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MONETARISM WITH CHINESE CHARACTERISTICS

James A. Dorn

Monetarism is often misunderstood, overlooked, forgotten, or even derided. Yet
its basic logic, resting on the quantity theory of money, is evident and remains important
in a world of pure fiat monies. Most major central banks have abandoned monetary
targeting in favor of setting interest rates to achieve long-run price stability and full
employment. China is an exception. Since 1998, the People’s Bank of China (PBC)
has used money growth targets to help guide monetary policy aimed at preventing
socially disruptive inflation and maintaining growth of nominal income. However, the
PBC is subject to oversight by the State Council; the financial system is dominated by
state-owned banks; capital markets are highly regulated; and interest rates and
exchange rates are distorted. Thus, China’s monetarism is best described as

“monetarism with Chinese characteristics.”

This article gives an overview of the basic tenets of monetarism, contrasts
monetary policymaking at the Federal Reserve with that employed by the PBC,

examines financial repression in China, and offers some lessons learned from the

operation of the monetary transmission mechanism under China’s system of monetary
targeting and financial repression. While the M1 money multiplier is robust in China, it
has collapsed in the United States since the use of unconventional monetary policy.
Both China and the United States would benefit from the adoption of an explicit
monetary rule, the depoliticization of credit allocation, and market-determined interest

rates.

James A. Dorn is Vice President for Monetary Studies and a Senior Fellow at the Cato
Institute. He thanks Ari Blask, Kevin Dowd, Tom Humphrey, and George Selgin for helpful
comments on an earlier version of this article.



Basic Tenets of Monetarism

Monetarism holds that variations in the quantity of money are the chief cause of
variations in nominal income. Two propositions stand out, and can be traced back to the
early quantity theory of money: (1) changes in the quantity of money are the primary
determinant, in the long run, of changes in the general price level; and (2) the major
causal factor in business fluctuations is erratic money. An excess supply of money may
stimulate real output in the short run but, if persistent, will lead to inflation—and

conversely in the case of an excess demand for money."

David Hume ([1752] 1987) clearly stated these monetarist principles when he
wrote:

1. “It seems a maxim almost self-evident, that the prices of every thing depend
on the proportion between commodities and money, and that any
considerable alteration on either has the same effect, either heightening or
lowering the price. Encrease the commodities, they become cheaper;
increase the money, they rise in their value” (p. 290).

2. “Alterations in the quantity of money, either on the one side or the other, are
not immediately attended with proportionate alterations in the price of
commodities. There is always an interval before matters be adjusted to their
new situation; and this interval is as pernicious to industry, when gold and
silver are diminishing, as it is advantageous when these metals are
increasing” (p. 288).

Milton Friedman (1960: 9) continued in this tradition when he wrote:

The Great Depression did much to instill and reinforce the now widely
held view that inherent instability of a private market economy has been
responsible for the major periods of economic distress experienced by
the United States. . . . As | read the historical record, | draw almost the
opposite conclusion. In almost every instance, major instability in the
United States has been produced or, at the very least, greatly
intensified by monetary instability.

' For a useful summary of monetarism, see Cagan (1989) and McCulloch (1975); for a discussion of the
history of the quantity theory, see Humphrey (1974); for the idea that “inflation is always and everywhere
a monetary phenomenon,” see Friedman (1968); and for an overview of the doctrine of erratic money and
theory of monetary disequilibrium, see Warburton (1966).



The quantity theory of money, which underlies monetarism, holds that

(1) P=MV/or V(My),

where P is the price level, M is the quantity of money, V is the velocity of money, and y

is output or real income. This implies that

(2)  AP/P = AM/M - Ayly + AV/V.

If velocity is constant, then

(3) AP/P=AM/M - Ayly.

Central banks have direct control over the monetary base (B), which is the sum
of currency held by the public and bank reserves. However, the channel of monetary
transmission by which base money affects the broader money supply and nominal
income depends on a number of variables. Those include the required reserve ratio (or,
in the case of where there are no legal reserve requirements, the desired reserve ratio),
the willingness of commercial banks to lend out their excess reserves, and the

preferences of the public to hold cash balances and to borrow.

