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China | Looking for new monetary policy tools In
the liberalized-interest-rate environment

Summary

e China wrapped up its decades-long process of interest rate liberalization last October after the
People’s Bank of China (PBoC) announced the lift-off of deposit rate caps, marking an important
moment for China’s financial liberalization.

¢ However, the interest rate liberalization brings about new challenges to China’s monetary policy
conduct, as the previous price policy tools, namely adjustments of lending and deposit rates, are set
to lose their effectiveness. The new price tools should aim to adjust commercial banks’ financing
costs rather than directly administrate bank rates offered to their clients.

o We believe that the corridor system is likely to be adopted by the PBoC in the post-period of interest
rate liberalization. The central bank will provide a lending facility tool (the upper bound of the
“corridor”) and a deposit facility tool (the lower bound of the “corridor”) to form a “corridor”, within
which the authorities use Open Market Operation (OMO) to align a new policy target rate with their
desired level.

e To implement the corridor system, the PBoC has explicitly indicated to use Standing Lending
Facility (SLF) rate and Medium-term Lending Facility (MLF) as the upper bound of the corridor.
Meanwhile, it seems the excessive reserve rate is a natural candidate for the lower bound while the
7-day Repo rate could become the new policy target rate.

e As headwinds to China’s growth grow stronger, we expect the authorities to deploy more easing
measures on the monetary front. Investors’ attention should shift to the SLF and MLF rates since
they are likely to constitute the upper bound of the prospective interest rate corridor. We expect the
authorities to lower this upper bound by around 50 bps through the year in support of growth.

Interest rate liberalization has accomplished recently...

China wrapped up its decades-long process of interest rate liberalization last October as the People’s Bank
of China (PBoC) announced the lift-off of deposit rate caps and give banks full liberty of determining interest
rates they offer to their borrowers and depositors. Although the authorities still need to do plenty of work to
eradicate financial repression in China, the full liberalization of interest rate has marked an important
moment for China’s financial liberalization, which includes other elements such as exchange rate reforms,
capital account opening as well as RMB internationalization.

It takes more than two decades to complete interest rate liberalization in China. After China embarked on its
journey of “Reform and Opening-up”, a modern banking system was established in parallel with a monetary
policy framework. Originally, the monetary policy framework was characterized by strictly administrative
lending and deposit rates at all tenors. At that time, the central bank (PBoC) indeed provided two yield
curves of lending and deposit rates for commercial banks to charge their clients. (Table 1)
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Table 1
China’s progress of interest rate liberalization

Time Interest rate liberalization progress

Jun-1996 The PBoC liberalized interbank rate, which was deemed to be the starting point of interest rate
liberalization.

Jun-1997 The PBoC liberalized the interbank bond repo rate.

The PBoC reformed the mechanism of discount interest rate, among which, the discount rate and

1998 transfer discount rate are formed based on the rediscount rate (one of the central bank's monetary tools),

which will be decided by commercial banks.

1998 and 1999 The PBoC expanded the financial institutions' lending rate floating range by three times.

Jan-2004 The PBoC expanded the financial institutions' lending rate floating range again, among which, the
upper bound of enterprises lending rate becomes 70%, while the lower bound is 10%.

Oct-2004 The PBoC lifted the upper bound of lending rate and the lower bound of the deposit rate.

The PBoC further expanded the interest rate floating range. The upper bound of the deposit rate was
Jun-2012 expanded to be 1.1 times the benchmark rate while the lower bound of the lending rate was expanded
to 0.8 of the benchmark rate.

Jul-2012 The PBoC further expanded the lower bound of the lending rate to be 0.7 of the benchmark rate.

Jul-2013 The PBoC lifted the lending rate floor; also, lifted the regulation for discount rate and let financial
institutions have rights to decide.

Nov-2014 The PBoC expanded the upper bound of deposit rate floating range to 1.2 times the benchmark rate.

The PBoC further expanded the upper bound of deposit rate to 1.3 and 1.5 times of the benchmark

March 2015 and May 2015 .
rate, respectively.

The PBoC finally lifted the upper bond of deposit rate, suggesting the accomplishment of interest rate

Oct-2015 liberalization.

