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Abstract  The research, using VAR model and economic and financial data 
starting from January 1998 and expiring by June 2006, by econometric methods 
and theoretical analysis, examines the intermediate target and transmission 
channel of China’s monetary policy. The results are as followings: (1) 
Monetary supply M2 is a good indicator for China’s monetary policy, its 
prediction ability to economic variables is far above other monetary variables; 
(2) M2 is China’s monetary intermediate target because M2 reacts 
systematically to the industrial added value and CPI, and M2 innovation is 
made by the People’s Bank of China (PBC); (3) Monetary transmission channel 
does not exist in China basically, the main transmission channel is bank loans, 
credit quota is a de facto intermediate target, which regulates macroeconomy 
directly and induces the changes in M2, so there are two intermediate 
targets—credit quota and M2, which is fundamentally the same as the situation 
before 1998; (4) The two intermediate targets function in different 
fields—credit quota for real economy and M2 for the financial market, which is 
a realistic choice and PBC has successfully coordinated them. These 
conclusions are meaningful for the practices of China’s monetary policy, which 
indicates that we should pay more attention to the credit quota and take it as the 
core variable to regulate macroeconomy. Of course, this monetary transmission 
mode is only effective temporarily because there are many limitations in it. In 
the future, it is necessary to adopt the interest rate, which is more informative, 
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as the intermediate target, which takes the marketization of the interest rate and 
exchange rate as the preconditions. 
 
Keywords  VAR, monetary policy, intermediate target,  
transmission mechanism 
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摘要  利用 1998 年 1 月到 2006 年 6 月的经济金融月度数据，主要运用 VAR 模型对

中国货币政策的中介目标、传导渠道进行实证检验和理论分析，发现：（1）货币供

应量 M2 是货币政策的重要指标，它对经济变量的解释（预测）能力远高于其他货

币变量；（2）货币供应量 M2 对工业增加值和 CPI 作出系统性的反应，且 M2 信息

是由央行决定的，表明货币供应量 M2 是货币政策中介目标；（3）我国基本不存在

货币传导渠道，主要的传导渠道是银行贷款，信贷规模是事实上的中介目标，直接

调控经济，并引导货币供应量的变化，因而，我国的货币政策中介目标实际上是两

个——信贷规模和货币供应量 M2，这种调控模式在 1998 年前后没有发生根本性的

改变；（4）两个中介目标调控不同的领域：信贷规模主要针对实体经济，货币供应

量主要针对金融市场，这是我国央行的一种现实选择，央行也较为成功地实现了两

者之间的一致和协调。上述结论对于货币政策实践是有意义的，表明我们更应关注

信贷规模指标并以此为核心来调控经济。当然，这种货币传导模式存在缺陷，只是

阶段性地起作用。从未来的发展模式来看，要采用包含更多信息的利率作为政策中

介，其前提条件是利率和汇率的市场化改革。 

关键词  VAR 模型，货币政策，中介目标，传导机制 

1  Introduction 

Monetary policy transmission mechanism is the tool, channel, mechanism and 
effect that the changes of central bank’s monetary policy induce knock-on effects 
of intermediate variables in the economic process, and eventually cause changes 
in macroeconomic indicators. To measure the intermediate target and 
transmission channel of monetary policy is the core content of examining the 
monetary policy transmission mechanism, and it has good realistic directive 
significance on the practice of monetary policy. This paper attempts to do 
empirical tests and theoretical analysis of the intermediate target and 
transmission channel of China’s monetary policy since 1998. 

Foreign research works on the transmission mechanism of monetary policy 
are long-standing and fruitful, and have formed a variety of different theories. 
The transmission channel in traditional Keynesian IS-LM model is the interest 
rate. As a result of price stickiness, changes in nominal variables of monetary 
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policy lead to changes in real interest rate,1 thus have an impact on the 
economy. Monetarists think that, besides the interest rate channel, there are 
channels of exchange rate, stock price, wealth effect and price of house land 
etc., which are generally called as “monetary channels”. 

Corresponding to the monetary channel, the theory of credit channel has 
developed since 1980s. The credit transmission channel is referred to as 
changes in monetary policy lead to systemic changes in the credit market 
through the banking system, and then affect the real economy. On the basis of 
Tobin and Brainard (1963), Brainard (1964) and other researches, Bernanke 
and Blinder (1988) make pioneering and classic studies on credit view of 
monetary policy. Based on the traditional IS-LM model, they modify the 
assumption of complete substitutability between bank credit and market bonds, 
by the CC (goods and credit) curve substituting the IS curve, and the main 
conclusion is: If the money demand shocks are more important than the credit 
demand shocks, then the credit quota-pegged monetary policy can be better 
than the money supply-pegged policy. They subsequently make a further 
investigation and show that, in addition to the systematic response of bank 
deposits to monetary policy, the bank’s structure of assets (securities and loans) 
also systematically responds to monetary policy, bank credit channel is an 
important component of the transmission mechanism of monetary policy 
(Bernanke and Blinder, 1992). Kashyap et al. (1993) confirm the existence of 
credit channel by making sure there are systematical changes in the external 
financing structure (bank loans and commercial paper) of firms to respond to 
monetary policy. 

It is worth mentioning of the monetary policy indicator theory (Friedman, 
1983) that the credit quota and money supply are Equally important, which has 
certain similarities with China’s monetary policy before 1998, at that time the 
money supply and credit quota were the intermediate targets. We will pay special 
attention to this. 

From the perspective of China’s monetary practice before 1998, China made 
monetary adjustment by the administrative allocation of credit (that is, the 
administrative regional management of credit quota). In 1998, China reformed the 
monetary adjustment methods including measures of removing the direct control of 
the commercial bank credit quota, implementing assets-liabilities-ratios 
management, officially announcing the money supply as the single intermediate 
target, and in May resuming open market operations, which indicated that China’s 

                                                        
1 Lucas’s rational expectation theory suggests that, in the case of perfect information, price 
stickiness does not exist because of the public’s expectation, the effects of monetary policy 
are all reflected in the price changes, but has no impacts on the real economy (Lucas 
Critique). 
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mechanism of monetary adjustment had been changed from a direct to an indirect 
pattern. 

In fact, based on the monetarism theory, the western industrialized countries 
presented by the United States commonly used money supply as an 
intermediate target in the 1970s and 1980s, but the innovation of financial 
products and the development of financial technology make the boundaries of 
money of different levels fuzzy, the solid relations between the monetary 
quantity and economic objectives collapse, as well as the controllability of 
monetary quantity is poor, which forced those countries to give up the 
monetary policy framework which took the money supply as an intermediate 
target. Now the problem is: Under the condition that China is still using the 
money supply as an intermediate target, is this monetary policy effective? and 
what is the unique feature? 