In its simplest form, the money multiplier can be expressed as

4) m=MB.

An increase in base money would increase excess reserves in the commercial banking
system and normally lead to a multiple increase in bank money (demand deposits).

However, if banks don’t lend out all their excess reserves, or if consumers don’t take out



loans or don’t spend all the loans, or if consumers decide to hold more cash and fewer
demand deposits, the multiplier effect will be diminished. This can be seen in the more

detailed equation of exchange:
(5)  Bm(c, )V =Py,

in which the money stock M is replaced by the product of the base B and the multiplier
m, the later treated not as a fixed constant but rather as a decreasing function m(c,r) of
the public’s desired currency/deposit ratio ¢ and bankers’ desired reserve/deposit ratio
r.2 Increasing B will not translate into inflated prices and strong recovery of output if low
interest rates reduce velocity and payment of interest on excess reserves increases r,
as has happened in the United States. Also, if interest rates become negative,
depositors may prefer to hold more cash to avoid the “tax” on deposits, thus mitigating
the impact of any increase in base money. Macroprudential regulation can also impair
the monetary transmission mechanism as can the absence of a clearly stated and

enforced monetary rule.’

Monetarism Is Dead at the Fed

Monetarism is mostly dead at the Fed. There is little mention of the role of erratic
money in causing business fluctuations or in explaining movements in the price level—
and monetary policy is purely discretionary. The Fed abandoned money supply targets

after the link between money and nominal income became more precarious because of

2 See Humphrey (2013) for a more detailed discussion of the extended equation of exchange and its
application to the financial crisis and Great Recession.

® One other consideration for why increases in base money don’t translate into increases in M, P, or y is
that mistaken central bank lender-of-last-report policy may fail to prevent or mitigate financial panics,
which increase the demand for money to hold as the safest liquid asset and decrease velocity. | thank
Tom Humphrey for this observation.



financial innovation.* Prior to the financial crisis of 2008, the Fed used open-market
operations to target its benchmark interest rate, the federal funds rate. However, with
the huge increase in base money engineered by the Fed to combat the crisis, and with
payment on excess reserves that sterilized most of the new base money, the fed funds
market no longer operates in a normal fashion. Banks already have large reserve
balances at the Fed and have no need to borrow in the interbank market. The
“treasuries only” policy has been replaced by the largescale purchases of longer-term
securities (i.e., quantitative easing or QE). The Fed now sets a target range for the fed
funds rate, and that rate is administered by setting rates for interest on reserves and
reverse repos. As Selgin (2017: 8) notes, “Instead of endeavoring to influence a
market-determined federal funds rate by reducing or increasing the supply of bank
reserves, the Fed now adjusts a pair of rates determined solely by its own
administrative decrees, while conducting open-market operations without any particular

reference to these rate adjustments.”

Recent experience with QE and zero interest rate policy (ZIRP) has turned
monetarism on its head. Although the monetary base has quadrupled since 2007, there
has been little inflation and nominal GDP growth has been sluggish. Near zero interest
rates have reduced the velocity of money (i.e., increased the demand for money).

Meanwhile, payment of interest on excess reserves has raised the reserve ratio and—

* The Full Employment and Balanced Growth Act of 1978 (known as the “Humphrey-Hawkins Act”)
required the Fed to set target ranges for the monetary aggregates. Disparity in the growth of M1 and
nominal GDP in the recession of 1982, however, led to the loss of confidence in M1 as a policy guide,
and the Fed ended announcing target ranges for M1 in 1987. In July 1993, Alan Greenspan downgraded
M2 as an indicator. Finally, the Humphrey Hawkins Act expired in 2000, and the Fed no longer sets
target ranges for money supply growth. See Federal Reserve Bank of New York (2008).



along with macroprudential regulation—has lowered the money multiplier from 1.6

before the 2008 financial crisis to less than 1 today (Figure 1).

It is ironic that the Fed has sought to stimulate the real economy by ratcheting-up
the monetary base but at the same time has plugged-up the monetary transmission
mechanism by its unorthodox policies. One could well call the Fed’s policies
“schizophrenic.” In place of monetarist reasoning, the Fed has adopted new-Keynesian
ideas and models, in which monetary policy works through interest rate, asset price,

and Phillips Curve channels.

