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Only mildly expansionary policy despite trade conflict
In our MP Reports, we aim to provide a concise and timely analysis of Chinese
monetary policy that makes it
accessible for an international audience.
Editorial Note:
There are two important changes to the format of our still young series of Monetary
Policy reports. First and foremost, from this issue on our reports will feature a joint
index of Chinese monetary policy – the Sun-MP – index, developed by our very own
Rongrong Sun. Second, there will not be a 2018Q4 report. Instead we will relaunch with
a new schedule starting in April 2019 with the 2019Q1 report.
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The current economic background
Over the past quarter, the external economic
environment has become increasingly challenging
for China. A bulk of bad news hit the financial
markets in quick sequence. First, on Chinese
National Day this year, another round of U.S. tariffs
were imposed on Chinese goods, and the trade war
between the United States and China kept escalating.
This changed only most recently, when US president
Trump delayed the previously threatened next round
of tariffs following a meeting with Xi Jinping during
the G20 summit. However, the relations are still
difficult.

Monetary policy in the third quarter
2018: Overview
Policy Dashboard
The PBoC focused on stabilizing financial
system and responding to the trade conflict
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with the US. On 29 September, The PBoC
released a brief statement of its 2018 third
quarter monetary policy committee (MPC)
meeting. Table 1 summarizes the key policy
actions of the PBoC during the recent months.
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Table 1: Policy Dashboard

Sep 8th

Interim measures supporting the administration of the bond issuance by overseas
institutions in the national interbank bond market

Oct 7th

The required reserve ratio (RRR) was cut to support voluntary and mandatory debtequity swaps and finance small and very small firms

China’s politburo and state council have replaced
the term “deleveraging” with “structural
deleveraging” in their official statement, which
could suggest a less harsh regulation on debt is
planned for the future. In order to facilitate
lending to private enterprises the PBoC has cut
the required reserve ratio (RRR) four times in
2018 in order to lower financing costs. As a result,
the liquidity remained generally adequate
although the PBoC made no open market
operations since mid-October and financial
regulation has substantially tightened over the
year in other respects.

Current monetary policy stance
Given that China’s most recent actions were
mostly
compensating
the
ongoing
macroprudential measures, China’s policy is still
only mildly expansionary and mostly neutral. This
is in line with both the PBoC’s official
communication and the comprehensive Sun-MP
index, summarizing monetary policy in China, that
has been fluctuating between 0 (neutral) and -1
(mildly expansionary) since 2012 (See Figure 1).

Figure 1: SUN-MP-Index

Recent policy decisions in detail
Monetary Policy to Maintain aggregate
liquidity

Note: The index is normalized to mimic the direction of interest rate
changes as traditional summary indicator for monetary policy, i.e.
high values are contractionary: 2 highly contractionary, 0 neutral, 2
highly expansionary

On October 7th, the PBoC announced a
reduction of required reserve ratio (RRR) by
one percentage point. This is the fourth
adjustment in merely 12 months. Like some
of the previous changes, the reduction of
the RRR is timed to compensate for expiring
medium-term lending facilities. Specifically,
the most recent change offsets the
expiration of 450 billion medium-term
lending facilities, but also frees 750 billion

Table 2: Recent changes of the required reserve ratio

Large-scale Financial Institutions

Small-medium-scale Financial Institutions

Date
Before

After

Adjustment

Before

After

Adjustment

2015.02.05

20.00%

19.50%

-0.50%

18.00%

17.50%

-0.50%

2015.04.20

19.50%

18.50%

-1.00%

17.50%

16.50%

-1.00%

2015.06.28

Part of banks RRR cut by 0.50%

2015.09.06

18.50%

18.00%

-0.50%

16.50%

16.00%

-0.50%

2015.10.24

18.00%

17.50%

-0.50%

16.00%

15.50%

-0.50%

2016.03.01

17.50%

17.00%

-0.50%

15.50%

15.00%

-0.50%

2018.01.25

Part of banks RRR cut by 0.50-1.50%

2018.04.25

17.00%

16.00%

-1.00%

15.00%

14.00%

-1.00%

2018.06.24

16.00%

15.50%

-0.50%

14.00%

13.50%

-0.50%

2018.10.07

15.50%

14.50%

-1.00%

13.50%

12.50%

-1.00%

additional liquidity. In total the cumulative effect
of the RRR reductions in 2018 is 3.25 trillion RMB.
The goal is to inject liquidity and stabilize the
interbank market.
Going beyond what was needed in to compensate
the expiring MLF, is in line with the current need
of the PBoC to mitigate anxiety on financial
markets in the face of an economic slowdown and
a trade war. Regarding the exchange rate, the
RRR reduction may cause the RMB to depreciate.
During the “trade war”, the currency depreciation
could mitigate the pressure on exports. However,
the PBoC remains very careful to not push for a
strong devaluation, which would counter its own
key objective to prevent increasing capital
outflows.

