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International monetary policy spillovers in an asymmetric world monetary
system: The United States and China*

Abstract:

The paper scrutinizes the spillover effects of expansionary monetary policies of a cen-
ter economy to the macroeconomic policies of periphery countries, dependent on the
exchange rate regime. In particular the impact of the US quantitative easing on the
Chinese economy is analysed. The results suggest that the exchange rate regime plays
a minor role in insulating the economies at the periphery of the world monetary sys-
tem from monetary policy shocks in the center. The only exception is capital controls
which enable the periphery countries, in particular China, to maintain a certain degree
of monetary independence in the short run. In the long run a closer Chinese-
European policy coordination is argued to create a counterbalance to the predomi-
nance of the US dollar in the currently asymmetric world monetary system. This

would provide an incentive to the US to phase out undue monetary expansion.

Reywords: monetary policy, excess liguidity, spillovers, US, China

JEL: E31, E42, E52, E61

* 1 thank Gunther Schnabl and GAO Haihong for advice and helpful comments. A substantive part
of the paper was written during a research visit at the Institute of World Economics and Politics
(IWEP) in Beijing, China. I am very thankful to GAO Haihong for giving me the opportunity to do
research in the Section of International Finance at the IWEP. I also thank the Milken Institute for
providing me with the Renminbi Pressure Indicator.
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1 Introduction

Two US quantitative easing programs since 2008 flooded the financial markets with
liquidity to a scope that has never been seen before. The US FED implemented con-
ventional and unconventional monetary policy measures to prevent the US economy
from slipping into a deep and long-lasting recession. Cheap money, through massive
interest rate cuts and asset purchases by the FED since spring 2009 of more than
1.7tn US$ (Federal Open Market Committee 2009, 2010) protected large financial
institutions from default, potentially preventing a chain reaction. The rescue measures
came at the cost of ultra low interest rates and financial and goods market distortions
both on a national and international level. To reanimate the still sluggish US economy
the historically low interest rates are likely to prevail for the next years — with far-
reaching consequences, not only for the US. As the US dollar dominates the world
monetary system, monetary expansion in the US is flooding the rest of the world with
low-cost liquidity thereby causing further distortions at the periphery of the world

monetary system.

This paper scrutinizes the monetary spillover effects from the United States on the
dollar periphery in general and on China in specific. It is analysed if the exchange rate
regime can play a role in insulating the Chinese economy from monetary shocks in
the US and if capital controls can enable an independent Chinese monetary policy.
Previous research regarding the Chinese exchange rate regime has mainly focused on
the question of if the exchange rate is undervalued and if renminbi (RMB) apprecia-
tion can reduce the US-Sino trade imbalances. A large part of the literature advocates
a flexible exchange rate regime (e.g. Goldstein/Lardy 2009, Prasad 2008, Frankel
2006) as RMB appreciation is assumed to reduce Chinese export competitiveness and
diminish trade imbalances. McKinnon and Schnabl (e.g. 2009b, 2012) on the other
hand argue that the current account surplus originates in a domestic saving surplus
over investment and therefore cannot be balanced by rearranging the exchange rate
regime. They provide evidence that the Chinese dollar peg has stabilizing effects for

the East Asian intra-regional production chains and the world economy as a whole.
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Little research, however, has been done concerning the Chinese ability to perform an
independent monetary policy under alternative exchange rate regimes. This paper
contributes to the previous literature by analysing if the exchange rate regime can be
an effective tool to gain monetary policy independence in the face of expansionary
monetary shocks in the center economy. For this purpose, monetary spillovers from
the US to China and the possible feedback effects on the US are analysed. Although
this research is focused on China the key insights are relevant for emerging econo-
mies in general. China is in the focus of attention because of the highly politically
relevant discussion regarding its current account surplus, exchange rate policy, capital

controls, soaring exports and mounting foreign reserves.

The first step is to analyse the impact of monetary shocks originating in the US on
China in consideration of the exchange rate regime. It is shown that widely regardless
of the exchange rate regime a country with underdeveloped goods and capital mar-
kets cannot be insulated from exogenous monetary expansion in the center economy.
The third section takes the increasing importance and integration of China in the
wortld economy into account and scrutinizes feedback effects of Chinese exchange
rate stabilization to the US. The question of, if possible, how to prevent unintended
monetary policy spillovers from the US to China will be addressed in the fourth sec-

tion. Finally economic policy conclusions are elaborated in the fifth section.