Source: BBVA Research

As time passed by, the authorities have gradually liberalized interest rates in money and bond markets as
well as gave more flexibility to banks in determining their lending and deposits rates offered to clients. For
example, banks were allowed to offer their clients a deposit rate up to 10% higher than the central bank’s
benchmark deposit rate. Under such circumstances, the central bank conducted monetary policy by
adjusting not only the level of benchmark interest rates but also the permissible ranges of rates. (Table 1)

Now as the authorities have fully liberalized lending and deposit rates, the entire interest rate system,
ranging from lending and deposit rates for bank clients to the previously liberalized money market and bond
market rates, are fully determined on market basis and no longer subject to the central bank’s regulations.

...Interest rate liberalization poses challenges to monetary policy conduct

The interest rate liberalization brings about new challenges to China’s monetary policy conduct, as price
policy tools, namely adjustments of lending and deposit rates, are set to lose their effectiveness. Prior to the
full liberalization of interest rates, the PBoC was able to directly control funding costs of bank borrowers and
saving returns of depositors by adjusting benchmark interest rates. But now the pricing power is in the hands
of banks. (Figure 1) Although the PBoC renamed benchmark interest rates as “reference rates” and
anticipate them continuously to guide public expectations, their real influence on banks’ setting their own
lending and deposit rates remains unknown.
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Figure 1
Interest rate liberalization poses challenges for the central bank
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The PBoC still has its quantitative tools, mainly the Required Reserve Ratio (RRR) after the interest rate
liberalization. However, we believe that a set of price policy tools is indispensable to a monetary policy
framework based on an increasingly complex and interconnected financial system like China. The existing
literature also shows that the monetary policy framework in most developed countries and many middle-
income countries has moved from targeting monetary aggregates to interest rates since 1980s. That said,
guantitative policy tools can perform as necessary supplements to price tools while not supplanting them.

It is noted that the new price tool should not directly link to banks’ lending and deposit rates offered to their
clients. Instead, it should link to banks’ funding costs in money market or through other channels. As such,
the central bank can indirectly affect banks’ behaviours by adjusting the new interest rate target. Moreover,
the new policy target should be an interest rate at a short tenor. The authorities should also leave the pricing
of interest rates at longer tenors to the market so as to form a yield curve on market basis.

Interest rate “corridor system?” is likely to be future monetary policy framework

Theoretically, the new monetary policy framework can be chosen between a FED fund rate system (adopted
by the US) and an interest rate corridor system (adopted by many countries including Euro Zone, UK,
Canada, Japan, Australia, New Zealand, etc.). We believe that the corridor system is more suitable for China
as the country’s financial system is dominated by commercial banks while its bond market has not been well
developed. Compared with the FED fund rate system, a corridor system is more flexible which only requires
the policy rate to be set within a “corridor” instead of at a “point”; moreover, a corridor system requires less
open market operations (OMO) by the central bank.

The basic principle of corridor system is as follows: the central bank provides a lending facility tool (which is
the upper bound of the “corridor”) and a deposit facility tool (which is the lower bound of the “corridor”) to
form an interest rate “corridor”, while the central bank’s interest rate target is somewhere within the “corridor”.
Under this system, the central bank can adjust the upper and lower bounds of the “corridor” in order to guide
the target interest rate on top of conducting open market operation (OMO). Theoretically, it is not necessary
to make the upper and lower bound symmetric, but international experience indicates that a symmetric
corridor could be better at the beginning of the system operation.

According to the international experience and previous studies, the interest rate corridor system has a
number of characteristics: (i) it can reduce interest rate volatility by better guiding market expectations; (ii) it
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can minimize the liquidity demand for cash hoarding and reduce the frequency, magnitude, and costs of the
central bank's open market operations (OMO); (iii) the optimal width of an interest rate corridor is a function
of interest rate volatility, the policy adjustment cost, as well as the frequency and size of external shocks.
(Niu, Zhang, Zhang, Song and Ma, 2015)."

In practice, when the policy target rate rises above the upper bound of the corridor, the central bank can
inject liquidity to the banking sector through the lending facility to lower the target rate. By the same token,
the central bank can use the deposit facility to set a floor for the policy target rate.

