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PERAA R, T HRERAR TR M BCRAE 2 HAR %A T I I BIBOR 0 o SCRF BT I IBCRA
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The Theoretical and Empirical Foundations of Two-Pillar

Adjustment Framework

Under the background of the close and complex relationship between finance and real economy;,
policy practices (especially the frequent financial crises) in many countries of the world during the
past few decades suggest that various traditional policy tools, including monetary policy tools,
fiscal policy tools and micro-prudential regulatory tools, even if used correctly and implemented
effectively, are not enough to ensure the long-term stability of the financial system and the real
economy. In particular, these tools are inadequate to deal with financial risk whose formation and
process is unforeseen and complex. As a collective reflection and policy response to the 2008
international financial crisis, macro-prudential policy has formally entered the view of policy
makers around the world after the crisis, with the objective of developing a new type of policy tool,
in addition to traditional monetary policy, to directly prevent financial risks and promote financial
stability. After macro-prudential policy was brought into the policy framework of the central bank
as a new tool to play an important role in macro financial adjustment, the traditional “one-pillar”
adjustment framework based solely on monetary policy has gradually becoming the “two-pillar”
adjustment framework underpinning the monetary and macro-prudential policy.

Based on the “essential logic” of basic facts, basic theories and basic practices, this paper
comprehensively explains the actual necessity, theoretical rationale and practical feasibility of the
“two-pillar” adjustment from three major aspects, and further clarifies its actual foundation,
practical experience and future improvement in China. The results of this paper show that the
formation of “two-pillar” adjustment framework has its roots in both actual and theoretical
foundation, which includes two major aspects: First, financial stability has notable impact on
macroeconomic stability, but traditional monetary policies are unable to achieve financial stability
effectively. According to the “Dingbergen’s Law” and the principle of policy comparative
advantage, it’s necessary to construct a new “policy pillar” (i.e. macro-prudential policy) in
addition to monetary policy to achieve the objective of financial stability; Second, considering the
endogenous relationship of deep integration and mutual influence between finance and the real
economy, traditional “monetary policy pillar” and the new “macro-prudential policy pillar” should
be coordinated and combined thoroughly within a unified framework to improve the effectiveness
and efficiency of policy implementation and to avoid policy conflicts and frictions. Besides,
because in reality the dynamics of the economic cycle and the financial cycle are complex, the

policy tools under the “two-pillar” adjustment framework (including both the monetary policy

22



SRS 2020 4F55 03 #A

tools and the macro-prudential policy tools) should be adequate and complete enough to improve
the accuracy, pertinence and flexibility of policy implementation.

Considering the current practices of the “two-pillar” adjustment in major countries around the
world, we should focus on solving the three core issues of “policy objective”, “policy tool” and
“policy coordination” to further form stable and reliable policy rules and mature operative
framework. First, for policy objective, if the final goal of macro-prudential policy is financial
stability, what specific target objectives should be used? Without clear targets, the randomness of
policy operation will increase, leading to instability of policy making and practices, resulting in
less effective policy implementation. From the existing research, it may be a direction worth
researching and exploring to monitor and judge by constructing structural indices as the objectives
of financial stability which take both aggregate and structural imbalances into account. Second,
for policy tools, the existing studies have shown that different macro-prudential policy tools will
influence financial stability through different paths and transmission mechanisms. However, under
different structural imbalances, the tools of comparative advantages are usually different, so policy
makers could consider constructing a “objective oriented” policy tool guide, by which they can
effectively accumulate experiences, and further strengthen the pertinence, reliability and
effectiveness of policy tools chosen and used in practice. Third, for policy coordination, one of the
core aims in perfecting the “two-pillar” adjustment framework is to further improve the rules and
institutions of the coordination between monetary policy and macro-prudential policy, which on
the one hand can effectively deal with the deviations and conflicts between the two basic goals of
price (economic) stability and financial stability, and can take comprehensive measures of
“flexible configuration of multi tools” from long-term and global prospective on the other hand, so
improving the pertinence, flexibility and effectiveness of policy implementation.

Finally, in the long run, the “two-pillar” adjustment framework should maintain a certain degree
of openness and compatibility during the process of improvement, so as to gradually achieve more
unified and system-based coordination with other economic and financial policies within a broader
range. The objective world is an inseparable whole, and the principles of policy-making should
also be based on the integrity to form a response strategy with a global perspective, which means
from the perspective of national strategy, all economic and financial policies should be unified in
the objective world ultimately, and achieve full coordination based on principle and respect for
objective laws. It can be expected that during the process of the integration of finance and real
economy;, there is still a wide space for policy innovation in the future.

Keywords: two-pillar adjustment; monetary policy; macro-prudential policy; policy

coordination
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TUAE 109%F) 2 ZPEACE N &3 .

N T BB GAE IR TV A AN 3], AT R B s A B MBI, 3
IS0 7 AT RE, A2 JEVR AR RIEA_En ARl B A IR S SH, Bl NRMA T

(ELFE ATHARHEE, ST R S R0 Pen | e TG I (LR 90, ISR T500 2 7 e By Pes
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0.29%. BHit, 7EANRMIZAEHIE, AT B BT AR MICEEEICEEREM.