2 Unilateral spillover effects

Spillovers can be defined as all kinds of “external effects of policies in systemic
economies” (IMF 2011a). This paper focuses exclusively on monetary spillovers.
Firstly, spillovers of excessive monetary expansion in the center economy of the
world monetary system, the United States (US), on periphery economies, in particular
on China, are scrutinized. Secondly, monetary spillovers in the form of feedback ef-

fects from the periphery to the center i.e. from China to the US are analysed.
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2.1  Fixed and quasi-fixed exchange rate regimes

It is shown that the monetary expansion in the US, which issue the international re-

serve currency, leads to monetary expansion in the periphery countries independent

from the exchange rate regime (McKinnon 2010, Belke/Gros 2010).

To illustrate the transmission mechanisms of an exogenous monetary shock in the
center economy on the periphery under alternative exchange rate regimes a Mundell-
Fleming framework is used (Fleming 1962, Mundell 1963). The shock originating in
the US, in form of a monetary expansion in response to the 2007/08 financial crisis,
and its impacts on China are analysed. The Mundell-Fleming model assumes open-
ness to trade and full capital mobility. China can, at the latest since its WTO entry in
2001, be regarded as an open economy for goods trade. Capital mobility on the other
hand is limited as capital controls remain in place to protect China’s underdeveloped
and shallow financial markets from uncontrolled capital inflows. However, at least
partial capital mobility can be assumed to hold as vast amounts of hot money have
been circumventing the capitals controls in recent years (Zhang/Huang 2011, Mat-

tin/Morrison 2008, see sections 3.2 and 4.1).

For a tightly fixed exchange rate regime, as in the case of the Chinese US dollar peg
from 1995 to 2005 and again from mid 2008 to mid 2010, the transmission of mone-
tary policies is, because of the central bank’s commitment to the exchange rate peg,
direct. An excessive and lasting monetary expansion of the center economy broadens
interest rate differentials. Arbitrage opportunities lead to capital flows, in the form of
carry trades!, from the center to the periphery. The inflowing capital raises the de-
mand for domestic currency and puts the pegging countries’ currencies under appre-
ciation pressure. To maintain the exchange rate peg the central bank is forced to in-
tervene in the foreign exchange market by buying foreign and selling domestic cur-
rency. This directly increases foreign exchange reserves and base money on the one

hand and reduces domestic interest rates on the other. The monetary expansion, first

! Carry trade is a currency speculation where investors borrow in countries with low interest rates
and invest in countries with high interest rates. The interest rate differential is the investot’s profit.
Additional gains are possible through exchange rate changes, if the investment currency appreciates.
As Chinas capital controls prohibit legal carry trading capital entering China through illegal channels
will be referred to as speculative capital or hot money inflows.
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abroad and later domestically, leads to a growth in monetary aggregates, investment
and GDP. If however, interest rates are too low for too long high inflation, overin-

vestment and speculative bubbles become likely (Taylor 2009).

These findings apply for the Chinese economy during periods of tight exchange rate
pegs. Since 2005 China is officially following a currency basket, which contains 11
currencies with unknown numerical weights (Zhou 2005). Several attempts have been
made to disclose the de facto weights of the basket’s currencies. The main finding is
that the RMB is pegged to the US dollar closely (Sun 2010, Goldstein/Lardy 2009,
Frankel/Wei 2008, Schnabl 20006) although since 2005 the RMB gradually appreciated
against the US dollar. During the period of financial turmoil from mid 2008 to mid
2010 the RMB was repegged tightly to the US dollar but then gradually appreciated

again within a predefined bandwidth.

Since the switch back to gradual appreciation in mid 2010 until January 2012 the max-
imum appreciation of the RMB against the US dollar per day was 0.59% whereas the
maximum depreciation was 0.55%. In comparison the maximum RMB appreciation
against the euro per day was almost 2% and the maximum depreciation exceeded
2.5%. In the same period the average RMB appreciation and depreciation against the
US dollar was 0.09%. The RMB appreciation and depreciation against the euro was
substantially higher with more than 0.5% for both. The resulting de facto exchange

rate regime is rather an upward-crawling US dollar peg than a currency basket (figure

1.
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Figure 1: Exchange Rate RMB/ USD
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The sustained expansive US monetary policy weakens the value of the dollar and
places pegged and quasi-pegged currencies under appreciation pressure. To prevent
the RMB from sharp appreciation the People’s Bank of China (PBoC) has been inter-
vening almost daily into the foreign exchange market (Greenwood 2008) which has

led to a dramatic increase of foreign reserve holdings (figure 2).

Figure 2: China’s Foreign Exchange Rate Reserves
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The stock of foreign reserves is portrayed as unsustainable and argued to impose in-
stability on the Chinese economy. Chinese central bank Governor Zhou Xiaochuan
stated in April 2011 that the amount of foreign reserves is beyond a “reasonable”
level and requires an improved management (Bloomberg 2011). A downside of the
massive reserves is that they are mainly composed of US dollars (Schwartz 2010),
which leads to high costs if US monetary policy is very loose. The returns on US gov-
ernment bonds are very low and if the US FED continues the quantitative easing a
depreciation of the US dollar shrinks the real value of Chinese dollar holdings in
terms of domestic currency. This implies beyond export competiveness a sly incentive

for exchange rate stabilization.

