dominating share of commercial banks (57%) of the inter-
bank bond market shown in figure 5.2 only counts the first channel.
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This perspective suggests that in China’s financial system, corporate bonds, to a sig-
nificant extent, can be considered to be another form of disguised bank financing. Fa-
cilitated by increasingly sophisticated shadow banking activities, the transfer of on-
balance-sheet loans (inside the traditional banking system) to off-balance-sheet assets
outside (say, corporate bonds) is commonly observed, especially when banks have faced
tightened regulation on the overheated real estate sector and LGFV financing. This is
why practitioners often argue that, unlike in other developed countries, in China shadow
banking is literally just the “shadow” of commercial banks.

Consider the example of WMPs, which are the biggest component of shadow bank-
ing in China and the most important vehicle to connect back to the banking system. Every
year, starting in 2014, the China Banking Wealth Management Registration System has
released its annual report on WMPs, which gives an official account on the role they play
in the contemporary Chinese financial system. According to these reports, a majority of
WMPs are invested in the bond market, with the percentage estimated to have been 44%
in 2016 and 42% in 2017.

In fact, many industry reports corroborate this view. Ehlers et al. (2018) estimate that
38% of the net issuance of all bonds was funded via bank-issued WMPs in 2014; the fund-
ing percentages were 35% and 31% in 2015 and 2016, respectively. In a more recent study,
Lei et al. (2018) find that 7 trillion out of 18 trillion outstanding corporate bonds’ balances
are funded by WMPs; and as explained in note 8 in this chapter, these numbers are likely
to be biased downward. Overall, evidence suggests that the bond market is an integrated
part of bank-dominated shadow banking in China.

Chen et al. (2018) argue that China’s shadow banking problem is connected to its local
government debt problem, which is further rooted in the 4 trillion stimulus rolled out
in 2009. They document that within three to five years after the 2009 stimulus plan,
LGFVs needed to refinance their maturing bank loans or fund ongoing infrastructure
projects. However, soon after the mid-2010s, indebted LGFVs were squeezed by tighten-
ing credit standards from traditional banks. As a result, these LGFVs then started issu-
ing municipal corporate bonds (MCBs, as explained in section 3.3) in the interbank mar-
ket. The majority of these MCBs were bought by WMPs, which were sold and implicitly
guaranteed by commercial banks.?

There is another important channel through which commercial banks facilitate in-
dustrial firms to issue bonds in the interbank market and hence become exposed to de-
fault risk. In China, commercial banks often engage in guarantee provisions on corpo-
rate bonds, though it is hard to estimate the severity of this risk exposure.

To illustrate this point, consider the interesting case of the scandal of Cosun bonds
(%45 F ), which involves financial innovations, shadow banking, and likely some
malfunctioning of the commercial banking system itself. In December 2016, the Cosun
Group, a privately owned telecommunication company in Guangdong, defaulted on a
series of its private placement notes issued two years earlier.!® Shocked by the default
news, retail investors went to Zheshang Insurance, the insurance company that had pro-
vided insurance on this credit event. But Zheshang immediately made a public an-
nouncement stating that China Guangfa Bank, one of the earliest-incorporated joint-stock
commercial banks, had promised some guarantee provision to repay it at the bond issu-
ance but later reneged on its promise. It turned out the Huizhou branch of China Guangfa
Bank provided a counterfeit letter of guarantee for this bond issuance;!! that guarantee
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helped Cosun to issue these bonds, only to roll over Cosun’s maturing loans extended
by the Huizhou branch itself several years ago.

4.3. Regulatory Tightening Starting in 2017

The Chinese government is well aware of these so-called shadow-of-bank activities that
essentially tie the commercial banking sector to financial products offered in the inter-
bank market. The dramatic regulatory change started in 2017 is still expected to reshape
the Chinese financial market in a profound way, bringing a sea change in the interbank
market. Under this new framework, WMPs will be put under the scrutiny of the PBC for
the first time and factored into its calculations on prudence, capital adequacy, and loan
growth guidelines. Another equally important regulatory tightening concerns the rules
of new asset management plans, first proposed in November 2017 and released in
April 2018 (though still yet to be finalized). The new rules aim to prohibit implicit guar-
antees and multilayer structures, the two important ingredients that had contributed to
excessively high leverage in China’s shadow banking system over the past decade.

Not surprisingly, in 2017, in response to policy tightening, the Chinese bond market
experienced a dramatic downward adjustment. The annual increment of the value of out-
standing bonds, adding together the interbank and the exchange markets, experienced
about a 35% drop, decreasing from 16 trillion RMB in 2016 to 10 trillion RMB the follow-
ing year. This topic will be addressed again in section 6.2, together with the recent in-
surgence of corporate default in the Chinese bond market.

Looking forward, the authors believe that Beijing’s recent efforts in streamlining and
tightening regulations in the ever-complicated Chinese financial market are well justi-
fied. Although it is inevitably painful for market participants in the short run, a trans-
parent regulatory environment is tremendously important for building a healthy and
sophisticated bond market in a modern financial system in which market participants
fully understand the consequences of their own decisions, including issuance, under-
writing, trading, and investment.

4.4, Internalization of the Chinese Bond Market

Despite the fact that the Chinese bond market has developed to be the third largest in
the world, foreign participation in it is minuscule. At the end of 2019, the total foreign
holdings of Chinese bonds reached 3.2 trillion RMB, or approximately only 3.3% of bond
market capitalization.!?

Historically, to gain access to Chinese bond markets, offshore investors were required
to go through several quota-based foreign investment programs. One of them is the Qual-
ified Foreign Institutional Investor (QFII, &#3tsMLt#ait4) program, which was
launched in 2002 and regulated by the State Administration of Foreign Exchange (SAFE,
FIMLE R /), a powerful arm of the PBC), which monitors the remittance and repatria-
tion of funds across the border. Initially QFIIs could only invest in the exchange bond
market; since March 2013, they have been allowed to gain access to the much bigger in-
terbank market.

Another closed related program is the Renminbi Qualified Foreign Institutional In-
vestor (RQFII, AR T &3 4) program. This program allows domestic finan-
cial institutions to establish RMB denominated funds in Hong Kong, attracting offshore
RMB that are in the hands of oversea investors back to the onshore bond market. At the
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end of 2019, the total quota combining QFII and RQFII was about 1.47 trillion RMB, though
the actual usage was just 0.09 trillion RMB (of which about 10% was invested in bonds
while the rest was in equities).”®

As a milestone effort in the internalization of the RMB, Beijing launched the PBC
bond direct-access program in 2010. Based on a case-by-case approval system, this pro-
gram attracted offshore institutional investors (e.g., foreign central banks and offshore
RMB clearing banks) to the Chinese interbank bond market. In July 2015, the PBC fur-
ther eased regulation by allowing institutions with long-term investment mandates—
such as foreign central banks and sovereign wealth funds—to participate in the inter-
bank market without quota limits. More important, these qualified institutions can
follow a registration system, rather than a preapproval system, to participate in the in-
terbank market. In February 2016, similar access was granted to a much wider range of
institutional investors, including commercial lenders, insurance companies, securities
firms, and asset managers (excluding short-term or “speculative” investors). One year
later, in February 2017, the SAFE was giving overseas investors access to its foreign-
exchange derivatives market to allow hedging of bond positions, a crucial step in at-
tracting foreign inflows.

In a separate and mostly independent effort, motivated by the success of Stock Connect,
which started in November 2014, China launched Bond Connect (f %#i#) in July 2017. Like
Stock Connect, Bond Connect is a mutual market access scheme that enables investors
from mainland China and overseas to trade in each other’s bond markets, through connec-
tions between the related mainland and Hong Kong financial infrastructure institutions.
Thanks to Hong Kong’s being a leading world-class financial center, foreign investors of-
fered a warm welcome to Bond Connect: The rise of foreign ownership of mainland bonds
in July and August 2017 was almost double the pace of the prior year.

No doubt the sophistication and development of mainland bond markets are crucial
for advancing RMB internalization, one of the policy goals that has been a top priority
for the Chinese government. Looking forward, given Beijing’s strong intention to push
forward the liberalization of the mainland bond market, a more and more relaxed regu-
latory environment can be expected in which foreign investors can participate. Likewise,
today overseas investors are flocking to China’s mainland bond market for its strong
value and potentially tremendous opportunity. This process is likely to be expedited by
the decision of Bloomberg L.P, which announced that, starting in April 2019, it will add
over 300 of China’s government bonds to the Bloomberg Barclay’s Global Aggregate Bond
Index. Of course, this progress might be interrupted by concerns about capital flight in
the wake of a potentially significant slowdown of the Chinese economy:.

5. BOND RATINGS AND RATING AGENCIES

A key characteristic of bonds is their credit risk as reflected in ratings. Rating agencies
are vital in any financial market. While rating symbols used in China closely follow
global standards, the rating scale itself differs. Currently, China has only three de facto
rating categories. This section illustrates and discusses the skewed rating distribution.
Reasons for this observation include low default rates, an ongoing trend of more upgrades
than downgrades, implicit guarantees, regulatory requirements, and fierce competition
among the domestic rating agencies, which differ little in their ratings assessments. The
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previous section introduced three different bond types. As ratings for government bonds
are always AAA rated, this section focuses on “credit bonds,” including financial and
corporate bonds."

5.1. China’s Credit Rating Scale

China’s domestic rating scale includes nine long-term grades (AAA, AA, A, BBB, BB, B,
CCC, CC, and C) and six short-term grades (A-1, A-2, A-3, B, C, and D) as officially set by
the PBC. This is in line with international standards as set by the three globally domi-
nant U.S-based rating agencies, Moody’s, Standard & Poor’s, and Fitch. However, two
main differences may be observed in the rating scale used by Chinese versus global rat-
ing agencies. First, the definition of investment grade differs. In China, AA is generally
seen as the lowest investment-grade level, while this is BBB in global ratings. Despite the
higher threshold, the issuance of noninvestment grade bonds is much scarcer in China.
Second, China’s domestic rating scale includes an additional, informal rating grade: the
“AAA+" or “super AAA” category provided by investors. These AAA+issuers keep an
official and legally relevant rating of AAA provided by rating agencies. However, the
AAA+issuers enjoy a higher weighting in valuation indices, reflecting lower default
probability assigned by investors that expect these corporates bonds to essentially have
a credit risk similar to government bonds. While there is no official list of AAA+issuers,
there were at least 10 central government—owned issuers since 2017 in this category (see
table 5.6); their corresponding international ratings as per end of 2019 are also given for
comparison.

5.2. Distribution of Credit Ratings

The distribution of the Chinese ratings is widely known to be skewed to the upside
(Kennedy, 2008, Poon and Chan, 2008, Standard Chartered, 2017, and more recently,
Deng and Qiao, 2019). Despite the large market size (about 2,000 corporate issuers) by
global standards, over 97% of the outstanding amount of nonfinancial corporate bonds
are rated in only three categories (figure 5.7, Panel A).1° By the end of 2019, 58% of the
corporate bonds outstanding in China enjoyed an AAA rating, versus about 1% in the
U.S. corporate bond market; 21% were AA+, another 17% were AA rated, and only 2%
were rated as AA- and below and therefore were noninvestment grade; 1% of the out-
standing amount of corporate bonds are not rated. For financial bonds, the shares are
AAA 88%, AA+9%, AA 2.5%, and AA- and below are 0.4% of the outstanding amount
of corporate bonds respectively, reflecting the explicit government guarantees. The high
share of AAA-rated corporate bonds in value terms is partly explained by large amounts
of bond issuance of just a few issuers who are mostly linked to government. Of the top
10 issuers (see table 5.7), all of them are either Central or Local SOEs. However, cluster-
ing in only three categories also holds in terms of the number of issuers. Of the Chinese
nonfinancial corporate issuers, 17% hold an AAA rating, 22% an AA+rating, and 44%
an AA. About 5% of corporate bonds are private placement where credit ratings are not
mandatory. Only 11% hold a noninvestment grade rating of AA- and below (figure 5.7,
Panel B). Consequently, China currently has essentially no high-yield or speculative-
grade bond market.

The tilted distribution is the source of some disagreement. On the one hand, the
low credit risk differentiation is generally seen as a hindrance to the development of the
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Table 5.6. China’s Super-AAA (“AAA+") Issuers

International
issuer rating  Outstanding
(S&P/ (in billion

“AAA+" issuers Chinese full name Moody’s/Fitch) RMB)

China Railway Corp I E Kk % NR 1,610.50
H R3]

China National Petroleum Corp T EGHRARE A+/A1/AA 204.96
B A R 8]

China Petrochemical Group ¥ B %A T A+/A1 20.00
R3]

China National Offshore Oil Corp ~ FE#F b4k A A+/A1 -
A

China Telecom Corp ¥ B A A A TR NR 25.00
N

China Unicom Corp P E A M 4847 NR 13.00
H IRs8]

China Mobile Group iR S ECEEE i A+/A1 -
H R3]

State Grid R A PR3] A+/A1/A+ 227.00

China Southern Power Grid PEAFCRAR  A+/Al/A+ 136.00
FAEA 4]

China Three Gorges Corp TEKI=Z®ER A/A1/A+ 99.00
A

Source: Outstanding numbers are from Wind Database Credit Bond Research. International Issuer
Ratings are from S&P, Moody’s, and Fitch databases, respectively.