Chinese scholars have done a substantial amount of researches on China’s 
adjustment mode of monetary policy. Xia and Liao (2001) think the money 
supply has significant problems in measurability, controllability and its relevance 
with macroeconomy, and is no longer suitable for an intermediate target of 
monetary policy. From the perspective of monetary policy rules, Qin, et al. (2002) 
compare the welfare losses of the money supply and short-term interest rate as 
intermediate targets, and no difference is found. Fan (2004) demonstrates that the 
money supply as an intermediate target has some limitations, so we should adjust 
the statistics connotation of money supply rather than simply give up the money 
supply target, and create a monetary control mechanism, which is good for 
money supply to play an intermediate role, to improve the validity of monetary 
policy. Liu (2006) holds that, because changes in money supply growth rate have 
a significant impact on inflation, continuing to use the money supply as an 
intermediate target of monetary policy at this stage still has a certain rationality, 
but due to the instability of circulation velocity, we should adjust the 
intermediate target timely. By an empirical way, Li and Wang (2007) hold that: 
the controllability of money supply reduces because of enhancement of the 
endogeneity of money supply, and because short-term money demands and 
velocity of money circulation are instable, the measurability of money supply is 
worse, but the money supply has close correlations with GDP and price. Those 
studies mainly focus on the empirical analysis of the applicability of money 
supply as an intermediate target，and deepen our understanding of the unary 
transmission mechanism of monetary policy. 

Is this unary transmission mechanism adequate and effective? Are there other 
intermediate targets and transmission channels? A considerable number of 
scholars have taken note of the effects of the credit indicator on the policy 
transmission, and have done a great deal of empirical researches and comparative 
analysis by taking a credit quota and money supply as intermediate targets. 
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Generally accepted view is that the credit indicator has played an important role 
in the monetary policy transmission.2 

There are many innovations in the studies mentioned above, and the 
conclusions are basically consistent with the policy practice, but there are some 
limitations, mainly including: (1) The terms of these studies are mostly from the 
early 1990s to the early of this century, and they neglect the impact of 
institutional reform of China’s monetary policy transmission in the year of 1998; 
(2) Some studies do empirical tests just from the relevance between the financial 
variables and macroeconomy, and confirm whether it is suitable as an 
intermediate target according to the correlation degree. However, it is not enough 
because indirect financing is in a leading position in China, credit quota is highly 
correlated with macroeconomy, but we cannot reckon the credit quota as an 
intermediate target. 3  (3) Some studies do not pay much attention to the 
precondition of the econometric test. For example, the precondition of an 
unrestricted VAR model is that no effects exist among the different variables in 
the contemporary period, but it is hard to rule out such a relation if we make use 
of quarterly or annual data. 

This paper attempts to deepen understanding of China’s monetary policy 
transmission mechanism by doing an empirical investigation on the intermediate 
target and transmission channel of China’s monetary policy since January 1, 
1998, when People’s Bank of China announced to lift the limit control of the 
credit quota and chose money supply as the unique intermediate target. 

The rest of this paper is organized as follows: Section 2 is the model and 
research methods. Based on the VAR model, Section 3 uses the 
Granger-causality test and variance decomposition to study the interpreting 
ability of the monetary indicators of price and quantity on macroeconomy 
respectively, and make clear M2 is the intermediate target of China’s monetary 
policy. Section 4 uses the Granger-causality test, cointegration test to study the 
impulse response of M2 to macroeconomic variables, namely, to test whether 
PBC makes a systemic response to macroeconomic variables. Furthermore, by 
testing the contemporary period-correlation coefficient between the M2 
innovations and the residuals of the economic variables, we determine M2 is the 
PBC’s control variable. Combining with the third section, by using 

                                                        
2 Comprehensive and concise overviews refer to Kun et al. (2005). Recent studies are seen in 
the article of Mo and Wang (2008). They believe when we adopt the money supply M2 as a 
target, we should also choose loans as the goal of regulation; contrast to the use of interest 
rates and other price-based regulation tools, it is more effective through quantitative tools to 
strengthen the adjustment of M2 and credit quota. 
3 When the credit quota fully alters with changes in the policy intermediary, although the credit 
quota has a close relationship with macroeconomy, we still cannot regard it as an intermediate 
target. 
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Granger-causality test method to test the interest rate transmission channel of 
monetary policy, Section 5 shows that the transmission channel of the interest 
rate does not exist in China. In Section 6, also using the Granger-causality test to 
test the transmission channel of credit quota, the result shows that the credit 
quota is the determining variable of M2. And then, we adopt Chow’s breakpoint 
test method to test the stability of credit quota as an intermediate target, and find 
that the credit quota has always been an intermediate target of monetary policy. 
Section 7 analyzes the feasibility and reality of “two intermediaries, two targets” 
conduction mode with the theoretical reasoning method, and points out the 
inadequacies and the reform direction of this conduction mode. Section 8 is the 
conclusion and proposition. 

2  Model 

In this paper, the universally applicable structural VAR model (SVAR) is set as 
below: 

0 1 1 0 1 1t t t t t tY A Y AY P PB B μ− −= + + + +                   (1) 

0 1 1 1t t t t tP C Y C Y D P ν− −×= + + +                      (2) 

Where Y is macroeconomic vector (such as economic growth, inflation), P is 
policy vector (such as policy interest rate, money supply), μ  and ν  are 
stochastic disturbance terms of economic variable and policy variable 
respectively. The equations of the model indicate that the right side of equations 
decides or explains variables on the left side, and A, B, C, and D are coefficient 
matrixes of corresponding variables.  

Due to the existence of time lags, it can be assumed that Yt does not affect the 
present policy variable Pt, namely, the response of macroeconomy to a policy 
decision has a time lag, that is, 0 0C =  in Eq. (2). Substituting (2) into (1)，we 
have: 

1 1 1t t t tP C Y DP ν− −= + +              (3) 

1
0 1 0 1 0 1 1 0[( ) ( ) ]( )t t t t tY A A C Y D PI B B B Bνμ−

− −+ + += − + +    (4) 

This is the standard unrestricted VAR model (Unrestricted Autoregressive 
Model). In this VAR model, the first equation is monetary policy function, tY  is 
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affected by not only its own disturbance term µt but also disturbance term tν  of 
policy variables, and monetary policy effects can be described by the 
impulse-response function of economic variable tY  to tν . 

Similarly, we assume that policy variable tP  does not have an impact on the 
present macro-economic variable tY , namely, the effects of monetary policy on 
economy exists a time lag, that is, 0 0B =  in Eq. (1), Eq. (1) and Eq. (2) can be 
rewritten as:  

1
0 1 1 1 1[ ]( )t t t tY A AY PI B μ−

− −+= − +         (5)  

1
1 0 0 1 1

1 1
0 0 1 0 0

]

]

[ ( )
[ ( ) ( )

t t

t t t

P C C A A Y
D C A D P C A

I
I I μν

−
−

− −
−

+

+ +

= −
+ − + −

   (6) 

In this model, the second equation is monetary policy function, and tP  is 
affected by not only tν  but also tμ . In this study, we will test them with 
different models to satisfy different needs. 

It is worth mentioning that the assumption of no contemporary effects existing 
between economic variables and policy variables is very important, because, 
under this assumption, the model can be changed from a structured style into an 
unrestricted style, without the problem of binding conditions. That is also why 
we have to use monthly data instead of quarterly data. 

In this paper, we use Eviews 5.1 to test models, including the unit root test, 
cointegration test, Granger-causality test, variance decomposition, residual test, 
Chow’s breakpoint test and least squares estimation; based on the strict test 
results, we make logical derivation and theoretical deduction. 