As fixing the RMB to the US dollar leads to the import of the expansive US monetary
policy price stability is endangered in the medium and long run as the monetary base
is growing. To prevent inflationary pressure and possible asset price bubbles the
PBoC uses market-based as well as non-market based sterilization measures. The
main sterilization instruments are the increase of reserve requirements of commercial
banks at the central bank and the issuance of RMB-denominated sterilization bills to

the state-controlled banking sector and other financial institutions (McKin-

non/Schnabl 2012).

At the first glance the sterilization efforts of the PBoC seem successful. The growth
rate of the monetary aggregate M2, which can be regarded as an indicator for future
inflation, remained fairly stable over the past decade with the exception of relatively
high year-on-year growth rates in 2009/10 (figure 3). The same is true for the infla-
tion rate which also exhibits a spike in 2008/09. Taking into account the strong in-
crease of commodity prices since the beginning of the millennium and that, given its
rapid catch-up process China productivity increases should drive up inflation t an

average inflation rate of 2.3% over the last 12 years is modest (figure 4).
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Figure 3: Money Growth Rates (M2)? (year-on-year)
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Figure 4: Chinese Inflation Rate
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The downsides of the extensive sterilization measures are distortions in the financial

as well as goods markets due to the fragmented interest rate structure (McKin-

non/Schnabl 2012). The increased reserves requirements and the obligation of banks

to purchase sterilization bonds keep domestic monetary conditions tighter higher

than without central bank intervention (Greenwood 2008). Yet the low remuneration

2 The PBoC defines M2 as money in circulation (MO) plus demand deposits (M1) plus time, house-
hold and other deposits.
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rate on reserve requirements of the state controlled banking sector keeps the interest
rate low (Loffler/Schnabl/Schobert 2010). This helps — supported by capital controls
— to shield off further speculative capital inflows, but distorts the domestic interest
rate structure and therefore financial markets. Financial market development is de-
pressed.

Figure 5 suggests distortions on the goods market. The nominal exchange rate and
the real exchange rate approximated by consumer prices of the RMB have been ap-
preciating against the US dollar. In contrast the real exchange rate — approximated by
producer prices —remained fairly stable since 2005 and even started to depreciate
since 2010. The real exchange rate based on producer price can be seen as a proxy for
the competitiveness of the Chinese export sector, compared to international competi-
tors, which is enhanced by the sterilization policy (and other subsidies to the enter-

prise sector).

Figure 5: Nominal and Real? RMB-Dollar Exchange Rate
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Data source: IMF (IFS), Main Economic Indicators (OECD).

Through the real exchange rate stabilization the investments in the domestic sector
are depressed. Resources, in particular labor and capital, are shifted from the non-
exporting into the export industry (Greenwood 2008). While the domestic sector is

restricted below its optimal size the export sector is artificially inflated and vulnerable

3 The real exchange rates are based on the consumer and producer price indices respectively and
indexed to 8.277 in January 2005.
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to bubble build up. Employment in the export sector depends not only on foreign
demand but on the maintenance and probably the expansion of the state subsidies,

which further distort the economic structure.

2.2 Flexible exchange rate regime

Friedman (1953) argued that flexible exchange rates do play a crucial role in insulating
a country from foreign inflationary pressure. Under a flexible exchange rate regime
monetary expansion in a foreign country and the resulting inflationary shock are as-
sumed to be absorbed by exchange rate changes. But even under flexible exchange
rate regimes monetary spillovers emerge. In contrast to the scenario described above

the effects are indirect.

The starting point is, again, the excessive and persisting monetary expansion in the
center economy. Based on the center country’s economic dominance its interest rate
reduction leads, due to increased interest rate differentials, to capital inflows into the
periphery. By the expansive monetary policy the US pursue a beggar-thy-neighbour
policy (McKinnon 2010). The resulting capital inflows put the currencies of the pe-
riphery countries under appreciation pressure, as the demand for their domestic cur-
rencies rises. In the case of a flexible exchange rate regime the central bank does not
intervene in foreign exchange markets and the increased demand for domestic cur-
rency is reflected in an exchange rate appreciation. This erodes the competitiveness of
the export industry. The declining exports lead to declining growth and rising unem-

ployment.