Notes: While there is no official list of AAA+ issuers, there were at least 10 central government-owned
issuers since 2017 in this category. Their international ratings as per end of 2019 are also given for
comparison. S&P: https://www.standardandpoors.com/en_US/web/guest/home; Moody’s: https://
www.moodys.com/; Fitch: https://www. fitchratings.com/site/home. Included are all bond types along
with corporate bonds. This treatment only significantly affects China Railway Corp, because some
bonds it issues are categorized as “bonds with government support (BUf Z##L#1%),” which fall under
the government bond category based on authors” definition. Outstanding numbers are as of 12/31/2019.

bond market. For domestic investors, the absence of more-granular credit risk opportu-
nities and the lack of a speculative, high-yield market might lower the attractiveness of
the bond market, particularly relative to the stock market. For international investors, the
low guidance offered by the current rating distribution is often given as one reason why
they currently take up only a small part of the investor base in the Chinese bond market,
despite a steady loosening of investment restrictions (section 4.4). On the other hand,
implicit guarantees entailed in the credit assessments of a good part of corporate issuers
with links to government may partly justify a higher rating.!¢

5.3. Low Default Rate, Implicit Guarantees, and Rating Migration

5.3.1. Low Default Rate

One main reason for the high credit ratings is the very short and limited history of
defaults in China. The first onshore public bond default occurred only in 2014. The
amount that defaulted in the Chinese bond market was only 1.34 billion RMB in 2014,
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Panel A: Nonfinancial corporate issuer ratings by outstanding bond balance, 12/31/2019
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FIGURE 5.7. Rating distribution by outstanding bond balance and number of issuers, 2019.
Source: Wind database. Notes: The authors sum up the outstanding bond amounts and count
the number of issuers for each rating class using all corporate bonds available on 12/31/2019
(seetable 5.1 for authors’ definition of corporate bond categories). Excluded are all asset-backed
securities (ABS, # /=X 4F4E4) in the corporate bond category. Since the “issuer” performs an
“underwriter” role to these ABS securities, the issuer ratings do not represent the creditwor-
thiness of the security.

reached 34.7 billion RMB in 2017. The amount of defaults jumped to a new high of 145
billion RMB in 2019 (figure 5.8, Panel A, discussed in section 6.1). This surge in corpo-
rate defaults was triggered by challenging refinancing conditions and increasing re-
demptions (mentioned in section 4.3) caused by tightened regulation starting at the
end of 2017. However, from the first default in 2014 until the end of 2019, these defaults
represented only 0.3% of the overall outstanding amount, suggesting a rather small
default probability relative to global counterparts. See more details on corporate bond
defaults in section 6.

5.3.2. Rating Migration

As the number and amount of defaults start to increase, though at quite low levels, one
might expect that this trend slowly but steadily would soften the skewness of the rat-
ings distribution. However, the opposite has been the case so far. From the first default
in 2014 until 2019, there were about 12 times more upgrades than downgrades (table 5.8).
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Table 5.7. Top 10 Corporate Issuers in China Onshore Bond Market

International
Outstanding ~ Domestic issuer rating
(billion issuer (S&P, Moody’s,
Issuer RMB) rating Fitch)
Central Huijin Investment 307 AAA NR
(P RICEI)
State Grid Corporation of China 227 AAA Al/A+
(B R M)
China National Petroleum Corporation 204.96 AAA A+/A1/AA
(%)
State Power Investment Corporation 181.94 AAA A-/A2/A
(B R A 450 4l)
Tianjin Infrastructure Construction 160.4 AAA NR
& Investment Group
(REB R A BRI R )
China Southern Power Grid 136 AAA A+/A1/A+
(PE&EF ER)
Datong Coal Mine Group 122.82 AAA NR
(CNERETE si))
Shougang Group 106.5 AAA A-
(BRI H)
Shaanxi Coal and Chemical Industry 104.5 AAA NR
Group
(F& T L kAl T)
China Three Gorges Corp 99 AAA A/A1/A+

(P A Kz = k)

Source: Outstanding numbers and domestic ratings are from Wind bond database. International issuer
ratings are from S&P, Moody’s, and Fitch databases, respectively.

Notes: S&P: https://www.standardandpoors.com/en_US/web/guest/home; Moody’s: https://www.moodys
.com/; Fitch: https://www fitchratings.com/site/home. Outstanding numbers are as of 12/31/2019.

Of the 1,863 bond issuers, 887 received rating upgrades, only 71 were downgraded, and
the vast majority of 905 remained at the same rating level over those four years until the
end of 2019. The biggest rating migration occurred for the AA-rated bonds where over
81% were upgraded and only 4.6% were downgraded. Of the large share of AAA-rated
bonds, only 2.4% were downgraded. The mismatch between increased defaults and an
ongoing trend of an upward bias in rating changes lets many commentators doubt
whether the upgrades are backed by improvement in credit fundamentals. Alternatively,
they suggest that this phenomenon is related to the fierce competition among the many
Chinese rating agencies that we cover in section 5.5.

Rating migrations are also discussed in the context of their timing, which is some-
times seen as too late or too hesitant, despite signs of weakening cash flow and earn-
ings. As illustrated by the examples given in section 6, rating changes in the cases of
bonds that later eventually defaulted often occur alongside announcements and media
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Panel A: Defaulted bonds, number and amount
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FIGURE 5.8. Number and amount of defaults by year. Source: Wind database credit bond re-
search (Defaulted Bond Summary Table and Issuers First Default Table). Notes: The authors
reportthe number and the amount of defaulted bonds, both in amounts (Panel A) and percentage
(Panel B, relative to all corporate bonds). They countthe principal value of defaulted bonds only
(excluding interests). They keep only one record for duplicate events caused by defaulted dual-
listed bonds, except Jiangquan and Hongchang Gas (for these two issuers, the two records on
the same date are separate default events: one for principal, the other for interest). Private firms
include all firms in the sample that are not SOEs. All numbers are as of the end of each year.

reports of financial distress. This somewhat limits the use of ratings as an early warn-
ing system for investors.

5.3.3. Implicit Guarantees

The low default rate and trends in rating migration are often related to implicit guaran-
tees. While it is difficult to quantify the amount of defaults that are prevented by gov-
ernment support, in some cases ratings are obviously adjusted because of an expected,
although not legally binding, moral commitment of the Chinese government. As an ex-
ample we refer to the bonds issued by the four asset management companies (AMCs,
#/= &2 4)) that were established in 1999 to purchase a total of 2.4 trillion RMB in

printed on 2/8/2023 10:29 PMvia . Al use subject to https://ww.ebsco.conlterns-of-use

133



"6102/1E/TT PUe $T0/T/1 U0 paydrews a1e sGurjel s, 1onsst yoey ‘sSurer 1onsst 9ARdsar 1oy Yim ¢10z/1¢/¢1 Uo d[qe[reae spuoq 93exodiod Jo 3sif [[nJ & yim urdaq

"XLIjew uorerdrur 3urjer ayj ur s[[2d Surpuodsariod Iy} 0) paudIsse usy) axe AdY) “IaNSsT yoes 10J SSUTIer 0M] 93 YIAM

stoyine ay} ‘A[peoyads 910 ‘s1ansst pajer-jou Jurpnidxa ‘610z/T1€/<T PUe F10¢/1/T U0 SSUTIel Y)Im SIaNSST JO ATUO SISISU0D XLIjew uorjerdrur Sutjer Siy L, :SojoN
"aseqRIRP PUIA 9047105

€981 0s 89 £99 £9S 119
Mo[Rq
£991 €ee8 14 8 6 [44 6 0 0+v
6,71 8¢'¥ €908 ¥8¢ €l 44 781 6¢ 9 -VV
€86V 0¥ 609¥ 606 [44 1 €av 29¢ LS \A4
691y 60V [1a £9¢ 9 1 8 €G1 661 tVV PYLOZ/T/T
9926 qe'e °I°r4 1 1 0 14 6¥C VvV jo se s3uney
(%) (%) (%) sappaSdpn  sdanss| Mo VvV VYV HVV 1444
WPIUIDIN sapviSumo( Jo# 10 +Y

610Z/1€/T1 Jo sv sSunmy

19y)Je|\ puog @J0ysuQ s,euly) ul sepesbumoq jemq sepesbdn 'g'go|qel

use subject to https://ww.ebsco. conlterns-of-use

Al

- printed on 2/8/2023 10:29 PMvia .

EBSCChost



EBSCChost -

BOND AND INTERBANK MARKETS

nonperforming loans from commercial banks. The rating agencies classified the AMC
bonds not as speculative, but as part of the highly rated Chinese sovereign debt, expect-
ing the Ministry of Finance to intervene in case of default. Although implicit guarantees
are not a uniquely Chinese feature, as the case of Fannie Mae and Freddie Mac in the
United States illustrates, the degree of implicit guarantees is likely more severe in China
as a result of more widespread or closer links of corporations to the government.

5.4. Regulatory Framework

The regulatory framework is another important factor that supports clustering in only
the three highest rating classes.

5.4.1. Rating Requirements

For corporate bonds to be qualified for public issuance, minimum ratings are manda-
tory, but in most cases only one rating is required. This makes it often the main motiva-
tion for issuers to buy a rating and invites rating-shopping. The specific regulatory re-
quirements vary with the bond type and are set by the respective regulator. For instance,
in the interbank market, NAFMII asks for commercial paper and medium-term note is-
suers to be rated AA- or above.'” For exchange-traded corporate bonds that are issued to
retail and qualified investors, they generally need an AAA rating, except for issuers in
the property sector where a rating of AA or above is sufficient. However, the CSRC has
removed the rating requirements for corporate bonds that are issued only to qualified
investors. Also, the NDRC has its own rating requirement for enterprise bonds. Guaran-
tees are only required for LGFVs with debt-to-assets ratios of 65% or above. No guaran-
tee is needed in the cases of an AAA-rated issuer of an enterprise bond with ratios below
85% or an AA+-rated enterprise bond issuer with ratios below 80%.

5.4.2. Repo Eligibility and Haircuts

The possibility to use a bond as collateral in a repo transaction, which is essentially col-
lateralized borrowing, is an additional value to bondholders. The greater the “haircuts,”
the lower the capacity of collateralized borrowing. Bond issuers may therefore be hesitant
to issue bonds that lack this property. The repo eligibility of corporate bonds is limited, as
they are generally only accepted by nonbank financial institutions while banks accept
only government bonds. Further, money market funds, as key players in the liquidity
provision, are allowed to accept only bonds rated AA+ or higher as repo collateral.

The repo eligibility on the exchange market is even more restricted owing to its cen-
tralized nature. In this market, investors conduct repo transactions against the CSDC,
which serves as the Centralized Counter-Party (CCP, ##x57%) and sets bond-specific
haircuts. Chen et al. (2018) document that haircuts are almost entirely determined by
bond ratings, and explore the December 2014 policy shock when the CSDC suspended
the repo eligibility for enterprise bonds with ratings below AAA. Later in 2017, the CSDC
tightened the required minimum rating from AA to AAA for exchange-traded corpo-
rate bonds.

Overall, the regulatory framework offers clear incentives to issue ratings only in the
very high-rated categories. It seems unlikely for bond issuances to receive a broader range
of credit categories without at least some further loosening of the regulatory restrictions
in that respect.
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5.5. Rating Agencies

The specific structure of the rating agency industry in China is a further reason for the
upward-skewed ratings in China. After a brief historical review, we discuss the increas-
ing diversification by nationality, the incentive model of rating agencies, and possible im-
pacts on the rating distribution.

5.5.1. A Brief Historical Review and Licensing

An early form of rating agencies was already established in 1987 when the State Council
issued “Regulatory Guidelines of Enterprise Bonds,” which introduced ratings in their
guidance of bond issuance. At first, ratings were offered by credit rating departments in
provincial branches of the PBC. Later several independent rating agencies were launched,
in some cases as spin-offs of the previous rating departments. The PBC regulations on
the types of bonds and loans requiring a rating became mandatory from 1993 onward,
further fueling the offering of rating services. To ensure quality and consistency in the
rating agency industry, since 1997 the PBC has demanded that corporate bonds must have
at least one rating from a PBC-approved agency. It also has limited the number of quali-
fied rating agencies to nine. In 2006, the CSRC followed with a formalized licensing pro-
cess for credit rating agencies covering bonds regulated by the CSRC. Today, each of the
three regulators covering corporate bonds (NAFMII, NDRC, CSRC) issues separate lists of
qualified agencies for rating bonds under their respective program. Consequently, a rating
agency usually needs to get approval from more than one regulator, depending on which
types of bonds they are providing rating services for (table 59).® Recognizing the frag-
mented accreditation process for rating agencies, in 2014 the State Council started to issue
notes that simplify and at least partially deregulate the accreditation of domestic agencies.

5.5.2. Nine Approved Rating Agencies

The international rating agency industry is famously dominated by three U.S.-based
agencies: Moody’s, Standard & Poor’s (S&P), and Fitch. About 95% of all globally out-
standing ratings are currently provided by these so-called Big Three.’ China has a rela-
tively large number with nine recognized domestic credit rating agencies (table 5.9 pro-
vides an overview on market share and accreditation). However, six agencies (or four,
counting the sub-institutes as one) dominate with a market share of 81% of the outstand-
ing bond issuance in China: Chengxin (Chengxin Securities Rating and Chengxin Inter-
national Rating), Lianhe (China United Rating and China Lianhe Rating), Dagong Global
Credit Rating, and Shanghai Brilliance Investor Service. Both Chengxin and Lianhe have
a domestic agency licensed by the CSRC to offer ratings in the exchange market, and also
have a separate joint venture, licensed by the PBC, with a minority ownership of an inter-
national rating agency to offer ratings in the interbank market. The fully domestically
owned Chengxin Securities Rating, China United Rating, and Dagong were founded in
1992, 2002, and 1994, respectively. Chengxin International Rating was established in 2006,
and 49% of its shares are owned by Moody’s; Lianhe Rating was established in 2007, and
49% of its shares are owned by Fitch. S&P has had a partnership with Shanghai Brilliance
Investor Service since 2008. It is worth emphasizing that all the joint-ventured rating
agencies mentioned above operate completely separately from their corresponding inter-
national global rating agency, which takes no active role in the joint ventures.
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Throughout this time, the global rating agencies could have only minority stakes in
joint-venture operations. Further, they were not accredited to issue “national ratings,”
or ratings of Chinese firms issuing bonds onshore. Instead, the global agencies assign
“international ratings” for Chinese firms issuing bonds offshore. In July 2017, the PBC
announced liberalization steps on both accounts. Global rating agencies will be allowed
to register for rating services in the China interbank bond market and to own a majority
stake in an accredited agency, provided that the agency meets some criteria in terms of
market experience and corporate governance.

Aside from the five major agencies (China Chengxin Securities Rating, China Chenxin
International Rating, China United Rating, China Lianhe Rating and Dagong Global
Credit Rating) mentioned above, there are four domestically owned accredited agencies
with a relatively small market share. Shanghai-based Shanghai Brilliance was founded in
1992, Pengyuan Credit Rating based in Shenzhen in 1993, Golden Credit Rating Interna-
tional based in Beijing in 2005 (often labeled as “Orient” in the market), and China Bond
Rating Corporation in Beijing in 2010. China Bond Rating Corporation is the only agency
operating under an investor-pays model, a topic that is covered in the next section.