3  Comparative analysis of interpreting abilities of the 
different monetary indicators on economic variables 

Intermediate targets of monetary policy are mainly chosen between interest rate 
and money supply, and its applicability is affected and determined by the 
economic structure for the time being. Major Western countries (such as the 
United States, European Union, Japan, etc.) generally choose the interest rate as 
an intermediate target, but choose money supply as an intermediate target in the 
specific period, such as 1970s and 1980s in major Western countries, and the 
early 21st century in Japan. In this section, we will compare the importance of 
indicators of money’s price and quantity to macroeconomic changes. 

In China’s interest rate system, the savings rate and lending rate have the 
greatest impacts on social public and macroeconomy. Referring to the current 
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and future periods’ inflation and other factors, PBC adjusts the one-year savings 
rate, while the lending rate marked up the one-year savings rate according to the 
bank’s operation and management cost is set by PBC. Thus, the one-year savings 
rate plays a benchmark role in the savings and lending rates system. In addition, 
the interbank offered rate and government bond repurchasing rate are the 
inter-bank market rates, which are closely related with financial institutions and 
have a high market-oriented degree, and the interest rate levels are representative. 
In this study, we regard these three interest rates as the monetary price indicators, 
which constitute the monetary indicator system combined with money supply 
M1and M2, to explain the macroeconomic changes. 

The selection of macroeconomic variables needs to pay attention to the 
following two points: (1) data availability: monthly data that can be discounted by 
price indicator; (2) data representativeness: it can be on behalf of macroeconomic 
activities and its value is not seriously affected by the import and export factors. 
This study selects six indicators including the industrial added value, gross output 
of the main industrial enterprises, sales revenue of the main industrial enterprises, 
cement, electricity and crude steel as macroeconomic variables.4 

Firstly, we apply the Granger-causality test to compare the importance of 
different monetary indicators to macroeconomic variables. To avoid mutual 
interference among the macroeconomic variables, we build VAR models for 
each macroeconomic variable5 and use the Granger-causality test to determine 
the interpreting ability of different monetary indicators to macroeconomy.6 
Actually, this method is the unrestricted Ordinary-Least-Squares (OLS). First, we 
rule out the lagged term of variables, then test its impact on the forecasting 
performance of the model, the forecasting performance without the lagged terms 
is described by P. The smaller P value is, the more significant its effects on 
macroeconomy are. In this way, we can compare the interpreting abilities of the 
different monetary indicators on macroeconomy (that is, the impacts on 
macroeconomy) by comparing P values. 

Test results are presented in Table 1, the economic variables including CPI 
and monetary indicators in the column are used to explain the economic 
                                                        
4 In this study, the source and disposal of all data and data characteristics are available from 
the authors. 
5 This is an unrestricted VAR model, which has an implicit assumption of the model is that the 
variables do not affect each other in the current period, and needs to test. The quarterly data 
obviously does not meet this condition, therefore, structural VAR model (SVAR) is needed. 
The test results of SVAR are influenced by the artificial constraints, and the objectivity of its 
conclusions is affected; In addition, since there are so many coefficients to estimate, the 
sample size of the quarterly data cannot meet the statistical requirements. 
6 As the results are quite sensitive to the choice of the lag order, so we do unit root test, lag length 
criteria, lag exclusion tests, Granger-causality test and residual tests of the VAR model from a 
high order to a low order, in order to make sure that the selection of order is appropriate. 
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variables on the left side. The results in Table 1 show that M2 has more 
significant interpretability on the six macroeconomic variables than other 
monetary indicators, while the interbank offered rate, government bond 
repurchasing rate and other interest rate indexes do not have the interpreting 
ability basically.7 
 
Table 1  Test results of the significant level about the marginal interpreting abilities of the 
monetary indicators on macroeconomic variables 

Macroeconomic 
variables 

CPI Interbank 
rate 

Bond 
repurchasing 
rate 

Savings
  deposit 

rate 

M1 M2 

Industrial added value 0.675 9 0.814 0 0.899 4 0.945 3 0.185 5 0.152 9 
Gross output of main  

industrial enterprises 
0.014 4 0.742 8 0.960 6 0.678 6 0.386 8 0.058 9 

Sales revenue of main  
industrial enterprises 

0.000 2 0.487 5 0.941 9 0.687 1 0.268 2 0.025 0 

Cement 0.925 6 0.807 9 0.565 6 0.731 4 0.804 8 0.132 7 
Electricity 0.038 8 0.034 8 0.051 8 0.004 2 0.000 8 0.000 0 
Crude steel 0.046 1 0.109 7 0.139 7 0.117 5 0.040 5 0.004 7 

Notes: (1) The sample period of the industrial added value, the main industrial enterprises’ 
gross output and sales revenue is from January 1998 to June 2006; while the sample 
period of the cement, electricity and crude steel is from January 1999 to June 2006 and 
their units are the number of actual production rather than the value of production; (2) 
The industrial added value, gross output of the main industrial enterprises and sales 
revenue of the main industrial enterprises are the real value from which the price factor 
has been rejected; (3) The introduction of CPI is to eliminate the price factor in the 
explanatory variables, so it is the real (not nominal) monetary variables that affect the 
real economy; (4) All I (1) series are stationary after differencing; 5. All the lag orders 
of these models are 8. 

 
However, there is one serious drawback to the Granger-causality test, which 

arises because: multicollinearity may exist among the explanatory variables, 
which will affect the relevant variables’ real interpreting ability. Despite of 
having taken into account of the issue in the programming and make every effort 
to avoid the impacts on the statistical results, as a result of so many explanatory 
variables in these models, we still cannot eliminate the effects of collinearity on 
the test results. Therefore, in this study we try to employ variance decomposition 
method to avoid the effects of collinearity on the test results. 

Now, we apply variance decomposition to compare the interpreting ability of 
each monetary indicator on macroeconomic variables. Variance decomposition 
refers to decomposing the VAR model’s residual matrix, and the main idea is to 

                                                        
7 In order to avoid the possible impact from CPI on the test results, at first we make the same 
test using the nominal variables and the conclusion is unchanged. 
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divide fluctuations of each endogenous variable in the system into components 
associated with the innovations of each equation, to compare the importance of 
the innovation to endogenous variables. This method also has some shortcomings 
that the test results are influenced by the order of the equations in the VAR 
model, the effect of the posterior equation has been underestimated. From the 
numerical point of view, the greater value of the variance decomposition of some 
index indicates its interpretive ability on macroeconomic variables is higher. 
Using the above VAR model and setting the time limit of variance 
decomposition at 24, we get the test results in Table 2. 
 
Table 2  The variance decomposition results of the macroeconomic variables (%) 
Macroeconomic 

variables 
Lagged 
variables 

CPI Interbank
rate 

Bond 
repurchasing
rate 

Savings 
deposit
rate 

M1 M2 

Industrial added 
value 

57.330 1 7.210 8 3.166 7 6.556 6 3.634 8 13.369 3 8.731 8 

Gross output of 
main industrial 
enterprises 

53.388 6 8.048 2 2.552 3 1.015 6 5.370 6 11.301 4 18.323 3 

Sales revenue of 
main industrial 
enterprises 

53.578 7 13.428 3 3.323 5 1.971 4 4.010 6 7.290 7 16.396 8 

Cement 33.892 9 15.711 9 7.973 5 7.496 1 5.301 1 6.329 2 23.295 3 
Electricity 33.844 7 10.216 0 15.534 3 7.904 5 9.277 4 10.115 8 13.107 4 
Crude steel 33.885 4 19.111 5 10.958 8 8.434 6 6.865 9 11.607 8 9.136 0 
Notes: (1) The data sources, processing and modeling of this table are the same as Table 1; (2) 

In VAR the orders of the equation set are shown in the table from left to right; (3) Lines 
add up to 100%. 

