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Executive Summary

During the first half of 2018, the economy maintained stable growth, with steadily progressing structural adjustments, replacement of old growth drivers with new ones, vigorous development of the emerging industries, and quality and efficiency remaining at a fairly good level. The contribution of consumption to economic growth increased, the job market improved, and the price level was basically stable. In the first half of the year, the Gross Domestic Product (GDP) grew 6.8 percent year on year, and the Consumer Price Index (CPI) was up 2.0 percent year on year. 

From the beginning of 2018, following the arrangements of the CPC Central Committee and the State Council, the PBC continued to implement a sound and neutral monetary policy. In line with the changes in economic and financial circumstances, the PBC strengthened preemptive adjustments and fine-tunings to appropriately offset the insufficient allocation of credit resources in some areas, guided and stabilized market expectations, stepped up financial support to the real economy, particularly to small and micro businesses, and created favorable monetary and financial environments for supply-side structural reforms and high-quality development. First, the medium- and long-term liquidity supply was increased to an extent that overall liquidity was kept reasonable and adequate. Targeted cuts were made to the reserve requirement ratios (RRR) in January, April and July, respectively, and instruments such as the Medium-term Lending Facility (MLF) and the Pledged Supplementary Lending (PSL) were employed to inject medium- and long-term liquidity. Second, the market-based and law-based debt-equity swap was actively promoted. Through targeted RRR cuts, financial institutions were encouraged to implement debt-equity swaps in accordance with market principles. Third, financial support to small and micro businesses was stepped up. Together with other relevant departments, the PBC released the Opinions on Further Improving Financial Services for Small and Micro Businesses. It raised the quotas on central-bank lending and central-bank discounts for small and micro businesses as well as for sectors in the rural areas, and cut the interest rate of central-bank lending used to support small and micro businesses by 0.5 percentage point. Fourth, the scope of acceptable collaterals for the MLF and central-bank lending was expanded by incorporating corporate credit bonds that are rated AA+ or AA, loans of small and micro businesses, and green loans to guide financial institutions to increase their support to small and micro businesses and the green economy. Fifth, the macro-prudential policy framework was adjusted and improved in a timely manner. A rating of financial institutions was initiated to strengthen the monitoring of their operations and risk profiles. The macro-prudential assessment (MPA) was further improved, with interbank certificates of deposit included in the calculation of the interbank liability ratio and parametric adjustments when appropriate. This has helped guide financial institutions to include financing to small and micro businesses and other eligible off-balance-sheet assets on the balance sheet. Sixth, the RMB exchange rate became more flexible. Macro-prudential policies played the role of counter-cyclical adjustments. The RMB exchange rate experienced two-way fluctuations under market forces, with market expectations generally stable. Seventh, timely communications were conducted in a proactive manner to guide market expectations. Various channels were employed to strengthen communications with the market. Statements were issued on June 19 and July 3 respectively when there were relatively large fluctuations in the stock and foreign-exchange markets, thus helping stabilize market expectations.

In general, the sound and neutral monetary policy produced fairly good results. Liquidity in the banking system remained reasonable and adequate, and the terminal interest rate declined somewhat. Money, credit, and all-system financing aggregates grew at an appropriate pace, and the macro leverage ratio remained stable. From the beginning of 2018, the growth of M2 remained above 8 percent. At end-June, outstanding M2 grew by 8.0 percent year on year. The outstanding volume of RMB loans was up 12.7 percent year on year, representing an increase of RMB 9.0 trillion from the beginning of the year and an acceleration of RMB 1.1 trillion from the same period of the previous year. The stock of all-system financing aggregates grew by 9.8 percent year on year. In June, the weighted average interest rate on loans to non-financial enterprises and other sectors was 5.97 percent. At end-June, the CFETS RMB exchange-rate index was 95.66, and the central parity of the RMB against the USD was RMB 6.6166 per USD. In the first half of the year, the central parity of the RMB against the USD witnessed an annualized fluctuation ratio of 4.0 percent. 

Currently, the global economy has generally continued its recovery. However, as factors such as trade frictions, geopolitics, and the normalization of monetary policy in the major economies have added to uncertainties in the global economy and financial markets, the external environment has experienced notable changes. As China’s economic structural adjustments continuously deepened, economic growth drivers quickly shifted, economic resilience was further enhanced, and preliminary achievements were made to guard against and resolve financial risks. Meanwhile, there are some underlying structural problems and new problems and challenges have arisen. Under the condition of reasonable and adequate liquidity aggregates, coordination of policies should be strengthened to further improve the transmission mechanism for monetary and credit policy. Continuous efforts should be made to deepen supply-side structural reforms, strengthen the protection of property rights, improve the positive incentive mechanism, accelerate the building of a modern economic system, and promote high-quality development. 

Going forward, the PBC will continue to follow the overall arrangements of the CPC Central Committee, the State Council, and Xi Jinping’s Thought on Socialism with Chinese Characteristics for a New Era, stick to the overall principle of pursuing progress while maintaining stability, implement the concept of new development, comply with the requirements for high-quality development, closely focus on the three tasks of serving the real economy, guarding against financial risks, and deepening financial reform, adopt innovative approaches to improve financial macro controls, maintain policy consistency and stability, and make policy more forward-looking, flexible, and effective. The PBC will maintain the neutrality and appropriateness of a sound monetary policy, assume good control of the money supply, keep liquidity reasonable and adequate, make preemptive adjustments and fine-tunings in line with market conditions, attach importance to stability and guidance of expectations, optimize the financing and credit structure, improve the transmission mechanism for monetary and credit policy, enhance the capability and willingness of the financial system to serve the real economy through institutional innovations, and create a neutral and appropriate monetary and financial environment for supply-side structural reforms and high-quality development. The PBC will improve monetary policy and the two-pillar framework underpinned by monetary and macro-prudential policies, deepen the market-based interest rate and exchange-rate reforms, actively promote the opening-up of the financial sector in an orderly manner, and enhance the vitality and resilience of the financial industry. The PBC will steadfastly carry out structural deleveraging while carefully calibrating its strength and pace, win the uphill battle of preventing and resolving major financial risks, and safeguard the bottom line to prevent systemic financial risks. 
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[bookmark: _Toc411351808]From the beginning of 2018, the People’s Bank of China (PBC) implemented sound and neutral monetary policies. With more efforts spent on monitoring, analysis, and forward-looking assessments of developments, the PBC carried out timely preemptive adjustments and fine-tunings and preemptively hedged against the impact of unstable and uncertain factors both within China and abroad. Liquidity in the banking sector was ample and appropriate. Major money-market rates declined. Lending by financial institutions grew rapidly and the lending structure continued to improve. The money supply increased steadily. Due to the shrinking of off-balance-sheet financing activities, the growth of all-system financing aggregates slowed down. RMB exchange rates were becoming more flexible, and cross-border RMB businesses expanded briskly.