5.5.3. Little Differentiation of Rating Agencies
While, in the early days of rating agencies in China, a standardized procedure was found
missing, today the rating industry is seen as too homogenous. Rating methodologies,
including the specific factors and weights that are used to determine default probabili-
ties, may only differ slightly. Also, rating decisions across domestic agencies offer little
variation and are also similar in timing. None of the domestic agencies has gained a clear
advantage in reputation or market leadership. Consequently, the rating industry in China
is highly competitive, with similar fee structures. For agencies, the incentive to proac-
tively downgrade an issuer is low. The problem worsens as bond issuers often aim for
just one rating in order to fulfill regulatory requirements. This is obviously only the case
under the issuer-pays model, which is the international standard and the model for eight
of the nine officially approved Chinese agencies. Recognizing the challenging incentive
structure, in 2010 the NAFMII installed an agency China Bond Rating Corporation (CBR,
¥4 #1%) that operates under the investor-pays model. On average, the CBR offers a stricter
rating scale, with ratings two to three notches below those given by the issuer-pays model.
Little difference is noticeable in rating assignments between the joint ventures and
the fully domestically owned agencies. It remains to be seen to what extent the recently
allowed entrance of foreign rating agencies will change the upward bias in ratings.
Comparing ratings from domestic versus global agencies, Jiang and Packer (2017) find the
latter to be six to seven notches lower on average. Furthermore, they find differences in
underlying drivers. Domestic agencies weigh size more positively in the risk assessment,
while global agencies weigh profitability and state ownership more positively and le-
verage more negatively. These findings can only serve as an indication, since currently
the sample of bonds rated by both domestic and global agencies is limited. Moreover, as
long as a single domestic rating fulfills the regulatory requirements, the appetite of do-
mestic issuers to buy an additional global rating remains unclear. This status quo might
change, however, once Chinese issuers see value in broadening their investor base and
tapping the large but still underutilized pool of foreign investors, particularly institu-
tional ones.

printed on 2/8/2023 10:29 PMvia . Al use subject to https://ww.ebsco.conlterns-of-use



EBSCChost -

BOND AND INTERBANK MARKETS

5.6. Outlook

The large and increasing Chinese bond market contrasts with its low diversification in
credit risk as measured by ratings. This chapter has mentioned a series of contributing
factors. Therefore, a change might not be imminent for the ratings provided by the ap-
proved agencies covered here, though shortcomings of the current narrow and upward-
skewed rating distribution are obvious. Consequently, there is a strong appetite for al-
ternative rating procedures, especially due to rising interest from overseas investors. A
straightforward approach already used by some market participants is to complement
the third-party rating agencies with market-implied credit ratings, which are determined
by comparing the bond’s secondary market value against valuation indices. Along these
lines, in October 2017, the CCDC announced a plan to offer market-based ratings, using
available information through their oligopolistic custodian and clearing services. We
can expect more market-driven initiatives of this kind.

6. CREDIT SPREADS AND DEFAULTS IN THE
CHINESE BOND MARKET

Ever since early 2014, China has witnessed a wave of credit events, which quickly peaked
in 2016, mainly driven by the tightened liquidity and a deepening financial deleveraging
campaign. Despite the comparatively tiny amount of defaulted bonds relative to the en-
tire market, the jitters aroused by the default shocks have expanded far beyond the bond
market—even to the entire Chinese financial system and the macro economy. Investors’
expectations of an implicit government guarantee gradually broke down; financial insti-
tutions ceased taking it for granted that corporate bonds are absolutely safe and began to
put more and more emphasis on the credit risks underneath the firms.

6.1. Bond Defaults in China: A Summary

The unprecedented bond default event of “11 Chaori Bond” that occurred on March 5,
2014, marked the elimination of an implicit government guarantee, thus opening a new
era of the Chinese bond market. The issuer, Shanghai Chaori Technologies Inc., failed to
pay its interests in full in the exchange market, constituting the first-ever default in Chinse
bond markets. Section 6.3 reviews several landmark default cases in the Chinese bond
market, and discusses recent progress in bankruptcy rulings in the country.

As of December 31, 2019, there have been 419 defaulted bonds, involving 154 issuers
in total. Panel B of figure 5.8 plots the distribution of these default events since 2014, as
a fraction of the entire corporate bond market in China, based on the Wind database. A
total of 128 private firms have defaulted, constituting the majority of the issuers sunk in
defaults. For state-owned firms, there were 16 defaulting SOEs owned by local govern-
ments, while only 10 were central SOEs. Industry-wise, before 2017, defaults were con-
centrated in those overcapacity “old economy” sectors like coal, steel, and commodity-
related industries; but in 2018, the fraction of defaulting firms in the “new economy” rises.
Finally, the percentage of total RMB value amount of defaulted bonds remains quite low,
standing at 0.6% in its peak year of 2019. In contrast, the global counterpart during 2008—
2017 was 1.8%, according to a recent report by Moody’s.?’
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FIGURE 5.9. Credit spreads of enterprise bonds in China across ratings. Source: Wind database
bond yield analysis. Note: This figure depicts the one-year credit spreads of bonds with differ-
ent ratings (AAA, AA, A, BBB+) from the start of 2012 to 2019. Credit spread is the bond yield
minus the corresponding CDB spot yield for each rating.

6.2. Defaults, Bond Ratings, and Credit Spreads

Credit ratings should reflect the bonds” default probabilities. Before 2014, ratings were
not that indicative in China, as a result of the widely perceived “implicit government
guarantee” among bond investors. The uptick of bond defaults in recent years brings
investors’ attention back to ratings. Figure 5.9 plots the credit spreads of enterprise bonds,
which are defined as the bond yield minus the matched CDB yield, across all ratings
classes since 2012. The credit spreads of lower-rated enterprise bonds (A and BBB+) ex-
perienced a clear upward trend since early 2014, dipped a bit in 2017, but soared again in
early 2018.

Typically, both bond-level and issuer-level ratings are downgraded before the default
event, following negative public announcements by firms. This partly explains the dis-
persion of credit spreads across ratings in figure 5.9. For example, before the default of “16
Katie Bond” on June 1, 2018, the bond rating status was adjusted to “Negative” on Septem-
ber 1, 2017, and the issuer, Sunshine Katie Co., Ltd., was downgraded by Pengyuan (one of
the rating agencies) to “BBB” and put in the “credit risk” watch list on May 8, 2018.

The evolution of the credit spreads and their dispersions shown in figure 5.9 reflect
not only the perceived default probabilities across various rating classes, but also the
credit conditions of the bond market as a whole. The surge of bond defaults in the Chi-
nese bond market, continually tightening credit, and the overall policy environment in
combination with investors’ jitters have all contributed to the spiking credit spreads.

The ever-growing default incidents in recent years have ignited investors’ concerns
about credit risks, though in the authors’ perspective these temporary market disrup-
tions are inevitable pains that China has to go through to reach a more market-oriented
financial market. For instance, credit risk mitigation agreement (CRMA) and credit risk
mitigation warrant (CRMW), which are essentially credit default swaps (CDS) deriva-
tive products and were initially introduced in 2010, gained their popularity following
the recent wave of corporate defaults. Moreover, tightened regulations by Beijing, start-
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ing in late 2017, on wealth management plans, together with the government-led dele-
veraging campaign, further curbed the inflow of funds toward corporate bonds, espe-
cially those lower-rated ones on the edge of defaulting. This worsens their default
probability and, in turn, makes institutional investors even more cautious in purchas-
ing the bonds newly issued by these firms. This type of negative rollover spiral caused
by market liquidity dry-up is responsible for the explosion of bond defaults in early 2018.2!

6.3. Bond Default Cases, Bankruptcy, and Post-Default Recovery

This section discusses several recent prominent bond default cases in China.?> These
cases also illustrate the underdeveloped legal environment in China, as well as the un-
certain bankruptcy litigation procedures that bond investors face when seeking recov-
ery of their defaulted bonds.

Before delving into these detailed default cases, this section provides a bit of back-
ground on China’s bankruptcy laws. A well-functioning bankruptcy law, including terms
for restructuring and reorganization, is vitally important to business owners and inves-
tors. There are three types of bankruptcy proceedings: liquidation, settlement, and reor-
ganization. China introduced the Enterprise Bankruptcy Law in 1986, although it was
the 2006 reform that led the country on a path toward convergence with international
practice, as this reform included reorganization proceedings that are similar in nature
to those of Western bankruptcies and restructurings.

Despite these positive changes, many concerns about implementation of the bank-
ruptcy code remain nowadays, owing to a lack of legal infrastructure, disparate court
systems, and potentially ongoing moral hazard issues particularly related to SOEs. Be-
sides, key differences remain between China and U.S. or U.K. bankruptcy proceedings,
including a lack of debt-in-possession financing in China and the inability of creditors
to propose a plan of reorganization.

6.3.1. Shanghai Chaori Solar (Li#%#R)

On March 4, 2014, Shanghai Chaori Solar, a privately held solar equipment producer, an-
nounced that it would not meet interest payments on its 1 billion RMB bond issued in
the exchange market. This was the first case of a publicly issued bond default in China.
Despite the small bond size, this event was still a big deal to market participants because
until that point it seemed as though the government would support struggling compa-
nies to keep defaults from occurring.

What happened in the end? In October 2014, a number of state-owned entities, mostly
asset management companies (including China Great Wall Asset Management), worked
together to provide loans and guarantees to Shanghai Chaori Solar. With this help, Shang-
hai Chaori Solar fully repaid its past-due principal and interest. This led analysts to say
that this action was “good for investors but bad for credit pricing,” as many practition-
ers argue that real credit defaults in China would reduce the guise of moral hazard in
the economy and therefore lead the country to develop a healthier credit market.

6.3.2. Baoding Tianwei (#& % X &)

On April 21, 2015, Baoding Tianwei missed an interest payment on its 1.5 billion RMB
medium-term note. While this was the third onshore default in 13 months, the Baoding
default was meaningful in that it was the first for a 100% state-owned enterprise. Baoding

printed on 2/8/2023 10:29 PMvia . Al use subject to https://ww.ebsco.conlterns-of-use

141



EBSCChost -

142

CHAPTER 5

Tianwei had been established in 1995 as a unit of China South Industries Group, a military
and defense company wholly owned by the State-Owned Assets Supervision and Ad-
ministration Commission (SASAC, B##%). As such, the default of Baoding on 1.5 billion
RMB of bonds (and later up to 4.5 billion RMB) was a meaningful shift in the govern-
ment’s stance toward SOEs. With over 90% of corporate bonds outstanding issued by
SOEs, this was an important event in China’s history. While the company’s issues have
yet to be resolved, it has since defaulted on additional debt outstanding and formally
filed for bankruptcy. Jin et al. (2018) have studied this historical event to estimate the value
of an implicit guarantee in the Chinese bond market.

6.3.3. Sichuan Coal Industry Group (N%:%H)

A local SOE called Sichuan Coal Industry Group defaulted on its 1.05 billion RMB bond
principal in June 2016. The local government quickly stepped in and provided emergency
financing to the company, which was then able to pay back bondholders in full. The com-
pany repaid investors with entrusted loans from the state-owned Sichuan Provincial
Investment Group, which in turn obtained loans from the Bank of Communications and
other state-owned banks. Then, in December 2016, only five months after paying bond-
holders in full, Sichuan Coal defaulted again, as its operating metrics could nowhere near
support its debt load. The government’s intervention in June and July 2016 had only
“thrown good money after bad.” This example highlights the uncertain process with
which different defaults have been handled in China.

6.3.4. Guangxi Non-Ferrous Metal (57 &# &.)

Another SOE bond default involves Guangxi Non-Ferrous Metal (GNFM), which is
owned by the Guangxi provincial government. This case is unique because of the sheer
size of GNFM’s capital structure, which includes 14.5 billion RMB in debt outstanding.
Also, after GNFM failed to propose a reorganization plan within six months after a court
order, the restructuring period was brought to a close and the company declared bank-
ruptcy; GNFM became the first interbank bond issuer to declare bankruptcy.

The failure of the plan of the reorganization was said to stem from the actions of
the court-appointed administrator, who did not properly take creditor demands into ac-
count when forming the plan. In reaction to the proposed plan, one lawyer said, “Bank-
ruptcy law in China is not aligned with the interests of the creditors, and the fact that
the administrators are always appointed by a court raises the suspicion that there is
government intervention.”?? But one has to see the positive side of this case, in which
the Chinese government did not intervene to provide financing to GNFM or have
government-backed asset management companies do so. This shows that the “implicit
guarantee” is fading away and the Chinese government is letting the Enterprise Bank-
ruptcy Law and the markets determine the fate of an increasing number of private en-
terprises and SOEs.*

6.3.5. Dongbei Steel (#4¥4R)

In a precedent-setting case for the Chinese bond market, Dongbei Steel agreed to a re-
structuring plan in 2017 to settle with its outstanding creditors. Dongbei Special Steel
Group, a company that is majority owned by the Liaoning provincial government, de-
faulted on its 0.8 billion RMB commercial papers in March 2016. In August 2017, credi-
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tors mostly agreed to “haircuts” in order to settle the first restructuring of an onshore
bond default in China. The plan, which involves restructuring of 45.6 billion RMB, called
for the following:

¢ Creditors owed less than 500,000 RMB are repaid in full.

e Nonfinancial creditors and bondholders that are owed more than 500,000 RMB
could elect for a one-time cash payment of 22.09% of the amount owed or have
their bonds converted into equity.

¢ Financial creditors owed more than 500,000 RMB could have their amount owed
converted to equity.

¢ Two strategic investors would inject a combined 5.5 billion RMB into the com-
pany in exchange for a 53% equity stake in the company. Creditors convert into
the remaining 47% of the equity.

As the first market-led restructuring, Dongbei presented an important test case for
future progress in corporate bankruptcy procedures. It set precedents akin to restruc-
turings in the United States and the United Kingdom. While this could increase overall
default rates in China, it could greatly improve economic efficiency and overall dyna-
mism throughout the country.?

This section concludes by highlighting that “government-led/-coordinated solutions,”
especially by local governments, are one of the most prominent Chinese characteristics
when dealing with defaulted bonds. For either economic or political reasons, or usually
both, Chinese local governments often rescue failing firms by either issuing relevant
guidance documents, or pushing other healthy local SOEs or financial institutions to in-
ject capital. However, local governments do not have unlimited resources. The wave of
breaking “implicit guarantees” should help local authorities to escape from the notion
of unconditionally rescuing “zombie” firms, and should alleviate the notorious soft-
budget-constraints problem that still looms in China’s economic and financial reform
practices today.