To counteract the US beggar-thy-neighbour policy and to restore export competitive-
ness even countries with de jure flexible exchange rate regime tend to intervene in
foreign exchange markets, now on a discretionary basis. The higher the export de-
pendency of growth the more likely is the government’s effort to limit the currency’s
appreciation and/ or to subsidise the domestic export industry. The most effective
measure to soften appreciation pressure in the absence of foreign exchange interven-
tion is an interest rate reduction. Due to diminished interest rate differentials carry

trades become less attractive; hot money inflows and the resulting appreciation pres-
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sure ease. Domestically, the low interest rate policy facilitates investment to restore
the competitiveness of the export sector as the cost for credit is reduced. The bottom
line is that the reduced interest rates in the US are likely to reduce interest rates in the
periphery and, albeit indirectly, even with a flexible exchange rate regime the US’

monetary policy is imported.

This theoretical finding can historically be supported considering the Japanese econ-
omy since the mid 1980s. Japan often serves as a reference model for China since the
characteristics of economic development show important parallels with the recent
Chinese development (McKinnon 20006). The rapid Chinese catch-up process, its ex-
port dependency, current account surplus, massive foreign reserve accumulation and
especially the sustained dispute with the US concerning the alleged undervalued ex-
change rate are reminiscent to Japan since the 1980s. McKinnon and Schnabl (2000)
show how the current US-Chinese trade frictions replicate the former US-Japanese

ones.

In contrast to the Chinese RMB the Japanese yen has been widely fluctuating since
the early 1980s. Political pressure and trade sanctions, known as “Japan bashing”, and
in particular the Plaza Agreement in 1985 led to a strong appreciation of the de jure
free floating yen against the US dollar (McKinnon/Schnabl 2006). The Japanese gov-
ernment tried to counteract the appreciation of the yen by discretionary foreign ex-
change intervention, expansive monetary policy and subsidies for the export industry.
The result is that even with a de jure floating exchange rate regime the Japanese mon-
etary policy has de facto not been autonomous. The export dependency of the Japa-
nese economy “forced” the Japanese central bank to follow the US Fed's interest rate
cuts to soften appreciation pressure. The result is that the highly positive correlated

10-year yields on US and Japanese government bonds gradually decline since the early

1990s (figure 6).4

4 The lower level of the Japanese bond yield indicates appreciation expectations of the yen versus the
dollar McKinnon/Goyal 2003).
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Figure 6: Long-term Interest Rates of Japan and the US
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As China today exhibits similar structural characteristics as Japan since the mid 1980s
predictions for a possible transition to a more flexible exchange rate in China can be
made.

The fact that China’s economic growth relies to a large extent on the export sector
makes a RMB appreciation, which is expected to be the consequence of a freely float-
ing RMB, costly in terms of growth and employment. Therefore the Chinese gov-
ernment is likely to continue to intervene against the appreciation of the RMB discre-
tionarily. In addition, as in Japan, interest rate cuts and export subsidies to maintain
export competitiveness are likely. In the short run this benefits the exporting industry
and growth (Schnabl 2011). In the long-run the threat of overinvestment and bubbles
increases (Ostry et al. 2010) especially if the domestic money supply growth departs
above its trend as already seen between 2009 and mid 2010 (figure 3).

As the underdeveloped and shallow Chinese capital market lacks profitable invest-
ment opportunities for private investors and investments in foreign assets are limited
by capital controls and appreciation expectations capital is likely to go into compara-
tively small number of Chinese assets, therefore increasing the risk of asset price
bubbles. As in Japan in the mid 1980s Chinese property prices recently have risen
significantly (Bank for International Settlements 2011). The housing sector is especial-

ly vulnerable to speculative bubbles. China is showing similar conditions as Japan and
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the US did before the burst of the housing bubbles 1991 and 2007 (Ueda 2011). Ueda
(2011) compares the monetary policy in the run up of the housing bubbles of Japan,
the US and China based on a Taylor rule. It is shown that in the years prior to the
respective housing price peaks® the interest rates of the three economies have been
well under the levels implied by the Taylor rule. Besides, China shows a similar mood
as the US’ “this time is different” in the early 2000s and as Japans “Japan as No. 17 in
the 1980s (Ueda 2011).

As the US monetary easing does have an impact on the monetary policies of other
economies regardless of the exchange rate regime the assumption of the proponents
of a free floating RMB (e.g. Goldstein/Lardy 2009, Prasad 2008, Frankel 20006) that
China could gain monetary policy independence by letting the RMB float can be de-
clined. Even under a flexible exchange rate regime the goods as well as financial mar-

kets of the economy cannot be insulated from US monetary shocks.

3 Bilateral spillover effects

So far the analysis was static, as monetary spillover effects have been regarded to be
exclusively unidirectional from the US to the dollar pegging periphery countries. In
the second step, feedback effects from the periphery to the center are scrutinized.
Given the rising economic importance and integration of emerging economies, in
particular China, in the world economy bilateral effects present a more realistic ap-
proach. Especially the feedback effects of the massive Chinese foreign reserve accu-
mulation on the US financial markets and macroeconomic policy decisions trigger a
vicious circle of interest rate reductions and quantitative easing which floods the

wortld with ample liquidity.