How to establish an interest rate “corridor system” in China

It might take years to establish an interest rate corridor system, key to which is to select some interest rates
as the policy target and the bounds of the corridor. Fortunately, the PBoC has implemented a number of
unconventional monetary policy tools over the past couple of years, which gave rise to a variety of interest
rates in financial system. In addition to spurring domestic economy, we believe that the central bank, by
unveiling these new invented tools, made preparations for the prospective transition of monetary policy
framework. (Table 2)
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Table 2

The current interest rate system in China’s financial market

Policy rates

Money market rates
and bond rates

Credit market rates

PBoC Repo rate

Rate on required reserve
ratio (RRR)

Rate on excessive
reserve
Reference Rates

SLO (shot-term liquidity
adjustment tool)

SLF (Standing Lending
Facility)

MLF (Medium-term
Lending Facility)

PSL (Pledged
Supplementary Lending)

SHIBOR (interbank
offered rate)

Pledged repo rate

Bond yield rates

LPR (Loan Prime Rate)

The tenors include 7 and 14 days, including repo and reverse-repo rate. Repo is
the operations that the central bank takes back liquidity from the market; while
reverse-repo means the other way round. They are the conventional open
market operations, and are frequent and transparent.

The current level of RRR for banks is 17.5% on which the PBoC pays an
interest rate 0f1.62%.

The PBoC also pays an interest rate of 0.72% on banks’ excessive reserves in
their central bank accounts.

They are the previously benchmark interest rates but are still kept even after the
accomplishment of interest rate liberalization.

The tenors include 1-3 months. SLO normally operates through bidding, in
order to satisfy temporal liquidity demand.

The tenors include 1-3 months. SLF is mainly for central bank’s lending to policy
banks and nationwide commercial banks. The SLF rate is decided by the
monetary policy and the rate that the central bank wants to guide the market to
form. In addition, policy and commercial banks need to use collateral to get
SLF, including high credit bond and high quality credit assets, etc.

The tenors include 3, 6 and 12 months. MLF is for central bank lending to
specified commercial banks and policy banks. The interest rate is not fully
marketized, which is formed by collateral.

It is a new channel for base money supply. Similar to SLF and MLF, it is the rate
at which commercial banks use collateral to lend from the central bank.

It is the arithmetical average of the interbank offered interest rates quoted by a
group of banks with high credit quality.

It includes interbank pledged repo rate and Stock Exchange pledged repo rate.
The tenors mainly are overnight or 7 days. Among which, the largest trading
amount is R007.

The yield rates of bonds.

It is fully marketized. It is the interest rate at which financial institutions lend to
their high quality clients.

Source: BBVA Research

Indeed, the PBoC has explicitly indicated to use Standing Lending Facility (SLF) rate and Medium-term
Lending Facility (MLF) as the upper bound of the corridor, but has not specified which would be the lower
bound rate and the policy rate. However, it seems that the excessive reserve interest rate is a natural

1: M. Niu, L. Zhang, X. Zhang, X. Song and J. Ma (2015), “Corridor system, interest rate stability and adjustment cost”, People’s Bank of China working
paper, No. 2015/12.
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candidate for the lower bound rate. (Now the PBoC is paying 0.72% for banks’ excessive reserves in their
central bank accounts.) Regarding the policy rate, the pledged 7-day Repo rate (which has much lower
volatility than SHIBOR) was believed by the market to be a suitable target because it not only has been
actively traded in the interbank market and but also tends to have much lower volatility than SHIBOR,
another potential candidate for the policy rate. Should the 7-day Repo rate are adopted together with SLF,
MLF and the excessive reserve rate to form the interest rate corridor, the upper and lower bounds of the
corridor now stand at 2.75% (3M MLF rate) and 0.72% (excessive reserve rate) respectively while the policy
rate is around 2.3% (the current 7-day Repo rate). Such a corridor is likely to be asymmetric at the current
stage. (Figure 2)

Figure 2
Implementation of corridor system in China
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The establishment of a corridor system is likely to follow below steps:

First, the PBoC could construct a de facto interest rate corridor around an implicit policy rate while not
announce this implicit policy rate; Second, the PBoC is to gradually narrow down the range of this de facto
interest rate corridor.