7. DATA SOURCES ON CHINESE BOND MARKETS

This section briefly summarizes commonly used data sources for conducting research
on China’s interbank market. The data on the exchange market can be obtained directly
from the stock exchanges.

7.1. Data from Wind

Wind Information Co. (Wind, 7 #) consolidates various data sources and offers compre-
hensive data access for interbank bond market data. At the bond level, Wind provides
data on individual bonds’ characteristics and time series of daily trading. Variables of
bond characteristics include bond-issuance information, the issuer’s financial statement
information, and so on. Variables of daily trading include close clean price, dollar trad-
ing amount, and the like. In addition, data on yield-to-maturity based on secondary mar-
ket transactions calculated by the CSDC (available from www.ChinaBond.com.cn) can
also be downloaded through Wind. At the market level, Wind aggregates individual
bonds’ issuance and trading information by bond category, maturity, region, rating, and
so forth. Wind also collects information on depository market and investor composition
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for various bond types. Besides gathering data on bond characteristics and trading,
Wind has several special statistics on interbank market, such as bond credit risk analy-
sis, convertible bonds, overseas bonds, open market operations, asset-backed securities,
and interest rate swaps, among others.

7.2. China Foreign Exchange Trading System

The secondary market bond trading in the interbank market is conducted through the
China Foreign Exchange Trading System (CFETS). It provides several standard bond
data products for practitioners and academic researchers, including bond transaction
data aggregated at daily frequency, effective bond quote data as of the end of each trad-
ing day, and interbank market spot and repo transactions aggregated at the institu-
tional category level at daily, monthly, and quarterly frequencies, and so on. Among all
standard products, the daily bond quote data and transaction by category data are pro-
prietarily provided by the CFETS and not available from other data vendors. In addi-
tion, customized data service is possible for academic research on receipt of a written
research proposal.

7.3. PBC Statistic Reports

The People’s Bank of China releases various statistic reports covering the interbank mar-
ket, including Financial Market Statistics, Financial Statistics Data Report, China Finan-
cial Stability Report, and similar reports. Most PBC statistics are also available from Wind
and can be directly downloaded from the PBC website (under the Department of Statis-
tics). Some reports, such as the China Financial Stability Report, are only available in
hard copy.

7.4. 1ssues in Using the Interbank Market Data

Bond data quality of commercial vendors in China is on average lower than those in the
U.S. market (e.g., in the TRACE dataset). Owing to the complexity of the interbank mar-
ket, sometimes the same variables provided by two different data sources can be incon-
sistent. Researchers have to dig into details of the original data description files and reg-
ulatory documents to pick the right one. Finally, researchers should pay special attention
to noticeable changes in time-series variables, as the measurement of statistics changes
more frequently in China than developed countries, due to volatile policy and regula-
tory guidelines.

NOTES

The authors thank Tianshu Lyu (Research Professional at Fama-Miller Center) for excellent re-
search assistance in preparing this chapter; Chang Ge for assistance with preparing section 5;
Andrew Levin, who contributed to section 6.3; and Zhuo Chen (Tsinghua University), Kai Guo
(People’s Bank of China), Jinyu Liu (University of International Business and Economics), and
Rengming Xie (CITIC, China) for many useful comments and discussions. Zhiguo He acknowl-
edges financial support from the Macro Financial Research program’s China Initiative at the
University of Chicago.

1. In 2018, the ratio of bond-to-stock in China experienced a noticeable uptick, to reach 197%, due
to the sluggish Chinese stock market in that year.

2. Besides these two major bond markets, there is also a counter trading system through which
retail investors trade bonds with commercial banks at their bank counters. This retail over-the-
counter market can be considered a natural extension of the interbank market.
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The Big Five banks: Bank of China, Construction Bank of China, Commercial and Industrial Bank
of China, and Agricultural Bank of China (these banks are often called the Big Four) and the
Bank of Communications. The issuance of NCDs, especially for rural commercial banks, was
severely curtailed by the recent macro-prudential assessment regulatory tightening starting in
May 2017.

In other papers, these bonds have also been called urban investment construction bonds, or
chengtou bonds, the transliteration of its Chinese name. Bai and Zhou (2018) offer the first com-
prehensive study on the pricing of MCBs, and Liu et al. (2017) investigate the role of implicit local
government guarantees for these bonds.

Chinese stock markets have a higher turnover rate than U.S. stock markets, as the investor base
in Chinese stock markets is mostly retail driven instead of being composed of institutional
investors.

Suppose investors would like to sell their interbank holdings to the exchange market, perhaps
for a better exchange price. According to Chen et al. (2018), investors need to apply for transfer
of depository from the interbank market (the CCDC) to the exchange (the CSDC), which in 2014
took about three or four business days. The other way around, from exchange to interbank, took
slightly longer (about four to six business days). The transfer of depository has become quicker
in recent years, but still takes a few days.

Without market-based mechanisms at play, allocations of treasuries at that time were based on
apportionment via administrative channels.

These initiatives include the pilot program of convertible bonds and the short-lived episode of
treasury futures trading on the exchange. The Shanghai Stock Exchange introduced treasury
futures contracts in December 1992, but terminated them in May 1995 after the infamous scan-
dal known as “The Event of Treasury Futures Contract 327" The treasury futures market in the
exchange was resumed in September 2013.

Chen et al. (2018) find that about 60% of investments in MCBs were by WMPs at the end of 2016.
This number is likely to represent an underestimation of the extent to which MCBs rely on WMPs
with the ultimate endorsement of banks. Before the 2017 regulation tightening China’s shadow
banking activities, it was popular for WMP managers to invest in asset management plans (or
even several layers of such plans, like CDO square in the U.S. market before the 2007-2008 fi-
nancial crisis), which then eventually invest in MCBs. The official statistics ignore this indirect
exposure of WMPs in MCB (hence introducing a downward bias of the authors” estimate). Ac-
cording to practitioners in this market, the rough estimate of the true exposure is that sometime
in 2016, about 70% of investment in MCBs was by WMPs.

These notes were placed in a local-government owned (Guangdong) exchange market but sold
through some peer-to-peer platform to retail investors, with the help of financial innovation. Re-
call that strictly a select group of sophisticated institutional investors is only allowed to invest in
PPNs. However, it turned out that many retail investors were buying pieces of PPNs issued by
Cosun Group, as a result of the financial innovation of a certain peer-to-peer lending platform.
After the credit event, Zheshang Insurance released documents carrying Guangfa Bank’s offi-
cial seals, showing that the bank’s Huizhou branch had promised the guarantee. However, the
headquarters of Guangfa Bank claimed that the guarantee documents presented by Zheshang
Insurance, together with official seals and personal seals, were “all fake.” See Shu Zhang and
Ryan Woo, “China Imposes Record Fine on Guangfa Bank over Guarantees for Defaulted Bonds.”
Reuters, December 8, 2017.

On the other way around, many Chinese firms have actively sought overseas funding sources
by issuing foreign-currency denominated bonds (Huang et al., 2018).

Unfortunately, data exists only for stock investments for QFIL. Therefore the total investment of
QFII and RQFII is estimated at 90% invested in stock and 10% in bonds, assuming the same in-
vestment structure for RQFII.

“Nonfinancial credit bonds” and “corporate bonds” are used as synonyms in this section.

Our sample of corporate issuers includes LGFVs (see section 2.2.3), through which local govern-
ments carry out their infrastructure projects (especially during the 2009 stimulus package; see
Chen et al., 2020). These firms often have explicit or implicit guarantee from local governments.
As a result, the rating distribution documented here is more upward-skewed compared to Deng
and Qiao (2019), who excluded LGFVs from their sample.

This is similar to the case of “stand-alone” versus “support” ratings assigned to some interna-
tional banks, which enjoy a lower default risk and higher all-in rating owing to government sup-
port schemes.
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17, For supercommercial papers, two ratings from different agencies are mandatory, with one being
AA or above.

18. Further, the China Insurance Regulatory Commission, the regulator of the insurance sector
(which was merged with the China Banking Regulatory Commission in early 2018), once issued
a list of recognized agencies for fixed income investments of domestic insurance companies.

19. The global agencies made earlier attempts to enter the Chinese rating industry but at the time
decided to disinvest. Fitch had a joint venture with Chengxin from 1999 to 2003 and Moody’s a
cooperative agreement with Dagong from 1999 to 2002.

20. This estimation is derived from “Annual Default Study: Corporate Default and Recovery Rates,
1920-2017” by Moody’s, which covers the credit histories of more than 25,000 corporate issuers
that had long-term rated bonds between 1920 and 2017.

21. Companies that defaulted in 2018 had much stronger balance sheets than those that defaulted
in 20162017, in terms of simple financial ratios like book leverage and interest coverage as cited
from an industry report by China International Trust Investment Corporation (CITIC)
Securities.

22. We appreciate Andrew Levin’s contribution to this section and have heavily drawn from his term
paper for the MBA class “Chinese Economy and Financial Market” at Chicago Booth that Zhiguo
He taught in the winter quarter of 2018.

23. Zhang Yu and Dong Tongjian, “Guangxi Nonferrous’ Creditors Veto Insolvency Plan,” Caixin,
November 2, 2016. The lawyer was reacting to a plan of reorganization that would have seen
creditors receive under 20% recoveries and a large amount of equity in lieu of their claims. In-
stead, the firm was placed in involuntary liquidation, being forced to start selling everything
from equity ownership of subsidiaries to even office supplies and desk chairs.

24. “Guangxi Nonferrous Metals is China’s first interbank bankruptcy,” South China Morning Post,
September 20, 2016.

25. The maximum cutoff of 500,000 RMB to receive full repayment is likely due to the deposit in-
surance in China implemented in 2015, which likewise sets a limit of 500,000 RMB. Perhaps more
importantly, it reduced the number of claimants drastically, paving an easier path toward
resolution.

26. Goldman Sachs Research, August 10, 2017.
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MACROECONOMIC EFFEGTS OF CHINA’S
FINANGIAL POLICIES

Kaiji Chen and Tao Zha

1. INTRODUCTION

Since the beginning of China’s economic reforms in 1978, the Chinese economy has
undergone three major phases. The first phase (1978-1997) marks an economy led by
growth and reforms of state-owned enterprises (SOEs). The economy in the second phase
(1998-2015) was driven by investment in large and capital-intensive enterprises, which
form what is called “the heavy sector.” The heavy sector includes both SOEs and private-
owned enterprises (POEs). In recent years (2016 to the present), observers have wit-
nessed a transition to what the Chinese government calls “a new normal economy.” All
three phases have been shaped by particular government policies. This chapter focuses
on the macroeconomic effects of financial policies throughout these phases and provides
stylized facts to substantiate our analysis.!

Financial policies in China can be defined as a set of credit policy, monetary policy, and
regulatory policy. Credit policy played an essential role in driving the SOE-led economy:.
Such a policy consists of a number of administrative tools, such as loan quotas and win-
dow guidance to limiting credits to specific sectors or industries. For the investment-
driven economy, monetary policy, coupled with credit policy, played a crucial role in
promoting overall economic growth. Monetary policy was particularly potent in com-
bating the 2008 financial crisis in the short run, but with the cost of a high debt burden
in the long run (measured by the debt-to-GDP ratio). Most of the stimulus was channeled
to real estate and infrastructure, which formed a large portion of the heavy sector.

Since China’s massive monetary stimulus of its economy in 2009, the effectiveness of
its monetary policy has been eclipsed by the rise of shadow banking, owing to lax regu-
latory policy. In recent years since 2016, improvements have been made in coordination
between monetary and regulatory policies within the framework of Macro-Prudential
Assessment (MPA). In particular, the Chinese government has placed a number of uni-
fying rules on asset management across several financial sectors (e.g., across formal bank-
ing and shadow banking).
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The impacts of China’s financial policies work through transmission channels differ-
ent from those in developed economies. Bank credits have always played a special role
in promoting the country’s economic growth. And the government has always given
preferential credits to certain firms or industries, although the preference has shifted
through the three different phases.

In the SOE-led economy, credit preference was given to SOEs. As a result, SOEs, espe-
cially those in the light sector (e.g, the textile industry), suffered from problems with
excess capacity and overleverage. Most of these SOEs were small and medium-sized. In
the late 1990s, reforms were focused on SOEs by reducing overcapacity of small and
medium-sized SOEs.? In Chinese this movement is called “Grasp the large and let go of
the small.” Reforms in the banking sector also focused on granting nonperforming
loans to SOEs with overcapacity.

In the investment-driven economy, preferential credits were given to the heavy sec-
tor (e.g., real estate and infrastructure). During this phase, most industries in the heavy
sector were favored by the Chinese government as part of the government’s industrial-
ization policy to promote that heavy sector. Two commonly discussed phases occur dur-
ing the investment-driven period: the privatization-driven phase (a transition of a large
number of SOEs to POEs) and the export-driven phase. During the transition from SOEs
to POEs, most medium-term and long-term bank loans were directed to capital-intensive
firms (often large firms), no matter whether these firms were POEs or surviving SOEs.
The growth decomposition described in this chapter shows that while the efficiency gain
measured by the contribution of total factor productivity (TFP) growth to GDP growth
was far from trivial, capital’s deepening through investment in both SOEs and POEs was
a dominant factor, since the government’s financial policies were designed to promote
the capital-intensive (heavy) sector. For this reason, this chapter does not emphasize the
privatization-driven phase during the investment-driven period.

After joining the World Trade Organization (WTO) in 2001, China experienced what
is called “the export-driven phase,” in which exports exploded. One might believe that
the rapid rise of investment in the export-drive phase was directly driven by the growth
of exports. As Huang et al. (2015) find, however, the capital intensity of the export sector
declined as exports grew, suggesting that the major channel for exports to contribute to
GDP growth is via the TFP increase, not through capital deepening,.

This chapter documents that capital deepening was the most important source of GDP
growth in China between 1998 and 2016. Emphasizing the driving engine of investment
during this period by no means rules out the important role that either exports or the
transition from SOEs to POEs played in GDP growth via the TFP increase. In fact, TFP
contributed to about 32% of China’s GDP growth during the investment-led period and
played a more important role in the early stage of the investment-led economy.

