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ABSTRACT 

  

 The People’s Bank of China (PBC) has played a vital role in conducting monetary policy 

during a period of fast economic growth in China. The PBC used a variety of monetary measures 

and instruments to implement monetary policy over the past decades. In this project, we  

examined whether the implementation of monetary policy in China mimics the market economy 

or not. We summarise the main tools that have been used in the monetary policy based on the 

studies by Qiong (2011) and Gerlach (2004). We then applied the variance and covariance 

analysis of macroeconomic variables of China and the US for two periods. The results of our 

analysis showed that China and the US had many similarities. Our empirical analysis, using the 

Taylor Rule theoretical framework demonstrates that the difference between the actual interest 

rate and the theoretical interest rate derived from the Taylor Rule for China and the US has the 

same trend. Our main conclusion is that the implementation of monetary policy in China mimics 

the market economy.  
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CHAPTER1: INTRODUCTION 

China’s recent economic performance has been outstanding. Other major economies such as 

the US and European countries have experienced an economic crisis that has led to a global 

economic slowdown. China, so far, has responded to the consequences of this crisis very well.  

There is a general consensus about China's ability to build a stable and sustainable economy.   

Dunaway (2012), a prominent economist, concluded that the development of a domestic 

economy should be done through both fiscal and monetary policy and that monetary policy 

should be used as the main tool to tone down inflationary pressures from abroad. Most of the 

previous studies focus on the direction of the monetary policy and summarise the tools that 

China used to achieve their monetary policy target. The main policy has been to use a fixed 

exchange rate against the US Dollar. The substantial difference between our research and  

previous studies is that we are asking a different question, that is, “Did the regulatory monetary 

policy in China mimic the market economy?” We will base our research on the role of the PBC  

and the main monetary policy tools that have been used in China. In our approach, we begin with 

a theoretical analysis, starting with: the correlation between 1) output gap and interest rate, and 2) 

the inflation gap and interest rate. Then, as background for our theoretical framework, we 

summarise what the central bank of China has done to manage the economy, the evolution of 

China’s economic system and the monetary policies that have been implemented in China. We 

will also present how the bank regulated the economy with credit and price control in the country, 

how effective these measures have been and how often these regulations have had to be changed 

over time. We then analyse the policy decisions in response to the current output and the 

deviation of actual inflation from the target inflation. In the empirical analysis, we compare 

China and the US by showing a series of graphs which highlight the variances and covariances of 

the macroeconomic variables. The variables that we used are the interest rate, inflation rate, 

money supply growth and GDP growth of China and the US. Our analysis enabled us to 

conclude whether these variables behaved in the same fashion or not. Finally, we compared the 

actual monetary policy stance between the countries with the use of the Taylor Rule. Our 

empirical analysis provided the answer to our research question. 

The structure of our presentation is as follows: the second chapter provides a review of the 

literature on the role of the PBC and the development of the economic system in China. Chapter 

3 summarises the theoretical framework that was used in this paper. Chapter 4 describes the 
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method that was used to examine the research question. Chapter 5 reviews the monetary policy 

tools that have been implemented and the development of the market in China. Chapter 6 

highlights the relationship between the direction of the policy changes and relevant economic 

indicators (GDP, inflation, and money supply). Chapter 7 presents the empirical analysis, 

basically the calculation of variance and covariance of 1) interest rate and inflation, 2) interest 

rate and GDP, and 3) interest rate and money supply of China and the US. Additionally, we 

compared the actual interest rate with the interest rate that was predicted by theory for both 

China and the US. Chapter 8 summarises our main research findings.  
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CHAPTER2: THE PBC AND THE ECONOMIC SYSTEM IN CHINA  

2.1 The role of the People’s Bank of China 

The PBC was established in 1948 from the merger of four banks (People's Bank of China, 

2011). On March 1995, the Law of the People's Republic of China on the People's Bank of China 

was adopted by the 3rd Plenum of the 8th National People's Congress and the PBC’s central 

bank status has since been legally confirmed.  

In 1998, based on the spirit of the National Conference on Financial Work, the Central 

Committee of the Party and the State Council decided to reform the organizational structure of 

the PBC. Significantly, the PBC’s provincial branches were abolished and trans-provincial 

branches were set-up. At the same time, a Party Committee of the People’s Banking System was 

set-up to directly manage the central bank. In 2003, according to the Opinions on Deepening the 

Reform of China’s Administrative Management System, the PBC’s role relating to the 

supervision of banks was separated from the role of managing banks, financial asset management 

companies, trust and investment corporations and other financial institutions (Cecchetti, 2007). A 

Banking Regulation Commission which integrated the function of the Party Central Financial 

Committee was then established. Also in the same year, additional improvements to the Law of 

the People's Republic of China on the People's Bank of China were adopted (Guoqiang, 1999). 

 Xiaoqing (Xiaoqing, 1998) divided the evolution of the PBC into various stages according 

to the historical changes of its functions. 

Stage 1 (from 1948 to 1978): During this period, all the short- term credit business to  

agriculture, industry and commerce in China was entrusted to the PBC. This was basically a 

mono-banking system. At that time, the PBC had the exclusive legal right to issue banknotes in 

China, acted for the national treasury institution and managed China’s financial policies.  

Stage 2 (from 1979 to 1995): During this period, China used a “mixed” system, in which  

the PBC played the role of central bank and commercial bank. After a while, specialized banks 

and financial institutions were established as separate institutions. The PBC then began to 

concentrate on implementing the national macroeconomic policies and adjusting the capital of 

financial institutions to keep the value of its currency stable. The PBC had the right to guide, 

regulate, coordinate and supervise other financial institutions (Temporary Rules of the 

Administration of the bank of People's Republic of China 1986).  
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Stage 3 (from 1995 to 1998): During this period, the socialist market economy concept was 

officially adopted and there were more financial reforms. The announcement of The Law of the 

People's Republic of China on the People's Bank of China legally supported the rights and duties 

of the PBC and its role in regulating the economy was strengthened.   

Xiaoqing’s analysis covered the 1948-1998 period. In the post-1998 period, we depend on 

reports by the PBC.  

Stage 4 (from 1998 to present): During this period , the PBC’s role relating to the 

formulation and implementation of monetary policies and the maintenance of financial stability 

was further strengthened. 

At present, the PBC is the central bank of China. The PBC’s main functions include the 

issuance of banknotes and the management of China’s gold and foreign exchange reserves (Fry, 

1998). The PBC, under the leadership of the State Council, is responsible for formulating and 

implementing monetary policies, guarding against and eliminating financial risks, supervising  

financial institutions and maintaining financial stability. (Law of the People’s Republic of China 

on Foreign-Capital Enterprises, 2010). 

 

2.2 The economic system in China 

A market economy system is an economy in which decisions relating to investment, 

production and distribution are based on supply and demand.
 
The prices of 

goods and services are determined in a free price system (Gregory and Stuart, 2004). In the 

market economic system, everyone follows self-interest and there is no need for the government 

to prevent individuals from maximizing their profits (Edward, 1973).  

As we know, competition is closely related to market economic system. It contributes to an 

efficient allocation of resources and an increase in the wealth of society (Smith, 1776). Western 

economists think that competition can adjust production to bring supply and demand into 

equilibrium, which tends to lead to an efficient allocation of resources. Also, the “invisible hand” 

works as a balancing mechanism and in the case of perfect competition, there is no need for 

government intervention or regulation.  

Before 1978, the economic system in China was a planned economy. In other words, 

production and the allocation of resources all relied on a preset plan: what to produce, how to 

produce and who the production was for, were all decided by the government. In practice, this  
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was not efficient and caused a loss of welfare to society. China thus decided to reform its  

economic system. The aim of the reform was to establish a socialist market economic structure 

(OECD, 2011).  

By 2002, the GDP of China had reached 10 trillion Renminbi. There was a fundamental 

change in the quantity of supply and demand for goods and services (Hongbin, 2005). The  

supply of goods and services was sufficient to meet the growing needs of the people and the 

socialist market economy developed radically. The reform of the economic system produced  

tremendous achievements in all aspects and the market mechanism started to play a role in 

resource allocation (Guo, 2002).  

Although China placed emphasis on improving the socialist market economic system for 

many years, the legacy of the planned economy made it difficult to achieve targets. Among the  

top 500 companies of China, all of the top 10 are large state owned enterprises, such as Sinopec 

Group, State Grid, China Mobile, China Life and Industrial and Commercial Bank of China 

Limited (OECD 2011). These companies are monopolies that are managed by the government. 

The monopoly relating to the use of resources prevents competitors from entering the market and 

the lack of competitors resulted in the production of low quality goods and services and poor 

management. So the economic system in China is currently an “imperfect socialist market 

economic system with the public ownership and administrative monopolies of central 

government-led enterprises remaining dominant”. The State-owned Assets Supervision and 

Administration Commission of the State Council stated that the state-owned organizations have  

the right to absolutely control the military, power network, petroleum, telecommunications, coal, 

shipping and civil aviation sectors. This means that the government has absolute monopoly over  

these seven industries. 

In practice, an invisible mechanism exists to prevent non-state-owned enterprises from 

entering monopoly industries. Although the amount of large non-state-owned enterprises has 

increased, their profits are dwarfed by the exorbitant profits of the monopoly industries (Hongbin, 

2005). Since most of the important resources in China are in the hands of the large state owned 

enterprises, the price of goods and services is much higher than the marginal cost. The state 

owned monopolies charge very high prices to grab huge profits. As a consequence, the cost of 

production is much higher than it should be and this is probably leads to higher inflation in 

China.  
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CHAPTER3: THEORETICAL FRAMEWORK 

In this chapter we will discuss the theoretical framework that is mainly used to answer our 

research question. Taylor has tested the Taylor Rule in the US economy and suggested that if the 

Federal Reserve could set the interest rate by the Taylor Rule; the economy will grow at a 

sustainable rate. Since the US is a developed  market economy and China is a socialist market 

economy, we want to see if the settings of the interest rate in China and the US have similarities 

relating to the theoretical interest rate derived by the Taylor Rule. 

 

3.1 Tools of monetary policy that the People’s Bank of China used. 

The central bank must apply appropriate monetary policy instruments to achieve monetary 

policy targets. These targets are economic variables that can be influenced by the central bank. 

Monetary policy instruments can directly or indirectly influence the monetary base and interest 

rates which in turn can affect the macroeconomic indicators of the national economy. 

In general, the three most often used tools are open market operation, rediscount rate policy 

and reserve requirements. Cecchetti (Cecchetti, 2007) analysed how the instruments of monetary 

policy affect the money supply and Mishkin (Mishkin, 2009) explained how these three tools of 

monetary policy affect the interest rate.  