3.1 International feedback effects of monetary easing in the center economy

The liquidity pouring from the US to China is unlikely to be fully absorbed in China
because financial markets are shallow and domestic investment opportunities are

comparatively scarce. For portfolio investments the US is still seen as a safe haven

> As China’s housing bubble didn’t burst so far the housing price peak is unknown. Ueda (2011)
assumed the year 2010 but admits that the estimation of the Taylor rule is difficult for China, as the
Chinese authorities don’t use interest rates as major monetary policy tool. Therefore the results for
China should be treated with caution.
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due to highly developed and therefore stable financial markets. Furthermore, as the
US dollar dominates the world monetary system most transactions are denominated
in US dollar, which makes a reinvestment in US financial markets attractive, as trans-

action costs are low and the exchange rate risk is null.

To avoid a currency appreciation China constantly intervenes in the foreign exchange
market buying US dollars by selling RMB. The sustained purchase of dollars contrib-
utes to the massive foreign reserves holdings of about US$ 3.3tn (March 2012) (see
tigure 2). Although the currency composition of the Chinese reserves isn’t officially
revealed Schwartz (2010) estimates that about 60-70 percent are held in US dollars.
From 2005 to 2011 China accumulated foreign reserves worth more than $37bn every
year, which implies an average Chinese demand for dollar assets of almost $26bn per

year.

Thus, in addition to the expansive measures taken by the FED, which lower interest
rates at the short-end the Chinese demand for US government bonds reduces US
long-term interest rates (IMF 2011a). The IMF’s Spillover Report for the People’s
Republic of China (2011a) estimates a rise of about 12 basis points in US long-term
yields, if China would reallocate its foreign exchange portfolio by $100bn from US
assets to assets in emerging markets.® In December 2011 China held about $1.13tn in
US treasury securities (estimation by the Department of the US Treasury 2012).
Based on the IMF (2011a) estimation this implies a possible raise of US long-term
yields of more than 130 basis points (1.3 percentage points) if China would com-
pletely restructure its portfolio from US to emerging market assets. This rough esti-
mation illustrates that China contributes to the ultra low interest rate environment at

the long end of the yield curve.

As long-term interest rates are seen as a proxy for expected inflation, official Chinese
bond purchases encourage the US Fed to keep interest rates low. In the real sector

the state-subsidized cheap Chinese export products undercut the consumer prices in

¢ The IMF argues that the analysis is only partial and if China would purchase more assets of ad-
vanced than emerging economies the results would be less pronounced.
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the US. The resulting low inflation further encourages the Fed to continue its quanti-

tative easing as it is not violating its price stability mandate.

The large Chinese holdings of dollar assets in combination with the US low interest
rate policy put China in a “dollar-trap” (Krugman 2009). A sustained quantitative eas-
ing of the US devalues the US dollar and debt held abroad is be inflated away if the
dollar depreciates. Foreign creditors would have to share the US debt burden as their
dollar savings decrease in term of domestic currency. China would be the main loser
of this game as the US’ biggest creditor (Department of the US Treasury 2012). Thus,
the value of Chinese reserves in domestic currency is also contingent on Chinese ac-
tion. If the Chinese government opts for a more flexible exchange rate regime, as
foreign as well as Chinese politicians (e.g. U.S. Department of the Treasury 2011, Hu
2010) and economists (e.g. Goldstein/Lardy 2009, Prasad 2008) demand, the RMB
will appreciate and the foreign reserves will lose value. The process would be acceler-
ated if China would sell US dollar reserves, as the US dollar would depreciate and US
interest rates would rise at the long end even faster. Both effects would diminish US

demand for foreign goods, in particular Chinese goods.

3.2 Emergence of global excess liquidity and hot money

The result is that since the turn of the millennium the world faces a significant in-
crease in global liquidity. According to Bernanke (2005) this “savings glut” is emanat-
ing from the oil-exporting countries and East Asian emerging economies since the
Asian crisis. Belke/Gros (2010) argue that the “liquidity glut" is caused by the expan-
sive US monetary policy in the aftermath of the dotcom bubble burst. Irrespective
from the debate concerning the origin of excess liquidity” this section focuses on one
result of excess global liquidity; increased hot money flows to emerging countries, in

particular China.

Hot money is short-term capital which is speculative and moves very quickly in and
out of a country particularly through illegal channels (see section 4.1). It primarily

seeks for profits from exchange rate changes and/or interest rate differentials

7 To define and measure excess liquidity Riffer and Stracca (2006) compare broad monetary aggre-
gates with nominal GDP.
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(Zhang/Huang 2011). Hot money flows ate highly volatile and procyclical, potentially
destabilizing the target economy (Pettis/Wright 2008).

