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Abstract

The monetary practices guided by the traditional Keynes’ theory
and their stagflation outcome enhanced the understanding of
expectation in both theory and policy —making. Since 1970s, the
Rational Expectation School advocated by R. Lucas and the rational
expectation revolution had a huge influence both in academic field
and policy makers. To point out that, monetary policy makers must
fully consider market expectations to enhance the forward—looking,
reliability and its credibility to promote the validity and fulfill the
ultimate goals of monetary policy such as prices and output.
Otherwise, central bankers will face time inconsistency problem and
policy failure. Since 1990s, central banks adopted the monetary
framework with the price stability as the main terminal goal and only
adjusting short term monetary market interest rate. Monetary policy
follows a certain rule more and pays much more attention to the
market expectations. Meanwhile, with the development of the fixed
income security markets, it is more and more important to achieve
the information of future economy growth, inflation changes and
judge the real effects of monetary policy through the term structure of
interest rate for the monetary practices. Central banks in most
countries put lots of resources to estimate the yield curve as
beneficial references to the monetary policy decisions.

Since the People’s Bank of China (PBC) formally performed
the central bank responsibility in 1984, China’s monetary policy has

changed from direct framework with credit control and cash issuance
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to indirect framework characterized by the open market operations.
But because of lack of rules and neglect of market expectations, the
quantitative monetary policy faces inefficiency and tends to direct
credit control. Meanwhile, financial markets especially the inter —
bank bond market where the PBC operates the OMOs are developing
rapidly. According to the statistics of BIS at June 2012, China’s
bond market has ranked the 3™ in the world (just only after US and
Japan). The depth and width of the bond market has already
provided the necessary conditions for the priced based monetary
policy. Then, whether China’s yield curves support the expectation
theory, can the yield curves provide effective macro —economy
information, and are there any sufficient conditions for the interest
monetary policy? Those are what we are concerning with and the
main goal of this paper.

The first chapter shortly introduces the expectation theory as
well as the role in monetary policy, the changes of monetary policy
in the developed countries and an overview of the developments of
China’s monetary policy and bond market as well as the China bond
yield curve. Chapter 2 and 3 tests the traditional expectation
theory of China’s term structure of interest rate based on the
methods of regression and co—integration analysis. The regression
empirical results showed that there are time—various term premium
in the term structure that explains the expectation puzzle. If the
term premium factors are considered, the forward rates contain the
information of the future spot rates and we cannot reject the
expectation hypothesis. The co—integration analysis showed that
there are long run equilibrium co—integration relationships between
yields of different maturity that supports the expectation hypothesis of
the interest rate structure. With the short run adjustment of the error
correction mechanisms, interest rates react on the deviations from the
equilibriums. The empirical analysis also shows the interest rates of

overnight and 1 month which are the granger causes of other maturity
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rates while the opposite are not the case. This provides the
theoretical support of the transition of China’s monetary policy
operation framework from the quantitative based to the pricing—
adjustments mode.

Chapter 4 and 5 tests the macro—economic information contained
in the term structure. Based on expectation theory and fisher effect,
the empirical studies on the short and medium term shows that yield
curve can predict ‘future inflation. The affined term structure factor
model and the analysis based on real interest rate shows that yield
curve have good predictive power on the future changes of real
economy such as GDP, industry value added, investment and
consumption as well as prices. The information in the term structure is
a good macro—economic indicator and beneficial to monetary policy
makers to judge economic and policy trends as well as market
expectations and are good to be better policy decisions to promote the
effectiveness of monetary policy.

We then turn to the sufficient condition analysis of the price
based monetary policy in China. Chapter 6 introduces the transitions
of monetary policy framework in the developed countries since World
War Il , summarize two typical modes interest rate operations, which
is open market operations, channel system respectively and point out
that monetary policy must obey the rule operation and price —based
framework dominates the quantity —based framework. The analysis on
China’s monetary policy shows that the current quantity monetary
policy faces more and more challenges and the efficiency is more and
more weak. The empirical study on the role of monetary market
benchmark rate shows Shibor is a good benchmark rate. The PBC
can operate interest rate efficiently through open market operations.
All those mean that it is time to reform the monetary policy to the
price —based mode. Then the last chapter, Chapter 10, summarizes
the findings above which fully analysis the pitfalls in the current

open market operations, interest policy arrangements and provides
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