Open market operation is an action that the central bank can use to adjust interest rates and 

money supply by buying or selling negotiable securities such as government bonds (Mishkin, 

2009). When there is a surplus in the capital market, the central bank will sell the securities to 

withdraw the money, control the credit of commercial banks and decrease the money supply to 

curb any excessive demand. Since the central bank can sell securities in large quantities, their 

actions can result in an increase in the cost of lending and this could cause a slowdown in 

investments. This in turn can slow down the rate of growth of the national economy. On the 

contrary, if there is deficit in the capital market, the central bank can buy securities to increase 

money supply which expands the amount of credit available. Consequently, this action can 

stimulate investment, consumption, and economic growth. 

In addition to the open market operation, the central bank can use a rediscounting approach. 

The central bank can make loans to financial institutions by discounting commercial notes that 

have not matured. By adjusting the total amount of rediscounts and the interest rate, a central 

bank can influence the size of the monetary base which will impact the financial sector. When 
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commercial banks need capital, the central bank can sell debt instruments to the commercial 

banks at a rediscount rate. The rediscount rate can affect the cost of financing. When the central 

bank increases the rediscount rate, this puts pressure on the commercial banks to increase their 

loan interest rates which tends to reduce loan demand and, therefore, cause a decrease in the 

money supply. 

A third tool that the central bank can use is to adjust reserve requirements. Reserve 

requirements are funds set aside by financial institutions to guarantee adequate funds to facilitate 

withdrawals and financial settlements by their customers (Mishkin, 2009). The proportion of 

reserve requirement to total deposits that financial institutions pay to the central bank is the 

deposit-reserve ratio. The deposit-reserve requirement ratio set by the central bank will affect the 

ability of financial institutions to supply credit funds. A decline in required reserve ratio will 

increase the money multiplier and ease the monetary supply. The decrease in the required reserve 

ratio also lowers the quantity of reserves demanded which causes the interest rate to fall and vice 

versa.  

 

3.2 The equations of the Taylor Rule 

John Taylor (1993) established a multi-country rational expectation model. By a simulation 

analysis of the data of seven industrial countries he found that the Interest-Rate Rule is the most 

favored strategy for the central bank to maintain a stable yield and price level. The Interest-Rate 

Rule is a rule of monetary policy that the interest rate is adjusted according to the difference 

between the level of output, prices and their target value. At a later stage, John Taylor (1993) put 

forward a straightforward interest rate rule, known as the Taylor Rule, and empirically analysed 

that this rule is in conformity with the trend of Federal funds rate from1987 to 1992: 

        
          

        

Where 

   is the Federal funds rate 

   is the average rate of inflation over the previous four quarters 

  
  is the “equilibrium” real interest rate 

  
  is the target rate of inflation 

   is the weight of gap of inflation to funds rate, and 

   is the output gap or the percent deviation of real GDP from a target 
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That is 

            
     

  where 

   is the real GDP, and 

  
  is the trend real GDP 

   is the weight of gap of output to funds rate 

He assumed that inflationary gap has the same weight with the output gap, both equal to 0.5, 

so Taylor Rule can be rewritten as  

        
           

         

 

3.3 The policy implications of the Taylor Rule 

According to Taylor, if the real interest rate equals the equilibrium interest rate and the real 

output equals the potential output, then the economy would grow steadily. Under the Taylor Rule, 

the central bank should keep the level of interest rate neutral when implementing policies to 

prevent severe interest rate fluctuations from interfering too much with what is going on in the 

economy. Maintaining the inflation rate at the desired level would facilitate steady economic 

growth. 

However, changes in the economic growth rate, unemployment rate, and inflation rate can 

cause the real interest rate and real output to deviate from the target level (Bernhardsen, 2007). In 

order to stabilize the process and achieve sustainable economic growth, the authorities should 

use the short-term rate as the primary target. If the actual inflation rate exceeds the target 

inflation rate, or the gap of output is larger than zero, the authorities should adjust the nominal 

interest rate to make the real interest rate higher than the long-term equilibrium interest rate to 

reduce inflationary pressure. On the contrary, if the real inflation rate is lower than the target 

inflation rate, or the gap of output is less than zero, the authorities should adjust the nominal 

interest rate to make the real interest rate lower than the long-term equilibrium interest rate to 

stimulate aggregate demand. 

All in all, the authorities should apply all kinds of instruments of monetary policy to adjust 

the nominal interest rate, make it adapt to the changes in the inflation rate, and thus maintain the 

stability of the equilibrium real interest rate. So when the employment and price level are in a 

reasonable and balanced situation,          
 ,      

 ,     , the economy will grow at a 

sustainable and stable rate. 
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3.4 Applying the Taylor Rule in China 

The decision to utilize the Taylor Rule was based on its ability to be implemented by policy 

regimes with dual mandates relating to price stability and economic growth, which was 

consistent with the objectives in the US and China (Orphanides, 2007). Although the Federal 

Reserve applied the Taylor rule as a basis for setting the interest rate in the country, the actual 

interest rate was not exactly equal to the theoretical interest rate of the Taylor Rule. We thus 

decided to compare the actual interest rate in China to the theoretical interest rate derived from 

the Taylor Rule. Then we could analyse the relationship between the actual interest rates in China 

and the US and their respective theoretical interest rates. The interpretation of the results of our 

analysis can be used to answer our research question. 

We understand that China may plan to move closer to a market exchange rate in the future 

and might adjust all other systems in China to be more market-based at roughly the same rate. 

We therefore think that it is important to review the exchange rate regime, monetary policy tools 

and the development of the market in the later chapters to see if there is a trend towards a market 

economy. 
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CHAPTER4: DESCRIPTION OF THE METHOD 

 This paper summarises the work that was done to answer the question whether the 

regulatory monetary policy in China mimics the market economy or not. The analytical methods 

which were used for the research work are presented in the following paragraphs.  

 

DATA PROCESSING AND ANALYSIS 

 We analysed data from many sources. For China, we used data mainly from the PBC’s 

monetary policy reports. The analysis was done in several parts. First, we analysed the main 

monetary policy tools that were applied in China during 1986-2011, using quarterly data (one 

hundred quarters). Next, we analysed the relationship between the policy decisions in China and 

relevant economic indicators (GDP, inflation rate and money supply). We presented the results 

of our empirical analysis in the form of graphs to show more clearly whether the co-movement 

between GDP and interest rate, inflation and interest rate, and money supply and interest rate for 

China and the US are the same fashion or not. Finally, we used another approach to determine 

whether the differences between the actual interest rates in China and the US and the theoretical 

interest rates derived from the Taylor Rule have similar trends or not.  
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CHAPTER5: THE MEASUREMENT OF MONETARY POLICY TOOLS: DIRECTION 

OF POLICY AND MARKET DEVELOPMENTS   

In this chapter, we present the results of our analysis of the monetary policy tools and 

regulations that were used in each time period and the outcome. From our analysis, we can 

conclude what main policies were adopted in each time period. Our study highlights the  

exchange rate regime, credit control regime, the rapid process of economic transition in China 

and the drastic change in the way the monetary authorities applied monetary policy tools.  

5.1 Determining the PBC’s policy standpoint: a policy adjustment indicator  

It is important to know the monetary policy standpoints that reflect the direction and 

movements of the important monetary policy tools that have been applied by the central bank 

over time. We believe that an accurate indicator of the policy standpoints for each time period 

can help to reveal the relationship between policy tools and the economic outcome. The 

monetary policy tools which the PBC applied have been wide-ranging over time.  

Table1. Main monetary policy tools: 1986Q1-2010Q4 

Period Main monetary policy instruments 

1986Q1-1997Q4 1. Credit plan for banks' lending; 

 

2. Various interest rates; 

 

3. Price control; 

 

4. Exchange rate regime. 

1998Q1-2002Q3 1. Central bank's refinancing to banks; 

 

2. Various interest rates; 

 

3. Reserve requirement ratio; 

 

4. Price control; 

 

5. Exchange rate regime. 

2002Q4-2011Q4 1. Open market operations (central bank securities); 

 

2. Various interest rates; 

 

3. Reserve requirement ratio; 

 

4. Exchange rate regime. 

 

5. Price control; 

 

6. Credit plan for bank's lending (appear in 2008-2009). 

Source: Policy data from report of China monetary policy (People's Bank of China, 2011)  
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PERIOD 1986Q1 to 1997Q4 

Table 1 above summarises the policy changes over time. In 1986, the financial system in 

China was still underdeveloped. Bank financing was the single source of funds available to the 

public at that time. As such, the credit plan was an important policy tool for controlling the 

money supply. Loans were made to individuals and state-owned enterprises. The PBC provided 

the funds for the commercial banks (controlled by the state) to lend. Taking the short-term loans 

as an example, Liu (2008) stated that during the 1990s, approximately 70% of total short-term 

loans were allocated to State-owned enterprises. These enterprises received the highest 

proportion of loans. Agricultural loans and loans to town and village organizations were the 

second and the third, respectively. Loans to private and foreign-funded enterprises ( introduced 

in 1998) were limited. Credit controls were used to set limits on total lending of each financial 

institution and a sub-ceiling for certain categories of loans was imposed (World Bank, 

1990),.The credit plans put limits on loans to prevent the economy from overheating (Enhua, 

1985). Since 1992, economic growth of the whole state was very strong and the need for loans 

increased more considerably than before. As a result of the strong economic growth, demand for  

capital was higher than the target in the credit plan. In 1993, credit expanded by 45.93% (see in 

appendix table7). At that time, loans exceeded the credit quotas. As a result, the credit plan lost 

creditability as a policy instrument (Guo, 2002).  

The second main policy of this period was the use of interest rates. The PBC applied various 

interest rates to deal with the very strong demand for capital. When the PBC increased the 

interest rate, loans became more expensive and this reduced the debtors’ return on their 

investments. At that time, the short-term lending rate was on average about 9% and the long term 

lending rate was on average 14%. The short term deposit rate was on average around 7% and 

long-term deposit rate was on average 12% during this period (also see in appendix table5 and 

table6). The interest rate was quite high because the PBC wanted to slowdown the rate of 

economic growth in China.  

The third main monetary policy of this period involved the use of price controls. At this 

stage, it might be appropriate to provide some background information on price controls in China.  

China has used price control since 1953. According to the Price Law of the People’s Republic of 

China (1997), “prices of most commodities and services shall be the market-regulated prices and 

prices of an extremely small number of commodities and services shall be the 
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government-guided prices or the government-set prices. Market-regulated prices mean those 

prices determined autonomously by the operators and formed through market competition. 