The fact that hot money is entering China is commonly acknowledged, but the pre-
cise quantification is, due to the illegal character of the flows, difficult and controver-
sially discussed (Zhang/Huang 2011, Schnabl 2010, Martin/Mottison 2008). In 2008
the Economist (2008) stated that “[d]espite strict capital controls, China is being
flooded by the biggest wave of speculative capital ever to hit an emerging economy”.
The Chinese State Administration of Foreign Exchange (SAFE) (2011) claims to have

2 ¢

“strengthened the monitoring and management of cross-border capital flows” “to

crack down on hot money and other illegal and irregular capital inflows”.

The reasons for hot money inflows to China can be subdivided into push and pull
factors. Push factors originate in the US where unconventional monetary policies and
low interest rates encourage the outflow of capital. The Federal Open Market Com-
mittee (2012) “guaranteed” a federal funds rate between 0 and 0.25% at least until late
2014. The ultra low interest rates in the US have increased interest rate differentials
between the center and periphery countries. Figure 7 plots the US and Chinese dis-
count rates, which are the interest rates charged for short-term borrowing from the
central banks, and the resulting spread. In the beginning of 2008 the US rate fell un-
der the Chinese rate with the spread turning positive. The almost unlimited possibility
to borrow cheap money in the US encouraged carry trades and hot money flows into

China as profit margins increased.
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Figure 7: US and Chinese Discount Rates and the Resulting Spread
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The easy US monetary policy does have a negative impact on the expected value of
the dollar in the medium to long run. As a depreciation of the US dollar and an ap-
preciation of the RMB are expected the capital flows into China increase as exchange
rate gains can be realized. In addition, the political pressure on the part of the US on
China to appreciate the RMB remains intense influencing the expectations concerning

RMB appreciation depreciation.

Pull factors on the other hand are Chinese policies which encourage capital inflows,
even though unintended. Firstly, China itself contributes to the existing interest rate
differentials with the US, as the high Chinese demand for US government bonds re-
duces long-term interest rates in the US. Interest rate differentials were further broad-
ened when the Chinese central bank raised the discount rate in the end of 2010 to
cool down the overheating Chinese economy. Secondly, the upward-crawling peg
(figure 1) signals future appreciation. The risk of speculation on RMB appreciation is
low as a sudden reversal of this exchange rate strategy is not expected because of Bei-
jing’s policy of small steps and rigid management of the dollar peg.

To visualize the appreciation pressure on the RMB, caused by the combination of
push and pull factors, the Milken Institute created the Renminbi Pressure Indicator.
The indicator measures the appreciation pressure on the RMB against the US dollar.

It is based on percent changes in the foreign reserves and the spot exchange rate as
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well as on the change in domestic interest rates. An increasing indicator displays rising
appreciation pressure on the RMB. Figure 8 shows that although the Chinese ex-
change rate regime changed and the RMB appreciated by about 21% against the US
dollar since July 2005 the pressure indicator increased in the same time by almost

80%. The upward sloping curve shows the rising RMB appreciation expectations.

Figure 8: Renminbi Pressure Indicator
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The combination of push and pull factors fuels capital inflows into China as currency
speculation is turned into a one way bet (McKinnon/Schnabl 2009a, Mart-
tin/Mortrison 2008). The excess capital flowing into China is likely to lead to overin-
vestment, with the threat of asset price bubbles rising (Ostry et al. 2010). Economi-
cally unviable investments would become apparent, when capital flows are accelerated
by herd behavior (IMF 2011b). China’s capital controls are unlikely to prevent the
outflow, as existing controls mainly aim at inflows. Outflows, however, were since
2001 liberalized and even encouraged.® The turnaround of international capital flows
seems at least theoretically conceivable. The Chinese economic growth is expected to
decline (IMF 2012), the inflation cools down since the end of 2011 and central bank
governor Zhou states, that the exchange rate of the RMB might be close to equilibri-

um (Hu/Zhang 2012). A capital flow reversal could result in sharp monetary tighten-

8 The “going out” strategy refers to the promotion of outward flowing FDIs mainly by state-owned
enterprises (Ma 2007, Otani et al. 2011).
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ing, increasing interest rates, loss-making investments, non-performing loans and a
destabilized financial sector. A stumbling Chinese economy would have in turn nega-

tive effects on the US economy.

4 Prevention of unintended policy transmission

There are several strategies to prevent speculative capital inflows and therefore unin-
tended policy transmission from center to periphery countries. Two strategies are
analyzed. Capital controls - the Chinese Wall for the financial sector - and interna-

tional cooperation in form of closer European-Chinese monetary policy coordination.