During the first two steps, the market could gradually form expectations that some short-term interest rate will
become the policy target rate. Consequentially, banks may start to price their products based on this
potential policy rate. The change of this policy rate will also affect banks’ decisions to set their lending and
deposit rate at the longer tenors. Moreover, more financial derivatives will also be developed with reference
to this policy rate.

Third, after the above mechanism takes shape, the authorities can announce the lift-off of “benchmark
lending and deposit rates” (reference rates now) and officially introduce the new interest rate corridor as their
monetary policy framework, in which the authorities can continue to refer to some money aggregate (such as
M2) as another intermediate target for medium-and-long term. With the explicit interest rate corridor in place,
the authorities can align their short-term policy rate with their desired level through open market operation
(OMO).

A couple of challenges could feature the implementation of the corridor system: first, in order to anchor
market expectations, the central bank needs to build up the credibility of the new policy regime as soon as
possible; second, the authorities needs to pay heed to and take macro-prudential measures to mitigate the
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potential moral hazard problem associated with the corridor system; for instance, commercial banks could
become increasingly reliant on the central bank facilities to meet their liquidity needs.

More monetary easing measures are in the pipeline

As headwinds to China’s growth grow stronger, we expect the authorities to deploy more easing measures
on the monetary front in a bid to stimulate domestic demand in 2016. However, in the post period of interest
rate liberalization, the PBoC need to develop new price tools in their policy ammunitions. It is reported that
the PBoC increased their operations under the MLF to inject a large amount of liquidity in the run-up to the
Chinese New Year, so as to stabilize interbank market rates. Meanwhile, the PBoC lowered MLF interest
rates at 6M and 12M tenors by 15 and 25bps, to 2.85% and 3.0% respectively. In so doing, the PBoC
avoided leaving investors the impression that they are substantially loosening monetary policy, which could
add more pressure on stabilizing the exchange rate in the aftermath of wild movements at the beginning of
this year. More importantly, the PBoC, we believe, is attempting to guide the market gradually to adapt to
their nascent policy regime based on the interest rate corridor.

Admittedly, the credibility of the new policy regime could hamper the effectiveness of new policy tools.
Moreover, the undergoing normalization of the US monetary policy could further narrow the interest rate
differential between the US and China and then weigh on the RMB exchange rate. Under such
circumstances, we envisage that quantitative policy tools will play an important role in monetary easing this
year. In particular, we project that the PBoC will enact four RRR cuts (50 bps each time) in the rest of this
year.

On the side of interest rates, the authorities could lower the reference lending rate twice (50 bps each time),
signaling their loosening policy stance. However, investors’ attention should shift to the SLF and MLF rates
since they are likely to constitute the upper bound of the prospective interest rate corridor. That being said,
we expect the authorities to lower the upper bound by around 50 bps through this year to spur domestic
growth. Given that the 7-day repo rate is now close to the upper bound, the decline in the MLF rate could
effectively lower bank funding costs and then pass through to their borrowers.
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DISCLAIMER

This document and the information, opinions, estimates, forecasts and recommendations expressed herein have been
prepared to provide BBVA Group’s customers with general information and are current as of the date hereof and subject
to changes without prior notice. Neither BBVA nor any of its affiliates is responsible for giving notice of such changes or
for updating the contents hereof.

This document and its contents do not constitute an offer, invitation or solicitation to purchase or subscribe to any
securities or other instruments, to undertake or divest investments, or to participate in any trading strategy. Neither shall
this document nor its contents form the basis of any contract, commitment or decision of any kind.

Investors who have access to this document should be aware that the securities, instruments or investments to which it
refers may not be appropriate for them due to their specific investment goals, financial positions or risk profiles, as these
have not been taken into account to prepare this report. Therefore, investors should make their own investment
decisions considering the said circumstances and obtaining such specialized advice as may be necessary. Other than
the disclosures relating to BBVA Group, the contents of this document are based upon information available to the public
that has been obtained from sources considered to be reliable. However, such information has not been independently
verified by BBVA or any of its affiliates and therefore no warranty, either express or implicit, is given regarding its
accuracy, integrity or correctness. To the extent permitted by law, BBVA and its affiliates accept no liability of any type for
any direct or indirect losses or damages arising from the use of this document or its contents. Investors should note that
the past performance of securities or instruments or the historical results of investments do not guarantee future
performance.