31



R M4EeRTES 2020 4F55 03 #A

—MRMI S, T AR 5% 77 TH AR TR TG DA K H ™ AR A ko B S AR B 2 4
PRI MAAHUAERAT LI AT e, 5% i1 3 B 500 AT S8 40O A T BE I AB A A i
AR, Rk, JeAT AT BE SN BE 22 BOR T B SRR R, AHE it MBORHL RN E
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B R BRI RS R AR T T L, 2 S i R T 4 0 B
HIRI AT R HE & 4o BB S BETR 07 A G A BT S TR 308 J B . 75

B, A4 T AT 40 BT SRR VP OB, 3 4 Bl 2 ARG R0 7 2

KA FEERAT R 5, il 7 RARAT BT AN, BISORI A M 7E PSR 2 a0 R P O R
TtN Nt = TtK Qt Ktb + z-tD% q, Dt* (16)
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Summary: The stabilization effects of monetary policy and macro-prudential policy in an
open economy is a core issue of concern to both academic researchers and policymakers.
Particularly after the global financial crisis (GFC) in 2008, the establishment of a
macro-prudential policy framework has become an important research topic on a global scale.
China has carried out a series of explorations in designing macro-prudential policies and
proposing a two-pillar regulation framework of “monetary policy + macro-prudential policy”. The
former focuses on stabilizing business cycle fluctuations and maintaining price stability, while the
latter focuses on preventing systemic risk in financial system. In recent years, many scholars have
studied the "two-pillar" framework. However, there is no systematical investigation on monetary
policy and macro-prudential coordination under the managed floating exchange rate regime. After
the reform of the RMB exchange rate regime in 2005, China has implemented a managed floating
exchange rate system. The central bank has maintained a relatively stable RMB exchange rate
through measures such as open market operations in the FX market, which is also an important
monetary policy tool. According to the regulations of the People's Bank of China, maintaining the
stability of the RMB exchange rate at the equilibrium level is one of the objectives of China's
monetary policy. The exchange rate is an indispensable part of China's monetary policy rules.
Therefore, it is important to study how China's monetary policy is affected by its exchange rate
policy, and the coordination between the monetary policy and the macro-prudential under the
“two-pillar” regulation frame.

This paper first examines the intervention mechanism of the RMB’s managed floating
exchange rate regime and its impact on China's monetary policy from an empirical perspective.

Based on Chen et al. (2018), this paper incorporates the exchange rate pressure (either
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appreciation or depreciation) into the central bank's monetary policy reaction function. We find
that the augmented monetary policy rule is asymmetric. Specifically, the central bank's monetary
policy negatively responses to the expected exchange rate depreciation. However, when the RMB
is expected to appreciate, no evidence has been found that the central bank’s monetary policy
reacts to it. A possible explanation is that the central bank mainly responded to the appreciation
pressure of the renminbi through sterilized FX interventions, thus not affecting the overall money
supply.

Next, we build an open macroeconomic model with the financial sector and currency
mismatch. The model studies how monetary policy and macroprudential policies help to achieve
macroeconomic and financial stability. Currency mismatch is a common phenomenon in the
process of economic and financial globalization in emerging market economies (Eichengreen and
Hausmann, 1999), and the currency mismatch in China has become increasingly prominent. After
the “8.11” exchange rate regime reform in 2015, the depreciation pressure of RMB rose sharply,
which led domestic agents to repay the US dollar debt in advance to minimize their loss.
Therefore, it will tighten the budget constraint and affect economic and financial stability.
Furthermore, the central bank has clearly stated that the macro-prudential management of external
debt is also a part of capital account management. Therefore, our modeling of macroprudential
policies focuses on the tools related to managing foreign currency debt.

In terms of the exchange rate regime, this paper adopts "occasional binding constraints™
(OccBin) to capture the asymmetric response of China's monetary policy on exchange rate
changes in a structural macro model. We find that under a managed floating regime, the central
bank was forced to follow the foreign interest rate hikes to restrain the depreciation of RMB
exchange rate. In the absence of macro-prudential policies on cross-border capital flows, the
central bank needs to closely follow foreign interest rate hikes by raising the domestic interest rate
by a large margin. Thus, it would lead to larger volatility in economic and financial variables such
as output, inflation and asset prices. However, macro-prudential policies will reduce economic
fluctuations to a certain extent and achieve macroeconomic and financial stability. We further
examine the impact of the central bank's pure floating and managed floating exchange rate
policies on macroeconomic and financial variables in the presence of macroprudential policies.
We find that under the parameter setting of the model, the managed floating regime brings smaller
fluctuations in core macro variables such as output and external debt relative to the fully floating
regime in the medium and long term.

The main contribution of this paper is to study the asymmetric monetary policy in a managed

floating setup and the cooperation of monetary and macro-prudential policy. This paper provides
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theoretical support for the construction of the “two-pillar” regulatory framework under the open
economy. Our study can also bring some insights into macroeconomic research on other emerging
market economies in the future.

Keywords: Monetary Policy; Macro-prudential; Managed Floating Exchange Rate System;
Foreign Currency Debt
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