4.1 Chinese Wall

In the aftermath of the Asian crisis a fierce debate concerning capital controls
aroused. The discussion covered the pros and cons as well as the question of in which
situation and for which countries capital controls may be advisable. The downsides of
capital controls result not only from high costs for regulatory efforts and bureaucracy
but also from disturbed efficiency of the capital market allocation and declining in-
vestment. A further downside is the “protectionist” or “mercantilist” character of

capital controls which fragments international capital markets.

Although not seen as a first best solution, the common consensus after the Asian
crisis was that for emerging economies in financially turbulent times the implementa-
tion of capital controls could be beneficial in the short and medium run (Eichengreen
1998, Krugman 1998, McHale 1998). Eichengreen (1998) argues that free capital
movement in emerging markets should rather be an exemption than the rule, as fi-
nancial markets are shallow, the risk management of the private sector is underdevel-
oped and the capacities of the regulators are limited. In the light of welfare considera-
tions Gallagher (2012) labels capital controls as “correctionist” rather than as “protec-
tionist” policies to stabilize financial markets.

Korinek (2011) argues that in the absence of regulations private market participants
tend to excessive short-term borrowings, which increases the level of financial fragili-
ty. For market participants it is rational not to internalize the costs of their actions in

form of financial market instability. Welfare losses caused by volatile financial and
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goods markets in the event of a financial crisis would have to be borne by the emerg-
ing economy. Therefore capital control can be a way to discourage risky short-term
borrowing and thus ensure independent domestic monetary policy and enhance the

financial stability of emerging markets.

In the middle of the global financial crisis also the International Monetary Fund
(Ostry et al. 2010) and the G20 (Cannes G20 Summit 2011) argue in favour of short-
term capital controls to protect emerging countries from speculative capital flows.
The main reason is the current flow of hot money into emerging economies and the
resulting threat of boom-and-bust cycles (IMF 2011b). This is in particular true for
China as capital inflows surge due to RMB appreciation expectations, relatively high

interest rates compared to the US (see figure 7) and constantly high growth.

But how effective is the Chinese Wall of the financial sector to shield China off
speculative capital inflows and to enhance monetary policy independence? Among
others, Pettis and Wright (2008) argue that a substantial part of the foreign reserve
accumulation is caused by hot money inflows. The argument of the authors is based
on the simplest way to approximate hot money flows: changes in international re-
serves reduced by the current account surplus and net FDI (figure 9). This approach
is most likely to underestimate the hot money flows as hot money inflows in the cur-
rent account are masked as FDIs and by trade mis-invoicing which is not captured in
the calculation (Zhang and Huang 2011). Furthermore, Tsuyuguchi (2009) argues that
hot money flows are concealed in the financial account most probably in the liabilities
under “other investments”. This is in line with Zhang and Huang (2011) who suspect
hot money flows behind the strong fluctuations in short term borrowing. In addition
undocumented and unjustifiable transactions reported in errors and omissions may

reflect hot money.
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Figure 9: Hot Money Flows to China
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Even though the capital controls aren’t watertight, they are considered to be an im-
portant and efficient macroeconomic tool to support financial stability and monetary
policy independence (Gallagher 2012, Qureshi et al. 2011, Otani et al. 2011, Ostry et
al. 2010, Ma/McCauley 2008, Xiao/Kimball 2006). Even if some investors ate able to
circumvent the existing controls, the bypassing is not only illegal but costly. Because
the efforts and expenditures of the bypassing derogate profits, thus the capital con-
trols act as “sand in the wheels” reducing illegal capital flows (Ostry et al. 2010).

Especially in times of high financial market volatility and abundant global liquidity the
control of hot money flows is important. In this sense the easy monetary conditions

in the US have promoted capital controls in emerging markets.

4.2  European-Chinese policy coordination

So far little research exists regarding closer European-Chinese monetary policy coor-
dination.

In the current constellation China is directly exposed to US monetary policy making.
Given the difference in the development stages a direct import of US monetary poli-
cy to China has inflationary and distorting effects. In particular in the aftermath of
the subprime crisis the structural characteristics of the economies differ. China’s

growth rates went quickly back to normal, whereas the US economy remains sluggish.
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The real growth levels and the international investment position (figure 10) widened
during the financial crisis even further implying different interests concerning mone-

tary policies and the exchange rate development.

Figure 10: Two Speed Development
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The IMF (2012) projects a GDP growth rate of 8.2% (8.8%) for China and 2.1% (2.4)
tfor the US for 2012 (2013). The sluggish fundamentals suggest a sustained expansive
financial and especially monetary policy in the US. The Mundell-Fleming framework
implies that an expansive fiscal policy under a flexible exchange rate regime isn’t ef-
fective if not accompanied by low interest rates, as without expansive monetary policy
debt financed public expenditure would crowd out private investment and exports.
The expansive monetary policy not only stimulates the economy by low interest rates
and depreciation, it also keeps the debt service of highly indebted private and public
agents under control. As foreign debt is denominated in domestic currency the US
are not threatened by a financial crisis triggered by depreciation. Instead the real value

of the foreign debt is inflated away as the dollar depreciates.