[bookmark: _Toc423005883][bookmark: _Toc492904367][bookmark: _Toc484425012][bookmark: _Toc464655671][bookmark: _Toc472330057][bookmark: _Toc477878074][bookmark: _Toc505346981][bookmark: _Toc517190498][bookmark: _Toc524442910]I. Liquidity was ample and appropriate, and major money-market rates declined
Since the beginning of 2018, the PBC has implemented three targeted cuts of the required reserve ratio and has increased the use of the Medium-term Lending Facility (MLF) to increase medium and long-term liquidity supply and ensure that liquidity is  ample and appropriate. At end-June, the excess reserve ratio in financial institutions was 1.7 percent, which was 0.4 percentage point higher compared with that at end-March and 0.3 percentage point higher year on year. Major money-market rates declined properly. The 7-day repo rate (DR007) between depository institutions with rate bonds as collateral in the interbank market decreased from about 2.9 percent at end-2017 to about 2.6 percent at end-July.





[bookmark: _Toc524442952]Figure 1 The 7-day Pledged Repo Rate between Depository Institutions
[image: ]
 Source: www.chinamoney.com.cn.

[bookmark: _Toc492909020][bookmark: _Toc477878101][bookmark: _Toc524443013]Box 1 Base Money and Liquidity in the Banking System
It is noteworthy that base money is not equivalent to liquidity in the banking system. Base money includes cash, required reserves, and excess reserves. Required reserves are deposited in the central bank and are frozen. Only excess reserves are used by commercial banks for payments and clearing and to support the expansion of assets, and thus they constitute the so-called liquidity in the banking system. Most monetary policy operations have same-direction impacts on base money and liquidity. For example, when the central bank releases liquidity through open market operations, re-lending, re-discount and asset purchases, base money and excess reserves will rise in tandem, and the balance sheet of the central bank will expand. In contrast, when the central bank withdraws liquidity using those monetary policy instruments, base money and the excess reserves will decline at the same time, and the balance sheet of the central bank will shrink. It is worth noting that a change in the required reserve ratio has different impacts on base money and liquidity. When the central bank lowers the required reserve ratio, part of the required reserves will be released and become excess reserves. From a static point of view, this only affects the structure of base money and does not change total base money. However, liquidity in the banking system will increase as a result and financial institutions will have a stronger capacity to expand their assets.

Many advanced economies maintain a required reserve ratio at a relatively low level. As a result, their base money is basically equal to the liquidity in the banking system. After the global financial crisis, central banks in some advanced economies introduced quantitative easing (QE) policies and purchased assets, such as government bonds on a large scale, which led to a simultaneous expansion of base money and liquidity. In recent years, as the economy has recovered some advanced economies have gradually withdrawn the QE, mainly by allowing bonds held by central banks to mature with no rollover. Consequently, the assets of central banks, base money, and liquidity have declined in tandem, and balance sheets have shrunk, which indicates that the monetary environment is tightening. Compared with the advanced economies, the required reserve ratio in China is higher. The PBC lowers the required reserve ratio to hedge against changes on the asset side of its balance sheet, such as foreign-exchange outflow and commercial banks repayments to the MLF. This operation has an expansion effect, even though base money might decline. For example, in April 2018 the PBC reduced the required reserve ratio for some financial institutions by replacing the MLF that had been lent to those financial institutions. Broken down into steps, the reduction in the required reserve ratio by 1 percentage point did not change total base money, and only some required reserves were transformed into excess reserves, which could then increase by about RMB 1.3 trillion; commercial banks used funds released from the reduction of the required reserve ratio to repay RMB 900 billion of the MLF, which caused base money and excess reserves to decline simultaneously by RMB 900 billion respectively. After these operations, base money decreased by RMB 900 billion (whereas required reserves declined by about RMB 1.3 trillion and excess reserves increased by about RMB 400 billion), but liquidity in the banking system increased by RMB 400 billion on a net basis.

Apart from monetary operations, cash withdrawals before the Spring Festival, changes in fiscal deposits, and other factors also affect base money and liquidity in the banking system. Therefore, base money might fluctuate significantly month over month. For example, as cash demand is large before the Spring Festival, the PBC will replenish liquidity in the commercial banks via monetary policy instruments and base money will increase notably. However, since most of the new liquidity becomes cash, liquidity in the banking system remains generally stable. Here is another example. An increase in fiscal deposits will reduce the deposits of commercial banks in the central bank, and accordingly base money and excess reserves (liquidity in the banking system) will decline in tandem.      

As the monetary policy management framework gradually shifts from a quantity-based adjustment to a price-based adjustment, it is necessary to look at liquidity in the banking system by both its quantity and price dimensions. In terms of quantity, one should look at excess reserves in the banking system instead of simply gauging the amount of base money. In terms of price, one should look at money-market rates, in particular the price of interbank funds. With the development of financial innovations and the deepening of the financial market, price indicators will become increasingly important. Since the beginning of 2018, money-market rates in China have stabilized and declined. In June, the weighted average of interbank lending rates and pledged repo rates reported 2.73 percent and 2.89 percent respectively, down by 0.18 and 0.22 percentage point from last December. To conclude, liquidity in the banking system is now reasonable and ample.  

[bookmark: _Toc517190499][bookmark: _Toc524442911]II. Lending by financial institutions grew rapidly and lending rates were generally stable 
Lending grew rapidly, providing strong support for the real economy. At end-June, outstanding loans in domestic and foreign currencies by financial institutions stood at RMB 134.8 trillion, up by 12.1 percent year on year. This marked an increase of RMB 9.2 trillion from the beginning of the year and represented a year-on-year acceleration of RMB 1.1 trillion. At end-June, outstanding RMB loans increased by 12.7 percent year on year to RMB 129.2 trillion. This marked an increase of RMB 9.0 trillion from the beginning of the year and represented a year-on-year acceleration of RMB 1.1 trillion, as compared with an increase of RMB 878.2 billion in new loans throughout 2017. Outstanding loans in foreign currencies by financial institutions registered USD 854.9 billion, which marked an increase of USD 17 billion from the beginning of the year and represented a deceleration of USD 29.9 billion year on year.   