Government-guided prices mean those prices determined to guide the operators by the 

competent departments of price of the government or other departments concerned, the baseline 

prices and their range of fluctuations in accordance with the pricing authority and scope in 

pursuance of the provisions of this Law. Government-set prices mean those prices determined by 

the competent departments of price of the government or other departments concerned in 

accordance with the pricing authority and scope in pursuance of the provisions of this Law. ”  

In this law, Article 18 stipulated the commodities and services that can be controlled by the 

government if necessary: 

(1) The prices of an extremely small number of commodities vital for the development of the 

national economy and people's life; 

(2) The prices of a small number of commodities the resources of which are rare or in short 

supply; 

(3) The prices of commodities under natural monopoly management; 

(4) The prices of essential public utilities; and 

(5) The prices of essential non-profit services. 

  

When China was a planned economy; the price regulation system consisted of planned 

prices and some competitive prices within a certain range. In 1953, China began to implement a 

unified price on more than 200 products including coal, steel, cement, timber, gasoline, tires, 

machine tools and railway freight (Junhao, 2009). 

The State has practiced monopoly for the purchase and marketing of grain and edible 

vegetable oil. In 1954, there was a monopoly for the purchase and marketing of cotton. In 1956, 

China began to implement an overall management of retail prices and in 1978, the proportion of 

government pricing on retail commodities was 97% (Junhao, 2009). Ironically, price control in 

the planned economy led to a jump in prices. 

According to Steven (1974), under price control, there was disequilibrium in the market. 

By-products of price controls include queuing, bribes, and even physical violence and the 

emergence of “black” markets. This is because the appropriate price for allocating resources 

efficiently was much higher than the price regulated by the government. The government issued 
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a large quantity of food coupons, clothes coupons, oil coupons, etc. Also, the phenomenon of 

“waiting in a line” was common, since waiting would reduce the frequency of buying and 

demand for commodities (Cheung, 1974). 

China began to reform the economic system since 1979. The pricing system was adjusted.  

The government implemented a floating price on more than twenty products including machine 

tools, apparatuses and auto parts. The price of these products could be set by companies, but 

within a 20% range of the regulated price. In 1983, the State Council provided that small and 

medium enterprises, under normal production and reasonable operation, could set the price 

temporally but the price could not exceed 20% of the regulated price (Juan, 2008). On September 

1982, the State Council abolished price controls on 160 small commodities and on September 

1983, the State Council abolished price controls on another 350 small commodities. On October 

1984, the State Price Bureau of China abolished price controls on all small commodities and 

reduced the number of commodities that the government could control.  

Focusing on the period 1986Q1-1997Q4, the State Price Bureau promulgated a new price 

catalog on August 1992 and basically abolished most of the price control over commodities. 

Thus prices to a certain extent could reflect changes in the supply and demand situation in 

accordance with the national economic development. During 1993-1996, China experienced  

high inflation, especially in 1994 when the inflation rate was as high as 24.1% (China Statistical 

Yearbook , 2011). During this period, the authorities used a series of tools of price control to 

bring down inflation. These measurements were effective. In 1997 the inflation rate was 

successfully reduced to 2.8%. 

The fourth main monetary policy in this period was the management of the exchange rate 

regime. Between 1978 and 1994, in order to fulfill the central government export quotas, 

regional authorities and businesses were allowed to retain a portion of their earnings in foreign 

currencies as a regional holding system between state owned enterprises. In the early 1990s, 

China had a dual exchange rate regime (Prasad, 2006). In 1994, a more market-based system 

replaced the dual exchange rate regime. (China’s Financial System: Past, Present, and Future, 

2005) This exchange rate system is currently being used today. Since 1995, the Renminbi has 

been held fixed to the US dollar at around 8.28 RMB per dollar (figure1). China managed to 

float its currency within a narrow range around the US dollar (see the appendix table4).   
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Figure 1. The Chinese Yuan (Renminbi) exchange rate against US Dollar from 1990s to 2012 

  

Source: www.tradingeconomics.com | National Bureau of Statistics of China 

 

PERIOD 1998Q1 to 2002Q3 

During this period, the central bank used a variety of monetary tools. The central bank 

started to refinance the commercial banks after 1998Q1 and adjusted interest rates in line with 

the economic situation of the country. The reserve requirement ratio was introduced in 1997 and 

was used for influencing short-term market interest rates and as a tool for adjusting money 

supply.  

China made changes in its monetary policies during this period. In 1998Q1, China decided 

to stimulate its economy. The aim was to expand domestic demand to counter the negative 

impact of the world's economic downturn.  

During 1998-1999, China experienced a drop in its price index and the government was 

concerned about deflationary pressures. The government imposed price floors in twenty-one 

industries to help ease deflationary pressures. 

Interest rates were reduced (see appendix table5 and table 6). The short-term lending rate 

was reduced three times in 1998(see appendix table 6). There was a further drop of short term 

lending rate in 1999 and in 2002. The deposit rate was also reduced three times during this 

period (see more in appendix table5). The PBC reduced interest rates during this period in order 

to stimulate economic growth. 

During this period, China began to use loan refinancing as an additional monetary tool. The 

central bank allowed the banks to refinance and the rate of relending was determined by the PBC. 
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The short-term 20 days relending rate was at 6.39% in 1998 first quarter and was reduced 

gradually to 2.70% in 2002 (see appendix table12). 

Despite all these measures, new loans did not grow so strongly. The change in the economic 

environment led to the abolishment of credit controls in 1998. (Tao, 2012). This was an 

important step in the marketization of China. 

The reserve requirement ratio was also used as a policy tool. The reserve requirement ratio 

was reduced from 13% in 1998 to 6% in 2002.  

 

PERIOD 2003Q1 to 2011Q4 

China continued to use an economic expansion policy during the next period 

2003Q1-2011Q4 (see appendix table7). As a consequence of stimulating demand by using 

various measures during the past three years, the rate of inflation constantly rose at the beginning 

of this period. The PBC thus decided to tighten monetary policy. The PBC issued central bank 

bills to sterilize the liquidity since the end of 2002. The central bank bills and adjusting the 

reserve requirement ratio were the main instruments that the PBC used at that time. However, the 

refinancing strategy became less essential in the PBC’s consideration.  

Inflationary pressures increased in 2005 and the PBC had to give more importance to 

dealing with inflation. To slow down the rate of inflation, the PBC continued to increase the 

interest rate and issued more central bank bills in the first quarter (see appendix table8). There 

was a new exchange rate regime after China joined the WTO, which allowed currency 

fluctuations up to 0.3% around the reference rate. Nevertheless, the exchange rate hardly moved 

(figure1). The Renminbi remained relatively undervalued. China did not want the Renminbi to 

strengthen against the US dollar, but after China joined the WTO, political pressure from other 

countries forced the Chinese government to manage the exchange rate so that the Renminbi 

strengthened against the dollar, but only gradually (Mehrotra, 2010).  

To stabilize the general price level, China applied price control on goods and services, and 

used these controls more actively after it joined the WTO. As the economy grew faster than 

before, the Chinese economy continued to experience a higher inflation rate. In order to stabilize 

the price level, China had to apply price controls more frequently. The National Reform and 

Development Commission in China (NRDC) ordered the provincial authorities to use measures 

to slow down the growth rate of CPI. Also in the same year, the NRDC asked the local 
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governments to set price ceilings on the profit rates for fertilizer wholesalers. This measure 

aimed at increasing crop yields and decreasing inflationary pressures on food prices (Geiger, 

2008). In China, the uses of price controls by both the central and local governments were highly 

successful. We note that in the evolution of price controls in China, the government employed 

price control on goods and services more frequently during periods of inflationary and 

deflationary pressure.  

In 2006, credit growth declined in the first two quarters. The reserve requirement ratio was 

adjusted slightly during the third and fourth quarters. China kept releasing more central bank 

bills in the first quarter, but the amount of central bank bills was lower in Q2 to Q4 (see appendix 

table8). The PBC also increased interest rates in all four quarters in 2007. The reserve 

requirement ratio was increased ten times in the same year (see appendix table9). This was 

accompanied by the issuance of a large amount of central bank bills in the first quarter of 2007. 

In 2008, China was affected by the international financial crisis. The state council and the 

government had to make sure that there was adequate liquidity in its banking system. To avoid  

long term risks, China gradually reduced the credit amount in the country.  

The inflation in China forced the central bank to apply credit controls in 2008. At the end of 

that year, it eased the credit controls and that led to an exponential growth in loans in 2009. 

However, in July 2009, credit controls were used again. This is an indication of the importance 

of financial supervision in the management of economic growth (see figure2).  

Figure 2. China Credit growth from 1999 to 2011 

 

Source: Caijing. (2010, October 17). China Credit Growth Normalizing: HSBC Report. 

Retrieved May 18, 2012, from caijing.com.cn: 

http://english.caijing.com.cn/2011-10-17/110898750.html 



 

 19 
 

 In 2010, the reserve requirement ratio was increased six times. The amount of central bank 

bills that were issued by the PBC was less this year. During 2011, the lending rate, deposit rate 

and reserve requirement ratio were steadily increased. Significantly, the reserve requirement 

ratio was set at 21% for large financial institutions and 16% for small and medium size financial 

institutions. 

For price control during this period, China was already using the price mechanism shaped 

mainly by the market under macroeconomic regulation and control for commodities and services 

which were not under the control of the government. However, the government still controlled 

many sectors. According to the NDRC, natural monopolies and public utilities such as urban 

water supply, power supply, postal services, gasoline, public transportation and welfare  

services such as agricultural products, medical care and education were under the control of the 

government. The government controlled the prices of these commodities and services. In 

addition, the price of salt, tobacco, rent and wages were also regulated by the government (Juan, 

2008). 

The larger the scope of price control by the government means that GDP growth would have 

less effect on prices. If prices are not determined by the market, it is not a market based economy. 

Since at present, the price of most basic commodities such as grain, oil and currency are  

regulated or determined by the government, the law of value and allocating resources based on 

the supply and demand still could not be applied fully to China (Fuhuan, 2008).  

China has changed from the strict price control regime which it started to use in 1953 to a 

more deregulated system. As we know, the traditional economic system in China was a highly 

concentrated, planned economic system and the price management system also had the 

characteristics of a highly concentrated planned economic system. However, during the third 

period (2003Q1 to 2011Q4), China abandoned almost all the price controls and became a 

Socialist Market Economy. The market mechanism became more prominent in resource 

allocation. The abandonment of price controls basically promoted more competition which led  

to lower prices and better quality goods and services. 

 

5.2 The direction of the policy in China from the 1990s to 2011 

 We could see that the main instruments that the PBC frequently used were open market 

operations, interest rate and reserve requirement ratio. Though the PBC proclaimed that the 
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credit plan had been abandoned since 1998, there was evidence that credit growth still played an 

important role after 1998.  

 To show more clearly the direction of the policy, we measure the policies based on the 

question: can the change in policy be considered as expansionary, contractionary or neutral? 