The market prices of securities or instruments or the results of investments could fluctuate against the interests of
investors. Investors should be aware that they could even face a loss of their investment. Transactions in futures,
derivatives, options on securities or high-yield securities can involve high risks and are not appropriate for every investor.
Indeed, in the case of some investments, the potential losses may exceed the amount of initial investment and, in such
circumstances, investors may be required to pay more money to support those losses. Thus, before undertaking any
transaction with these instruments, investors should be aware of their operation, as well as the rights, liabilities and risks
implied by the same and the underlying securities. Investors should also be aware that secondary markets for the said
instruments may not exist. Before entering into transactions in futures, derivatives, or options, investors should review all
documents on disclosures for risks of investing in options and/or futures at the following websites:

Options - http://lwww.finra.org/Industry/Regulation/Notices/2013/P197741
Futures - http://www.finra.org/Investors/InvestmentChoices/P005912

BBVA or any of its affiliates’ salespeople, traders, and other professionals may provide oral or written market
commentary or trading strategies to its clients that reflect opinions that are contrary to the opinions expressed herein.
Furthermore, BBVA or any of its affiliates' proprietary trading and investing businesses may make investment decisions
that are inconsistent with the recommendations expressed herein. No part of this document may be (i) copied,
photocopied or duplicated by any other form or means (ii) redistributed or (iii) quoted, without the prior written consent of
BBVA. No part of this report may be copied, conveyed, distributed or furnished to any person or entity in any country (or
persons or entities in the same) in which its distribution is prohibited by law. More specifically, this document is in no way
intended for, or to be distributed or used by an entity or person resident or located in a jurisdiction in which the said
distribution, publication, use of or access to the document contravenes the law which requires BBVA or any of its
affiliates to obtain a licence or be registered. Failure to comply with these restrictions may breach the laws of the relevant
jurisdiction.

The remuneration system concerning the analysts responsible for the preparation of this report is based on multiple
criteria, including the revenues obtained by BBVA and, indirectly, the results of BBVA Group in the fiscal year, which, in
turn, include the results generated by the investment banking business; nevertheless, they do not receive any
remuneration based on revenues from any specific transaction in investment banking.

In the United Kingdom, this document is directed only at persons who (i) have professional experience in matters relating
to investments falling within article 19(5) of the financial services and markets act 2000 (financial promotion) order 2005
(as amended, the "financial promotion order"), (ii) are persons falling within article 49(2) (a) to (d) (*high net worth
companies, unincorporated associations, etc.”) of the financial promotion order, or (iii) are persons to whom an invitation
or inducement to engage in investment activity (within the meaning of section 21 of the Financial Services and Markets
Act 2000) may otherwise lawfully be communicated (all such persons together being referred to as "relevant persons").
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This document is directed only at relevant persons and must not be acted on or relied on by persons who are not
relevant persons. Any investment or investment activity to which this document relates is available only to relevant
persons and will be engaged in only with relevant persons.

BBVA Hong Kong Branch (CE number AFR194) is regulated by the Hong Kong Monetary Authority and the Securities
and Futures Commission of Hong Kong. In Hong Kong this report is for distribution only to professional investors within
the meaning of Schedule 1 to the Securities and Futures Ordinance (Cap 571) of Hong Kong.

This document is distributed in Singapore by BBVA's office in this country for general information purposes and it is
generally accessible. In this respect, this document does not take into account the specific investment goals, the financial
situation or the need of any particular person and it is exempted from Regulation 34 of the Financial Advisors Regulation
(“FAR”) (as required in Section 27 of the Financial Advisors Act (Chapter 110) of Singapore (“FAA”)).

Garanti Securities headquarters is in Istanbul, Turkey and is regulated by Capital Markets Board (Sermaye Piyasasi
Kurulu - SPK, www.spk.gov.tr)

BBVA, BBVA Bancomer, BBVA Chile S.A., BBVA Colombia S.A., BBVA Continental, BBVA Securities and Garanti
Securities are not authorised deposit institutions in accordance with the definition of the Australian Banking Act of 1959
nor are they regulated by the Australian Prudential Regulatory Authority (APRA).
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