The credit structure continued to improve and loans to small and micro enterprises increased rapidly. In terms of the maturities of RMB loans, the share of medium- and long-term loans in total new loans dropped. At end-June, medium- and long-term loans increased by RMB 6.2 trillion from the beginning of the year, representing a deceleration of RMB 858.3 billion year on year and accounting for 69.0 percent of total new loans, down by 19.9 percentage points year on year. Broken down by areas, loans to small and micro enterprises in inclusion areas grew by RMB 574.3 billion from the beginning of the year, which was close to the total growth in 2017. They registered RMB 7.35 trillion at end-June, up by 15.6 percent year on year, which was 5.8 percentage points higher than the growth at end-2017. The PBC has recently encouraged financial institutions to expand credit, to strengthen support to small and micro enterprises for financial inclusion purposes. The policy effects will play out further. Broken down by sectors, the growth of loans to the household sector continued to slow down, registering 18.8 percent at end-June, which was 1.2 percentage points lower than that at end-March. In particular, the growth of mortgage loans moderated to 18.6 percent, which was 1.4 percentage points lower than that at end-March. In the first half of the year, mortgage loans increased by RMB 2.0 trillion, representing a deceleration of RMB 236.5 billion year on year and accounting for 21.9 percent of total new loans, down by 5.9 percentage points year on year. Other loans to the household sector increased by RMB 1.6 trillion from the beginning of the year, representing an acceleration of RMB 63.1 billion year on year. Loans to non-financial enterprises and government departments and organizations increased by RMB 5.2 trillion from the beginning of the year, representing an acceleration of RMB 734.1 billion year on year. 

[bookmark: _Toc524442939]Table 1 Structure of RMB Loans during the First Half of 2018
RMB 100 million
	　
	Outstanding amount at end-June
	Year-on-
year growth
	Increase from the beginning of the year
	Change in the increase from the same period of the last year

	RMB loans to
	1,291,534
	12.7%
	90,272
	10,595

	Households
	441,217
	18.8%
	36,015
	-1,734

	Non-financial enterprises,
government departments, and organizations
	836,871
	9.7%
	51,664
	7,341

	Non-banking financial
institutions
	8,692
	23.2%
	2,334
	4,820

	Overseas
	4,753
	6.5%
	259
	167


Source: People’s Bank of China. 






[bookmark: _Toc524442940]Table 2 New RMB Loans by Financial Institutions during the First Half of 2018
RMB 100 million
	
	New loans
	Year-on-year acceleration 

	Chinese-funded large-sized 
banks 1
	35,521
	3,918

	Chinese-funded small- and
medium-sized banks2
	52,615
	10,466

	Small-sized rural financial 
institutions3
	12,209
	1,741

	Foreign-funded 
financial institutions 
	1,035
	 34


Notes: 1. Chinese-funded large-sized banks refer to banks with assets (both in domestic and foreign currencies) of RMB 2 trillion or more (according to the amount of total assets in both domestic and foreign currencies at end-2008). 
2. Chinese-funded small- and medium-sized banks refer to banks with total assets (both in domestic and foreign currencies) of less than RMB 2 trillion (according to the amount of total assets in both domestic and foreign currencies at end-2008). 
3. Small-sized rural financial institutions include rural commercial banks, rural cooperative banks, and rural credit cooperatives. 
Source: People’s Bank of China.

Given that loan demand stabilized and off-balance-sheet financing was transferred to balance sheets, lending rates by financial institutions were generally stable and rose slightly. In June, the weighted average interest rate on loans to non-financial enterprises and other sectors was 5.97 percent, marking a small increase of 0.01 percentage point compared with that in March. In particular, the weighted average interest rate on ordinary loans registered 6.08 percent, up by 0.07 percentage point from March; the weighted average bill financing rate registered 5.11 percent, down by 0.47 percentage point from March. Interest rates on mortgage loans edged up, with the weighted average interest rate reaching 5.60 percent in June, up 0.18 percentage point from March. Against the background of tightening financial regulations, expensive off-balance-sheet financing, such as entrusted loans and trust loans, shrank, the share of bank loans and bonds in the total financing increased, and the comprehensive costs of all-system financing, including loans, bonds, entrusted loans, trust loans, and private lending, were generally stable.  

Broken down by floating ranges, the share of loans with interest rates above and below the benchmark rates rose slightly, and the share of loans with interest rates at the benchmark rates dropped somewhat. In June, the share of loans with interest rates above the benchmark rates of ordinary loans registered 75.24 percent, up by 0.89 percentage point from March; the share of loans with interest rates at the benchmark rates registered 14.83 percent, down by 1.21 percentage points from March; the share of loans with interest rates below the benchmark rates registered 9.93 percent, up by 0.32 percentage point from March.


[bookmark: _Toc524442941]Table 3 Shares of Loans with Rates Below, At, or Above the Benchmark Rates,
January through June 2018
	Unit: %

	Month 
	Lower than the benchmark 
	At the benchmark 
	Higher than the benchmark

	
	
	
	Sub-total
	(1,1.1]
	(1.1,1.3]
	(1.3,1.5]
	(1.5,2.0]
	More than 2.0

	January
	11.89
	20.31
	67.80
	16.45
	19.67
	12.32
	12.11
	7.26

	February
	12.50
	18.83
	68.67
	15.98
	18.66
	12.88
	12.65
	8.50

	March
	9.61
	16.04
	74.35
	15.86
	21.29
	14.00
	14.53
	8.68

	April
	10.38 
	15.15 
	74.47 
	15.77 
	21.12 
	14.13 
	14.72 
	8.73 

	May
	9.03
	14.36
	76.61
	16.60
	20.85
	14.39
	15.65
	9.12

	June
	9.93
	14.83
	75.24 
	15.19 
	21.36 
	14.10 
	16.32 
	8.27 


Source: People’s Bank of China.

As the Federal Reserve raised interest rates, the major economies normalized their monetary policies, and the balance between supply and demand in domestic foreign-currency funds changed, interest rates on foreign-currency deposits and loans went up. In June, the weighted average interest rate on large-value USD demand deposits and deposits with maturities within 3 months registered 0.33 percent and 2.15 percent respectively, up by 0.03 and 0.23 percentage point from March. The weighted average interest rates of USD loans with maturities within 3 months and with maturities between 3 months (including 3 months) and 6 months registered 3.35 percent and 3.61 percent respectively, up by 0.18 and 0.19 percentage point from March.