Previous studies (Gerlach, 2004; XIONG, Measuring the monetary policy stance of the People's 

bank of china: An ordered probit analysis , 2011; Liu, Current Status of Financial Development 

in China, 2008) described the change in monetary policy in terms of three possible choices as 

summarised above. The policy change can be classified as a tightening or loosening. In our 

research we considered only the main policy instruments: credit for bank lending, interest rate, 

reserve requirement ratio and central bank bills. 

 The upward trend of interest rates, reserve requirement ratio, and the amount of issuance of 

central bank bills or the drop in credit growth can considered to be a tightening policy. 

Conversely, the decrease in interest rates, reserve requirement ratio, and net injection of central 

bank bills can be considered as loosening policy. We assume that each policy has the same 

weight, which means that when two policies that have different directions are observed at the 

same time they will offset each other.  

 We analyses the direction of the policy from the data (interest rate, reserve requirement 

ratio, central bank bills and credit growth: see also appendix table10) of each quarter. 

Table2. Frequencies of the policy change from 1987Q1 to 2011Q4 

Outcome Count Percent 

Expansion 22 22 

Neutral 45 45 

Contraction 33 33 

Sum 100 100 

Source: Policy data from report of China monetary policy  

 To examine the frequency of policy changes in China, we found that China used expansion 

policy 22 times in one hundred quarters. The policy was slightly changed or even unchanged 45 

times and contraction policy was used 33 times. China tended to use more contraction policy 

compared to expansionary policy due to the rapid rate of growth in China. China also paid 

attention to inflationary pressures to achieve the stable currency economic target. The expansion 

policy was used comparatively less because fiscal policy is more effective and it has an 

important role to promote economic growth during recent years. 
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5.3 The development of the market 

Table3. The development of each market 

Period Market developments  

1949-1978 There were no financial markets during this period 

1979-1997  The banks began to issue long term loans in 1979. 

 People’s Insurance Company of China (PICC) restored its domestic insurance 

business in 1980. 

 The Ministry of Finance and the PBC tried to introduce government bonds in 1981. 

 The PBC supported the commercial banks to issue commercial paper in 1982. 

 The first negotiable certificate of deposit (NCD) was issued by the central bank, and 

the business of Bank’s Acceptance Bills was  introduced in 1986. 

 A secondary market for Treasury Bonds was established in 1987. 

 Shanghai Stock Exchange (SHSE) and Shenzhen Stock Exchange (SZSE) were 

established in 1990. B-shares, H-shares and N-shares were listed on the exchange 

and China established the futures market. 

 Some stock exchanges began to issue repurchase agreements in 1991. 

 The PBC began to issue central bank bills in 1993. 

 The options market was introduced in 1995. 

 The PBC established a national uniform market for inter-bank lending in 1996. 

 The forward market was introduced in 1997. 

1998-2002 The first two mutual funds (Guo Tai and Nan Fang) were launched  in 1998. 

2003-2011  A few Qualified Foreign Institutional Investors (QFII) entered the assent 

management industry in 2003. 

 The Qualified Domestic Institutional Investor Program (QDII) was launched in 

2006. 

Source: Based on China monetary policy quarterly report with author’s own summary  

 

During the financial deepening, more and more financial services were introduced. The 

range of financial instruments was getting wider. In one of his studies, Liu (Liu, Current Status 

of Financial Development in China, 2011), looked at the proportion of quasi-money to the GDP.  

If the ratio is larger, it means the market is more developed and economic growth is relatively 

rapid. Liu found that in 2009, this ratio in China was 1.78, which was double the figure for1990. 

This ratio in China was close to the ratio in developed countries. This fact confirms the 

development of China’s financial markets.  

Next, we will explore more details about the development of the market in China. During 

the first period, before the Reform and Open-up policy in 1978, China was a concentrated 

planned economy system, there was no financial market and every economic decision was made 

by the government. During the second period from 1978-1997, the system was reformed and 
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China began to introduce more financial services. To stimulate the economy and encourage  

individuals and enterprises to invest, the central bank of China in 1979 allowed banks to issue 

long term loans. Later on, the People’s Insurance Company of China (PICC) restored its 

domestic insurance business to diversify the risk of investment, which encouraged the people to 

have more confidence to invest in the market. In 1981, the Ministry of Finance of the PBC   

made a decision to allow the issuance of government bonds. However, government bonds at that 

time were not issued. To speed up the reform of the financial market, the PBC supported the 

commercial banks to issue commercial paper such as promissory notes in 1982. The existence of 

a commercial paper market is beneficial for the issuers as it gives them an alternative source of 

finance and helps to provide market-based interest rates. In 1986, the first Negotiable Certificate 

of Deposit (NCD) was issued by the Bank of Communications. In the same year, the business of 

Bank’s Acceptance Bills was initially introduced to promote market liquidity. However, the 

credit system in China still had a long way to be well-established. In 1987, the secondary market 

for Treasury bonds was established. Since a secondary market could efficiently collect and 

allocate funds, it paved a way for the development of the stock market. In 1990, the Shanghai 

Stock Exchange (SHSE) and the Shenzhen Stock Exchange (SZSE) were established. This was 

important, as it meant that stock market operations began to be standardized with market 

supervision and better management. As the foreign exchange market was regulated, China 

allowed the issuance of B-shares, H-shares and N-shares to attract more foreign capital into the 

securities market (Liu, 2011). In the same year, China established the futures market to reduce  

market risks resulting from price fluctuations. In 1992, some stock exchanges allowed the use of 

repurchase agreement and in the following year, allowed the trading of central bank bills to make 

investing in the stock markets more interesting for individuals and institutions. In 1995, the 

options market was introduced and the inter-bank lending market and forward market were 

established in 1996 and 1997 respectively.  

During the third period (1998-2002), the market was further developed. In 1998, the first 

two mutual funds (Guo Tai and Nan Fang) were launched. The mutual funds increased investor 

confidence in the stock markets. During the fourth period (2002-2011), there was further 

development of the capital and foreign exchange markets. In 2003, some Qualified Foreign 

Institutional Investors (QFII) entered the asset management industry, while in 2006 the Qualified 
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Domestic Institutional Investor Program (QDII) was launched. These developments promoted  

business in the foreign exchange market. 

Nowadays, the market has become more mature. The number of securities and the number 

of investors has increased, but the stock market index has declined.  

Figure 3. The structure of the bond market in 2009. 

 

Source: Liu, Z. (2008). Current Status of Financial Development in China. BIS paper, 6-8. 
 

 We can see from figure 3 above that in 2009, bond products have expanded from treasury 

bonds to various types of fixed income assets such as central bank bonds, short-term commercial 

papers, financial bonds, enterprise bonds, convertible bonds and asset-backed securities (Liu, 

2009). The rapid development of the bond market improved the financial system and facilitates 

the use of macroeconomic policy tools. At the same time, this development can lead to a more 

efficient allocation of resources and can contribute to economic growth. From our summary of 

the policies that have been implemented above (5.1) and the development of the market in China 

(5.3), we can conclude that China has moved in the direction of a market economy.  
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CHAPTER6: CHANGES IN THE ECONOMIC SYSTEM IN CHINA AND DIRECTION 

OF POLICY  

  In this chapter we will review the movement of key economic indicators in China. For 

example, we will focus on GDP growth and the economic factors that were affected by China’s 

economic policies. Our approach is based mainly on an earlier study of Xiong (2011) showing 

the relationship between policy implementation and GDP, inflation and money growth in China. 

6.1 Changes in China’s economic system  

The growth trend of the year 2000 continued in the year 2001. China was able to maintain a 

fairly stable rate of economic growth during the first half of 2001. However, later in the year,  

there was a decline in imports and a huge decline in export growth. In addition, manufacturing 

production growth slowed down and profits dropped. The government decided to stimulate  

domestic demand by applying a vigorous fiscal policy and an appropriate monetary policy. 

In 2002, China's domestic economy was in a good shape and GDP increased. Consumer 

prices were low due to an excess supply of situation. The country was able to maintain a positive  

economic growth trend despite the war in Iraq and a SARS epidemic in 2003. Its economic 

growth was mainly a result of a big increase in fixed assets. However, the situation of inadequate 

demand for and abundant supply particularly in the semi-finished products sector was a problem. 

The amount of investments in fixed assets continued to be too large at the beginning of 2005. 

However, China’s economy continued to expand rapidly. Consumption, particularly in the cities 

and towns, grew rapidly and the problems resulting from over-investment in fixed assets were 

alleviated. The export sector grew very rapidly, much faster than the import sector, resulting in a 

bigger trade surplus for China and more international trade hostilities. Towards the end of 2008, 

the financial crisis in the US and the resulting global economic slowdown had a negative impact 

on China's economic growth. China experienced an economic slowdown, but towards the end of 

2009, China's economy started to improve despite the unfavorable international environment. 

The Chinese economy performed better at the beginning of 2010. There was rapid growth in 

domestic demand and an increase in exports. However, the debt crisis in Europe affected the 

economic situation in China. It reduced the rate of economic growth and increased inflationary 

pressures in China. Nevertheless, the growth rate of the Chinese economy and the rate of 

increase in overall price levels in 2011 were 9.2% and 5.4% respectively.  

The next section summarises the PBC’s qualitative explanations for real economic activity, 
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inflation and money growth in China. This will be used to interpret the PBC’s monetary policy 

decisions. 

6.2 PBC’s monetary policies  

Xiong (2011) observed the PBC’s reactions to the changes in the economic situation. The 

results of the regression analysis of economic indicators and policy changes are presented in  

the following sections. 

The current output and the deviation of actual inflation from expected inflation were crucial 

for policy decisions (see figure4, figure5 and figure6). For real GDP and policy change, if the 

PBC saw that inflation was higher than the acceptable level of expectation, ceteris paribus, there 

was high possibility that the PBC would use a tightening policy. 

Figure 4. Real GDP and policy changes from 2001Q1 to 2010Q4 

 

Source: XIONG, W. (2011). Measuring the monetary policy stance of people's bank of China: 

An ordered probit analysis. China Economic Review , 13-15. 
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Figure5. CPI (inflation) and policy changes 

 

Source: XIONG, W. (2011). Measuring the monetary policy stance of people's bank of China: 

An ordered probit analysis. China Economic Review , 13-15. 

 

Inflation in China is a main factor explaining monetary policy in China. The PBC has given 

high priority to inflation control and so its policy changes depend a lot on its assessment of the 

inflationary situation in China.  

Figure 6. Growth of money aggregates and  policy changes 

 

Source: XIONG, W. (2011). Measuring the monetary policy stance of people's bank of China: 

An ordered probit analysis. China Economic Review , 13-15. 
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 Xiong (2011) concluded from his analysis that there was significant growth in money 

supply even though the policy tended to be contraction-oriented during that period. 