Creating new base money to buy mortgage-backed securities, agency debt, and

Figure 1. The Falling M1 Money Multiplier in the United States
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longer-term government securities—and repressing interest rates to push up asset
prices—cannot have a permanent wealth effect. Rather, the Fed’s unconventional
policies produce a pseudo wealth effect and misallocate capital (Dorn 2015a). Real
wealth can only be increased in the long run by supply-side reforms that increase

productivity and improve institutions, not by “monetary stimulus.” When interest rates



return to normal, financial markets will adjust and asset prices will fall in line with market

forces.

Monetary policy must be examined within existing institutions. The U.S. dollar is
a pure fiat money supplied by a fully discretionary central bank. The lack of any
monetary rule to guide Fed policy has increased uncertainty. That uncertainty—along
with ultra-low interest rates, the payment of interest on reserves, and macroprudential
regulation—has plugged up the normal monetary transmission mechanism (see, e.g.,

Calomiris 2017, Dorn 2015b, and Selgin 2016).

The Use of Monetary Targets in China

Although monetarism is largely dead at the Fed, the People’s Bank of China
targets monetary aggregates to anchor the price level and keep nominal income on a
steady path (see Figure 2 for the PBC’s monetary framework). As UBS economist Tao

Wang and her team note:

Unlike some developed central banks that directly target certain policy
interest rates or inflation, the PBC has targeted broad monetary
aggregates such as M2 since 1998 to achieve its key macroeconomic
objectives. The M2 growth target is usually set by adding together the
GDP growth and CPI inflation targets plus a few percentage points for
“financial deepening.” Although the PBC has tried to increase the use
of price-based policy instruments, to date it still relies mainly on
managing the quantity of base money supply and directly controlling
credit growth to help achieve its desired broad money growth [Wang
etal. 2017: 2].°

® Financial deepening refers to the spread of banking and other financial services that help monetize an
emerging market economy. The development of the financial sector, and the wider availability of credit,
spur economic growth and increase the demand for real balances.



Figure 2: PBC Monetary Framework
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lending facility; LDR is the loan-to-deposit ratio.

Source: Wang et al. (2017: 2).

The PBC is not an independent central bank. It is governed by, and
reports to, the State Council. Policymakers set targets for the growth of
monetary aggregates based on plans for CPI inflation and real GDP
growth—the sum of which is equal to the growth of nominal income. The
simple quantity theory of money, which lies behind monetarist logic, specifies
that to achieve nominal income growth of x percent per year, the quantity of
money should grow at a similar rate, with some adjustment made for
changes in the income velocity of money:

(6) AM/M = AP/P + Ay/ly — AV/V.

The PBC does not directly control the money supply, which can be expressed as

(7) M=mB.



To achieve its target for money growth, the PBC relies on controlling the monetary base
and uses various instruments to regulate the flow of credit.® The state-run banking
system in China means that newly created base money can be multiplied into a much
larger stock of bank money (Figure 3). When state-owned commercial banks have
excess reserves, they will have a strong incentive to lend them out to meet the credit

plans handed down to them, creating a multiple expansion of demand deposits.’

The increase in M will then flow into the economy, first impacting output and
employment, and later the price level. Work by Princeton economist Gregory Chow,
who studied with Milton Friedman at Chicago, has shown that the relationship between
money growth and inflation in China, both during and after the period of rigid central
planning, is consistent with the quantity theory of money (see Chow 2007: chap. 7;
Chow 2010: chaps. 16 and 22).2 For example, prior excess money growth led to 22
percent inflation in 1994, but when the PBC reduced money growth, inflation fell to less

than zero in 1998 (Chow 2007: 130).

® Burdekin and Siklos (2008a) argue that interest-rate controls preclude the PBC from targeting interest
rates (p. 84). Thus, a better fit for China is to target monetary aggregates and use a McCallum-type
monetary rule (p. 85). See McCallum (1988).