	Unit: %


[bookmark: _Toc524442942]Table 4 Average Interest Rates of Large-Value Deposits and Loans in USD, January through June 2018
	Month
	Large-value deposits
	Loans

	
	Demand deposits 
	Within 3 months
	3–6 months (including 3 months)
	6–12 months
(including 6 months)
	1 year 
	More than 1 year
	Within
3 months 
	3–6 months (including 3 months)
	6–12 months
(including 6 months)
	1 year 
	More than 1 year

	January 
	0.19
	1.79
	2.37
	2.61
	2.77
	2.87
	2.72
	3.10
	2.84
	3.04
	4.48

	February
	0.18
	1.82
	2.39
	2.70
	2.97
	2.81
	2.79
	3.28
	2.95
	3.21
	4.11

	March
	0.30
	1.92
	2.70
	3.09
	3.28
	3.33
	3.17
	3.42
	3.21
	3.73
	4.23

	April
	0.31 
	2.00 
	2.90 
	3.21 
	2.82 
	3.26 
	3.28 
	3.63 
	3.39 
	3.67 
	4.99 

	May
	0.32 
	2.06 
	3.30 
	3.45 
	3.31 
	3.23 
	3.30 
	3.60 
	3.49 
	3.60 
	4.60 

	June
	0.33 
	2.15 
	2.95
	2.95 
	3.40 
	3.43 
	3.35
	3.61 
	3.55 
	3.67 
	4.32 


Source: People’s Bank of China
  
The growth of deposits slowed down slightly, and term deposits accounted for a large share of total new deposits. At end-June, outstanding deposits in domestic and foreign currencies in all financial institutions posted RMB 178.3 trillion, up by 8.1 percent year on year and representing a deceleration of 0.3 percentage point from end-March. This marked an increase of RMB 9.1 trillion from the beginning of the year, which was RMB 444.4 billion less year on year. Outstanding RMB deposits registered RMB 173.1 trillion, up by 8.4 percent year on year and a deceleration of 0.3 percentage point from end-March. This represented an increase of RMB 9.0 trillion from the beginning of the year, which was RMB 71.2 billion less year on year. Outstanding deposits in foreign currencies stood at USD 789.2 billion, a decrease of USD 1.8 billion from the beginning of the year, as compared with an increase of USD 80.1 billion during the same period of the last year. During the first half of 2018, term deposits accounted for 99.4 percent of new deposits by households and non-financial enterprises, up by 31.4 percentage points year on year. Broken down by sectors, deposits by households and non-banking financial institutions registered a year-on-year acceleration of RMB 327.2 billion and RMB 1.18 trillion respectively, whereas deposits by non-financial enterprises recorded a year-on-year deceleration of RMB 1.2 trillion.
[bookmark: _Toc524442943]Table 5 Structure of RMB Deposits in the First Half of 2018
RMB 100 million
	　
	Deposits at end-June
	Year-on-
year growth
	Increase from the beginning of the year
	Change in the increase from the same period of the last year

	RMB deposits
	1,731,176
	8.4%
	90,000
	-712

	Households 
	686,695
	7.8%
	42,627
	3,272

	Non-financial enterprises
	544,362
	5.5%
	2,970
	-11,500

	Government
	326,867
	10.7%
	21,848
	-2,737

	Non-banking financial
institutions
	162,348
	18.0%
	22,119
	11,777

	Overseas
	10,903
	2.3%
	436
	-1,523


Source: People’s Bank of China. 


[bookmark: _Toc524442912][bookmark: _Toc517190505]III. Money supply increased moderately, and all-system financing aggregates grew at a slower pace
Stable growth of M2 helped stabilize the macro leverage ratio. At end-June, outstanding M2 stood at RMB 177.0 trillion, up 8.0 percent year on year and representing a deceleration of 0.2 percentage point from end-March. Outstanding M1 stood at RMB 54.4 trillion, up 6.6 percent year on year and representing a deceleration of 0.5 percentage point from end-March. Outstanding M0 reached RMB 7.0 trillion, up 3.9 percent year on year. On a net basis, during H1 the PBC injected RMB 105.6 billion of cash into the system, a decrease of RMB 27 billion year on year. The growth of M2 in 2017 was slower as compared with that in previous years. This reflected efforts to control leverage within the financial system and, as a result, reduce funds with embedded structures, which helped squeeze out some of the excessive funds accumulated in the past, thus contributing to a stable leverage ratio in the overall economy and supporting the battle to prevent and mitigate major risks. Since the beginning of 2018, the growth of M2 has stabilized at about 8 percent.
[bookmark: _Toc524442953]Figure 2 Growth of Money Supply
[image: ]
Source: People’s Bank of China.

Due to the shrinking of off-balance-sheet financing, all-system financing aggregates posted a year-on-year deceleration. According to preliminary statistics, outstanding all-system financing aggregates reached RMB 183.27 trillion at end-June, up 9.8 percent year on year. In H1, incremental all-system financing aggregates reached RMB 9.1 trillion, down RMB 2.03 trillion year on year. Incremental all-system financing aggregates were characterized by the following: First, growth of RMB loans to the real economy registered a year-on-year acceleration. In H1, RMB loans by financial institutions to the real economy increased by RMB 8.76 trillion, an acceleration of RMB 554.8 billion from the same period of the last year and accounting for 96.3 percent of the incremental all-system financing aggregates. Second, growth of trust loans, entrusted loans, and undiscounted bankers’ acceptance bills registered a year-on-year deceleration. In H1, entrusted loans decreased by RMB 800.8 billion, representing a deceleration of RMB 1.4 trillion year on year; trust loans decreased by RMB 186.3 billion, representing a deceleration of RMB 1.5 trillion year on year; undiscounted bankers’ acceptance bills increased by RMB 271.7 billion, representing a deceleration of RMB 838.8 billion. Third, corporate debt financing registered a year-on-year acceleration and equity financing registered a year-on-year deceleration. In H1, corporate debt financing registered RMB 1.2 trillion, a year-on-year increase of RMB 2.55 trillion, and equity financing by non-financial enterprises recorded RMB 251.1 billion, a year-on-year decrease of RMB 179.9 billion.