China had other economic targets to achieve. It fixed the Renminbi exchange rate to the US 

dollar so that the Renminbi remained relatively weak to promote its exports. Much of China’s 

GDP growth comes from export earnings. A weak Renminbi helps to promote economic growth 

in China.  
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CHAPTER7: EMPIRICAL ANALYSIS 

In the last two chapters we presented what China has accomplished economically and how  

monetary policy has changed over time. We conclude that China abolished a lot of regulations 

and applied more market-oriented monetary policies during the past decades, although some of 

the policies that were used were not market-oriented. In this chapter, we are going to empirically 

analyse how China managed its economy, to see whether the macroeconomic data tells the same 

story as the one presented above or not. We will use our theoretical framework to answer the 

research question: does China’s regulatory monetary policies mimic the market economy or not, 

by comparing the variance and covariance of macroeconomics indicators such as GDP, inflation 

rate, interest rate and money supply growth between China and US. Later in this chapter, we will 

compare the actual interest rates in China and the US with the theoretical interest rates derived 

from the Taylor Rule.  

 

7.1 A Comparison of the US and Chinese Economies  

We want to test if the relationships between some key economic variables in China and in 

the US are similar or not. As discussed before, the US currently manages a developed market 

based economic system, while China has been moving more and more towards a market 

economy, so we expected that China was following the US model to set macroeconomic target 

indicators to mimic the market economy. 

First, we tested the relationship between GDP growth and interest rates both in China and in 

the US. We found that GDP growth rate was much higher in China and it was maintained at   

around 10% for many years. Secondly, we tested the relationship between inflation rate and 

interest rate in China and in the US. Inflation rate is an indicator of price level and it can affect 

the demand for goods and services. Thirdly, we tested the relationship between money supply 

and interest rates in China and the US, to see how they changed over time.  

Since China began to issue treasury securities in 1981 and established securities trading 

markets in 1986, we assume that the financial system in China was “developed” from that date. 

In our analysis, we used data from the World Bank for the 1987-2010 period. As data relating to  

interest rates of treasury securities in China were not available before 2006, we used the banks’ 

lending rate as a proxy for the interest rate. As the lending rate is the cost of investment in China 
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in those days, a change in the lending rate would affect the willingness to invest and this in turn 

affects the national economy. 

 

Figure 7. GDP growth and lending rates in China from 1987 to 2010 

 

The graph above shows the trends of GDP growth and interest rates. We note that they 

differed from each other before 1998. After 1998, they began to behave in the same fashion. 

Figure 8. Inflation rate and lending rate in China from 1987 to 2010 

 

The above graph shows the trends of the inflation rate and interest rate in China. They did 

not change in same way with each other before 1998. After 1998, the interest rate became 

relatively stable while the inflation rate began to fluctuate more frequently but within a small 

range.  
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Figure 9. Money supply growth and lending rate in China from 1987 to 2010 

 

The above graph shows that money supply growth in China fluctuates more than the lending 

rate, especially before 1998 when the changes of money supply growth were irregular and 

fluctuated much more than in the post-1998 period.  

We then did the same empirical test using data for the US to see if they behaved in a similar 

way. 

Figure 10. GDP growth and lending rate in US from 1987 to 2010 

 

Figure 11. Inflation rate and lending rate in US from 1987 to 2010 
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Figure 12. Lending rate and money supply growth in US from 1987 to 2010 

 

We can see from the three figures above that the lending rate, GDP growth rate, inflation 

rate and money supply in the US appear to change in a similar pattern. More specifically, in 

figure 12, before 1998, the money supply growth rate was lower than the lending rate, while after 

1998, the money supply growth rate was higher. 

To compare the relationship between key economic variables in China and the US and 

present a clearer picture of the results of our analysis, we put the results from China and the US 

into the same graph. The series of graphs (figures 13-15) show a clear parallel movement.  

 

Figure 13. GDP growth and lending rates in China and US from 1987 to 2010 
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Figure 14. Inflation rates and lending rates in China and US from 1987 to 2010 

 

Figure 15. Lending rates and money supply growth in China and US from 1987 to 2010 

 

To make specific comparisons and show more details of the relationship, we compared the 

covariance of these variables between China and the US.  

Table14. Variance and covariance between each pair of macro-variables in China and US from 

1987 to 2010 

 CNGDP CNLR 

CNGDP  6.964097  0.396910 

CNLR  0.396910  4.851808 

 

 CNINF CNLR 

CNINF 49.96959  12.74422 

CNLR 12.74422 4.851808 
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USGDP  3.341517  1.588884 

USLR  1.588884  4.342885 

 USINF USLR 

USINF  1.343613 1.597203 

USLR  1.597203 4.342885 
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The results showed that from 1987 to 2010, the covariance and variance were totally 

different when comparing China with the US. In China, the covariance of interest rate and 

inflation was 12.7 while in the US it was only 1.6. The largest variance of inflation rate in China 

was as high as 50, whereas in the US, it was only 1.34. The variance of money supply in China 

was as high as 60, while in US, it was only 13. We then divided the 1987-2010 period into two 

sub-periods to see the changes of these variables. We wanted to see whether or not they are 

becoming more similar.  

 Since the financial system in China was undeveloped pre-1998, even a tiny shock would 

lead to a significant economic fluctuation. We know that China reformed its economic system in 

1978 and we assumed that it would take about 20 years to fully adjust policies to the new 

economic system. We thus chose 1998 as the turning point to separate the 1987-2010 period into 

two sub-periods..  

Consequently, we did our analysis for two sub-periods. The first sub-period was from 

1987 to 1998 and the second sub-period was from 1999 to 2010. Then we analysed the variance 

and covariance of macroeconomic variables in each sub- period to see if they have a similar 

trend. 

 

Period 1 1987-1998 

Table 15. Variance and covariance between each macro-variable in China and US from 1987 to 

1998 

 CNGDP1 CNLR1 

CNGDP1  10.62410  0.347313 

CNLR1  0.347313  2.442769 

 

 CNINF1 CNLR1 

CNINF1  58.27611  9.122669 

CNLR1  9.122669  2.442769 

 

 

 CNMS  CNLR 

CNMS    60.16644  11.30615 

CNLR  11.30615 4.851808 

 USMS  USLR 

USMS   13.78037  3.292208 

USLR   3.292208 4.342885 

 USGDP1 USLR1 

USGDP1  1.654013 -0.152522 

USLR1 -0.152522  1.810279 

 USINF1 USLR1 

USINF1  1.106964  0.832208 

USLR1  0.832208  1.810279 
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 CNMS1 CNLR1 

CNMS1   60.89447  5.938914 

CNLR1  5.938914 2.442769 

 

The results of our analysis showed that for China, the variance and covariance in the first 

sub-period were larger than for the 1987-2010 period. For the US, the variance and covariance 

were smaller, so we found the big difference of the variance and covariance came from the first 

sub-period. After 1999, the analytical results for China became more similar to that of the US.  

 

Period 2 1999-2010  

Table 16. Variance and covariance between each macro-variable in China and US from 1999 to 

2010 

 CNGDP2 CNLR2 

CNGDP2  3.295208  0.694729 

CNLR2  0.694729  0.329241 

 

 

 CNINF2 CNLR2 

CNINF2  4.912207  0.405124 

CNLR2  0.405124  0.329241 

 

 CNMS2 CNLR2 

CNMS2  17.80609 -0.314224 

CNLR2 -0.314224  0.329241 

 

It is possible to tell from the tables above that the variance and covariance dramatically 

changed from the first sub- period, and the difference between the variance and covariance in 

China and in US were getting smaller. Hence, the large difference in results during the 

1987-2010 period came from the first sub-period. We note that there was a large difference in 

covariance between China and the US on money supply and interest rate, negative for China and 

positive for the US. However, the covariance of money supply growth and interest rate was  

more similar in the first sub-period. The similarities are more on the size of variance than on 

covariances. The variance of money supply growth in China was 17 while in the US it was 15, or  

almost the same. The variances of interest rate in these two countries were much smaller than 

that of money supply. After 1999, the variances and covariances of the two countries were more  

 USMS1 USLR1 

USMS1  10.60922  2.173576 

USLR1  2.173576 1.810278 

 USGDP2 USLR2 

USGDP2  4.447274  2.023359 

USLR2  2.023359  3.939387 

 USINF2 USLR2 

USINF2  1.167348  1.261124 

USLR2  1.261124  3.939387 

 USMS2 USLR2 

USMS2  15.50444  6.472105 

USLR2 6.472105  3.939387 
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similar. This means that the market economy in China became more significant. Thus, we can 

conclude that the economic policy in China mimics the market economy. 

 

7.2 Applying the Taylor Rule 

Although the variability in the macroeconomic variables has become more similar between 

China and the US, similarities in economic policy and actual macroeconomic policy are in the 

relationship between these variables. So we will use the Taylor Rule to find out the similarities in 

monetary policy. 

        
          

        

In the original equation,    is federal funds rate,   
  is the “equilibrium” real interest rate; 

   is the average rate of inflation over the previous four quarters;   
  is the target rate of inflation; 

   is the output gap or the percent deviation of real GDP from a target;    and    are the 

weight of gap of inflation to funds rate and the gap of output to funds rate respectively. In the 

original equation, they both equal to 0.5. 

Data 

We collected  quarterly data from 1998Q1 to 2010Q4 from the National Bureau of 

Statistics of China, the PBC and the World Bank. There are 52 groups of data in total and all the 

data except the GDP are macro time series data. Since the GDP is monthly data, so we used the 

sum of 3 months GDP as the seasonal data. 

7.2.1 Interest rate 

 Taylor used federal funds rate (a deregulated money market benchmark interest rate) as the 

interest rate in his analysis of the US economy. For China, we had to find a proper deregulated 

interest rate as the variable in China’s model. Initially, we thought that as the interbank offer rate 

and interbank repurchase rate (repo rate) were relatively deregulated in China, they could be 

used as indicators to reflect prices in the capital market. However, the repo rate is affected by the 

rating of institutions, so it might not be an accurate indicator to reflect changes in the market. We 

thus decided to use the interbank offer rate as the interest rate variable. More specifically, we 

used the 7-days SHIBOR (Shanghai Interbank offer rate) as the deregulated interest rate.  

7.2.2 Output gap 

We had to do an analysis to derive the gap between the potential output and the actual output.  