 
Table 2 shows that even though M2 was placed in the last position, its 

interpretability to economic variables will be underestimated, in general, M2 has 
better interpreting abilities than other monetary variables. It is consistent with the 
result obtained by Granger-causality test.8 

The Granger-causality test and variance decomposition methods have their 
own advantages and disadvantages, because this study mainly concerns about 
the order of the interpretabilities of monetary indicators to the economic 
variables and their relative strength, rather than the specific values. Thereby, 
it is adequate to use the two methods to compare interpreting abilities of 
monetary indicators to the real economy. 

                                                        
8 Similarly, we use the nominal variables to test beforehand and the conclusion is unchanged. 
In addition, the test result of a non-stationary series without difference processing is better than 
that of a non-stationary series with difference processing. 
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4  M2’s impulse response function and innovation decision 

Section III confirms M2 has much better explanatory ability than other 
monetary variables. This section is to study: If M2 is the intermediate target 
of China’s monetary policy, then M2 should have the systematic, stable 
relevance with objective variables of macroeconomy (such as inflation, 
economic growth, full employment, balance of international payments, etc.), 
namely there exists M2’s reaction function. Furthermore, we will discuss how 
to decide M2. 

According to “Law of the People’s Bank of China”, China’s PBC’s monetary 
policy objectives are: to maintain the stability of the monetary values, and to 
promote the economic growth. That is to say, price stability and economic 
growth are the two major goals for China’s central bank. We assume that M2 is a 
policy variable, and has no effects on the current macroeconomic variables 
(industrial added value and inflation), 9  so that we can make use of the 
aforementioned unrestricted VAR model including equations (3) and (4) to 
acquire the impulse response function to describe the policy reaction function. 
Thus, we use the horizontal and differenced variables respectively including CPI, 
the real industrial added value10 and M2 to make the three-variable VAR 
model.11 Granger-causality test results are as follows: 

 
Table 3  The Granger-causality test between CPI, the real industrial added value and M2 

Horizontal variable 
model 

Differential variable 
model 

Null hypothesis 

Chi-statistic P Chi-statistic P 
LCPI cannot Granger cause 2LM  10.652 0.058 7 10.102 2 0.078 8 
LIVA  cannot Granger cause 2LM  17.829 0.003 2 21.432 0 0.000 5 
LCPI and LIVA  cannot Granger cause

2LM  simultaneously 

23.478 0.009 1 29.195 4 0.001 0 

Notes: (1) LIVA  and 2LM  respectively describe the consumer price index, the real 
industrial added value and M2, which are all in log levels (the same below); (2) The lag 
order of the horizontal variable model is 5 while the differencedl variable models is 6. 

                                                        
9 This assumption is reasonable at least in the case of the monetary quantitative indicator taken 
as the policy variables, because it is difficult for public to form unanimous expectations of the 
economic changes caused by policy changes in the short term, and its impact on the 
macroeconomy exists time lag. 
10 GDP is not a monthly data, so we select the industrial added value, which is quite reasonable, 
because China’s economic growth was mainly driven by the industry. 
11 All of three variables are integrated order one non-stationary series in the model with the 
horizontal variables. We process the cointegration test, the results show that cointegration 
relations exist among three variables, thus the spurious regression is eliminated. 
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Table 3 shows: the test results of the horizontal variable model are consistent 
with the differenced variable model, CPI and the industrial added value have 
better explanatory abilities to M2, which means M2 reacts systematically to the 
changes of CPI and industrial added value. In addition, the result of the 
cointegration test of the horizontal variable model shows there exists 
cointegration relations among these three variables (order=1), namely, there is a 
long-run equilibrium relationship among the three variables. Using the horizontal 
variable model, the impulse response function is shown in Fig. 1 as follows: 

LCPISA LIVA

0.004
0.003
0.002
0.001
0.000

–0.001
–0.002
–0.003
–0.004

5   10   15  20  25 30 35  40 45

 
Fig. 1  Response of M2 to the shocks of the industrial added value and inflation12 

 
As seen from Fig. 1, one standard deviation shock of LIVA  equation residual 

causes 2LM  changes in the same direction and twenty months later 2LM  
becomes stable; one standard deviation shock of LCPI  equation residual 
causes 2LM  changes in the reversed direction and after a longer time 2LM  
becomes stable, which means that inflation will lead to the PBC’s tight policy 
and a reduction in the money supply, but the money supply will eventually tend 
to be stable.13 

We have studied and confirmed that M2 makes lagged reaction to CPI and the 
industrial added value, well then what factors determine the changes in M2: the 
money demand side caused by real economic changes or the money supply side 
caused by the PBC’s monetary policy? Obviously, as shown in Eq. (3), if the 
changes in money supply M2 is on behalf of the monetary policy stance, then it 
should be controlled by the central bank and free from the impact of current 
macroeconomy.14 

                                                        
12 We choose one standard deviation of residuals of LIVA and LCPI equations as an impulse. 
13 When we check the impulse response function with the differenced model, 2( )d LM  gradually 
converges to 0 after a certain period, which is the same as the economic meaning in Fig. 1. 
14 Here we only study the innovations decision of M2, rather than the endogeneity and 
exogeneity of M2, there is a difference between the two. M2’s endogeneity and exogeneity 
issues include M2’s lagged response to the economy, not just the synchronous relationship. 
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The principle and method are as follows: As a policy variable, M2 reacts to the 
real economy changes with a certain time lag, PBC must make a decision after 
acquiring the economic statistics, that is to say, policy cannot make reactions in 
the current period of the economic variable tY  (monthly in this study). Thus, the 
stochastic disturbance term of economic variable has no contemporary 
correlation with that of policy variable, so M2 innovation should be determined 
by monetary policy; Otherwise, which means M2’s innovations are primarily 
determined by macroeconomic changes, while M2’s stochastic disturbance term 
has a strong contemporary correlation with stochastic disturbance terms of 
economic variable, the M2 shock is decided by the current macroeconomic 
changes rather than as a monetary policy target. From the perspective of 
econometrics, the correlation coefficients of the various stochastic disturbance 
terms can be obtained by testing the contemporary correlation matrix of the VAR 
model. 