[bookmark: _Toc524442944][bookmark: _Toc464812275]Table 6 Stocks of All-System Financing Aggregates at end-June 2018
Unit: RMB trillion, %
	
	All-system financing aggregates①
	Of which:

	
	
	RMB loans 
	Foreign- currency denominated (RMB equivalent)
	Entrusted loans
	Trust loans 
	Undiscounted bankers’ acceptances 
	Enterprise bonds
	Financing by domestic institutions via domestic stock markets

	End-June 2018②
	183.27
	127.78
	2.53
	13.17
	8.35
	4.17
	19.2
	6.9

	Year-on-
year change
	9.8
	12.7
	-3.4
	-4.6
	10.1
	-6.7
	8.7
	11.2


Notes: 1.) Stocks of all-system financing aggregates refer to the total outstanding volume of financing provided by the financial system to the real economy (the non-financial corporate sectors and the household sectors in the domestic market) at the end of a certain period. 2.) Data for the current period are preliminary. Stocks are based on the book value or the face value. The year-on-year change is annualized and based on comparable data. 
[bookmark: _Toc482380474]Sources: People’s Bank of China, National Development and Reform Commission, China Securities Regulatory Commission, China Insurance Regulatory Commission, China Central Depository and Clearing Co., Ltd., and National Association of Financial Market Institutional Investors.

[bookmark: _Toc524442945]Table 7 Increments of All-system Financing Aggregates in H1, 2018
Unit: RMB 100 million
	
	Incremental all-system financing aggregates①
	Of which:

	
	
	RMB loans 
	Foreign- currency
denominated (RMB equivalent)
	Entrusted loans
	Trust loans 
	Undiscounted bankers’ acceptances 
	Enterprise bonds
	Financing by domestic institutions via the domestic stock markets

	 H1, 2018 ②
	90972
	87645
	-125
	-8008
	-1863
	-2717
	10172
	2511

	Year-on-
year change
	-20321
	5548
	-598
	-13996
	-14978
	-8388
	13834
	-1799


Notes: 1.) An increment in the all-system financing aggregates refers to the total volume of financing provided by the financial system to the real economy (the non-financial corporate sector and the household sector of the domestic market) during a certain period. 2.) Data for the current period are preliminary.
Sources: People’s Bank of China, National Development and Reform Commission, China Securities Regulatory Commission, China Insurance Regulatory Commission, China Central Depository and Clearing Co., Ltd., National Association of Financial Market Institutional Investors, and so forth.


[bookmark: _Toc492904373][bookmark: _Toc505346986][bookmark: _Toc517190504][bookmark: _Toc524442913]IV. The RMB exchange rate was more flexible in terms of two-way fluctuations and cross-border RMB businesses saw rapid growth
Since the beginning of 2018, the RMB exchange rate against a basket of currencies has remained basically stable; the flexibility of the RMB exchange rate against the USD has strengthened further, with stronger two-way fluctuations; and exchange-rate expectations have remained well-anchored. In Q2, due to a stronger USD, external uncertainties, and other factors, the RMB exchange rate weakened against the USD. At end-June 2018, the CFETS RMB exchange-rate index closed at 95.66, up 0.85 percent from end-2017; the RMB exchange-rate index based on the SDR basket closed at 95.89, down 0.1 percent from end-2017. According to the calculation by the Bank for International Settlements (BIS), in H1 2018 the NEER and REER of the RMB appreciated by 5.20 percent and 4.00 percent respectively. From the reform of the exchange-rate formation regime in 2005 to end-June 2018, the NEER and REER of the RMB appreciated by 40.94 percent and 48.72 percent respectively. At end-June, the central parity of the RMB against the USD was 6.6166, a depreciation of 824 basis points, or 1.25 percent, from end-2017. From the reform of the exchange-rate formation regime in 2005 to end-June 2018, the central parity of the RMB against the USD appreciated by 25.09 percent on a cumulative basis. In H1, the annualized volatility rate of the central parity of the RMB against the USD was 4.0 percent, which was a significant increase from the same period of the last year. To some extent, the greater flexibility of the exchange rate played an “automatic stabilizing” role for adjusting the macro-economy and the balance of payments.

In H1 2018, cross-border receipts and payments in RMB totaled RMB 6.69 trillion. In particular, RMB receipts and payments registered RMB 3.34 trillion and RMB 3.35 trillion respectively. RMB cross-border receipts and payments under the current account posted RMB 2.32 trillion. In particular, settlements of trade in goods registered RMB 1.65 trillion, whereas settlements of trade in services and other items registered RMB 661.2 billion. RMB cross-border receipts and payments under the capital account posted RMB 4.37 trillion.




[bookmark: _Toc261012927][bookmark: _Toc524442954][bookmark: _GoBack][bookmark: _Toc521596490][bookmark: _Toc517190900]Figure 3 Monthly RMB Payments and Receipts under the Current Account
[image: ]	
Source: People’s Bank of China.
[bookmark: _Toc524442914]Part 2. Monetary Policy Operations
In H1 of 2018, under the leadership of the Central Committee of the Communist Party of China (CPC) and the State Council, the PBC closely monitored the development and change in economic and financial conditions, implemented a sound and neutral monetary policy, improved pre-adjustments and fine-tunings, and, in particular, enhanced support for key economic areas and weak sectors, such as small and micro businesses. The PBC improved the regulatory framework underpinned by monetary and macro-prudential policies, promoted the opening-up and reform of the financial sector, and advanced deleveraging in a smooth and orderly fashion, which created favorable monetary and financial conditions for supply-side structural reforms and high-quality growth.


[bookmark: _Toc29086][bookmark: _Toc524442915]I. Conducting Open Market Operations (OMOs) in a flexible manner
In H1 of 2018 (especially Q2), the PBC comprehensively considered factors such as macroeconomic and financial conditions, banking system liquidity, and the financial regulatory environment, and employed various monetary-policy tools in a flexible manner to maintain reasonable and adequate liquidity in the banking system. Meanwhile, the PBC made innovations in policy tools and engaged in expectation management to further improve the policy transmission, smooth out liquidity fluctuations caused by short-term factors, and ensure that the market interest rate stabilizes at a relatively low level.

Increasing the provision of medium and long-term liquidity in a prudent manner. Since 2018, the PBC has comprehensively used policy tools, such as the deposit reserve, the Mid-term Lending Facility, and the Pledged Supplementary Lending, to increase medium and long-term liquidity provision. This has increased the liquidity supply for and reduced the maturity mismatch of financial institutions, improved the liquidity expectations of market participants, and played a positive role in meeting the medium- and long-term financing demands of the real economy. Against this background, the PBC flexibly conducted reverse repos and leveraged tools, such as the CRA, to smooth out seasonal liquidity fluctuations and to maintain overall stability of liquidity in the banking system at a reasonable and adequate level.
[bookmark: _Toc489534251]                                                                                                                                                                                                                                                                                                                                                                                                                
Enhancing the guiding role of the reverse repo interest rate. On March 22, 2018, the bid rate for 7-day repos rose by 5 basis points in line with market conditions and thereafter it remained stable. Meanwhile, the interest rate in the money market moved steadily downward since Q2. The DR007 witnessed minor fluctuations based on the OMO interest rate, and the spread between DR007 and 7-day reverse repo continued to narrow. The fluctuation of money-market interest rates declined at month-end and year-end, and the reverse repo interest rate became more closely associated with the market interest rate. This has improved the efficiency of interest-rate transmission, strengthened the role of price levers, and created favorable conditions for transition of the monetary-policy framework.