To avoid these unintended monetary policy spillovers China must gain more inde-
pendence from the US monetary policy. For the transformation of the currently
asymmetric world monetary system into a more balanced system the hegemony of the
US dollar must be challenged. The Chinese central bank governor Zhou Xiaochuan
(2009) made a first step in this direction. He suggested a switch from the US dollar as
global anchor and reserve currency to the IME’s special drawing rights. Since a super-

sovereign reserve currency, as proposed in the 1940s by John Maynard Keynes
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(1980), would be independent from national monetary policies. The US dollar would
lose its dominating role as international currency and the US monetary expansion

couldn’t create a vicious circle of interest rate reductions and excess global liquidity.

Alternatively, China could promote the RMB to become an international reserve cur-
rency (Prasad/Ye 2012). But with shallow financial markets, distorting non-market
based sterilization operations, a tight exchange rate peg and capital controls this en-
terprise is deemed to fail. The realization of both suggestions seems currently unlikely
as Chinese capital markets and SDR capital markets are not developed enough to fos-

ter an international currency.

Therefore an alternative approach could be closer policy coordination between
Europe and China, respectively East Asia. For China a tighter peg of the RMB to the
euro and a bigger euro share in the foreign reserves would allow for less dependence
on US monetary policy. Speculative capital inflows could be reduced and the real val-
ue of foreign exchange reserves preserved. The enhanced RMB-euro exchange rate
stability would be beneficial for East Asian-European trade as uncertainties are re-
duced. A euro peg for China would be economically justified, as Europe replaced the
US as China’s main trading partner. Furthermore the closer link to the euro would
reduce the negative spillovers of US monetary expansion (Oksanen 2010) and create a
counterbalance in the asymmetric world monetary system. As the decision making of
the European central bank is less dependent on political influence with price stability
as the primary objective, the euro could challenge the dollar as stable reserve cur-
rency. China would benefit from higher monetary stability and reduce the depend-
ence on a single country’s monetary policy.

For the euro area closer policy coordination with China would imply better growth
options via more intensive trade relations and financial support in the European debt
crisis. The increased use of the euro as reserve currency would go along with substan-
tial seigniorage gains. The profit generated by the European Central Bank could be
used to overcome the current debt crisis and to re-establish financial and therefore
monetary stability in Europe (Schnabl 2012). The stability of the euro as an interna-

tional currency would be enhanced. This in turn is in the vested interest of China, if
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the RMB is pegged to the euro and Europe is the most important Chinese export
market.

The intensified currency competition could force the US to take more responsibility
for their monetary policy actions, which seems indispensable for a global exit from
excessive monetary expansion. The reason is that even with a closer European-
Chinese policy coordination an exit from expansive monetary policy is difficult while
interest rates in the US remain low. This is especially true for export-dependent na-

tions, as an independent exit is likely to crowd out exports (Belke/Schnabl 2010).

5 Economic policy conclusions

The purpose of the paper was to analyze to what extent the Chinese authorities are
able to maintain monetary policy independence from the US. The argument that a
flexible exchange rate regime would enable China to gain a higher degree of inde-
pendence can be declined. Especially in the case of the export-dependent China the
switch to a flexible exchange rate regime alone wouldn’t enhance the independence of
domestic monetary policy. In an environment of globally low interest rates high eco-
nomic and political costs of appreciation would provide a strong incentive to cut do-

mestic interest rates.

China’s economic strength and especially the huge amount of foreign reserves lead to
mutual feedback effects via financial markets. The high Chinese demand for US dol-
lar reduces the yields of long-term US interest rates additionally to the short-term
interest rate cuts of the Fed. The resulting low interest rate environment enhances
carry trades and hot money flows from the US to emerging markets and in particular
China. The results for China are structural distortions originating in sterilization

measures, overinvestment in the export sector and the threat of speculative bubbles.

In the current situation China is already exposed to large hot money inflows seeking
profit in interest rate differentials and the expected currency appreciation. Even
though China’s capital controls are not watertight, they are an important macroeco-

nomic tool to ensure macroeconomic stability in the short and medium term. Espe-
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cially in financially turbulent times the controls limit volatile speculative capital in-
flows and therefore act as a “corrective” for financial market stability.

Yet, as a complete insulation from US monetary policy doesn’t seem possible, a closer
European-Chinese monetary policy coordination should be considered. Both parties
would gain economically and politically. This alliance could create a counterbalance to
the dominating US dollar. The enhanced competition between the dollar and the euro
as international reserve currencies could persuade the US to take more responsibility
for their monetary policy actions, which is inevitable to stabilize the world financial

system.
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