The asymmetric credit allocation in favor of the heavy sector was exacerbated during
the stimulus period (2009-2010). The main consequence was overstock in the real estate
sector, overcapacity in industries supporting real estate, and overleverage in both real
and financial sectors. Reforms in this economy, different from those in the SOE-led econ-
omy, focused on destocking the real estate, deleveraging certain overcapacity firms (e.g.,
steel, cement, and glass), and also deleveraging the financial sector.

While these reforms continue in the “new normal” economy, China faces new chal-
lenges. In particular, financial reforms have unintended consequences. For example, fi-
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nancial deleveraging has reduced bank credits to nonbank financial institutions and thus
also reduced shadow banking loans to POEs. At the same time, the default rates of POEs
and therefore of systemic risks have increased. SOEs in upstream industries, however,
have continued to receive preferential credits and so remain unproductive and monop-
olistic. Implicit guarantees by local governments to such “zombie” firms make difficult
the deleveraging of corporate debts.

The rest of the chapter is organized as follows. Section 2 provides the institutional
background of China’s financial policies. Section 3 analyzes the macroeconomic impacts
of financial policies on the SOE-led economy, on the investment-driven economy, and
on the new normal economy. Section 4 concludes the chapter.

2. INSTITUTIONAL BACKGROUND OF FINANCIAL POLICIES

2.1. Review of Financial Policies

As defined in the introduction, China’s financial policies consist of credit policy, mone-
tary policy, and regulatory policy. This section reviews these policies” interactions in the
context of their impacts on the macroeconomy.

2.1.1. Credit Policy

First under discussion, credit policy was carried out mainly through administrative
means. In 1984, the aggregate credit volume was chosen to be the intermediate target of
monetary policy. Credit quotas were allocated to the banking system that consisted of
the four major banks: Bank of China, China Industrial and Commercial Bank of China,
China Construction Bank, and Agricultural Bank of China. Local governments played
an integral part in allocating these credits through these banks’ local branches. The
limited coordination among local governments, however, made it impossible to control
the aggregate volume of bank credits and therefore their allocations” efficiency. In 1998,
the control of credit volumes as the intermediate target of monetary policy was eventu-
ally abolished.

From 1998 to 2017, the People’s Bank of China (PBC) used a target of growth rates of
M2 supply as an effective way to control aggregate bank loans and to promote an
investment-driven economy. Credit policy, via window guidance and loan quotas, was
also centralized to be in line with the growth of M2 supply. The PBC utilized window
guidance to control the total volume of bank credits and also to redirect loans to the tar-
geted industries (e.g., agriculture and small and medium-sized enterprises). Such loans
were made regardless of prevailing interest rates. In line with M2 growth, the PBC
planned the aggregate credit supply for the coming year at the end of each year and then
negotiated with individual commercial banks to redirect credits to targeted industries
when necessary during the coming year.

2.1.2. Monetary Policy

Before 1993, the PBC directly controlled the bank credit supply and its allocations often
at local levels. In 1993, for the first time, it announced to the public the index of mone-
tary supply; in 1996, it began a transition to using the money supply as an instrument
for monetary policy at the national level. In 1998 the PBC announced that M2 supply was
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FIGURE 6.1. Year-over-year growth of M2 supply and bank loans. Source: Chen et al. (2017).
Note: The black vertical bars mark the 2009 stimulus period. The first dashed vertical line divides
the SOE-led economy and the investment-driven economy. The second dashed vertical line
divides the investment-driven economy and the new normal economy.

the sole policy target. In May of that year, open market operations were initiated. From
then to the end of 2017, China adhered to this quantity-based monetary policy frame-
work, especially during the entire period of the investment-driven economy.

Monetary policy during the period of the new normal economy has undergone a grad-
ual transition from the quantity-based framework to the interest rate-based framework.
The discussion of this transition was initiated in the Thirteenth Five-Year Plan for “Eco-
nomic and Social Development,” held in 2016. In addition to its discussion of monetary
policy, the plan outlined a new normal economy that features financial reforms along
with a promotion of consumption growth to be supported by monetary policy. In 2018Q1,
for the first time since 1998, the M2 growth target was no longer among the government’s
key economic objects.

Figure 6.1 shows the time series of year-over-year growth rates of M2 supply and ag-
gregate bank loans. The rectangular bars mark the 2009 monetary stimulus period
(2009Q1-Q3).% There are two vertical lines. The first line marks the beginning of 1998 and
the second line the beginning of 2016. Clearly, the M2 supply and bank loans do not co-
move in the SEO-led economy (the graph to the left of the first vertical line in figure 6.1),
confirming that credit policy in this period was ineffective as an aggregate macroeco-
nomic policy. In the second phase, the M2 supply and bank loans co-move (the graph
between the two vertical lines in the figure), implying that monetary policy was effec-
tive in controlling aggregate bank loans. In the third phase, the small divergence between
M2 growth and bank-loan growth (the graph to the right of the second vertical line in
the figure) is driven mostly by reduction of bank credits to nonbanking financial com-
panies (NFCs), which, in turn, reduced their bank deposits through the financial dele-
veraging. Bank loans to the real economy, however, remained stable during this period.
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2.1.3. Regulatory Policy

Along with the other two policies, regulatory policy also went through the three phases.
In the first phase, in which the state banks were fully owned and managed by the gov-
ernment, administrative tools were used to control bank credit advancements while the
system for regulation and supervision on NFCs was immature and loose.

In the second phase, the loan-to-deposit ratio (LDR) regulation became one of the most
important components of regulatory policy; it requires a commercial bank to keep the
ratio of its loans to its deposits under 75%. The LDR regulation was established in 1994,
but it was not credibly enforced until the late 2000s. The second most important compo-
nent of regulatory policy is the restriction of advancement of bank credits to certain risky
industries, a policy that is often called in Chinese the “safe loan regulation.” In 2006, the
State Council, concerned with China’s real estate and many overcapacity industries, is-
sued a notice to accelerate the restructuring process of these risky industries. In 2010,
the PBC and the Chinese Banking Regulatory Commission (CBRC) jointly issued another
notice to reinforce the 2006 notice issued by the State Council, making it operational to
prohibit commercial banks from originating new bank loans to these industries. Al-
though these regulatory actions prevented newly originated traditional bank loans from
flowing to the risky industries, lax regulatory policy on shadow banking activities, com-
bined with monetary policy tightening after the massive 2009 monetary stimulus, created
the shadow banking boom and dampened the effectiveness of monetary policy in affect-
ing the aggregate bank credit as a sum of traditional and shadow banking credits.

To achieve financial stability, deleveraging has become a priority for the financial pol-
icies in the third phase. In December 2016, deleveraging corporate debts was a major
discussion for the Central Economic Work Conference. In March 2017, the Report on the
Work of the Government (RWG) made it a priority to deleverage overcapacity firms that
supported the real estate. In July 2017, the National Financial Work Conference reiter-
ated this priority. In December of that year, the RWG no longer specified the M2 growth
target for 2018, marking a gradual transition from quantity-based monetary policy to an
interest rate—based monetary policy. In April 2018, the first meeting of the Central Fi-
nancial Commission emphasized the importance of deleveraging zombie firms associ-
ated with local government debts.

Since 2016, the central government has adopted the MPA system both to ensure the
financial stability and to enable cooperation between monetary and regulatory policies.
Put in place were various regulations on specific banking assets and liabilities (e.g., in-
terbank CDs) and on shadow banking products (e.g., entrusted loans and wealth man-
agement products). More important are a number of unifying rules enacted by the gov-
ernment on asset management across different financial sectors (e.g., across formal
banking and shadow banking).*

2.2. The Nexus between GDP Growth and Financial Policies

2.2.1. The SOE-Led Economy

In 1978, economic reforms to be made with the so-called opening-up policy were initi-
ated by the Third Plenary Session of the Eleventh Central Committee of the Communist
Party. In 1984, decentralization took place, giving the local governments a stronger
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managerial power. In 1987, economic development was the central theme as well as the
bottom line of the Thirteenth Central Committee of the Communist Party. In 1992, Deng
Xiaoping advanced further economic reforms throughout the country. In 1994, the gov-
ernment implemented tax reforms with the tax-sharing system.

The year 1984 was a pivotal point for GDP growth. Since then, promoting local GDP
growth has become the major task of local government officials, because their perfor-
mance has always been based on local economic growth.> The external financing of SOEs,
moreover, switched from direct credit allocations to bank loans in 1984. By relaxing credit
quotas on state banks, credit policy was aimed at promoting growth of SOEs in each
province, city, and district. Administrative tools were used to control credit advance-
ments to SOEs and helped to close, restructure, or merge small and medium-sized SOEs
that experienced large profit losses. Since SOEs were prevalent in every industry (in both
heavy and light sectors), such credit policy influenced investment and consumption
simultaneously.

The central government’s preferential credit policy toward SOEs was channeled
through local governments. Local governments often directed local branches of state
banks to advance credits to SOEs beyond credit quotas (the so-called soft budget con-
straints). Pressures exerted by local governments on local branches of state banks to in-
crease credits to local SOEs resulted in pressures from local branches on their headquar-
ters to loosen credit quotas, which in turn forced the PBC to eventually raise the aggregate
credit volume (in Chinese this is called the “reverse loan quota transmission”).

Apart from banking lending, Brandt and Zhu (2007) show that during this phase,
NEFCs, including the rural credit cooperatives, urban credit cooperatives, and trust and
investment corporations, emerged to be important sources of financing. Unlike state
banks, NFCs were usually controlled or owned by local cooperatives, so their lending
largely fell outside the government’s credit plan. Lending from NFCs contributed 20%
to 25% to the total source of funds.

2.2.2. The Investment-Driven Economy

In the investment-driven economy phase, the central government laid out multiple pol-
icy objectives, including (real) GDP growth, inflation, employment, foreign exchange rate,
social stability, and environment. Out of these objectives, only two economic targets are
of primary importance: GDP growth and consumer price index (CPI) inflation. Since 1988,
the GDP growth target has been specified in the State Council’s Report on the Work of
Government (RWG). This is the overriding objective among all policy objectives. From
1999 to 2017, the M2 growth target was also specified in the RWG, along with the GDP
growth target. The PBC is not an independent institution in making monetary policy.
The State Council and other government units exerted considerable and often-dominant
influences on the official target of M2 growth.

Two sets of tools were used to meet M2 growth as well as the growth of bank loans.
The first set consists of monetary policy tools such as the benchmark reserve require-
ment ratio and open market operations that were used to meet the M2 growth target.
The second set involves tools such as differential reserve requirements for different com-
mercial banks, credit quotas (implicit and explicit), and “window guidance” that were
used to make growth of bank loans closely in line with growth of M2 supply (the graph
between the two vertical lines in figure 6.1).
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FIGURE 6.2. M2 growth and its systematic component. Source: Chen et al. (2018).

Chen et al. (2018) develop and estimate a quantity-based monetary policy rule based
on China’s institutional facts. Under this rule, monetary policy endogenously switches
between two regimes, according to whether actual GDP growth is above or below the
targeted GDP growth. In the normal situation where GDP growth is above the target,
M2 growth responds positively to the gap between actual and targeted GDP growth rates.
By contrast, in a shortfall state where the actual GDP growth is below the targeted GDP
growth, monetary policy takes an unusually aggressive response to stem the shortfall
needed to meet the GDP growth target.

For the most part, quantity-based monetary policy in the investment-driven economy
followed its systematic response to output and inflation targets (the graph between the
two vertical lines in figure 6.2). Counterfactual paths of M2 growth and its endogenous
component are computed in the period of the SOE-led economy. These counterfactual
paths, shown in the graph to the left of the first vertical line in that figure, reveal that in
contrast to the investment-driven economy, monetary policy in the SOE-led economy
would not have followed its systematic rule had it been implemented in this period. These
results confirm that credit policy, not quantity-based monetary policy, was the main
driver of monetary and credit aggregates in the SOE-led economy.

Unlike in the SOE-led economy, in which the government provided preferential
credits to SOEs across both heavy and light sectors, most preferential credits in this
phase were channeled to the heavy sector in order to stimulate investment as a way to
meet the overriding GDP growth target. The heavy sector includes both SOEs and
large POEs that are capital intensive. The government’s objective of targeting GDP
growth is asymmetric: The GDP growth target has been a lower bound for growth.
Monetary policy was carried out to support GDP growth and at the same time control
CPI inflation through effective ways of influencing bank loans (see various monetary
policy reports, or MPRs). This is one of the main features in the investment-driven
economy.
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2.2.3. The New Normal Economy

In recent years, the Chinese central government strived to achieve a balance between
GDP growth and financial stability of the economy. The Central Economic Work Con-
ference, held in December 2014, declared for the first time that the Chinese economy had
entered the “new normal stage.” The 2015 RWG listed the dual objective: maintaining a
healthy rate of growth while moving toward a sustainable level of development. The Cen-
tral Economic Work Conference, held in December 2015, called for “structural reforms
on the supply side,” which included deleveraging debts, reducing overcapacity, and de-
stocking the real estate.

This effort shows up as negative monetary policy shocks since 2014 (figure 6.2). Ac-
cording to the monetary policy rule since 1998, GDP growth lower than the target in this
episode would demand higher M2 growth (shown as the endogenous component in that
figure). The consideration of financial stability, however, induced the government to lower
M2 growth at the sacrifice of GDP growth. These considerations and their effects, which
are abstracted from the monetary policy rule set out above, are captured as negative mon-
etary policy shocks (i.e,, the difference between the solid and the dashed-x lines to the
right of the second vertical line in figure 6.2).

3. MACROECONOMIC EFFECTS OF FINANCIAL POLICIES

The effects of financial policies on the macroeconomy are now to be analyzed. As
figure 6.3 shows, GDP growth experienced expansion and slowdown in both the SOE-
led economy and investment-driven economies. And financial policies affected trends
as well as cycles of China’s macroeconomy. This section first documents key patterns
of trends and cycles for each economy and then analyzes the role of financial policies in
driving those trends and cycles.

3.1. The Effects of Credit Policy on the SOE-Led Economy, 1978-1997

In the state-owned enterprise-led economy, SOEs permeated throughout the whole econ-
omy, including all the industries and across the light and heavy sectors. Credit policy was
the main policy tool in allocating credit quotas to the banking system that channeled most
of its loans to SOEs. Bank loans to various SOEs were both long-term and short-term.