Making use of the VAR model in the second section, we can get the 
contemporary correlation coefficients of residuals of M2 equation with various 
variable equations as follows (See Table 4): 
 
Table 4  The contemporary correlation coefficients of residuals of M2 equation with variable 
equations 

 Variable itself Interbank rate Repurchasing rate 
Industrial added value –0.253 0   0.046 2 –0.192 9 
Gross output of main industrial  

enterprises 
–0.123 9 –0.179 7 –0.142 3 

Sales revenue of main industrial  
enterprises 

–0.144 5 –0.116 3 –0.190 8 

Cement –0.098 2 –0.245 0  0.282 2 
Electricity –0.134 8 –0.134 5 –0.243 7 
Crude steel –0.193 1 –0.333 3 –0.335 9 

Notes: The “variable itself” refers to the economic variables on the left side of the table. In the 
above table, the values of Column (2) are the contemporary correlation coefficients of 
residuals between the M2 equation and the corresponding economic variables equation 
in column (1); the values of columns (3) and (4) are the contemporary correlation 
coefficients of residuals between the M2 equation and the interbank rate equation and 
the repurchasing rate equation respectively. 

 
From the values in Column (2) of Table 4, we can see that residuals of M2 

equation do not have the contemporary correlation with that of various variables 
equations basically, which indicates that changes in M2 are determined by the 
monetary policy instead of the changes in current economic variables. Moreover, 
we test the contemporary effects of the changes in interbank offered rate and 
government bond repurchasing rate on the M2’s innovations, we find that these 
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effects do not exist.15 The empirical test verifies on the side that M2 is decided 
by the monetary. 

Thus, money supply M2 is an intermediate target of monetary policy. 

5  Transmission channelⅠof China’s monetary policy: 
Interest rate  

We have confirmed that M2 is an intermediate target of monetary policy. This 
section and next section will study the transmission channel of monetary policy. 
The study logic is: As the innovations of M2 represent intentions of the monetary 
policy, then, as seen in Model including Eq. (5) and Eq. (6), the response 
condition of monetary indicators (such as interest rates, loans, etc.) on the 
innovations of M2 can be utilized to measure the transmission channel of 
monetary policy. We test China’s monetary policy transmission channels of 
interest rates and credit respectively in this and next section, but neglect tests of 
other relatively minor monetary channels, such as the exchange rate, assets price, 
wealth effects and so on. 

This section focuses on examining the interest rate channel of monetary policy. 
According to the traditional viewpoint of the transmission mechanism of 
monetary policy, regardless of the money supply or interest rates as an 
intermediate target of monetary policy, both of them have impacts on the real 
economy through interest rates, so that means the interest rate is the center of 
monetary policy.16 

In recent years, funds for buying foreign exchange became the main channel 
of the PBC’s issuance of base money, and the PBC’s sterilization operation has 
not fully absorbed market liquidity, which leads to liquidity surplus. A 
manifestation is that the scale of the deposit-and-loan difference develops 
rapidly, and market interest rates keep at an ultra-low level, sometimes are even 
lower than the cost of bank. The purpose of this study is to analyze the effects 
of money supply on the interbank offered rate and government bond 
repurchasing rate by a bivariate VAR model. The results are as follows (See 
Table 5): 

                                                        
15 Table 4 is derived from the test of the VAR model used in Table 1, if we use the model 
without differencing, the correlation coefficient values are even smaller, which seems more 
realistic. 
16 Even from the viewpoint of credit of monetary policy transmission, interest rates also play 
an important role, see Mishkin (1996). 
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Table 5  The Granger-causality test between M2 and the market interest rates 

Null hypothesis Lag order F-statistic Prob (F-statistic) 
d (LM2) cannot Granger cause chibor_7d 1 16.190 2 0.000 1 
chibor_7d cannot Granger cause d(LM2)  2.601 1 0.110 0 
d (LM2) cannot Granger cause br_7d 3 2.638 2 0.054 3 
br_7d cannot Granger cause d (LM2)  1.374 2 0.255 7 

 
From Table 5, we can see both the interbank offered rate and government 

bond repurchasing rate are subject to the changes in M2, especially the former. 
The reasons are: (1)Assets or liabilities produced by the inter-bank lending is 
the bank’s marginal assets or marginal liabilities, which react most sensitively 
to changes of the monetary policy; (2) Bank’s selling or buying government 
bonds is mainly for gaining profits rather than adjusting its liquidity. The 
interbank offered rate of major Western countries is also sensitive to the 
changes in the policy and market, and highly related with other market 
interest rates, so it is widely chosen as the operating target of monetary 
policy. 

Although the interbank offered rate and government bond repurchasing rate 
are influenced strongly by the intermediate target of monetary policy, but these 
two interest rates have no conduction function on the real economy 
fundamentally. The formation of market interest rates in China are as follows: 
except the savings and loans rates, the interest rates at the same level are formed 
by market competition, while the interest rates at different levels (such as the 
interbank offered rate, the savings rate, the loans rate) are not formed by market 
competition based on cost and risk as a result of the interest rate control, that is, 
there has not yet formed linkage mechanism between the rates at different levels. 
Therefore, there cannot form the market-oriented transmission chain among 
interest rates at different levels.17 Thus monetary policy will be difficult to 
conduct through the interest rate channel.18 The third section has made it clear 
that the real interbank offered rate, government bond repurchasing rate and the 
one-year savings deposit rate all do not have explanatory abilities on 
macroeconomy basically. 

                                                        
17 Xia and Liao (2001) hold that interest rate controls lead to the inconsistence between the 
risk-adjusted expected return rate of portfolio investments and that of investment in the fixed 
assets, thereby, which leads to negative effect of monetary policy. We think that the 
risk-adjusted expected return rate of monetary markets is inconsistent with that of credit 
market, which affects the effectiveness of monetary policy. 
18 Wang (2001) makes an econometric analysis on interest rates transmission mechanism of 
China’s monetary policy, he thinks that the interest rate transmission channel does not exist. 
Zhang et al. (2001) make a comprehensive and detailed description and reasoning for the 
factors impeding the implementation of the interest rate transmission channel. 
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6  Transmission channelⅡof China’s monetary policy: Credit 
quota  

As the introduction has said, the way that foreign scholars test the credit channel 
is to examine whether bank assets constitution or enterprise’s external financing 
structure responds systemically to changes of policy variables. Because China’s 
direct financing market is underdeveloped and indirect financing plays a 
dominant role, so the study will check whether the bank credit quota responds to 
the changes of policy variables systemically. 
 
6.1  Test of credit transmission channel 
 
By using the VAR model including M2, CPI, industrial added value and loans 
variables, we test the impacts of monetary policy on loans and industrial added 
value respectively. In order to avoid the influence of price index errors on the test 
result, we make models with the real and nominal variables respectively. As is 
follows: 

(1) Model including real variables 
We set up a VAR model with the industrial added value, CPI, loans 

( LLOANS ), money supply M2, in which the industrial added value is the real 
value after being discounted by corporate goods price index(CGPI). In order to 
avoid the collinearity, we use Granger-causality group test to examine the 
relationship between variables.19 The results are shown below (See Table 6): 

 
Table 6  The P values of the credit transmission channel test (real variables) 

Null hypothesis 1st order 2nd order 3rd order 4th order 5th order 6th order 7th order 

2LM  cannot Granger cause LIVA  0.000 6 0.008 2 0.024 2 0.029 1 0.014 9 0.012 1 0.012 4 
LIVA  cannot Granger cause 2LM  0.424 6 0.718 4 0.505 2 0.136 7 0.043 0 0.002 0 0.006 7 
LLOANS  cannot Granger cause LIVA 0.009 5 0.150 2 0.174 2 0.130 4 0.049 2 0.064 7 0.110 5 
LIVA  cannot Granger cause LLOANS 0.552 9 0.279 8 0.425 4 0.451 9 0.660 4 0.609 0 0.422 9 