[bookmark: _Toc524442916]II. Conducting Standing Lending Facility (SLF) and MLF operations 
In H1 2018, the PBC employed a combination of monetary-policy instruments, such as the MLF and the SLF, to further enhance the flexibility and effectiveness of liquidity management and to keep liquidity at a proper and adequate level.

SLFs were conducted promptly. To promote smooth operations of the money market, the PBC injected short-term liquidity to locally-incorporated financial institutions through SLFs to fully meet their demands, while using the SLF rates as the ceiling of the interest-rate corridor. In H1, the PBC conducted a total of RMB 249.4 billion SLF operations. RMB 142.5 billion of SLF operations was conducted in Q2 and quarter-end outstanding SLFs stood at RMB 57 billion. At end-June, the overnight, 7-day, and 1-month SLF interest rates were 3.40 percent, 3.55 percent, and 3.90 percent respectively, the same as Q1.

MLFs were conducted monthly as necessary to ensure an adequate supply of base money. In H1, the PBC conducted a total of RMB 2410 billion MLF operations, all with maturities of 1 year. A total of RMB 1186.5 billion MLF operations was conducted in Q2 and the bid rate of the last operation recorded 3.30 percent, 5 basis points higher than that in Q1. On April 25, some financial institutions used the released liquidity from the RRR reduction to repay the RMB 900 billion MLFs. By end-June, the outstanding volume of MLFs posted RMB 4420.5 billion, RMB 101 billion less than that at the beginning of 2018. 
　　　
[bookmark: _Toc524442917]III. Lowering the RRR of some financial institutions
RRRs were lowered for some financial institutions to replace the MLF loans. In April 2018, the PBC lowered the RRRs of large commercial banks, joint-stock commercial banks, city commercial banks, non-county rural commercial banks, and foreign-funded commercial banks by one percentage point to replace the MLF loans and enhance financing support for small and micro businesses. Financial institutions first repaid RMB 900 billion of the MLF based on the “first borrow, first repay” principle, and then received RMB 400 billion of liquidity. This further reinforced fund stability in the banking system and optimized the liquidity structure, which has helped guide financial institutions to strengthen support for small and micro businesses by reducing their financing costs. The implementation status of banks has been included in the Macro Prudential Assessment (MPA). 

[bookmark: _Hlk522400851]Supporting legal and market-based debt-for-equity swaps and small and micro business financing through targeted RRR reductions. In July 2018, the PBC cut the RRRs of large commercial banks, joint-stock commercial banks, city commercial banks, non-county rural commercial banks, and foreign-funded commercial banks by 0.5 percentage point, supporting legal and market-based debt-for-equity swaps and small and micro business financing. Specifically, five state-owned commercial banks and twelve joint-stock commercial banks released liquidity of more than RMB 500 billion, which helped increased the capacity of debt-for-equity swaps and facilitated implementation of signed projects. The Postal Savings Bank of China, city commercial banks, non-county rural commercial banks, and foreign-funded commercial banks released liquidity totaling RMB 200 billion, which contributed to an increased credit supply, lower financing costs, and improved financial services for small and micro businesses. Supporting debt-for-equity swaps and small and micro business financing with liquidity from the RRR reduction has been included into banks’ MPA.

[bookmark: _Toc524442918]IV. Further improving the framework for macro-prudential policies
The MPA was further improved in view of the need for macro regulation. Since Q1 2018, the PBC has included interbank certificates of deposit issued by commercial banks with assets of more than RMB 500 billion in the MPA indicator of the interbank liability ratio and its assessment. Interbank certificates of deposit issued by commercial banks with assets below RMB 500 billion have been placed under supervision. In Q2, the PBC reduced the RRR for some financial institutions to replace the MLF and rolled out a new regulation for asset management business. To coordinate with such policy operations and new regulations, the PBC properly adjusted the structural parameters and parameter settings of the MPA to guide financial institutions to channel the liquidity from the RRR reduction to small and micro business loans and to translate lower financing costs into more favorable terms for loans to small and micro enterprises, and to move eligible off-balance-sheet assets back on to the balance sheet.

Improving the macro-prudential policy framework based on the financial institution rating mechanism of the PBC. In Q1 2018, the PBC initiated ratings for 4,327 financial institutions for the first time and evaluated their business operations and risk profiles in a comprehensive and objective manner. The financial institution rating mechanism of the PBC is the foundation for the macro-prudential policy framework. The rating results are an important basis for the PBC and subordinated branches to apply differentiated regulations, such as enhancing monitoring, issuing risk warnings, conducting early corrections, addressing risks, etc. Such ratings are also important factors for the financial institutions’ MPA grades and the differentiated fees in the deposit insurance scheme.

[bookmark: _Toc524442919]V. Supporting key areas and weak sectors in the economy
Credit policy was used to enhance the effectiveness of central-bank lending, central-bank discounts, Pledged Supplementary Lending (PSL), and other policy instruments to guide financial institutions to increase support for key fields and weak sectors in the economy, such as small and micro businesses, agriculture, rural areas and rural households, poverty alleviation, renovation of shanty towns, and hydraulic projects. The collaterals for MLFs and central-bank lending have been expanded. Small and micro enterprises, green, agricultural, rural area, and rural household financial debts with ratings no lower than AA, and corporate bonds with AA+ and AA ratings have been included in the eligible collaterals for MLFs, SLFs, and central-bank lending. High-quality Small and Micro enterprises loans and green bonds have also been incorporated into the eligible collaterals for the MLFs. The PBC has expanded central-bank lending for agriculture and small businesses by RMB 150 billion, lowered the interest rate for small businesses by 0.5 percentage point, and improved credit policy to support central-bank lending management. This has guided financial institutions to increase credit supply for small and micro businesses and to reduce their financing costs. At end-June 2018, outstanding central-bank loans for agriculture, small businesses, and poverty alleviation posted RMB 252.2 billion, RMB 94.4 billion, and RMB 155.3 billion, respectively, and outstanding central-bank discounts stood at RMB 190.1 billion. The PSLs provided to policy and development banks in H1 posted RMB 497.6 billion. The PSLs issued in Q2 registered RMB 193.8 billion and the outstanding PSLs registered RMB 3185.2 billion at quarter-end. 