In 1993, Taylor used linear trend to estimate the potential output. We also used this method to get 
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the potential output. First, we calculated the real GDP. As the quarterly GDP figures are nominal 

data, we had to eliminate the influence of inflation to obtain real GDP figures. We did this by 

using the consumer price index to adjust the nominal figures. We then used HP filter to remove 

the business cycle and seasonal fluctuations to obtain a more accurate figure representing real 

GDP  Finally, we calculated the output gap using the following equation:           

  
     

  where 

   is the actual real GDP, and   
  is the trend real GDP (potential GDP) 

 

Figure 16.The actual real GDP and its trend and output gap in China from 1998 to 2010 

 

In the above figure, the blue line is the real GDP, the red line is the trend of real GDP and 

the green line indicates the output gap between real GDP and the potential GDP in China from 

1998 to 2010. 

7.2.3 Inflation 

Taylor used the GDP deflator to measure the inflation rate, but in China the consumer price 

index is the more popular indicator of inflation, so we use the CPI to indicate the inflation rate in 

China.  

Inflation rate                         
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Figure 17. The inflation rate calculated by CPI in China from 1998 to 2002 

 

7.2.4 The target  inflation rate 

In accordance with the National Economy and Social Development Plan Report, the 

government sets difference CPI targets every year. However China has not been able to achieve 

its inflation targets. Therefore, we decided to use target inflation rate in both countries equals to 

the Taylor theory (2%) 

 

7.2.5 Equilibrium real interest rate 

We set the equilibrium real interest rate for China at the same rate as the US, at 2%, the 

same rate as in Taylor’s study.  

7.2.6 The coefficients of the gap of inflation and the gap of output  

In the traditional Taylor Rule, Taylor set both coefficients at 0.5. As we know, the aim of 

monetary policy in China is to keep the currency and price level stable to promote economic 

growth. As we want to investigate if China mimics the US market economy or not, we set the 

coefficients for China at the same amount as the US, both equal to 0.5. 

We can then show in a graph the potential interest rate by the Taylor rule and the actual 

interest rate (7-days SHIBOR) that was set in China.  

We calculated the potential interest rate by using time series data in China in the following 

equation: 

Taylor =   +2+0.5*(  -2) +0.5*   
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Figure 18. The actual interest rate and the interest rate calculated by Taylor Rule in China 

 

Figure 19. The difference between the actual interest rate and Taylor Rule in China 

 

Figure 19 above  shows the deviation of the 7-days SHIBOR actual interest rate from the 

data estimated by the Taylor Rule. We can see from this graph that the monetary policy in China 

was excessively tight from 1998Q1 to 2000Q4, while a period of “easy money” prevailed from 

2007Q1 to 2009Q2. China experienced deflation from 1998 to 2001 and the CPI was negative at 

that time, so the actual interest rate was higher than the interest rate predicted by the Taylor Rule. 

From the perspective of macroeconomic performance of China, the increase in the inflation rate 

was an indication of economic recovery in 2003 and an overheated economy in the latter half of 

that year. From 2007 to 2009, the actual interest rate was much lower than the Taylor Rule value. 

To prevent the rapid economic growth from creating excessive inflation, the PBC tightened  

monetary policy at the beginning of 2008, raising the interest rate and reserve requirement ratio. 

However, the sub-prime lending crisis in the US in 2008 changed the direction of monetary 

policy in China. China began to use an “easy money” policy, and decreased the interest rate and 

reserve requirement ratio. We know that the deregulated interest rate would change as the supply 
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and demand situation changes. However, in China, the government still regulated the interest rate 

a lot, so the difference between the actual interest rate and the rate estimated from the Taylor 

Rule in China was larger than that in the US. 

We then applied the Taylor rule to the US economy. To make a comparison, we used the 

same procedures as in the China case. We used the same type of data that Taylor used, set the 

equilibrium real interest rate and target rate of inflation at 2%, and set the coefficient of gap of 

inflation and the gap of output at 0.5.   

Figure 20. The actual real GDP and its trend and output gap in US from 1998 to 2010

 

In figure20 above, the blue line is the real GDP calculated by dividing the nominal GDP to 

inflation rate, the red line is the trend of real GDP, and the green line is the output gap between 

real GDP and the potential GDP in US from 1998 to 2010. 

Figure 21. The inflation rate calculated by CPI in US from 1998 to 2010 
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Figure 22. The actual interest rate (federal funds rate) and the interest rate calculated by Taylor 

Rule in US 

 

Figure 23. The difference between the federal funds rate the Taylor Rule in US 

 

Figure 23 (above) shows the deviation of the federal funds rate from the data estimated by 

the Taylor Rule. Actually, the United States did not strictly follow the Taylor Rule because other 

factors had to be taken into consideration. We could see from the graph that the monetary policy 

in the US was relatively tight before 2000, while it tended to be easier from 2000 to 2006. Since 

the subprime-lending crisis had a strong influence on the world’s financial system, the monetary 

policy in US also changed accordingly. It can be seen in this figure, that there are large 

fluctuations during 2006-2009 and the deviations also got larger.  
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Figure 24. The difference between the actual interest rate and Taylor rule in China and in US 

 

We compared the results for China and the US in the figure24. The difference between the 

actual interest rate and the interest rate calculated by the Taylor Rule for China and the US were 

quite similar. Before 2004, they both were upward sloping and the general trends were the same. 

The difference has larger fluctuations in China because China was in the economic 

transformation period at that time. The financial system was undeveloped, so the shocks to the 

economy generated big fluctuations. After 2004, the differences between the actual interest rate 

and the Taylor Rule interest rate were getting larger in both countries and they changed in the 

same fashion.  

As we stated before, the US has a developed  market economic system: production and 

distribution are based on supply and demand. Now China is reforming its own economic system 

and they want it to perform more and more like a market economy, especially in recent years. 

However, the government still regulates a lot, using policies which are not consistent with a 

market-based economy. Nevertheless, China is using monetary policies of a market economy 

much more often than in the past. The results of our empirical analysis using the Taylor Rule 

show that China is following the US approach to setting interest rates and the fluctuations are of 

a similar pattern. We thus conclude that the economic policies in China mimic the market 

economy. 
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CHAPTER8: CONCLUSION 

Since China adopted the reform and opening-up policy in late 1978, the national economy 

has developed rapidly and the economic growth rate has been kept around 10 percent for many 

years. To get a better understanding of what has happened, we analysed the economic policies 

and changes in the economic system in China post-1978. The establishment of a central banking 

system and the evolution of monetary policy were important factors in improving the 

management of the national economy in China. We have analysed the main economic policy 

instruments that have been used to achieve the targets set by the Chinese government.   

First of all, the exchange rate regime in China used to be a fixed exchange rate system in 

which the Renminbi was pegged to the US dollar. Since 2005, China used a “managed floating 

system” in which the Renminbi floated against a basket of currencies, which included the Euro 

and the Japanese Yen. Nevertheless, some foreign countries continued to complain that the 

Renminbi exchange rate did not reflect its real value. In addition, we presented the evolution of 

credit control in China. The credit control regime in China has changed a lot, from being 

extremely restrictive to a more liberal regime. Nevertheless, credit control is still a powerful tool 

that the Chinese government uses, even currently, to manage its macro economy. 

Secondly, we analysed the main instruments of monetary policy in China that affect the 

money supply in China. There were changes in the monetary policy tools that were used over 

time. We concluded that China tended to use a contractionary monetary policy more often than 

an expansionary policy. This was appropriate within the context of rapid economic growth in 

China. When the authorities in China believed that there was some inflationary pressure, the 

PBC would use a tight money policy to deal with the problem.    

Thirdly, we found that China has changed from a strict price control regime to an economic 

system where only a small proportion of commodities are government regulated. Now, the prices 

of most of the goods and services are determined by the market. China has thus moved towards a 

market economic system. 

Fourthly, the US has a developed market based economy where resource allocation is  

determined by the market. China is still a socialist market economy, where government 

regulations and administrative monopolies still play a role in resource allocation. China still 

needs the government to guide the main economic policies. The Chinese economic system is 

being reformed gradually. 
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Finally, we compared the variance and covariance of some key economic variables in China 

and the US. The results of our analysis confirm that China was mimicking the economic 

tendencies of the US, which has a developed market economic system, so economic policy in 

China is following a market economy. As we know, the Taylor Rule measures the relationship 

between price stability and output increment, so it becomes one of the main concepts that is used 

in determining the direction of monetary policy in many countries. In this paper, we made a 

thorough study on the application of the Taylor Rule in China in comparison with the US. We 

empirically proved that the interest rate mechanism worked in China. We would like to add a 

footnote to our conclusion derived from our empirical analysis. Since we know that the spillover 

effect of the global crisis was large, the result from the empirical analysis might have included 

the shock from the crisis as well. Therefore, we are aware of possible limitations in interpreting 

our results. However, we would emphasize that as the economic system in China has become  

more and more market-based, we reconfirm that our conclusion is that China’s policy regulation 

tends to mimic the market economy. 

 In this paper, we have decided not to use the VAR model to estimate the data because 

there were data limitations relating to short-term interest rates in China. For example, our 

analysis covers a period of 20 years, but the 3-month swap rate to represent the short-term 

interest rates in China was only available from 2006. Also, if we had data relating to short-term 

and long-term interest rates, we could have compared the covariance of both short-term and 

long-term rates to derive more insights into the broader direction of China’s regulated policy and 

whether it truly mimics the market economy.   