RMB internationalization
On September 8th, with the approval of the State
Council, the People’s Bank of China (PBC) and the
Ministry of Finance (MOF) have jointly issued
“Interim Measures for the Administration of the
Bond Issuance by Overseas Institutions in the
National Inter-bank Bond Market” (PBC and MOF
Notice [2018] No.16). This is a clear signal that the
PBoC is continuing its path of gradually opening of
Chinese financial markets and promote the

international role of the RMB. The measure
explicitly regulates the requirements for overseas
institutional issuers, and simplifies the process of
issuance, which provides more opportunities for
oversea institutions to participate in the Chinese
inter-bank bond market.

Summary Financial Indicators
Growth of monetary aggregates slowed
down
The growth of monetary aggregates in the third
quarter of 2018 was mostly stable. According to
the PBoC, the year on year growth rate of M2 has
increased to 8% with an absolute level at RMB
179.56 trillion (8.3% in the last quarter); the year
on year growth rate of M1 comes down to 1.3%
with an absolute level at RMB 54.01 trillion, which
indicates a slight acceleration in M1 growth. The
monetary base M0 increased by 2.8 % (year-overyear) to roughly RMB 7.01 trillion.

RMB and foreign currency deposits in
financial institutions growth rate decelerate
By the end of October, outstanding RMB and FX
deposits are in total RMB 181.62 trillion, an

Figure 2: Growth of Money Supply

Note: YoY (Year over Year) measures the growth rate compared to the same month in the previous year..

increase of 7.8% year on year. It is entirely driven
by the growth of RMB deposits. FX deposits have
been dramatically declining this year, which
represents a massive drop in the growth of
foreign assets since last year. One year ago, at this
time, the year-over-year growth rate of foreign
deposits was still at 25%. This decline might
reflect the decreasing need for foreign currency
when trade is likely to decrease due to the trade
conflict instigated by the Trump administration.

Lending by financial institutions grew rapidly
Outstanding loans in domestic and foreign
currencies of all financial institutions totaled RMB
139.7 trillion at the end of October, increasing by
7.8 percent year on year. Similarly, the growth is
entirely contributed by the domestic part.
Especially, Beijing highlight whole financial
institutions have responsibility to improve the
financial environment for small and micro
businesses and private enterprises. Outstanding
RMB loans grew by 13.1 percent year on year to

RMB 133.96 trillion, which is the highest growth
rate during the past two years. Furthermore,
outstanding foreign currency loans stood at
USD823.5 billion, up by 0.1 percent year-on-year.

Inter-bank market more active
In October, the total volume of transaction in the
interbank market was 445.32 trillion, implying a
24 percent year on year growth, indicating quickly
increasing financial integration in China. In June,
the weighted average interest rate of interbank
lending was 2.42%; the weighted average interest
rate of repos was 2.39%. (which category? 7 day
or longer?) Both rates reflect that RRR cutting is
effective in the financial market.

Foreign reserves fell and RMB depreciates
China's foreign reserves fell by $8.23 billion in
August and $22.69 billion in September. The total
reserve was $3.087 trillion at the end of
September, and the USD/CNY central parity was
set at 6.8792.

In Trillion RMB

Figure 3: Growth of loans and total amount of RMB and FX loans (in trillion RMB)

Note: MoM (Month over Month) measures annualized growth compared to the previous month

In Trillion RMB

Figure 4: Growth of RMB and FX Deposits and total amount of RMB and FX Deposits (in trillion RMB)

Note: MoM (Month over Month) measures annualized growth compared to the previous month.

SUN-MP Index
The Sun-MP index is a narrative index that
comprehensively measures the PBC's policy
stance based on the information on policymakers’ intentions extracted from the PBC's
official communication. It is a five-value index on
a quarterly basis. The policy stance of -2 refers to
strong ease, indicating a strong emphasis on
promoting real growth; 2 for strong tightening
that indicates a strong policy emphasis on
inflation reduction; -1 for ease and 1 for
tightening, indicating mild emphases on real
growth and inflation control, respectively; the
value of 0 stands for a neutral monetary policy
stance.

Rongrong Sun (2018), "A Narrative Indicator of
Monetary Conditions in China", International
Journal of Central Banking, 14(4): 1-42.
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