2LM  cannot Granger cause LCPI  0.032 1 0.028 4 0.020 2 0.012 5 0.009 7 0.019 3 0.043 9 
LCPI  cannot Granger cause 2LM  0.390 0 0.166 7 0.382 4 0.475 8 0.432 8 0.357 0 0.326 2 
LLOANS  cannot Granger cause LCPI 0.020 9 0.003 5 0.002 4 0.002 8 0.003 2 0.005 1 0.045 6 
LCPI  cannot Granger cause LLOANS 0.941 0 0.005 9 0.000 4 0.001 0 0.002 1 0.010 8 0.023 9 
LLOANS  cannot Granger cause 2LM  0.412 1 0.037 1 0.035 7 0.088 3 0.112 3 0.021 0 0.057 1 

2LM  cannot Granger cause LLOANS  0.176 0 0.071 9 0.153 6 0.226 4 0.360 1 0.314 7 0.201 4 

Notes: (1) Using the aforementioned method, we can determine the appropriate lag order of 
this model is 5; (2) Because of using the industrial added value as the indicator of 
macroeconomy, we also use PPI to replace CPI to do the same test and the test results 
are identical. 

                                                        
19 The following tests adopt the same method. 
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We can draw the conclusion from Table 6: there is a reciprocal causation 
relationship between M2 and the industrial added value; loans → money supply; 
loans → real industrial added value; money supply M2 → CPI; loans → CPI. 

(2) Model including nominal variables 
To avoid the effects of the price index on the test results, we set up a VAR 

model using the nominal industrial added value ( _LIVA N ), loans, money 
supply M2. The results are shown in Table 7: 

 
Table 7  The P value of the credit transmission channel test (nominal variables) 

Null hypothesis 1st order 2nd order 3rd order 4th order 5th order 6th order 7th order 

2LM  cannot Granger cause _LIVA N  0.005 9 0.008 4 0.009 5 0.013 5 0.007 0 0.006 2 0.007 9 
_LIVA N  cannot Granger cause 2LM  0.982 5 0.874 0 0.780 4 0.254 7 0.120 2 0.005 9 0.015 8 

LLOANS  cannot Granger cause _LIVA N 0.014 9 0.031 7 0.021 7 0.017 4 0.013 6 0.016 5 0.039 0 
_LIVA N  cannot Granger cause LLOANS 0.623 5 0.196 9 0.395 0 0.476 6 0.689 8 0.608 5 0.317 2 

LLOANS  cannot Granger cause 2LM  0.412 1 0.037 1 0.035 7 0.088 3 0.112 3 0.021 0 0.057 1 

2LM  cannot Granger cause LLOANS  0.176 0 0.071 9 0.153 6 0.226 4 0.360 1 0.314 7 0.201 4 
Notes: Using the aforementioned method, we can determine the appropriate lag order of this 

model is 5. 
 
We can draw the conclusion from Table 7: There is a reciprocal causation 

relationship between M2 and the industrial added value; loans → money supply; 
loans → nominal industrial added value. 

The cointegration test of the two models shows that the cointegration 
relationship exists, namely a long-term, stable relationship exists among variables.  

Some conclusions can be drawn from the Table 6 and Table 7: (1) The loan is 
the Granger cause of money supply M2; (2) Money supply M2 and loans are the 
Granger causes of the nominal and real industrial added value, the nominal 
variable model has better explanatory abilities than the real variable model, 
which indicates that some effects of monetary policy have been transmitted into 
price changes-it is consistent with the theory and experience; (3) Money supply 
M2 and loans are the Granger causes of CPI and industrial products price index. 

Money supply changes with credit quota, on the contrary it does not hold, that 
is different from the monetarists’ viewpoint that credit quota changes with policy 
intermediary passively, and also disagrees with the conclusion that credit quota 
reacts to policy variables systemically, this point of view was developed in the 
late 1980s and the representative is Bernanke. Thus, it is necessary to further 
study the relationship between money supply and the credit quota, as well as the 
mechanisms to economy and finance. 

The aforementioned test shows that the horizontal variable of money supply 
has Granger causal relationship with that of credit quota, and depends on the 
changes in credit quota. Next we further study the interdependent relationship 
between differenced variables of the two. The correlation coefficient between the 
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contemporary differenced variables of credit quota and money supply is 0.2385, 
which indicates that the contemporary strong relationship does not exist between 
the two basically. We further do Granger-causality test of the differentced 
variables, the results are shown in Table 8. 

 
Table 8  The P value of the Granger-causality test between money supply M2 and credit 
quota (differenced) 

Null hypothesis 1st order 2nd order 3rd order 4th order 5th order 6th order 
dlloans cannot Granger cause 2dlm  0.011 54 0.017 93 0.062 11 0.102 55 0.024 69 0.082 21 

2dlm  cannot Granger cause dlloans  0.276 96 0.568 23 0.717 45 0.723 77 0.831 00 0.742 08 
 
Table 8 shows that the credit quota causes M2 by unilaterally. This denotes 

that the credit quota plays a dominant role in the economic and financial 
activities. Such a causal relationship does not match with the theory of Western 
monetary policy, which selects M2 as the intermediate target. The credit quota is 
the PBC’s actual intermediary. The PBC adjusts the economy through 
controlling the credit quota, which will have a significant impact on money 
supply. We have demonstrated that M2 plays an intermediate role in the third 
part and fourth part. In fact, it is only a proxy variable of the credit quota, which 
is fundamentally the same as the situation before 1998.20 

6.2  Stability test of credit quota as an intermediary 

China cancelled the control on credit quota as of January 1, 1998, and adopted 
money supply M2 as a single intermediate target of monetary policy. And as can 
be seen from the empirical analysis of this paper, obviously the credit quota still 
plays an important role in the operation of monetary policy, but is this situation 
stable during the sample period? 

There is one possibility: As the scale of the deposit-and-loan difference 
increased too fast in recent years, PBC was forced to reuse credit quota index, 
that is, the adjustment mode of PBC may have changed during the sample period. 

We use the ratio of the deposit-and-loan difference accounting for credit quota 
and money supply M2 to measure the relative deposit-and-loan difference. From 
this we can see the relative scale of deposit-and-loan difference jumped around 
January 2000 and January 2004. We examine whether the adjustment mode of 
PBC is affected by the relative scale deposit-and-loan difference with Chow’s 
breakpoint test. Referring to the foregoing VAR model with nominal variables, 
we use OLS model to estimate polynomial distributed lag regression equation of 
the industrial added value. The result is shown below: 
                                                        
20 See Dai (2001), Table 2 on page 10. 
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1.637 9 0.469 3 0.287 8 0.112 9( 1) ( 2) ( 3)LIVA LIVA LIVA LIVA− + + += − − −   

(0.002 1)    (0.000 0)        (0.012 0)       (0.266 3)               

1.005 9 2.042 6 1.294 2( 1) ( 2) ( 3)L L LLOANS LOANS LOANS+ − +− − −

      (0.089 1)         (0.036 7)         (0.032 3) 