In summary, this paper presents an analysis of China’s monetary policy and policy changes  

over time. It concludes through the use of the Taylor Rule that China’s regulatory monetary 

policy mimics the market economy. It would be interesting to see whether future policy changes 

in China will move China even further towards a US type of market economy. 
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CHAPTER9: APPENDIXES 

Table 4. The exchange rate in Yuan against the US dollar from 1990s to 2009 

1990 4.78321 

1991 5.32339 

1992 5.51459 

1993 5.76196 

1994 8.61874 

1995 8.35142 

1996 8.31417 

1997 8.28982 

1998 8.27896 

1999 8.27825 

2000 8.2785 

2001 8.27707 

2002 8.27696 

2003 8.27704 

2004 8.2768 

2005 8.19432 

2006 7.97344 

2007 7.60753 

2008 6.94865 

2009 6.83142 

Source: (INTERNATIONAL MONETARY FUND, 2012) 

 

Table 5. Deposit rate in China from 1990s to 2011 

Unit：Anural rate % 

tome 
demand 

deposit 

Time deposit 

3-month 6-month 1-year 2-yaer 3-year 5yaer 

1990.04.15 2.88 6.3 7.74 10.08 10.98 11.88 13.68 

1990.08.21 2.16 4.32 6.48 8.64 9.36 10.08 11.52 

1991.04.21 1.8 3.24 5.4 7.56 7.92 8.28 9 

1993.05.15 2.16 4.86 7.2 9.18 9.9 10.8 12.06 

1993.07.11 3.15 6.66 9 10.98 11.7 12.24 13.86 

1996.05.01 2.97 4.86 7.2 9.18 9.9 10.8 12.06 

1996.08.23 1.98 3.33 5.4 7.47 7.92 8.28 9 

1997.10.23 1.71 2.88 4.14 5.67 5.94 6.21 6.66 

1998.03.25 1.71 2.88 4.14 5.22 5.58 6.21 6.66 

1998.07.01 1.44 2.79 3.96 4.77 4.86 4.95 5.22 
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1998.12.07 1.44 2.79 3.33 3.78 3.96 4.14 4.5 

1999.06.10 0.99 1.98 2.16 2.25 2.43 2.7 2.88 

2002.02.21 0.72 1.71 1.89 1.98 2.25 2.52 2.79 

2004.10.29 0.72 1.71 2.07 2.25 2.7 3.24 3.6 

2006.08.19 0.72 1.8 2.25 2.52 3.06 3.69 4.14 

2007.03.18 0.72 1.98 2.43 2.79 3.33 3.96 4.41 

2007.05.19 0.72 2.07 2.61 3.06 3.69 4.41 4.95 

2007.07.21 0.81 2.34 2.88 3.33 3.96 4.68 5.22 

2007.08.22 0.81 2.61 3.15 3.6 4.23 4.95 5.49 

2007.09.15 0.81 2.88 3.42 3.87 4.5 5.22 5.76 

2007.12.21 0.72 3.33 3.78 4.14 4.68 5.4 5.85 

2008.10.09 0.72 3.15 3.51 3.87 4.41 5.13 5.58 

2008.10.30 0.72 2.88 3.24 3.6 4.14 4.77 5.13 

2008.11.27 0.36 1.98 2.25 2.52 3.06 3.6 3.87 

2008.12.23 0.36 1.71 1.98 2.25 2.79 3.33 3.6 

2010.10.20 0.36 1.91 2.2 2.5 3.25 3.85 4.2 

2010.12.26 0.36 2.25 2.5 2.75 3.55 4.15 4.55 

2011.02.09 0.4 2.6 2.8 3 3.9 4.5 5 

2011.04.06 0.5 2.85 3.05 3.25 4.15 4.75 5.25 

2011.07.07 0.5 3.1 3.3 3.5 4.4 5 5.5 

Note: the benchmark deposit rate of Renminbi of financial institution from 1990 to 2011  

Source: the People’s Bank of China 

 

Table 6. Lending rate in China from 1991 to 2011  

Unit：anural rate% 

time 
Less than 

6-month 

6-month to 

1-year 
1-3 year 3-5 year 

More than 

5-year 

1991.04.21 8.1 8.64 9 9.54 9.72 

1993.05.15 8.82 9.36 10.8 12.06 12.24 

1993.07.11 9 10.98 12.24 13.86 14.04 

1995.01.01 9 10.98 12.96 14.58 14.76 

1995.07.01 10.08 12.06 13.5 15.12 15.3 

1996.05.01 9.72 10.98 13.14 14.94 15.12 

1996.08.23 9.18 10.08 10.98 11.7 12.42 

1997.10.23 7.65 8.64 9.36 9.9 10.53 

1998.03.25 7.02 7.92 9 9.72 10.35 

1998.07.01 6.57 6.93 7.11 7.65 8.01 
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1998.12.07 6.12 6.39 6.66 7.2 7.56 

1999.06.10 5.58 5.85 5.94 6.03 6.21 

2002.02.21 5.04 5.31 5.49 5.58 5.76 

2004.10.29 5.22 5.58 5.76 5.85 6.12 

2006.04.28 5.4 5.85 6.03 6.12 6.39 

2006.08.19 5.58 6.12 6.3 6.48 6.84 

2007.03.18 5.67 6.39 6.57 6.75 7.11 

2007.05.19 5.85 6.57 6.75 6.93 7.2 

2007.07.21 6.03 6.84 7.02 7.2 7.38 

2007.08.22 6.21 7.02 7.2 7.38 7.56 

2007.09.15 6.48 7.29 7.47 7.65 7.83 

2007.12.21 6.57 7.47 7.56 7.74 7.83 

2008.09.16 6.21 7.2 7.29 7.56 7.74 

2008.10.09 6.12 6.93 7.02 7.29 7.47 

2008.10.30 6.03 6.66 6.75 7.02 7.2 

2008.11.27 5.04 5.58 5.67 5.94 6.12 

2008.12.23 4.86 5.31 5.4 5.76 5.94 

2010.10.20 5.1 5.56 5.6 5.96 6.14 

2010.12.26 5.35 5.81 5.85 6.22 6.4 

2011.02.09 5.6 6.06 6.1 6.45 6.6 

2011.04.06 5.85 6.31 6.4 6.65 6.8 

2011.07.07 6.1 6.56 6.65 6.9 7.05 

Note: the benchmark lending rate of Renminbi of financial institution from 1991 to 2011  

Source: the People’s Bank of China 

 

Table 7. The credit and credit growth in China in 1997 to 2010 

Year Value Growth 

1977 126,240,000,000  

1978 139,310,000,000 10.35% 

1979 198,110,000,000 42.21% 

1980 242,250,000,000 22.28% 

1981 273,990,000,000 13.10% 

1982 304,670,000,000 11.20% 

1983 343,700,000,000 12.81% 

1984 451,450,000,000 31.35% 

1985 592,950,000,000 31.34% 

1986 794,180,000,000 33.94% 

1987 970,870,000,000 22.25% 
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1988 1,153,640,000,000 18.83% 

1989 1,349,790,000,000 17.00% 

1990 1,668,920,000,000 23.64% 

1991 2,002,670,000,000 20.00% 

1992 2,449,920,000,000 22.33% 

1993 3,575,210,000,000 45.93% 

1994 4,310,370,000,000 20.56% 

1995 5,331,860,000,000 23.70% 

1996 6,642,170,000,000 24.58% 

1997 7,954,340,000,000 19.76% 

1998 9,546,870,000,000 20.02% 

1999 10,701,300,000,000 12.09% 

2000 11,873,200,000,000 10.95% 

2001 13,487,600,000,000 13.60% 

2002 17,262,500,000,000 27.99% 

2003 20,628,400,000,000 19.50% 

2004 22,441,900,000,000 8.79% 

2005 24,836,700,000,000 10.67% 

2006 28,873,800,000,000 16.25% 

2007 33,965,900,000,000 17.64% 

2008 37,937,900,000,000 11.69% 

2009 49,458,000,000,000 30.37% 

2010 58,732,400,000,000 18.75% 

Source: National Bureau of Statistics of China. 

http://www.pbc.gov.cn/publish/zhengcehuobisi/631/2010/20101227152332776967398/2010122

7152332776967398_.html 

 

Table 8. Central bank bills: China started to issue central bank bills since quarter 2 of 2003 

Unit: billion yuan 

2003Q2 195 

2003Q3 350 

2003Q4 178 

2004Q1 435 

2004Q2 239 

2004Q3 299 

2004Q4 534 

2005Q1 713 

2005Q2 645 
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2005Q3 535 

2005Q4 895 

2006Q1 1320 

2006Q2 903 

2006Q3 816 

2006Q4 611 

2007Q1 1800 

2007Q2 800 

2007Q3 991 

2007Q4 479 

2008Q1 1780 

2008Q2 1170 

2008Q3 981 

2008Q4 371 

2009Q1 480 

2009Q2 930 

2009Q3 130 

2009Q4 129 

2010Q1 143 

2010Q2 117 

2010Q3 120 

2010Q4 60 

2011Q1 337 

2011Q2 584 

2011Q3 164 

2011Q4 315 

Source: National Bureau of Statistics of China. 

http://www.pbc.gov.cn/publish/zhengcehuobisi/631/2010/20101227152332776967398/2010122

7152332776967398.html 

 

Table 9. The reserve requirement ratio in China 

time Reserve requirement ratio 

Feb.24
th

 2012 (for large financial 

institution)20.50% 

(for small and medium 

financial institution)17.00% 



 

 49 
 

Dec.5
th

 2011 (for large financial 

institution)21.00% 

(for small and medium 

financial institution)17.50% 

Jun.20
th

 2011 (for large financial 

institution)21.50% 

(for small and medium 

financial institution)18.00% 

May.18
th

 2011 (for large financial 

institution)21.00% 

(for small and medium 

financial institution)17.50% 

Apr.21
st
2011 (for large financial 

institution)20.50% 

(for small and medium 

financial institution)17.00% 

Mar.25
th

 2011 (for large financial 

institution)20.00% 

(for small and medium 

financial institution)16.50% 

Feb.24
th

 2011 (for large financial 

institution)19.50% 

(for small and medium 

financial institution)16.00% 

Jan.20
th

 2011 (for large financial 

institution)19.00% 

(for small and medium 

financial institution)15.50% 

Dec.20
th

 2010 (for large financial 

institution)18.50% 
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(for small and medium 

financial institution)15.00% 

Nov.29
th

 2010 (for large financial 

institution)18.00% 

(for small and medium 

financial institution)14.50% 

Nov.16
th

 2010 (for large financial 

institution)17.50% 

(for small and medium 

financial institution)14.00% 

May.10
th

 2010 (for large financial 

institution)17.00% 

(for small and medium 

financial institution)13.50% 

Feb.25
th

 2010 (for large financial 

institution)16.50% 

(for small and medium 

financial institution)13.50% 

Jan.18
th

 2010 (for large financial 

institution)16.00% 

(for small and medium 

financial institution)13.50% 

Dec.25
th

 2008 (for large financial 

institution)15.50% 

(for small and medium 

financial institution)13.50% 

Dec.5
th

 2008 (for large financial 

institution)16.00% 

(for small and medium 

financial institution)14.00% 

Oct.25
th

 2008 (for large financial 

institution)17.00% 

(for small and medium 

financial institution)16.00% 

Sep.25
th

 2008 (for large financial 

institution)17.50% 

(for small and medium 

financial institution)16.50% 



 

 51 
 

Jun.7
th

 2008 17.50% 

May.20
th

 2008 16.50% 

Apr.25
th

 2008 16% 

Mar.18
th

 2008 15.50% 

Jan.25
th

 2008 15% 

Dec.25
th

 2007 14.50% 

Nov.26
th

 2007 13.50% 

Oct.25
th

 2007 13% 

Sep.25
th

 2007 12.50% 

Aug.15
th

 2007 12% 

Jun.5
th

 2007 11.50% 

May.15
th

 2007 11% 

Apr.16
th

 2007 10.50% 

Feb.25
th

 2007 10% 

Jan.15
th

 2007 9.50% 

Nov.15
th

 2006 9% 

Aug.15
th

 2006 8.50% 

Jul.5
th

 2006 8% 

Apr.25
th

 2004 7.50% 

Sep.21
st
 2003 7% 

Nov.21
st
 1999 6% 

Mar.21
st
 1998 8% 

Sep 1988 13% 

1987 12% 

Source: The People’s Bank of China. 