The transmission of credit policy to the SOE-led economy is discussed by Chen and
Zha (2019) and now summarized in figure 6.4. State banks provided preferential credits
to SOEs in both heavy and light sectors. This is the most important aspect of credit pol-
icy in this economy. Under the central government’s pro-growth policy and local gov-
ernments’ GDP growth tournament, SOEs in both sectors obtained implicit government
guarantees of their bank credits. With these financial guarantees, state banks were will-
ing to advance credits to SOEs in both sectors and across all industries.

Credit policy was essential to promoting both investment and consumption for the
1978-1997 phase. Since the data on consumption is fragmentary, we focus on an analysis
of investment with the understanding that consumption and investment co-moved in
this phase. Figure 6.5 shows that fixed asset investment (FAI) and bank loans to FAI
moved hand in hand. Throughout the 1978-1997 period, the share of SOEs in FAI re-
mained high (figure 6.6), while the share of SOEs in credit allocations to investment also
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FIGURE 6.4. Transmission of credit policy to the SOE-led economy.

remained at a very high level (figure 6.7). According to Brandt and Zhu (2007), in most
years during this phase, 80% to 85% of total credits were extended to SOEs through state
banks in the form of either working capital or fixed investment loans. This observation
reflected the central government’s commitment to workers and job growth in SOEs while
fiscal resources in local governments declined. The shares of SOEs in FAI and its loan
volume were much higher in the period before 1998 than in the post-1997 period. High
shares imply that SOEs, which enjoyed preferential bank credits, are a driving force of
the aggregate investment fluctuation.

Two notable effects can be noted about China’s macro economy of such preferential
credit policy toward SOEs. First, the fluctuation of (real) GDP was driven by the fluctuations
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of both investment and consumption (the graphs to the left of the first vertical line in
figure 6.8). Second, the correlation between investment and consumption growth rates
during 1978-1997 was as high as 0.80, a correlation that is statistically significant. Table 6.1
reports this correlation, along with its p-value based on the Hodrick-Prescott (HP) fil-
tered log annual series. In contrast to the investment-driven economy, as is discussed
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Table 6.1. Correlation between Household Consumption and Aggregate
Investment Based on HP-Filtered Log Annual Series

1979-1997 1998-2015
Correlation 0.8062 —-0.3500
p-value 0 0.1545

Note: Each series is deflated by its own price index.
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later, there was no secular pattern of an increasing investment-to-output ratio, and this
ratio was very volatile (figure 6.9).

Other important facts of the SOE-led economy are the stationary ratio of gross output
in the heavy sector to that in the light sector (figure 6.10) and the stationary ratio of gross
fixed assets in the heavy sector to those in the light sector (figure 6.11). These observa-
tions were an outcome of credit policy in the SOE-led economy that was engineered to
support SOEs across all sectors, not just the heavy sector. For instance, a large quantity
of bank credits were channeled to the industries producing consumer durables. Many
bank credits were allocated to SOEs producing watches, bicycles, and sewing machines
in 1978-1982; color televisions and refrigerators in 1983-1988; and automobiles in 1992-
1997. Thus, one prominent feature of the SOE-led economy can be observed: that invest-
ment and consumption co-move. As a result, the labor share of income was also stable
prior to 1998 (figure 6.12).

The observation that credit policy fueled the demand for both investment and con-
sumption in the 1978-1997 phase is also supported by the pattern of fluctuations for the
two measures of inflation rate, as shown by figure 6.13 and by their summary statistics
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reported in table 6.2. According to that, the produce price index (PPI) volatility was sim-
ilar in magnitude to the CPI volatility in 1978-1997.

There was, however, one important difference between the heavy and light sectors
in the SOE-led economy. SOEs in the light sector were typically small and medium-
sized (e.g., firms in the textile industry). As small SOEs were less productive than large
ones, reforms on such enterprises during the period of the SOE-led economy empha-
sized the task of “’grasp the large and let go of the small” to reduce excess capacity
problems in small and medium-sized SOEs. These reforms led to the rise of many pro-
ductive POEs in the light sector during the phase governed by the investment-driven
economy.

Below are summarized the trends and cycles in the SOE-led economy, as discussed
in Chen and Zha (2019).

e Trends:
» (T1) No secular increase in the investment-output ratio
> (T2) Stable labor share of income
» (T3) High shares of SOEs in FAI and in bank loans to investment
» (T4) Stable ratio of gross output in the heavy sector to that in the light sector
(measured by the ratio of sales revenues)
e Cycles:
» (C1) Aggregate investment and household consumption tended to co-move
» (C2) Booms and busts of investment and its credits were driven mainly by
SOEs
» (C3) The volatility of produce price index (PPI) inflation had a magnitude sim-
ilar to the volatility of CPI inflation

v
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FIGURE 6.13. Inflation rates of PPl and CPI. Sources: CEIC and authors’ calculation.

Table 6.2. Standard Deviations of CPl and PPI Inflation Rates

1978-1997 1998-2015
CPI inflation 0.0618 0.0202
PPI inflation 0.0695 0.0397
Difference 0.0077 0.0195
p-value 0.6235 0.0083

These trend and cycle patterns observed in the data for the SOE-led economy can be
explained by the theoretical framework of Chen and Zha (2019). The economy contains
two sectors, heavy and light, differentiated by the capital intensity. The crucial model
ingredient is that the government’s implicit guarantees to SOEs, represented by its net
worth, are symmetric across both light and heavy sectors. SOEs in the heavy sector do
not face the borrowing constraint because the banks are not commercialized and,
being of the government, are willing to make intertemporal (long-term) investment
loans without conditions. Loans to SOEs in the light sector are of short term to fund
working capital for paying labor wages and other factor inputs. Such loans are harder
to be fully pledged than investment loans to the heavy sector. Thus, the light sector
faces the binding collateral constraint governed by a fraction of their assets. As the
government net worth increases, the collateral constraint of the light sector is relaxed,
which increases its factor demand. This, in turn, increases the demand for capital in-
vestment of the heavy sector due to the imperfect substitutability between these two

sectors. Accordingly, the ratio of gross output in the heavy sector to that in the light
sector was stationary.
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Table 6.3. Growth Accounting According to Long and Herrera (2016)

Growth (%) 1978-1997 1998-2015 2016 2017
GDP per worker 6.67 8.36 6.26 6.55
Due to capital 2.89 5.71 4.55 411
intensity

Due to TFP 3.78 2.65 171 2.45
Contribution by 434 68.3 72.7 62.7
investment

3.2. The Effects of Monetary Policy on the Investment-Driven
Economy, 1998-2015

The period 1998-2015 marks an economy that was qualitatively different from the SOE-
led economy. The most conspicuous difference was a change from the government’s
direct credit control policy to explicitly targeting growth of M2 supply as an effective
way to control aggregate bank loans. Such monetary policy was designed to provide
adequate and accurate liquidity to the banking system to support investment in the
heavy sector, which includes both large SOEs and large POEs. Consequently, the share
of SOEs in FAI declined steadily in 1998-2015 until it hovered below 20% (figure 6.8).
Since monetary policy was used to support investment in the heavy sector, the share
of SOEs in total bank loans to investment declined steadily after 1998 (figure 6.9).

The most striking facet of the investment-driven economy is that GDP growth was
driven mostly by investment (so-called capital deepening). To illustrate this feature,
growth decompositions can be calculated from the following production function:

Y, = TFP, K¢ N; ™%,

where Y represents output, TFP total factor productivity, K capital, N labor (employed
workers), and o the share of capital income in total income. The decomposition of growth
per worker is:

Alog X _ AlogTFP, + o Alog &,
Ni N;
where the second term on the right-hand side of the equation represents the contribu-
tion from capital intensity (capital per worker), or investment.®

Tables 6.3 and 6.4 report the growth accounting according to the above decomposition
formula. The computation uses the value of the capital share set at 0.5 as in the literature.
For the approach of Bai et al. (2006), the data of gross fixed capital formation for “structures
and buildings” and “machinery and equipment” goes back only to 1981. The investment
price data for these two categories extends only to 1990. The values reported under the
column with the heading 1978-1997 in table 6.4, marked by the symbol * are for the period
1990-1997. For 2017, the approach of Bai et al. (2006) requires gross investment price infla-
tion in 2018 to be available, which was not accessible when this chapter was written.

Both tables show that TFP was a driving force for growth of GDP per worker in the
SOE-led economy, although investment played a dominant role in driving GDP growth
in the investment-driven economy. This finding is consistent with an independent study
by Lagakos (2018). As a result, we see that the ratio of investment to GDP has increased
steadily since 1998 (figure 6.14).

printed on 2/8/2023 10:29 PMvia . Al use subject to https://ww.ebsco.conlterns-of-use



EBSCChost -

EFFECTS OF CHINA’S FINANCIAL POLICIES

Table 6.4. Growth Accounting According to Bai et al. (2006)

Growth (%) 1978-1997 1998-2015 2016 2017
GDP per worker 7.05* 8.36 6.26 N/A
Due to capital 2.48* 5.61 4.69 N/A
Due to TFP 4.57* 2.75 1.57 N/A
Contribution by 35.1* 671 749 N/A
investment

Investmen-to-output ratio (%)
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FIGURE 6.14. Secular pattern of the investment-to-GDP ratio, where | is measured by GFCF and Y
is measured by aggregate value added. Source: CEIC.

The investment-driven economy experienced three distinct episodes: the “golden de-
cade” (1998-2008), the stimulus period (2009), and the post-stimulus period (2010-2015).
Along with preferential credit policy toward the heavy sector, both monetary and regu-
latory policies during these three episodes have distinctive features. The roles of finan-
cial policies in each of these three episodes are discussed next.

3.2.1. The Golden Decade

The government’s early planning for the investment-driven economy was crucial for the
success in the whole period. In 1995, China enacted the People’s Bank of China law and
other banking laws with decentralization of the banking system, which ironically led to
the concentration of large loans to large firms.” In March 1996, the Eighth National People’s
Congress of China laid out a first five-year strategic plan to develop infrastructure,
real estate, basic industries (metal products, automobile, and high-tech machinery), and
other heavy-sector industries (such as petroleum and telecommunication). By 1998 the
government completed the process of privatizing SOEs (“grasp the large and let go of
the small”) and began a privatization of the housing market. Before 2003, most houses
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were transacted below their market values (called affordable housing). In that year,
however, affordable housing was largely abolished. Instead, the government encour-
aged the transactions of houses at their market value. These houses are called in Chi-
nese “commodity houses.” In 2000, real estate and auto industries were chosen to be the
pillar industries by the government for its strategic plan. In 2001, China joined the
World Trade Organization, which marked an important advancement in China’s open-
ness to the world economy and its trade liberalization.

In 2002, the four state banks became commercialized and thereafter many new com-
mercial banks emerged, including the Bank of Communications—the fifth largest state
bank. The banking system was China’s most important source of external financing until
the late 2000s when a rise of shadow banking eclipsed the importance of the traditional
banking role. Until the rise of shadow banking, a monetary policy of explicitly targeting
M2 growth had been effective on total bank credit as well as total social financing.

One crucial banking regulation that interacted with the monetary policy to affect
the total bank credit was a regulation on the ceiling of the loan-to-deposit ratio (LDR).
In a theoretical framework, Chen et al. (2018) show that when the PBC tightens mone-
tary policy via open market operations, the probability of deposit withdrawals by pri-
mary dealers increases, which makes the LDR ratio more likely to be binding under
the LDR regulation. Consequently, commercial banks, especially non-state banks,
have to incur extra costs to recoup the deposit shortfalls (known as “last-minute rush
costs,” or 1% [Cong Shi Dian] in Chinese). These expected regulatory costs reduce
the effective return of bank lending and induce banks to engage in shadow banking
by reducing formal banking.

As figure 6.15 shows, local governments’ implicit guarantees on credits to real estate
and its supporting heavy industries played a crucial role in credit allocations during the
golden decade. When assessing loan applications, banks favored large loans to large firms
and were biased against small loans to small firms. This practice was not only due to
the asymmetric information problem facing small firms when banks assessed loan ap-
plications, but also a result of large firms in the heavy sector gaining implicit guaran-
tees from local governments (Jiang et al., 2006). In short, banks favored lending to large
firms or industries in the heavy sector targeted by the state (e.g., real estate and infra-
structure). Compared to small firms, large firms produced more sales, provided more
tax revenues, and helped boost the GDP of the local economy—the latter being the most
important criterion for the political benefits of local government officials.

As financial policies switched from a reliance on credit policy in the SOE-led econ-
omy to an emphasis on quantity-based monetary policy in the investment-driven
economy, this new economic regime also changed its characteristics. Because the gov-
ernment’s monetary and credit policies focused on investment in the heavy sector dur-
ing 1998-2015, the relationship between investment and consumption broke down.
That is, the correlation between growth rates of investment and consumption changed
from 0.80 in the SOE-led economy to being statistically insignificant in the investment-
driven economy (table 6.1 and figure 6.5). And the correlation between investment and
labor income was also close to zero (0.026 with the p-value 0.919). The promotion of
investment at the sacrifice of consumption caused PPI inflation to be more volatile than
CPI inflation (table 6.2 and figure 6.13) and the labor share of income to decline
(figure 6.12).8
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FIGURE 6.15. Transmission of monetary/credit policy in the investment-driven economy.
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FIGURE 6.16. Share of medium and long-term (MLT) loans in total bank loans outstanding.
Sources: CEIC and authors’ calculation.

Investment during the golden decade was fueled by long-term bank credits, at the sac-
rifice of short-term bank credits to working capital in the light sector (figure 6.16). In other
words, the increase in bank credits under the expansionary monetary policy was chan-
neled disproportionally into long-term bank credits to finance investment. Accordingly,
the correlation between short-term and long-term bank loans in the investment-driven
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FIGURE 6.17. GDP in the heavy and light sectors. Sources: CEIC and authors’ calculation.

economy is negative during 1998 Q1-2015 Q4, no matter whether it is measured in terms
of year-over-year growth rate of new loans (-0.37) or in terms of the level of new loan as
a percentage of GDP (-0.29).