[bookmark: _Toc524442920]VI. Window guidance and credit policies for structural guidance 
In implementing the overall arrangements of the CPC Central Committee and the State Council, the PBC combined promotion of supply-side structural reforms and structural adjustments of credit policies to promote optimization of the economic structure and upgrading of the industrial structure, transformation of the energy mix, financial inclusiveness, and the people's livelihood, and to guide financial resources to key fields for economic and social development and to weak sectors so as to meet the effective financing needs of the real economy. 

[bookmark: OLE_LINK12]First, intensive efforts were made to provide financial support for targeted poverty reduction and alleviation. The PBC promoted financial support for poverty alleviation in deeply impoverished areas and encouraged financial institutions to provide funds and services to these areas. Management of central banking lending for poverty alleviation was improved, which placed a priority on supporting the employment of and establishing records for poverty-stricken households. An economic interest mechanism was exploited to promote the integration of poverty-relief efforts from both a financial and industrial perspective. In addition, the PBC took targeted measures against official misconduct in the field of poverty alleviation to improve the precision and efficiency of targeted poverty alleviation. Second, consistent efforts were made to improve rural financial services. The PBC conducted research on a rural revitalization strategy to explore innovative financial products and services for rural areas. Meanwhile, it supported financial institutions to make further progress in the pilot program of collateralized loans with operational rights for contracted farm land and rural housing, while encouraging financial institutions to make innovations in credit businesses, such as the collateralization of agricultural machinery and forestry rights, and the pledging of accounts receivable. Third, financial support was enhanced for the development of small and micro businesses. The PBC, in coordination with the CBIRC, CSRC, NDRC, and MOF, promulgated the Opinion on Further Deepening Financial Services for Small and Micro Businesses (PBC Document [2018] No.162). The Opinion put forward that relevant agencies should further improve financial services for small and micro businesses, implement policies that improve credit access and accuracy, and fulfill the objective of a greater commitment from financial institutions and lower costs for small and micro businesses. Fourth, the policy of guaranteed loans for start-ups was strengthened by broadening the scope of loan extensions, relaxing the application criteria, lowering the requirements for collateral and interest subsidies, and providing support to people having difficulties starting a business or finding a job. Fifth, efforts were made to provide more specialized financial services for the technological and cultural industries. The PBC stepped up support for intellectual property pledged financing and continued to improve the institutional arrangement of the bond market, while also encouraging technological innovation and cultural enterprises to expand their financing channels, especially the use of non-financial corporate debt financing instruments. Sixth, full support was given to improve financial services for weak sectors and vulnerable groups, such as students from impoverished families, migrant workers, and ethnic minority regions. Seventh, the local government debt framework was improved to encourage banking financial institutions to implement policy requirements, provide financing to local governments prudently and in compliance with the regulations, intensify financing reviews for existing projects, and standardize financing support for public-service areas, such as infrastructure construction. Eighth, efforts were made to promote coordinated regional development through financial support for major national strategic areas, such as the coordinated development of Beijing, Tianjin, and Hebei, the Belt and Road Initiative, the development of the Yangtze Economic Belt, the Western China Development Drive, and development of the maritime economy. Ninth, the PBC encouraged financial institutions to improve financial services for the transition, including upgrading and structural adjustments to the manufacturing industry, promoting coordination of financial policy with key areas and industries, and properly tackling the debt issue of overcapacity industries. Tenth, a green financial system was established, featuring firm support for green financing. Eleventh, efforts were made to improve the asset securitization program for development of the asset securitization market.

[bookmark: _Toc524443014]Box 2 Further Improvement of Financial Services for Small and Micro Businesses
Small and micro businesses (SMBs) are an important source for fostering new economic growth drivers and a crucial carrier for mass entrepreneurship and innovation. In recent years, following the policy arrangements of the CPC Central Committee and the State Council, the People’s Bank of China (PBC), the China Banking and Insurance Regulatory Commission (CBIRC), the China Securities Regulatory Commission (CSRC), and the Ministry of Finance (MOF) have formulated many policies and measures to promote the financing of SMBs, and they have made some achievements in easing their financing difficulties and lowering their funding costs. However, the financing problems facing the SMBs are wide-ranging and complicated. In particular, against the current backdrop of deep economic structural adjustments and the rapid replacement of old growth drivers with new ones, the macro industrial chain, including large and medium-sized enterprises with which the SMBs are affiliated, are undergoing the throes of transformation and upgrading. In addition, due to, among others, a rising risk aversion of financial institutions and insufficient incentive mechanisms for commercial banks, financing pressures on SMBs have increased somewhat.

To implement the arrangements made by the CPC Central Committee and the guiding principles of the executive meeting of the State Council on June 20, the PBC, CBIRC, CSRC, NDRC, and MOF jointly released the Opinions on Further Improving Financial Services for Small and Micro Businesses (hereinafter referred to as the Opinions). On June 29, they jointly held a National Teleconference on Further Improving Financial Services for Small and Micro Businesses and made special arrangements. The Opinions propose 23 specific measures to make well-targeted efforts in the short run and to address both the symptoms and the root causes in the long run in terms of monetary policy, regulation and assessment, internal management, fiscal and taxation incentives, and business environment optimization. In terms of the specific measures for concurrently treating the problem, they focus on the financing difficulties and the difficulties of the SMBs, and put an emphasis on improving the availability of financing for SMBs, all of which serve to reach the goal of increasing the issuance of loans, and reducing the costs and improving the services for SMBs.

First, support of monetary policy should be increased to guide financial institutions to focus on issuing loans to the SMBs with a single-account credit line of up to RMB 5 million. In view of the fact that the initial financing amount of more than 80 percent of the SMBs is no more than RMB 5 million, the Opinions focus on issuing loans to SMBs with a single-account credit line of up to RMB 5 million as a major objective, break the strange circle of financial services for disguised SMBs, and guide financial institutions to focus on issuing loans to SMBs with a single-account credit line of up to RMB 5 million. The concrete measures are as follows. First, a quota of central- bank lending to support the SMBs as well as sectors related to the rural areas and central-bank discounts shall be increased by a total of RMB 150 billion, and the interest rate for central-bank lending dedicated to supporting the SMBs shall be cut by 0.5 percentage point. Second, management of the issuance of financial bonds supporting the SMBs will be improved, while banking financial institutions will be encouraged to issue securities backed by SMBs loans. This measure is expected to revitalize credit of more than RMB 100 billion. Third, loans for SMBs with a single-account credit line of up to RMB 5 million will be included in the acceptable collaterals for the Medium-term Lending Facility (MLF) and re-lending. In addition, the macro-prudential assessment system will be improved, with more weight given to SMBs loans to ensure the well-targeted implementation of policies. By stepping up policy support, funding supply will be guided to be increased via proper financing channels, replacing some high-cost funds such as private lending. Thereby, the “price parity led by quantities” will promote a reduction in the overall financing costs for SMBs.