http://www.pbc.gov.cn/publish/zhengcehuobisi/610/index.html 

 

Table 10. The 7-days SHIBOR, Federal Funds Rate, the interest rates calculated by Taylor 

Rule and their difference in US and China from 1998Q1 to 2010Q4  

obs SHIBOR7 CNTAYLOR FFR USTAYLOR DCN DUS 

1998Q1 8.7 0.434993 5.52 8.02945 -8.26501 -2.50945 

1998Q2 6.65 -0.82102 5.5 7.92366 -7.47102 -2.42366 

1998Q3 5.11 -1.18102 5.5333 7.845473 -6.29102 -2.31214 
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1998Q4 4.78 -0.472 4.86 6.25645 -5.252 -1.39645 

1999Q1 4.62 -0.75658 4.7333 5.837893 -5.37658 -1.10456 

1999Q2 4.24 -1.52435 4.7467 5.310247 -5.76435 -0.56358 

1999Q3 2.89 -0.31771 5.0933 5.501403 -3.20771 -0.40807 

1999Q4 2.71 0.495243 5.3067 5.08958 -2.21476 0.217087 

2000Q1 2.49 1.371347 5.6767 5.014131 -1.11865 0.662536 

2000Q2 2.38 2.029472 6.2733 5.475307 -0.35053 0.798026 

2000Q3 2.36 1.975223 6.52 5.983448 -0.38478 0.536552 

2000Q4 2.41 2.646458 6.4733 6.068468 0.236458 0.404865 

2001Q1 2.61 2.005297 5.5933 4.808422 -0.6047 0.784911 

2001Q2 2.5 3.033527 4.3267 2.230374 0.533527 2.096293 

2001Q3 2.44 1.740953 3.4967 2.177295 -0.69905 1.319372 

2001Q4 2.35 0.591555 2.1333 0.986721 -1.75845 1.146612 

2002Q1 2.29 0.185075 1.7333 1.109876 -2.10493 0.623457 

2002Q2 2.11 -0.33385 1.75 1.192858 -2.44385 0.557142 

2002Q3 2.05 -0.11426 1.74 0.888869 -2.16426 0.851131 

2002Q4 2.16 -0.22768 1.4433 -0.30038 -2.38768 1.743709 

2003Q1 2.11 0.912309 1.25 -1.61377 -1.19769 2.863766 

2003Q2 2.03 1.086335 1.2467 -0.43567 -0.94367 1.682341 

2003Q3 2.31 1.773265 1.0167 -1.4351 -0.53674 2.451768 

2003Q4 2.16 3.766319 0.9967 -1.07467 1.606319 2.071334 

2004Q1 2.23 4.046697 1.0033 -0.99992 1.816697 2.003251 

2004Q2 2.33 5.883885 1.01 -2.69095 3.553885 3.700953 

2004Q3 2.31 6.926981 1.4333 -1.71331 4.616981 3.146639 

2004Q4 2.16 4.946535 1.95 -1.69843 2.786535 3.648425 

2005Q1 2.08 4.994597 2.47 -0.57353 2.914597 3.043525 

2005Q2 1.66 3.867802 2.9433 0.573901 2.207802 2.369432 

2005Q3 1.55 3.819662 3.46 -0.01393 2.269662 3.473934 

2005Q4 1.62 3.989472 3.98 1.071966 2.369472 2.908034 

2006Q1 1.74 4.313449 4.4567 1.721349 2.573449 2.735318 

2006Q2 2.01 4.624171 4.9067 1.97974 2.614171 2.926927 

2006Q3 2.43 4.432537 5.2467 3.794741 2.002537 1.451926 

2006Q4 2.74 5.31102 5.2467 5.815217 2.57102 -0.56855 

2007Q1 2.3 6.230677 5.2567 4.911828 3.930677 0.344839 

2007Q2 2.97 7.497446 5.25 4.195026 4.527446 1.054974 

2007Q3 3.67 10.19696 5.0733 4.132814 6.52696 0.940519 

2007Q4 3.47 10.83501 4.4967 0.461504 7.365008 4.035163 
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2008Q1 2.94 12.02388 3.1767 -2.0894 9.083879 5.266064 

2008Q2 3.34 11.90847 2.0867 -4.87934 8.568469 6.966004 

2008Q3 3.13 8.941413 1.94 -6.18607 5.811413 8.126067 

2008Q4 2.49 4.754126 0.5067 -2.13729 2.264126 2.643956 

2009Q1 1.01 0.645842 0.1833 0.604333 -0.36416 -0.421 

2009Q2 1.03 -0.70537 0.18 2.64012 -1.73537 -2.46012 

2009Q3 1.57 -0.47499 0.1567 3.298927 -2.04499 -3.14226 

2009Q4 1.51 1.785646 0.12 -1.74415 0.275646 1.864147 

2010Q1 1.67 3.745325 0.1333 -3.49602 2.075325 3.629351 

2010Q2 2.18 4.893214 0.1933 -2.91356 2.713214 3.106895 

2010Q3 2.16 5.656826 0.1867 -2.2821 3.496826 2.468766 

2010Q4 2.97 7.178057 0.1867 -2.6951 4.208057 2.881769 

Source: federal funds rate from Federal Reserve Bank of New York 

http://www.newyorkfed.org/markets/statistics/dlyrates/fedrate.html 

 

Table 11. The inflation rate, GDP growth rate, lending rate and money supply growth in 

US and in China from 1997 to 2010 

Year CNINF CNGDP CNLR CNMS USINF USGDP USLR USMS 

1987 7.219986 11.6 7.92 25.34102 3.740876 3.167105 8.203333 4.06452 

1988 18.73643 11.3 9 20.66881 4.009088 4.100068 9.315 6.79098 

1989 18.33304 4.1 11.34 18.65217 4.827003 3.564994 10.87333 5.317363 

1990 3.058311 3.8 9.36 28.86659 5.397956 1.856092 10.00917 2.677963 

1991 3.543575 9.2 8.64 26.67911 4.234964 -0.26122 8.463333 1.500508 

1992 6.340345 14.2 8.64 30.79967 3.02882 3.40477 6.251667 -0.15317 

1993 14.58327 14 10.98 46.66979 2.951657 2.872555 6 0.596429 

1994 24.23709 13.1 10.98 31.50013 2.607442 4.114535 7.138333 0.404669 

1995 16.89706 10.9 12.06 29.46102 2.80542 2.548973 8.829167 6.869219 

1996 8.324015 10 10.08 25.27316 2.931204 3.786073 8.270833 7.865489 

1997 2.806843 9.3 8.64 20.72731 2.33769 4.505736 8.441667 8.003498 

1998 -0.84463 7.8 6.39 14.90435 1.552279 4.490351 8.354167 9.601898 

1999 -1.40789 7.6 5.85 14.66648 2.188027 4.86965 7.994167 9.508533 

2000 0.255305 8.4 5.85 12.32478 3.376857 4.173391 9.233333 8.110464 

2001 0.722903 8.3 5.85 15.04241 2.826171 1.093332 6.921667 7.462693 

2002 -0.76595 9.1 5.31 13.14044 1.586032 1.827313 4.675 4.396333 

2003 1.15591 10 5.31 19.23977 2.270095 2.502588 4.1225 4.466293 

2004 3.884183 10.1 5.58 14.88692 2.677237 3.585431 4.34 5.720639 

2005 1.821648 11.3 5.58 16.74165 3.392747 3.059076 6.189167 8.154553 
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2006 1.463189 12.7 6.12 22.11612 3.225944 2.67415 7.9575 9.025161 

2007 4.750297 14.2 7.47 16.73553 2.852672 1.941763 8.05 11.74446 

2008 5.864384 9.6 5.31 17.77811 3.8391 -0.02051 5.0875 8.190798 

2009 -0.70295 9.2 5.31 28.42328 -0.35555 -3.5 3.25 -0.71575 

2010 3.314546 10.4 5.81 18.94831 1.640043 3 3.25 -2.11004 

Source: the World Bank 

http://databank.worldbank.org/ddp/editReport?REQUEST_SOURCE=search&CNO=2&country

=CHN&series=&period= 

 

Table12. Relending rate 

Unit: anural rate % 

time 
loans to financial institution (relending) rediscount 

rate 1 year 6 months 3 months 20 days 

1996.05.01 10.98 10.17 10.08 9.00 ** 

1996.08.23 10.62 10.17 9.72 9.00 ** 

1997.10.23 9.36 9.09 8.82 8.55 ** 

1998.03.21 7.92 7.02 6.84 6.39 6.03 

1998.07.01 5.67 5.58 5.49 5.22 4.32 

1998.12.07 5.13 5.04 4.86 4.59 3.96 

1999.06.10 3.78 3.69 3.51 3.24 2.16 

2002.02.21 3.24 3.15 2.97 2.70 2.97 

2004.03.25 3.87 3.78 3.60 3.33 3.24 

2008.01.01 4.68 4.59 4.41 4.14 4.32 

2008.11.27 3.60 3.51 3.33 3.06 2.97 

2008.12.23 3.33 3.24 3.06 2.79 1.80 

2010.12.26 3.85 3.75 3.55 3.25 2.25 

Source: the People’s Bank of china. 

http://www.pbc.gov.cn/publish/zhengcehuobisi/631/2010/20101227152332776967398/2010122

7152332776967398_.html 

 

Table 13. Frequencies of the policy change from 1987Q1 to 2011Q4 

Year Q1 Q2 Q3 Q4 

1987 expansion neutral neutral expansion 

1988 neutral neutral neutral contraction 

1989 neutral contraction contraction contraction 

1990 neutral expansion expansion expansion 

1991 neutral neutral expansion neutral 
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1992 neutral neutral neutral contraction 

1993 expansion neutral neutral expansion 

1994 neutral neutral neutral contraction 

1995 contraction contraction contraction neutral 

1996 neutral expansion expansion neutral 

1997 neutral neutral neutral expansion 

1998 expansion expansion neutral expansion 

1999 neutral neutral neutral neutral 

2000 expansion neutral neutral neutral 

2001 contraction neutral neutral neutral 

2002 expansion expansion expansion neutral 

2003 neutral neutral neutral contraction 

2004 contraction contraction neutral contraction 

2005 contraction neutral neutral contraction 

2006 contraction contraction contraction contraction 

2007 contraction contraction contraction contraction 

2008 contraction contraction expansion expansion 

2009 expansion neutral neutral contraction 

2010 contraction contraction expansion contraction 

2011 contraction neutral contraction neutral 

Source: Policy data from report of China monetary policy  
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