Contrary to the common belief, the external sector played a limited role in investment
growth during the golden decade. After China jointed the WTO, most exports were pro-
duced in the light sector (e.g., textiles, toys, and shoes), as documented in Huang et al.
(2015). In a number of newly industrialized economies in Asia (such as South Korea, Sin-
gapore, and Taiwan), the export-led economy concentrated on capital-intensive goods.
Rapid investment in China’s capital-intensive sector (i.e., the heavy sector) was not led
by its exports.’

SOEs also played a declining role during the golden decade. As discussed earlier, the
SOE share in investment as well as in investment loans declined steadily. Given the same
preferential credit policy toward SOEs, these facts imply that the investment-to-output
ratio would have declined. But instead the investment rate rose steadily. This is because
the investment boom was driven by both SOEs and POEs during this period. In partic-
ular, large POEs in the real estate industry and other heavy industries received prefer-
ential bank credits to finance their investment.!” In 2002, for instance, 65% of all firms
were POEs in number, and the POE share of gross industrial output in total gross in-
dustrial output was 55%. In 2004Q1, the FAI growth rate in urban areas was 42.8% (80.7%
for POEs vs. only 22.3% for SOEs).!!

The preferential credit policy to firms in the heavy sector leads to the fact that gross
output in that sector increased much faster than it did in the light sector. By contrast,
the growth of gross output in both sectors was balanced in the SOE-led economy. This
explains the increasing share of heavy sector GDP in total GDP since 1998 (figure 6.17).
In particular, the share of value added to the real estate industry in GDP increased
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FIGURE 6.18. Share of value added (VA) to the real estate industry in total value added (GDP).
Sources: CEIC and authors’ calculation.

steadily (except for the global financial crisis) in the investment-driven economy
(figure 6.18). As documented in Chen et al. (2018), most firms in the real estate industry
are not SOEs.

The shift of a focus to invest in the heavy sector during the golden decade, from a
focus to promote SOEs across all sectors in the SOE-led economy, resulted in more vola-
tile PPI inflation than CPI inflation (table 6.2). In addition, growth in the real land (house)
price was more volatile than inflation by an order of magnitude and on average much
faster than (real) GDP growth (figure 6.19).

The trends and cycles in the investment-driven economy, especially during the golden
decade, can be summarized as follows.

e Trends:
» (T1) A steady increase (decrease) of the ratio of aggregate investment (con-
sumption) to GDP
» (T2) A declining share of income
» (T3) A steady increase in the ratio of medium to long-term (MLT) bank loans
to short-term bank loans
» (T4) A steady increase in the ratio of gross output (and gross fixed assets) in
the heavy sector to that in the light sector
e Cycles:
» (C1) No co-movement between aggregate investment and consumption
» (C2) No co-movement between aggregate investment and labor income
» (C3) A negative co-movement between MLT bank loans and short-term bank
loans
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FIGURE 6.19. Annual growth in the land price. Sources: Wu et al. (2012) and authors’ calculation.

Chang et al. (2015) develop a theoretical framework to explain these key facts of
the investment-driven economy. The crucial difference between this model and that
of Chen and Zha (2019) is that the government’s funding through monetary/credit
policy goes to the heavy sector as part of a shift of strategic emphasis to financing
investment in that sector. Such a preferential credit reallocation caused resources to
be reallocated toward the heavy sector as government net worth increased, which
led to the upward trend of gross output in the heavy sector relative to that in the
light sector, especially the real estate industry. Since the heavy sector had a higher
investment rate than the light, the ratio of aggregate investment to aggregate output
kept increasing during the golden decade. The preferential credit reallocation also
made it costly to extend bank loans to the light sector. These costs, captured by the
convex function of bank loans in the theoretical model, are one of the main explana-
tions for the observed negative or insignificant correlation between investment and
consumption.

Song et al. (2011, referred to herein as SSZ, after the three authors’ names) provide a
complementary explanation for the rapid growth during the golden decade. Their bench-
mark economy assumes one production sector in which less-productive SOEs enjoy
preferential credits while productive POEs do not. Capital accumulation by POEs relies
on their own savings. As a result, when POEs’ capital stock increases, they demand more
labor, which forces SOEs to downsize because of the competitive labor market. The cap-
ital reallocation from SOEs to POEs leads to an increase in allocative efficiency and there-
fore the aggregate TFP. As shown by Chen and Wen (2017), most of the increase in the
share of private employment in total employment occurred between 1998 and 2004 (from
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Table 6.5. Growth Accounting According to Long and Herrera (2016)

Growth (%) 1998-2008 2009-2010 2011-2015
GDP per 8.72 9.2 7.22
worker

Due to capital 5.35 6.97 599
Due to TFP 3.38 2.23 1.22
Contribution 61.3 75.8 83

by investment

Table 6.6. Growth Accounting According to Bai et al. (2006)

Growth (%) 1998-2008 2009-2010 2011-2015
GDP per worker 8.72 9.2 7.22
Due to capital 5.27 6.8 5.87
Due to TFP 3.45 24 1.35
Contribution by 60.5 739 81.3
investment

15% to 50%), and this share kept increasing by another 10% between 2004 and 2011. There-
fore, the SSZ model is crucial in understanding TFP growth during this period, which
accounts for one-third of GDP growth (tables 6.3 and 6.4). The rest of GDP growth is ac-
counted for by investment. Zilibotti (2017) regards all the years up to 2005 as an episode
of “investment-led growth” and considers productivity growth to be a by-product of in-
vestment even in the absence of innovations or technical changes.

3.2.2. The 2009 Monetary Stimulus

During the phase of the investment-driven economy, the global financial crisis erupted
in 2008. China’s GDP growth (at a year-over-year rate) plummeted from 13.6% in 2007Q2
to 6.4% in 2009Q1. In November 2008, the State Council announced a plan to inject 4 tril-
lion RMB of liquidity into the economy over the two-year period from 2009Q1 to 2010Q4.
As it turned out, the monetary injection amounted to far larger than 4 trillion just within
the first three quarters of 2009.

Overall, GDP growth jumped from 6.91% in 2008Q4 to 11.59% in 2009Q4 (figure 6.3)
while aggregate investment grew by more than 20% during this period (figure 6.5).
Growth in aggregate consumption growth, however, barely changed during this period.
Chen et al. (2017) show that the monetary stimulus, represented mainly by a switch of
monetary policy rule from the normal state to a more aggressive one, can explain 85% of
the increase in GDP growth during the stimulus period.

In the investment-driven economy, moreover, investment played even a larger role in
propelling economic growth both during and after the monetary stimulus period.
Table 6.5 reports the growth accounting by breaking down the period of the investment-
driven economy into three sub-periods: 1998-2008, 2009-2010, and 2011-2015. Across
these three sub-periods, the contribution of investment increased from 61.3% to 75.8%
and then to 83.0% (table 6.5) and from 60.5% to 73.9% and then to 81.3% (table 6.6).
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Investment was mainly financed by massive credit injections engineered by loosening
monetary policy (figure 6.1). Most of the increase in bank loans under the government’s
stimulus was channeled into fixed-asset investment, especially in the infrastructure sec-
tor. The land price bounced back immediately after the 2009 stimulus (figure 6.19), and the
value added to the real estate not only bounced back but also kept increasing (figure 6.18).
Such a monetary stimulus played a pivotal role in the recovery of GDP growth, but the
asymmetric credit allocation during the golden decade was exacerbated during the stim-
ulus period. The exacerbation can be seen in figure 6.16, as the share of MLT loans in total
bank loans sprang up during the stimulus period. The ratio of total bank loans to GDP
also sprang up during the stimulus period and kept increasing even after the stimulus
was over (figure 6.20). Chen et al. (2017) show that the 2009 monetary stimulus produced
an intertemporal tradeoff between short-run GDP growth and long-run indebtedness. In
a similar spirit, Zilibotti (2017) argues that China’s stimulus plan delayed innovations and
created a tradeoff between fast short-run growth and sustainable long-run growth.

Bai et al. (2016) argue that an important part of financial stimulation was through an
establishment of local government financing vehicles (LGFVs). Although local govern-
ments were legally prohibited from borrowing or running budget deficits, they circum-
vented the budget laws in 2009 and 2010 by creating off-balance-sheet companies, known
as LGFVs, to finance investment in infrastructure and other commercial projects. Accord-
ing to Obstfeld (2016), LGFV borrowing as a percent of GDP increased from 16.3% in
2008 to 25.09% in 2010 (an increase of 8.79 percentage points), but this increase still paled
in comparison to an increase of 31.58 percentage points in private sector borrowing as a
percent of GDP during the same period.

3.2.3. The Post-Stimulus Episode, 2010-2015

To combat the rising inflation after the 2009 massive stimulus, the government imple-
mented tightening monetary and credit policies to slow down investment in the heavy
sector and thus to place economic growth on a sustainable path. GDP growth declined
from 11.59% in 2009Q4 to less than 7% in 2015Q4. Yet the contribution of investment-to-
GDP growth continued to increase (tables 6.5 and 6.6); investment in the heavy sector
and upstream industries continued to play a major role (Bai et al., 2018). Although the
value added to the heavy sector and upstream industries as the shares of GDP declined
after the 2009 monetary stimulus, these shares still remained at an unsustainably high
level, and bank credits continued to be channeled not merely to upstream industries but
also to the heavy sector in general.

While monetary policy tightened after the 2009 stimulus, regulatory policy on shadow
banking remained lax, which gave rise to the boom of shadow banking that fueled in-
vestment in real estate, construction, and other industries with excess capacity. The lack
of coordination between monetary and regulatory policies gave non-state banks a strong
incentive to avail themselves of the regulatory arbitrage to engage in shadow banking
activities, especially in entrusted lending. As shown in figure 6.20, both off-balance-sheet
financing and corporate bond financing have increased significantly since 2009. Conse-
quently, the gap between bank loans and total social financing widened during and after
the monetary stimulus (figure 6.21).

From 2009 to 2015, entrusted loans became the second largest financing source of
loans after formal (traditional) bank loans. Entrusted lending is a loan made from one
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FIGURE 6.20. Nonbank financing in investment. Sources: CEIC and authors’ calculation.
Note: Off-balance-sheet financing is the sum of entrusted loans, trust loans, and bank
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FIGURE 6.22. Growth rates of bank credits to NFCs and M2 supply. Sources: CEIC and authors’
calculation.

nonfinancial firm to another nonfinancial firm. It was first facilitated by commercial
banks off balance sheet but then brought onto the balance sheet to take advantage of lax
regulatory policy. According to Chen et al. (2018), over 60% of entrusted loans during the
period from 2009 to 2015 were funneled to real estate and its supporting heavy industries.
As for the entrusted lending that went to real estate companies, 75.33% of loan volumes
were channeled to enterprises that are not state owned.

As shadow banking activities blossomed, so did investments in shadow banking
products on banks’ balance sheets, such as account-receivable investment (ARI) and in-
vestments in NFCs. NFCs include asset management companies and security companies,
companies that issue assets to banks (such as asset management plans) and use the funds
to finance investments in risky assets that were often shadow banking products. As
shown in figure 6.22, bank credits to NFCs have waxed and waned when monetary policy
has tightened since 2009. In 20102015, these credits, as well as the issuance of municipal
corporate bonds, “waxed” in response to tightened monetary policy."? The effectiveness of
tightening monetary policy to reduce the investment rate, therefore, was hampered by
other financial policies that failed to coordinate with monetary policy. The failure of coor-
dination between monetary policy and other financial policies provided a good lesson for
researchers and policymakers alike to understand the limitations of monetary policy.

Xiong (2018) develops a theoretical growth model, featuring local government GDP
tournaments, to highlight another potential source for the rising shadow banking indus-
try during this period: the agency frictions between the central and local governments
arising from the central government’s inability to distinguish a specific governor’s ad-
ministration ability from infrastructure investment in that governor’s province. Conse-
quently, the governor faces a tradeoff between debt and career. To advance his or her
personal career, the governor takes on more debts to finance infrastructure investment
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FIGURE 6.23. Loan concentration: The share of bank loans to real estate in total bank loans.
Sources: CEIC and authors’ calculation.

with an advantageous growth rate of regional productivity. But the governor has to face
the high cost of paying the debts next period. This model implies that the governor’s
career development can lead to an overleverage of the local government and thereafter
a booming shadow banking industry.

In the post-stimulus period, the real estate overstock problem persisted in small as well
as medium-sized cities. Because of the overcapacity (low capacity utilization) in other
heavy industries that support the real estate, many firms (especially large ones) became
overleveraged. To reduce the overstock of real estate, credit policy for mortgage financing
was loosened in 2014Q4-2016Q3, which created a boom of mortgage loans and an increas-
ing concentration of bank loans to the real estate market (figure 6.23). The concentration in
recent years has further raised systemic risks to the overall financial system.

In summary, the massive credit expansion during both the stimulus and post-stimulus
episodes has led to rapid growth of the debt burden as a percent of GDP as well as to a
widening gap between total social financing and aggregate bank loans. Both the rapid
growth of shadow banking products and the increasing concentration of bank loans to
the real estate industry have raised systemic risks to the entire financial system. For
shadow banking products, systemic risks are associated with default risks to real estate
companies and LGFVs.!? For bank loans, systemic risks are associated with default risks
to the household sector if the housing market were to collapse.

3.3. The New-Normal Economy, 2016—Present

As the debt-to-GDP ratio rose rapidly in the latter part of the investment-driven econ-
omy and has continued to rise in the new normal economy, the tension between robust
GDP growth and financial stability has begun to build up. As a result, financial policies
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in the new normal economy are featured by strengthened regulations on shadow bank-
ing products as well as better coordination between monetary and regulatory policies
under the MPA system. In this phase, two deleveraging processes have begun: financial
deleveraging to guide banks to reduce shadow banking loans (e.g., bank credits to NFCs)
and firm deleveraging to reduce corporate debts (e.g., ceasing the rollover of corporate
debts). As can be seen from figure 6.22, both NFC credits and M2 supply have declined
in tandem since 2016.1

The macroeconomic impacts of the financial and real deleveraging processes in the
new normal economy need time to be fully assessed. Early evidence indicates that in-
vestment in both real estate and infrastructure, the two industries that were the largest
beneficiaries of the rising shadow banking, has recently lost steam. Various regulations
on shadow banking activities since 2017 have forced real estate developers to delever-
age. The housing market and construction investment have begun to cool down. In
2018Q1, the premium rate in the land auction market was only 10%, far below the level
of 30% during 2015-2017. Infrastructure investment has also slowed down since 2018,
owing to a series of regulations meant to rectify local government financing guarantees.'®
The year-over-year growth rate of infrastructure investment fell since the second quar-
ter of 2017 to 7.3% in the first half of 2018.