" The PBC pays interest on reserves, with required reserves earning 1.62 percent and excess reserves
0.72 percent, which is substantially less than the prime lending rate of 4.35 percent.

® See also Burdekin and Siklos (2008b) for evidence that “monetarism with Chinese characteristics” has
worked to tame inflation and stabilize nominal income.



Figure 3. The M1 Money Multiplier in China Is Working
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Financial Repression in China

To prevent inflation, the PBC has to manage its balance sheet in a way
consistent with its money supply and credit plans. This is often difficult because the
PBC’s objectives include not only domestic price stability but also a target zone for the
exchange rate. Financial repression—in the form of low or negative real interest rates
on deposits at state-owned commercial banks, capital controls, and credit rationing—
weaken market forces. State-owned banks favor lending to state-owned enterprises
(SOEs), rather than more efficient private enterprises, resulting in a misallocation of
capital. Deposit rates are purposefully kept below lending rates to keep state-owned
banks profitable and generate tax revenue. Inflation can turn real deposit rates negative,
adversely affecting savers. Finally, below-market lending rates at state-owned banks
create an excess demand for loanable funds and result in the use of quotas to ration

credit.®

® For a discussion of financial repression in China and its implications, see Lardy (2008) and Li (2001).



China has allowed more flexibility in setting interest rates but still uses
benchmark rates to maintain a positive net interest margin at state-owned banks.
Private enterprises that find it difficult to obtain low-interest loans in the state sector
move to the shadow banking system where they must pay a much higher interest rate.
The lack of investment alternatives, and strict control of capital outflows, has resulted in
more than 50 percent of national income being saved.'® Financial deepening and
liberalization have reduced the scope of financial repression, but the financial sector is

still under strong state control.

Chinese monetary policy is inconsistent because it tries to achieve two mutually
incompatible policy goals: low inflation and an artificially depressed exchange rate.
China has been accused of currency manipulation because it has pegged its currency
at an artificially low exchange rate against the dollar to spur exports. However, such a
policy requires the PBC to create base money to buy dollars, which leads to inflationary
pressure that could be socially destabilizing. To prevent inflation, the PBC must sterilize
base money growth by selling bills to state-owned banks, which drains excess reserves

from the banking system.”

While it is true that China has intervened to lower the foreign exchange value of
the yuan, more recently the PBC has tried to stem capital outflows by defending the
yuan against the U.S. dollar, and in so doing is using up scare foreign exchange
reserves. Thatis, the PBC is propping up the yuan-dollar rate by buying yuan in the

foreign exchange market and selling dollars. To offset the decrease in base money—

"% Given the low interest rates, people have to save more to meet their desired target for savings.
" For an excellent discussion of how China sterilizes its currency interventions, see Kwan (2006).



and prevent deflation—the PBC must sterilize the foreign exchange intervention by
buying securities (central bank bills, etc.) from state-owned banks, adding reserves to
the banking system. But this is a tricky business because the larger the capital
outflows, which put downward pressure on the yuan, the higher the probability of further
downward pressure on the yuan-dollar exchange rate. This reality makes it increasingly
difficult to defend the peg and manage the money supply. In contrast, if China were to
move to a market-determined exchange rate regime, there would be no need to hold
massive reserves and capital would be more effectively used in the domestic economy.
Meanwhile, the PBC could focus on achieving long-run price stability and keeping
nominal income on a steady path. It would then be impossible to label China a

“currency manipulator” and U.S.-China relations would improve.

So while the money multiplier is not plugged up in China, as it is in the United
States, monetarism with Chinese characteristics lacks a simple rule, is compromised by
competing policy goals, and is hindered by heavy state intervention in capital markets.
The dominance of state-owned banks in China’s financial system, who lend to SOEs
and take their marching orders from the PBC under the visible hand of the State

Council, means constant fine-tuning of monetary and credit policy.

The number of tools in the PBC’s toolbox to control base money and provide
liquidity has increased (see Figure 1), but there is still strong reliance on administrative
measures that suppress market forces. Benchmark deposit and lending rates persist

despite the fact that officially they have been liberalized.” The exchange rate is

? The ceiling on deposit rates was abolished in October 2015, and lending rates have been liberalized.
Nevertheless, benchmark deposit and lending rates are still published by the PBC and used to guide
state-owned commercial banks in their pricing decisions (Wang et al. 2017: 12).



supposed to reflect market forces, but it too is heavily managed. Meeting multiple

targets means tradeoffs have to be made.

