Monetary Policy Transmission Mechanism in China
—From the Perspective of Progress in China Financial Liberalization
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Abstract

Since reform and opening up to outside world, the economy of
China has gradually transformed from a planned economy to a market
economy and the financial market development in China has also
made important progress. With the continuous development of the
economy, the pace of change for China’s financial markets is likely to
further accelerate in the next 10 years.

Financial markets play an extremely important role in the
monetary transmission process. Central banks implement the ation of
monetary policy mainly through the market, commercial banks and
other financial institutions understand central bank control of monetary
policy intentions through the market; businesses, residents and other
non-financial sector of economic actors accept the financial institut-
ions’ regulation of the capital supply and in turn affect their
investment and consumption behaviour through market interest rates

changes; social changes of the economic variables are also feedback



through the market, and impact the behaviour of the central bank and
the financial institutions. Therefore, the development and changes in
financial markets is bound to have a significant impact on the
monetary policy transmission mechanisms, thereby affecting the
effectiveness of monetary policy, including time-delay, extensive and
direct characters and effects of monetary policy, and so on.

The most relevant studies at home and abroad carried out around

the following aspects. First, relations between a single area (such as
the financial product innovation) of the financial markets development
or a specific market (such as the stock market) and the monetary
policy transmission mechanism. Second, relationship between some
element ( such as the financial product innovation in the asset
securitization) of a single aspect in financial market developments and

the monetary policy transmission mechanism. The third is relationship
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between the development of financial markets and the monetary policy
transmission separated in one or two specific channels. Overall, the
studies remain in the single financial market development and the
single channel. This paper systematically summarized the overall
development of financial markets, on the base of which the paper
mainly analysed the effect to the monetary policy transmission
mechanism, emphasizing the overall effect. In addition, considering
the China’s characteristics of monetary policy transmission
mechanism, the paper focused on the development and changes in
the operation of monetary policy transmission mechanism for interest
rate and credit channels under the condition of financial markets
development.

Based on theoretical research on the monetary policy transmission
mechanism and summary of the China’s financial market development,
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the paper analysed the impact of China’s financial market development to
its monetary policy transmission-mechanism through literature research
and empirical research. The paper started with the connotation of the
monetary policy transmission mechanism, analyzing and providing an
overview of the current mainstream views of monetary policy transmission
mechanism, the theory of monetary transmission channels, research
methods of monetary policy transmission mechanism, as well as the
characteristics of China monetary policy transmission mechanism and the
status quoin of study, then summarized the development of China’s
financial markets, particularly all aspects of financial markets
development progress since 1990, including financial liberalization,
financial product innovation, financial technology innovation, financial
integration, financial system deepening, structural changes, and so
on. Later the paper summarized and analysed the impacts of development
of financial markets for monetary policy transmission mechanism from the
previous research results, including the impacts of the overall
development of financial markets to the interest rate channel, the asset
price channel, credit channel, exchange rate channel, expected
channeland the overall effect of monetary transmission mechanism, as
well as the impacts of each aspect of financial market development to the
interest rate channel, credit channel and the overall effect of monetary
policy transmission, and the overall impacts of the overall financial
markets development to monetary policy transmission mechanism of the
impact of the situation. Finally, the paper adopt econometrics such as
unit root test, cointegration tests, Granger causality test, vector
autoregressive VAR, impulse response function, Quandt-Andrews
unknown breakpoint test methods to do an empirical study of the impact

of China’s financial markets development to monetary policy transmission
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mechanism.

The paper emphasized the overall effect and China’s important
monetary policy transmission channel — the interest rate channel and
credit channel. In the course of the study, the paper combined the
qualitative and quantitative research, interspersed historical research
and practical research, introduced horizontal and vertical comparative

study, and focused on a complete linked vision to analyse the

subject. As a result of research, the paper get the following main
conclusions: China’s monetary policy transmission mechanism
occurred relatively significant structural changes from end of 1997 to
beginning of 2003. Along with the deepening of financial
liberalization, ongoing financial products and technology innovation,
continuous development of financial integration and the further

deepening of financial markets, the overall effect, the interest rate
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channel and credit channel effects of monetary policy transmission is
continuously enhancing, even the effectiveness of the credit channel
gradually weaken relative to interest rates channel. At the same time,
the duration of the overall effects of monetary policy transmission and
interest rates channel is increasing, while the duration of the credit
channel of monetary policy transmission effects have gradually
shortened. In terms of the overall effect of monetary policy
transmission, nominal interest rates variable adopted in the estimated
model based on all samples (1i. e. 1992Q1—2009Q1) will be more
stable; while real interest rates adopted in the stage comparative
analysis model is more in line with the actual situation, and the
analysis results showed that phase 2003Q1—2009Q1 enhance the
overall effect of monetary policy transmission of approximately more

than tripled compared to 1998Q1—2002Q4 stage. For interest rate
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channel, the impact of M, growth rate in the long — term and the
impact of long — term lending rate is continuing to enhance; the
impact of M, growth rate in the short — term and short — term impact of
short — term interest rates is the weakest in the second stage
1997Q4—2002Q4, and increase in the third stage 2003Q1—
2009Q1 ; the effectiveness of the mid — long term bond interest rate is
the weakest in the third stage 2003Q1—2009Q, and is the strongest
in the second phase 1997Q4—2002Q4 ; The main variables of impact
on economic growth gradually transferred from the M, growth rate and
short — term interest rates to the M, growth rate and long — term
lending rate; the main variables of impact on price level gradually
shifted from the short — term interest rates to long — term lending
rates; the impulse of long — term lending rate at any stage to the real
economy is positive, regardless short — term or long — term; the
impulse of mid — long term bond interest rates at any stage to the
economic growth is negative, whether in the short or long run
time. For the credit channel, the short — term impact of M, growth
rate is continuing to enhance; the long — term impact of M, growth
rate and impact of the loans growth rate is the strongest in the third
stage 2003Q01—2009Q1, while in the second phase is the weakest;
the main variable impact on economic growth and price level is the
growth rate of the loans rather than the growth rate of M,.

Based on the study conclusion above — mentioned, the paper
presents that the monetary authorities need to pay more attention to
the role of the interest rate channel, focusing on interest rate policy
tools, but also can not let up of monitoring of credit channel in the
process of monetary policy formulation to adjust the real

economy. Concerning about the interest rates tool, it is neccesary to
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pay more attention to the market real interest rates, the role of long -
term lending rates, and put real interest rates as the reference target
more in the course of monetary policy formulation.

According to summarize the mainstream views, the general
theory both in domestic and international, and research status of
monetary policy transmission mechanism, it will help to understand

China’s current operateing ways of monetary policy transmission

mechanism, as well as deficiencies compared with foreign countries
in practice and theory research, so as to promote the positive
development of our country, improve and perfect the transmission
mechanism of monetary policy in research and practice. Through
researches on the impact of China’s financial markets development to
monetary policy transmission mechanism, it is conducive to a better

understanding of the process, mechanism and main intermediary
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goals of monetary policy transmission, so as to make appropriate
monetary policy to impact the intermediate targets, further to achieve
the ultimate goal of price stability, economy growth, full employment
and the international payments balance, thereby promoting the
economy’s sustained, coordinated, rapid and healthy development;
At the same time it also help to understand the impact degree of
changes in the financial markets to monetary policy transmission
mechanism, thus develop policies or measures about financial
markets to influent the monetary policy transmission, so that
organically link China’s monetary, financial and real economy
together. In addition, this study aimed at strengthening the theory and
practice of China’s monetary policy transmission mechanism, thus it

can enrich the theoretical basis of national economy speeding up.
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