One unintended consequence of deleveraging is that POEs, especially the small and
medium-sized ones, have had even a harder time to gain access to bank financing. Dur-
ing the deleveraging processes, the tightening of regulations on the shadow banking in-
dustry has led to defaults of unprofitable POEs, creating a tradeoff between cleansing
effects and systemic risks as borrowing costs for healthy POEs have also increased. The
mounting default risks, together with increasing deposit shortfalls under the financial
deleveraging, have made banks more reluctant to lend to POEs, including even the healthy
ones.!® Since 2016, investment growth in the manufacturing industry has been continu-
ously below GDP growth. And as GDP growth continues to slow down, the tension be-
tween that growth and financial stability challenges the government’s determination for
further deleveraging.

A deeper concern is the limited impact of deleveraging on SOEs in upstream indus-
tries, which have continued to receive preferential credits and remain unproductive
and monopolistic. Implicit guarantees by local governments to such zombie firms
make difficult the deleveraging of corporate debts. Figure 6.24 shows that in recent
years, the share of newly issued bank loans to SOEs has increased steadily, while the
share of bank loans to POEs has declined. To deal with this asymmetry between the
treatments of SOEs and POEs, in 2016 the government introduced reforms to reduce
the production of upstream industries in the heavy sector through administrative
means. The production reduction resulted in an increase of PPI in the upstream firms,
even while these unproductive and monopolistic firms continued to receive preferen-
tial credits. The increase of PPI, in turn, raised the costs to downstream industries,
most of which belong to the light sector. It would inevitably exacerbate the credit and
resource misallocations, putting further downward pressures on economic growth. As
investment growth in the light sector has slowed in recent years, GDP growth has also
slowed while the investment-to-GDP ratio has remained persistently high, over 42% as
shown in figure 6.14.
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FIGURE 6.24. Share of newly issued bank loans to SOEs and POEs in total newly issued bank
loans. Sources: CEIC and Chen and Zha (2019).

4. CONCLUSION

The preceding sections provide an overview of how regime shifts in the government’s
financial policies influenced the ways in which preferential credits were allocated to both
SOEs and the heavy sector. The analysis highlights the role of the government in the
structural changes of the economy. The regime’s switching from a SOE-led economy to
an investment-driven economy and then to the “new normal” economy has been a prod-
uct of changes in the government’s active financial policies.

Policy tools since 2016 have been adapted to assist a transition to the new normal
economy. At the beginning of 2016, the government incorporated the MPA system to
ensure an effective coordination between monetary and other financial policies. Other
unifying rules on asset management across various financial sectors (e.g., formal bank-
ing and shadow banking) have been developed. Monetary policy has begun to experi-
ence a regime change as well: a transition from the quantity-based framework to an
interest rate-based framework.”” In addition to the conventional policy tools, the gov-
ernment has applied many unconventional tools such as standing lending facility (SLF),
medium-term lending facility (MLF), and pledged supplementary lending (PSL) to assist
this transition.

Such a transition, however, will not be smooth under China’s institutional constraints.
The GDP growth target still remains the foremost goal of monetary policy. According to
the central government’s Thirteenth Five-Year Plan (2016-2020), the GDP growth target
as a lower bound will continue for the next five years. High GDP growth when vigor-
ously pursued by the central government as the overriding policy goal puts a severe con-
straint on how the PBC conducts its monetary policy and on how tight regulatory policy
should be. As long as the GDP growth target is in force, preferential credit policy with
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implicit government guarantees to SOEs in the SOE-led economy and to the heavy sec-
tor in the investment-driven economy will continue to provide useful guidance for how
to allocate bank credits to various firms, industries, or sectors. Therefore, it is likely that
the heavy hand of government in influencing how commercial banks allocate their loans
will continue, making M2 growth an effective tool for monetary policy, not only in the
past but also in the near future.

The new normal economy is marked by other challenges as well. Financial markets
are in the development stage and still suffer from market frictions such as deposit rate
ceilings and illiquidity in bond markets. Coordination between monetary and regula-
tory policies should continue to improve. The effects on the macroeconomy of a regime
switch in monetary policy to an interest rate-based framework are unknown and diffi-
cult to measure at this point. Nor is much known about how effective will be the mon-
etary transmission from the policy rate to interbank interest rates and eventually to bank
lending rates. In sum, China will face new challenges both to its reforms on financial
policies and to its policy impacts on the new normal economy.
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1. Most time series data used in this article and many other related data can be downloaded from
https://www.frbatlanta.org/cqer/research/china-macroeconomy.aspx?panel=1 (the English ver-
sion) or http://cmf.cafr.cn/ under Y& T (the Chinese version).

2. During this phase, township and village enterprises (TVEs) experienced similar growth patterns
and reforms as SOEs in the light sector. Also, they enjoyed local government guarantee of bank
credit, despite a much smaller share of bank credit than that of SOEs.

3. Chen et al. (2017) identify monetary stimulus as monetary policy switching to a more aggres-
sive regime to combat the fall of GDP growth below its official target.

4. In April 2018, the PBC and CBRC issued the joint notice “Guiding Opinions on Regulating Asset
Management Business of Financial Institutions” to allow for flexibility in the redemption of asset
management plan.

5. Zhou (2007) calls such an incentive system for local governments the “promotion tournament,”
arguing that such a “tournament” is the key source of China’s miraculous growth.

6. The U.S. Bureau of Labor Statistics labels K/N “capital intensity.” It is also often defined as “the
ratio of capital services to hours worked in the production process” (see chart 2 on page 2 and
page 10 of https://www.bls.gov/news.release/pdf/prod3.pdf). This chapter uses employment in-
stead of hours because of the lack of Chinese data on the latter.

7. See Brandt and Zhu (2007) for a comprehensive list of the laws and regulations enacted during
this period.

8. The decline of China’s labor income share since the late 1990s is a robust fact, as confirmed by
Bai and Qian (2009) and Qian and Zhu (2012), who have made data adjustments to take into ac-
count changes in the statistical coverage of labor compensations over time.

9. According to Huang et al. (2015), between 1999 and 2007, labor-intensive firms increased their
export shares while capital-intensive firms reduced their export share; at the same time, the capi-
tal intensity of export firms was reduced.

10. Examples of large and important POEs during the investment-driven phase include %% (com-
munications), %% (information and technology), & #!| (automobile), 7 & and 7 # (real estate).

11.  See Liu (2005).
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12. Chen et al. (2017) use province-level data to show that provinces experiencing an abnormally
fast growth rate of bank loans in 2009 also experienced fast growth of municipal corporate bond
issuances during 2012-2015.

13. Bai and Zhou (2018) find that the municipal corporate bond yields across provinces are nega-
tively influenced by the value added to real estate (as a share of provincial GDP).

14. While the recent cooperation between monetary and regulatory policies has improved banks’
balance-sheet standing, off-balance-sheet activities and corporate debts continue to be a serious
problem. In 2017, for example, trust loans (a major part of off-balance-sheet banking) soared in
response to the shrinking activities of on-balance-sheet investments (figure 6.21).

15.  For example, the PBC, the Ministry of Finance, and four other government agencies issued a No-
tice on Further Regulating Local Government’s Debt Financing Behavior in May 2017 for the purpose
of rectifying local government’s financing guarantees.

16. A similar situation occurred in the corporate bond market, as implied by the increasing credit
spread.

17. See Ma and Guan (2018) for a detailed assessment of the transmission mechanism and the ef-
fectiveness of the reforms on the interest rate liberalization; see Liu et al. (2018) for a theoretical
analysis.
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CHINA’S REAL ESTATE MARKET

Chang Liu and Wei Xiong

The real estate market is not only a key part of the Chinese economy but also an integral
component of China’s financial system. In 2017, housing sales totaled 13.37 trillion RMB,
equivalent to 16.4% of China’s GDP. The real estate market is also deeply connected to
China’s financial system through several important channels. First, housing holdings are
the biggest component of Chinese households’ asset portfolios, partly due to a lack of
other investment vehicles for both households and firms in China’s still underdeveloped
financial markets. Second, China’s local governments heavily rely on land sale revenues
and use future land sale revenues as collateral to raise debt financing through Local Gov-
ernment Financing Platforms (LGFPs). Third, firms also rely on real estate assets as col-
lateral to borrow, and since 2007, firms, especially well-capitalized ones, have engaged
heavily in acquiring land for investment purposes. Finally, banks are heavily exposed
to real estate risks through loans made to households, real estate developers, local gov-
ernments, and firms that are either explicitly or implicitly backed by real estate assets.

Figure 7.1 provides an estimate made by the Deutsche Bank Report (2016) of the ex-
posure of China’s banking system to the real estate market. Through the third quarter
of 2016, property-related loans totaled 55 trillion RMB, accounting for about 25% of Chi-
na’s banking assets. Among these loans, mortgage loans to households accounted for 179
trillion, loans to real estate developers accounted for 14.8 trillion (including 7 trillion in
regular loans, 6.3 trillion in credit through shadow banking, and 1.5 trillion through do-
mestic bond issuance), and loans collateralized by real estate assets to firms and local
governments accounted for 22.2 trillion. This heavy real estate exposure of banks makes
the real estate market systemically important in China’s financial system.

Since the 1990s, the real estate market has experienced a dramatic and long-lasting
boom across China. This boom has led to substantial concerns in both academic and pol-
icy circles—as shown, for example, in Wu et al. (2016), Chen and Wen (2017), Glaeser
et al. (2017), and Song and Xiong (2018)—that the rising housing prices might have de-
veloped into a gigantic housing bubble, which could eventually burst and damage Chi-
na’s financial system and entire economy. Motivated by this concern, this chapter reviews
the historical development of China’s real estate market in section 1, describes the real
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FIGURE 7.1. Exposure of China’s banking system to the real estate market. Source: Deutsche Bank
Report (2016).

estate boom in section 2, discusses how the real estate market is linked to households in
section 3, tells how it is linked to local governments in section 4, and shows how it is
linked to firms in section 5. After these important aspects of China’s real estate market
have been covered, section 6 discusses why the authors do not expect a sudden nation-
wide real estate crash in China and concludes by highlighting several key factors regard-
ing the sustainability of the market going forward.

1. DEVELOPMENT OF CHINA'S REAL ESTATE MARKET

The development of China’s real estate market is deeply rooted in its great economic tran-
sition process. This section reviews several critical features of this development.

1.1. Housing Reforms

China experienced a series of market-oriented housing reforms in the 1990s. Housing
reforms were initiated in 1994 when the government allowed state sector employees to
purchase full or partial property rights to their current apartment units at subsidized
prices, which essentially amounted to welfare for state employees. In 1998, the Chinese
government abolished this welfare housing system when it targeted the real estate sec-
tor as a new engine of economic growth in response to the adverse effects generated by
the 1997 Asian financial crisis. After this reform, Chinese citizens working for the gov-
ernment or government-related organizations could no longer purchase housing at dis-
count, unleashing a flood of private housing demand.

The privatization of housing has had profound impacts on the Chinese economy.
Wang (2011) finds that by allowing households to increase their housing consumption,
the reform laid a solid foundation for subsequent increases in housing prices. Other
studies suggest that the dramatic transformation of housing from state-owned to pri-
vately owned has stimulated entrepreneurship in China by alleviating credit con-
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straints (Wang, 2012), and was associated with substantial increases in income in-
equality (Novokmet et al., 2018).

As an important impetus to the development of the private real estate market, in 1998
the People’s Bank of China (PBC) outlined procedures for home buyers to obtain resi-
dential mortgages at subsidized interest rates. Moreover, between 1998 and 2002, the PBC
lowered mortgage interest rate five times to stimulate private home purchases. By 2005,
China had become the largest residential mortgage market in Asia. According to PBC
reports, China’s mortgage loans reached 179 trillion RMB in 2016, equivalent to 25% of
the country’s GDP that year. At the same time, the PBC also developed other policies to
support the housing market, including broadening the scope of real estate loans and al-
lowing presales by developers. Taken together, the abolishment of welfare housing dis-
tribution, along with the introduction of residential mortgage loans, stimulated the take-
off of China’s great housing boom.

1.2. Urbanization Process

China’s urbanization process has traveled down a winding road. The country had an
overpopulated and poor agrarian economy when Deng Xiaoping initiated the Opening-
up Reform in 1978. To ensure a stable food supply and maintain adequate public services
to urban citizens, China formerly had imposed strict regulations on rural-to-urban mi-
gration, known as the hukou system. This strict system not only distorted China’s labor
market but also dragged down the development of its housing market.

China’s 10th Five-Year Plan, passed in 2001, set urbanization as a national strategy to
stimulate demand and make the housing market a new engine of the country’s economic
growth. In accordance with this national strategy, the State Council issued a formal
document that allowed free rural-to-urban migration for counties and small towns.
The urban-rural divide in the hukou system ended in 2014 when the State Council com-
pletely abolished the urban and rural dual structure for labeling Chinese citizens’ resi-
dence. Since then, citizens have been free to move to urban areas, except for a restricted
number of large cities such as Beijing and Shanghai. Figure 7.2 shows the steady growth
in the urbanization rate from 1990 to 2016. Interestingly, urbanization is still in progress,
with more than 40% of Chinese citizens still living in rural areas at the end of 2016. By
depicting the completion of new homes in each year, the figure also shows rapid increases
in new home construction before 2012. Construction of new homes flattened out after
2012 and even dropped in 2015, indicating a slowdown in the construction boom.

In a recent study, Garriga et al. (2017) build a multisector, dynamic general-equilibrium
model to study the rural-to-urban structural transformation in China’s housing market.
Their quantitative analysis suggests that the urbanization process accounts for about 80%
of the growth in China’s urban housing prices.

1.3. Ghost Towns

China’s housing market development has been accompanied by a hotly debated
phenomenon—the so-called ghost towns—as discussed by Shepard (2015) and Wood-
worth and Wallace (2017). One can often find newly constructed but mostly empty urban
districts, usually in areas far away from traditional city centers. Well-known examples
include Ordos in Inner Mongolia and Zhengdong New District in Henan Province. More
generally, China’s urbanization features a high vacancy rate in cities. According to data
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