    2 2 20.894 9 0.313 8 0.609 3( 1) ( 2) ( 3)LM LM LM+ − −− − −  

           (0.101 5)      (0.641 3)      (0.271 3)      
2 0.995 2R =      2 0.994 7adjustedR =      . . 2.093 2DW =  

The values within the parentheses under the coefficients are P value. The 
fitting degree of equation is very good, adjusted 2R  is 0.9947, F test is passed, 
the estimated parameters are consistent with the result of the VAR model. 
Furthermore, because 2 ( 2)LM − and 2 ( 3)LM − do not meet the significance 
requirements, after excluding these two variables according to P values, we 
obtain a higher significance equation (The equation is not shown). Respectively, 
we do Chow’s breakpoint test of these two equations and choose breakpoint as 
January 2000 and January 2004. Test results are as follows (See Table 9): 

 
Table 9  The results of Chow’s breakpoint test of the industrial added value equations 

F-statistic Prob(F-statistic) Breakpoint 
Before 

rejecting 
After  

rejecting 
Before 

rejecting 
After 

rejecting 
January 2000 1.244 9 1.521 6 0.247 0 0.114 6 
January 2000 1.463 1 1.286 0 0.169 1 0.262 1 
January 2004 1.064 5 1.470 8 0.399 4 0.180 4 

 
As can be seen from Table 9, the results do not support the point that the 

equation has taken place structural changes in the period of the sample. 
Therefore we can confirm that the PBC’s adjustment mode of the economy has 
not changed in the period of the sample. In other words, after 1998, the credit 
quota has been always serving as an intermediate target of monetary policy. 

7  Analysis of “Two Intermediaries, Two Targets” Transmission 
channel model 

To sum up the above analysis on China’s monetary policy transmission test，we 



SHENG Songcheng, WU Peixin 354 

find that the M2 stock has a strong influence on the market interest rates of the 
interbank loans and government bond repurchase, while the credit quota clearly 
has no direct influences on the market interest rates. The credit quota is the 
Granger cause of M2. Actually, the money supply, as a proxy variable of the 
credit quota, which has direct effect on the macroeconomy, plays a role 
apparently in the adjustment of the real economy. Therefore, in fact China’s 
monetary policy transmission has two intermediate goals, namely money supply 
M2 and the credit quota. They respectively aim at adjusting financial markets and 
the real economy. We call it the “Two Intermediaries, Two Targets” parallel 
conduction mode and this mode is not in line with the general experience and 
theory. This section will analyze the characteristics and its defects of this mode.  
 
7.1  The cause analysis and function mechanism of the parallel conduction 
mode 
 
In accordance with the general theory, in one economy, it is impossible to have 
two or more intermediaries at the same time, because they will have 
inconsistencies with each other. But from the reality of China’s current situation, 
this “two intermediaries, two targets” conduction mode is reasonable, and we 
cannot give up any of them, which is a realistic choice for China. 

Judging from the real economy, at this stage, the credit quota serve as an 
intermediate goal because: (1) In the incomplete interest rate liberalization 
economy, the money supply as a single intermediary is difficult to implement an 
effective macroeconomic adjustment;21 (2) Because of the persistent surplus of 
the current account and capital account, and the current foreign exchange system 
arrangement, China’s liquidity is released passively and PBC fails to effectively 
sterilize the excess liquidity. Therefore, China needs to restrain the bank loan 
directly by using the credit quota; (3) The controllability of money supply is 
relatively poor, so that PBC is difficult to adjust the economy effectively.22 

From the operations of using credit quota as the intermediate target of 
monetary policy, the PBC’s credit regulation is embodied in both price and the 
quantity. It controls the interest rate and the quantity of loans at the same time, 

                                                        
21 Prerequisites the money supply can really play the role of the intermediary of monetary 
policy is the marketmization of interest rate. The nonmarketized interest rate is one of the 
important reasons why China’s money supply can not really play a role fully. In other market 
economies, money supply is taken as the intermediaries of the monetary policy because their 
interest rates are all marketized. 
22 Xia and Liao (2001) bring disputes to the validity of using money supply as an intermediary 
of the monetary policy. Peng (2008) also makes a detailed analysis of adjustment mechanism 
of monetary policy since 2000. He holds that the validity of the quantity control is lower, so 
the role of the interest rate in the economic adjustment should be strengthened. 
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and just has different emphasized points in different periods. Generally speaking, 
the liquidity of financial market is stronger than that of the credit market. So the 
risk-adjusted loan interest rates floor is higher than the equilibrium interest rate 
of the financial market and the regulation of the loan interest rates floor will 
reduce the loan demand partly, so the excessive liquidity of the market cannot 
enter the real economy. At this time, PBC will mainly use the price control to 
regulate the credit quota. While in the period of economic upsurge, although 
there are excessive liquidity in the market, because of huge demand for loans, the 
equilibrium interest rate may be higher than the risk-adjusted loan interest rates 
floor, PBC will mainly take the method of quantity control. Since September 
2007 the credit quota was strictly controlled in accordance with the seasonal 
scale, and it is a very good embodiment of that method. 

At the beginning of each year, PBC gives out the total credit quota according 
to the past credit quota and next year’s economic growth target, and then assigns 
them to the major commercial banks after consulting with the commercial 
banks.23 During the whole year, according to the prevailing macro-economic and 
financial situation, PBC adjusts the credit quota and lending process by “window 
operation” including even issuing punitive PBC bills, special deposit and 
different reserve ratio system, and so on. Thus, PBC’s credit quota management 
has a certain degree of administrative function and better controllability. This 
conduction mode is certainly different from the credit channel transmission mode 
in market economy countries. Of course, the credit quota management has a 
strong administrative meaning; therefore, in the long run it cannot be used as an 
intermediate target of monetary policy.  

The practice of China’s monetary policy in recent years, to a certain extent, 
has confirmed the importance of using credit quota as macro-control indicators. 
The rising period of this economic cycle has begun since 2003. In order to solve 
the problems of the excessive growth of fixed asset investment and the increasing 
inflation pressures, etc, in 2004 a strict regulation policy of land and loan control 
was adopted and had a good performance. The GDP deflator and CPI dropped 
after the highest point of this stage in 2004. In the macroeconomic adjustment of 
from 2006 to September 2007, the control of credit quota was loosened and the 
money supply was regulated only by the way of increasing the interest rate, 
raising the reserve requirements ratio and issuing PBC bills, etc. Although there 
were great regulation efforts, the increasing of inflation level in 2007 rose again 
and had an accelerating trend in the first half of 2008.24 This means that: against 
                                                        
23 This mode has differences from that the credit quota was assigned to different regions and 
banks before 1998, and the administrative color has been greatly weakened. 
24 Deflators of GDP from 2003 to 2007 were followed by 2.87, 7.61, 4.60, 3.59 and 5.55, the 
rising indexes of CPI were 1.2, 3.9, 1.8, 1.5 and 4.8. From the economic performance in the 
first half of 2008, the inflation level would be much higher than that in 2007. 
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the background of the appreciation of RMB, monetary policy transmission 
mechanism using the money supply as an intermediary has been further 
challenged and its effectiveness may be weakened. This forced PBC to take 
stringent credit controls in 2008: all commercial banks were asked that the credit 
growth in 2008 could not exceed the growth of the balance of the year 2007; 
quarterly monitoring the progress of running; taking the punitive measures to the 
excessive growth of credit. 

