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China's external policy features exchange
rate targets, capital controls and sterilized
interventions. Although constrained by a strictly
managed exchange rate, China's monetary policy
can maintain considerable independence owing to
capital control and sterilization measures.

According to the official announcement in
1994, China established a managed floating
exchange rate system based on market supply and
demand. But the CNY exchange rate system was
never a managed float in its true sense. The
authority maintained tight control over the
exchange rate and effectively pegged its currency
to the U.S. dollar in the following decade. A new
round of reform started in 2005, when China
moved away from the fixed exchange rate regime
and the CNY was allowed to crawl higher.
However, this appreciation process stopped after
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the financial crisis in 2007, and the Chinese Yuan
was re-pegged to the U.S. dollar. Again, since the
second half of 2010, the CNY has become more
flexible, with a gradually expanded fluctuation
range centering around 1: 6.5.

The Mundell-Fleming model predicts the
trilemma that it is impossible to have fixed
exchange rates, an independent monetary policy,
and free capital mobility at the same time. Under
perfect capital mobility, the UIP (uncovered
interest rate parity) condition holds. This means
that when the exchange rate is fixed, domestic
interest rates move one-to-one with foreign
interest rates, so that the central bank loses its
monetary autonomy. This prediction is not
consistent with the Chinese economy. China's
monetary  policy  maintains  considerable
independence under a currency peg: the
benchmark interest rates in China are adjusted
mainly in response to the domestic economic
situation.

Capital control is the main reason for China's
monetary autonomy under a strictly managed
exchange rate. The Chinese government strictly
regulates short-term capital flows in and out of the
country, although it takes all measures to attract
long-term FDI (foreign direct investment). Capital
control drives a wedge between domestic and
foreign interest rates. The UIP no longer holds, so
that the domestic interest rate can be set at a
different level from foreign interest rates even
when the exchange rate is fixed. In extreme cases
such as financial autarky, domestic monetary
policy can be conducted independently from the
rest of the world (in the sense of targeting inflation
only). Therefore, capital control alleviates
Mundell's trilemma.

However, capital control is not enough for
China's monetary autonomy under the exchange
rate misalignment. There are leakages in China's
short-term capital account, because a complete
ban on private holdings of foreign assets is
unrealistic. Moreover, the external economy can
still influence the domestic economy through
other channels, including the current account, FDI,
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etc. For example, when the CNY is undervalued,
the increase of exports leads to persistent current
account surpluses. According to the compulsory
foreign exchange settlement system, domestic
firms cannot hold foreign currency revenues. The
PBoC (People's Bank of China) should buy them
from exporters at prevailing exchange rates to
grow its holdings of foreign reserves. Since the
purchases are financed by money creation, foreign
exchange becomes an essential channel of
currency issuance and the overissuance of
currency generates inflationary pressure.

This is why sterilized intervention is needed
for China's monetary autonomy. Sterilized
intervention can be seen as foreign asset
purchases financed by domestic bond issuance.
The central bank intervenes in foreign asset
markets to influence a nation's exchange rate.
Meanwhile, it issues short-term central bank bills
to absorb the increase of bank reserves caused by
its interventions, to the effect of insulating
domestic money supplies from the foreign
exchange transactions.

The PBoC engages in extensive sterilization
activity to maintain the country's closed capital
account in the face of persistent current account
surpluses. Since the early 2000s, the PBoC has
been intervening actively in the foreign exchange
markets to prevent sharp appreciation of the CNY.
Meanwhile, it resorts to open market operations
(OMOs), issuing central bank bills, and raising
reserve requirements of banks to manage the
country's liquidity situation. The PBoC also relies
on unorthodox tools, such as direct control over
bank lending and adjustment of retail interest
rates. These measures allow the central bank
additional flexibility in conducting domestic
monetary policy.

Sterilization interventions can resist the
overheating pressures triggered by persistent
current account surpluses and large-scale capital
inflows (mainly FDI). Capital controls enhance the
effects of currency interventions. In a complete
market model or a world without financial frictions
or capital controls (therefore the UIP holds), FX

EEFIECHE, EREVFERE
ShCHEE, TFEARRTT (PBoC) R
ZIMIATIC R M O B F R S5k
Lo REFEFAINCAEEREE
mn; RE, SNCRARTRITHNER

RE, MEMHNIELXTFETER
BRKIE

TR R D BRI
A—PERE, METHTNEERR
WEITER G rR RK M SLSMNE 7
o RRBITAINCTH T, MU
m—ECR, B, BRITRHR
TEHE, MR BRIMNCEEZSEAIER
TR SIEM, MmgE R 56 AR
5NCRZREITR.

EXNFFEMEERARR, FE
ARBREAR T ZHOREES), U
BRFPEHNNEAKS . BAHE
Mk, FEARBRIT—EERRT
WINC™E, MUFIEARTAREH
B, B, EXRAFTHEE
(OMOs) | AfTRITERE. RERT
EREESEEFRREERRNAR
RN, PEARBITERETIE
ESNTHE, mEEEHRTERM
PETEFER, XEHEEFERITER
FTEREMBRRETEZHNRE
M,

SET I ] AR S B 2 H K
FEFRMAIMEZLARN (EBZ
FDI) SIREEIRES . RAEH R
THETHRNR. E—PEETH
ME5h, HEE—DIEEREE
SAAEH (FHIL UIP ) AItsR
F, SNCFICRRZRE RN,
PTIAR ARE S 550 TR — R




interventions have no effect on the exchange rate.
So both are needed. Capital controls combined
with sterilized interventions allow the Chinese
central bank to maintain an independent
monetary policy.
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