Lessons

The use of monetary targets since 1998 has helped prevent severe inflation and
recession in China (Figure 4), but there is no guarantee those targets won'’t be
politicized in a one-party state. In a fiat money world, central banks need an anchor in
the form of a monetary rule. The choice of rules can vary but the objective should be
clear: long-run price stability to protect people’s property right in a stable-valued

currency.

Although China is far from having the type of central planning used before 1978,
the government has a target rate for real and nominal GDP growth as well as money
and credit. State-owned banks provide more than 50 percent of outstanding credit. The
green line in Figure 4 represents a 10 percent nominal GDP growth target, assuming 3
percent inflation and 7 percent real growth. Since 1998, adherence to a monetary rule
with Chinese characteristics has prevented nominal GDP growth from dipping below
the10 percent target—even during the global financial crisis in 2008. However, in the
last several years, real growth has slowed and nominal GDP growth has fallen below

the green line.



Figure 4. Real and Nominal GDP Growth,

China
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The difficulty facing Chinese policymakers is to restructure the economy by
allowing the market to play a larger role vis-a-vis the state. What is important for
development is to use markets to widen the range of choices open to people, including
investment choices. China’s real GDP may be falling but if China restructures in a

market-friendly way, people’s lives will improve.

To achieve restructuring, China will have to keep inflation from erupting, which
means the PBC will have to control the growth of money and credit. Policymakers
understand the link between money and prices, and monetarist arithmetic. Gregory
Chow and others have helped spread the idea that the price level depends on balancing
money growth and real growth, and that those who ignore this economic law do so at

their peril."

'3 Chow estimated inflation over different periods in China using a simple quantity theory equation and
found that changes in the supply of money and real output, along with past inflation, were reliable



The challenge for central bankers is to recognize the limits of monetary policy
and the importance of monetarist principles in a fiat money world. Meanwhile,
economists need to think carefully about alternatives to discretionary government fiat

money.

The use of unconventional monetary policies by the Fed and other central banks
has shifted attention away from monetarist principles, based on the quantity theory of
money, and given those banks greater power. Lost in the fog is the simple and proven
idea that monetary excess will eventually result in inflation. QE and ZIRP have not
done so because new instruments—such as interest on reserves, negative interest
rates on bank reserves, and macroprudential regulation—have dampened the link
between money, credit, and prices. Consequently, there has been little stimulus
resulting from QE, while near-zero or negative interest rates have distorted investment
decisions, increased leverage, inflated asset prices, and misallocated credit (see, e.g.,

Levy 2017).

The Fed and other central banks could learn from China’s experience with
money supply targeting, while recognizing the dangers of credit allocation. China pays
interest on both required and excess reserves, but the rate on excess reserves is far

below lending rates. If the Fed abolished interest on excess reserves, while retaining

indicators of inflation. Using the Chow test, he found that his equation was valid during both the period of
central planning before 1979 and after economic liberalization took place. He concludes by stating, “The
econometric study shows the validity of this important economic law [the quantity theory of money] which
is applicable to China and the rest of the world” (Chow 2010: 94).



interest on required reserves, the money multiplier would return to normal—helping to

unplug the monetary transmission mechanism.

Conclusion

China has used monetary targeting since 1998 and managed to avoid serious
inflation and recession. That experience is something the Fed and other major central
banks should notice. However, if China wants to become a global financial power, it
needs to allow privatization of SOEs and state-owned banks, the free flow of capital and
information, the full liberalization of interest rates, and adhere to the rule of law
safeguarding persons and property. With those and other institutional changes, a
simple monetary rule designed to prevent inflation and keep nominal income on a
steady path would help stabilize the foreign exchange market. Moreover, if China
chooses to let the yuan float, there would be no need to hold large amounts of foreign

reserves and there would be a more efficient allocation of capital.
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