Whereas, using the credit quota as the de facto intermediary does not mean 
that the regulation of money supply can be relaxed. This is because: (1) Under 
the current arrangement of financial system, the indicator of credit quota in 
general can only have better effects on the real economy, while the direct effect 
on the financial markets are relatively weak; (2) The money supply has a greater 
impact on the money market interest rates, and has an impact on the asset 
markets (mainly the capital markets and real estate market) through the market 
interest rates, ultimately also has a certain impact on the real economy—this 
impact is becoming more and more important with the development of the asset 
markets; (3) It is also available that through private non-formal financial 
channels the money supply flows to the real economy which have an impact on 
the real economy. Thus, at this stage, the conduction model with two monetary 
policy intermediate targets is a realistic choice. It is undemanding for the 
condition of the monetary policy transmission mechanism and easy to operate. 

The credit quota and money supply are regulated in different measures and 
means respectively. The credit quota mainly adjusts the real economy while the 
money supply adjusts financial market (that is money market and capital market), 
which is suited to the state of separate credit market and financial market. In 
other words, China’s financial system arrangements and the PBC’s credit quota 
separate the credit market and financial market, so each intermediate target plays 
a role in different market respectively.25 But this kind of separation is just 
temporary and relative, and the relationship between the two markets will be 
closer and closer with the development of the financial market. 

Different from the practice of foreign monetary policies, China’s credit quota 
is independent of the money supply and leads to changes in money supply, which 
indicates that: the credit quota plays a key role in China’s economic and financial 
practices, and this situation is closely related to China’s economic growth mostly 
driven by the investment. Although the money supply has good explanatory 
power on the economic growth and inflation, it seems to play a role as the proxy 
variable of the credit quota, and the changes in the credit quota induce 
subsequent changes in the money supply. 

                                                        
25 This situation may indicate that the liquidities of credit market and money and capital 
market are inconsistent and separated. 
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The understanding on the practice of China’s monetary policy mentioned 
above is meaningful, and we should pay attention closely to the credit scale and 
use it as the core indicator to adjust the economy—especially in the case that a 
huge scale of liquidity has entered China passively and PBC has failed to 
sterilize effectively. 

7.2  Deficiency and the reform direction of China’s monetary policy conduction 
mode  

China’s current transmission mode of monetary policy has its deficiencies 
obviously, mainly including: (1) There are coordination problems between the 
two intermediaries for the parallel conduction mode, and with the economic 
development and financial deepening, the effectiveness of policies that the two 
intermediaries aim to the two targets respectively will reduce gradually;  (2) 
Because both the money supply and credit quota are the concepts of total amount, 
and policy transparency (the performance of policy clarity, simplicity and 
intelligibility) is not high, it is difficult for the public to form clear expectations, 
namely the lack of a “nominal anchor”. And the expectations play a very 
important role in the effects of monetary policy because the public make 
decisions in accordance with their expectations; (3) The transparency of 
monetary policy is not high or lack of nominal anchor, which will lead to the 
time-inconsistent problem, that is, PBC is vulnerable to the administrative 
pressure or temptation to take the short-term action which is inconsistent with the 
long-term goal, so that the economy is instable; (4) Nonmarketization of interest 
rates of savings and loans make themselves do nothing or little with the monetary 
policy transmission, so the conduction efficiency of the monetary policy is not 
high; (5) With the increasing of the commercial banks’ profit motive as well as 
the development of the capital market, control of the credit quota as a means of 
monetary policy adjustment will face increasingly serious challenges. 

Obviously, China’s monetary policy transmission mechanism has a huge gap 
with market economy countries, the only way out is to continue to deepen the 
financial system reform, including the exchange rate system reform, the interest 
rate marketization, the stricter and more normative marketized operation of 
commercial banks and industrial and commercial enterprises, and so on, to 
reform the adjustment modes of the PBC’s monetary policy, and gradually to 
establish a monetary policy transmission mechanism taking interest rates for the 
intermediate target. Currently the market-oriented reforms of RMB domestic and 
external pricing mechanism are more urgent, namely the interest rates and 
exchange rate market-oriented reforms. 
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8  Conclusion and proposition 

This paper has done empirical tests and theoretical analysis of the intermediaries 
and transmission channels of the monetary policy, the major conclusions are as 
follows: 

(1) By using the VAR model, testing the explanatory (forecasting) abilities of 
monetary variables including the interbank offered rate, government bond 
repurchasing rate, the savings rate, the money supply M1 and M2 to 
macroeconomic variables respectively with the methods of Granger-causality and 
variance decomposition tests, we find that: M2 has far better explanatory ability 
than other variables. 

(2) The empirical test shows that: the money supply M2 makes a systematic 
response to the real industrial added value and CPI, and the innovations of M2 is 
controlled by PBC, which indicates money supply M2 is the intermediary of 
PBC’s monetary policy. 

(3) The empirical research on the transmission channels of monetary policy 
shows that: There does not exist an interest rate transmission channel in China, 
and the main transmission channel is by bank loans. Further research shows that 
the credit quota adjusts the real economy, and leads to changes in money supply. 
Thus, China’s intermediate targets of monetary policy are actually two－the 
credit quota and money supply M2, and such a transmission mechanism has not 
changed since 1998. This is inconsistent with M2 as a single intermediary that 
was announced publicly by PBC. In other words, China’s monetary policy 
transmission mechanism has not changed before and after the year 1998 
fundamentally. The credit quota, as the core variable of monetary adjustment 
mode, has a strong practical significance, which illuminates that we should pay 
more attention to the credit quota and use it as the core to adjust the economy. 

(4) The theoretical analysis of the reality of this “two intermediaries, two 
targets” mode holds that , because China has not owned the complete market 
environment of the indirect control, for example the interest rate is not yet fully 
market-oriented, the deposit-and-loan difference is large, credit markets and 
financial markets are separated, which makes the two intermediaries adjust 
different targets: Credit quota mainly adjusts the real economy, money supply 
mainly for financial markets, and moreover PBC is successful in achieving 
coordination between the two. Of course, this adjustment mode also has 
deficiencies. 

From the practice of monetary policy, owing to the development of financial 
technology and the innovation of financial products, the money supply’s 
controllability gets worse and worse, and its relationship with the real economy 
becomes looser and looser, the central banks around the world have given up 
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money supply as an intermediary of monetary policy since 1990s in general. 
From the viewpoint of the credit quota as an intermediate target, the control on 
credit quota has strong administrative indication, so it only can be a stopgap as 
an intermediary of monetary policy. The current transmission mode of monetary 
policy is facing an inevitable adjustment and reform. 

In the future, it is inevitable for China to establish a directly inflation-pegged 
or the interest rate as the intermediary’s monetary policy framework. This 
requires a lot of basic conditions, such as the independence of monetary policy 
(including the PBC’s independent exercise of the functions and the independence 
of monetary policy under an open economy), the market-oriented interest rate 
mechanism, the rapid dissemination of information, the perfect corporate 
governance, good risk pricing and risk management abilities of commercial 
banks, as well as the profit orientation of economic units, and so on, and it is a 
long-term task to meet these basic conditions. 
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