Second, fiscal and taxation policy incentives will be enhanced to encourage financial institutions to support the SMBs. Because the income of financial institutions can hardly cover the high risks of loans issued to SMBs, preferential taxation policies are needed to motivate financial institutions to engage in micro-financing and thereby enhance the sustainability of micro-finance businesses. The Opinions propose that from September 1, 2018 to end-2020, the upper limit of a single-account credit line for a value-added tax exemption of interest income from eligible SMBs and self-employed business loans will be raised from RMB 1 million to RMB 5 million. To effectively reduce and diffuse the credit risks of SMBs, the Opinions put forward strengthening the regulation of financing guarantee firms backed by the national financing guarantee fund. The volume of guarantees for the SMBs shall account for no less than 80 percent of the total, with supporting loans for SMBs with a single-account credit line of up to RMB 5 million and operating loans for self-employed businesses and SMB owners of no less than 50 percent. The requirements for the guarantee rate and the counter-guarantee will be lowered as appropriate. All these measures will serve to encourage financial institutions to provide financing support for the SMBs.

Third, external monitoring and internal reviews of loan costs and loan deliveries will be reinforced to ensure implementation of policies until the “last mile”. Optimization of the assessment and incentive mechanism is the key to implementing effectively the various policies and measures aimed at improving financial services for the SMBs. The Opinions require that efforts should be made to optimize both external monitoring and assessments and internal management and incentives, to encourage financial institutions to serve the SMBs. In terms of external monitoring and assessments, not only should the “quantity” and “price” of loans to SMBs be monitored well and assessed, but emphasis should also be placed on guiding the internal divisions in financial institutions to make concerted efforts to develop inclusive financing. In particular, large and medium-sized commercial banks should take the lead in deepening the establishment of divisions dedicated to inclusive financing, setting up outlets for financial inclusion services at the grassroots levels, and mobilizing banking financial institutions to lower the comprehensive cost of loans to the SMBs. In terms of internal management and incentives, attention should be paid to motivating the business divisions and branches to serve the SMBs. On the one hand, a preferential price for internal fund transfers will be implemented. On the other hand, measures for due diligence and disclaimer practices of lending to the SMBs will be further implemented, and concrete incentive and supporting measures will be taken in terms of providing financial services to the SMBs to motivate the employees. Meanwhile, internal control and compliance management of staff engaged in micro-finance shall be strengthened to strictly prevent moral hazards. 

Fourth, continuous efforts will be made to improve the business environment and effectively reduce the credit risks of the SMBs. SMB financing is a systemic project. Improvements in the financing environment rely on the enhancement of its capabilities, the deepening of the construction of a social credit system, and the continuous improvement in the business environment. The Opinions require that every local government should accelerate the construction of the SMB service platform, providing them with comprehensive services, such as financing, taxation, human resources, and legal services. The SMBs will be guided to focus on their major lines of business to achieve sustainable development. Efforts will be made to accelerate the establishment of a social credit system and to promote a mechanism for joint incentives for trustworthy enterprises and joint sanctions against discredited enterprises. Seriously discredited enterprises or individuals will be included on the blacklist of financial discredit. Private lending will be standardized, and illegal financial activities, such as financial fraud, malicious evasion of repaying debts, and illegal fund-raising, will be severely cracked down upon. The credit information-sharing mechanism for the SMBs will be improved, enhancing the collection, sharing, disclosure, development, and utilization of public credit information. By improving the system, mechanism, and ecological environment for financial services to the SMBs, the risks for SMB financial businesses will be reduced and good external conditions for SMB financing will be created.  

Going forward, the PBC, together with agencies such as the CBIRC, will step up implementation of the policies, further improve the quality and efficiency of financial services provided to SMBs, and ensure that the objectives of expanding inputs and reducing costs of these financial services will be achieved. First, specific implementation measures will be formulated so that the policies will be easier to implement. This will help ensure that every policy and every measure will be well implemented and will achieve the desirable effects. Second, financial institutions will be encouraged to establish branches and outlets at the grassroots levels, to focus on weak groups such as SMBs with a single-account credit line of up to RMB 5 million, to make innovations in financial products and services, and to modify the credit-approval procedures and the credit-rating model, which can indeed expand credit injections and coverage for the SMBs. Third, assessments of the effect of policy implementation will be enhanced. A positive incentive and linkage mechanism will be established to support policies in a targeted manner and in issuing loans to the SMBs, which will help enhance the initiative and enthusiasm of serving the SMBs. Fourth, efforts will made to effectively prevent risks, improve the system, mechanism, and ecological environment for the financial services of the SMBs, investigate and deal with violations of the laws and regulations, such as collusion between the SMBs and financial institutions in engaging in falsification, mortgage fraud, and subsidy fraud, and to make sure that policies will indeed benefit all SMBs.

[bookmark: _Toc524442921]VII．Deepening the market-based interest-rate reform
Deepening the market-based interest-rate reform. The PBC has been constantly improving the self-disciplinary mechanism for the pricing of market interest rates and expanding the mechanism to incorporate more members. Currently, members of the self-disciplinary mechanism have risen to 2,051, including 15 core members, 1,182 basic members. and 854 observers. Meanwhile, the PBC has fully leveraged the mechanism to maintain orderly market competition and to guide financial institutions to provide appropriate pricing independently. The PBC has promoted the standardized development of interbank certificates of deposits, guided financial institutions to provide appropriate pricing independently, improved the market-based interest-rate formulation, adjustment, and transmission mechanism, and facilitated the convergence of the policy rate and the market interest rate.

[bookmark: _Toc14092][bookmark: _Toc524442922][bookmark: _Toc426729154][bookmark: _Toc441161780]VIII. Improving the market-based RMB exchange-rate regime
Since the beginning of 2018, cross-border capital flows and demand and supply on the foreign-exchange market remained basically balanced. Expectations about the RMB exchange-rate were stable. The RMB exchange rate experienced appreciations and depreciations driven by market forces, with the flexibility of two-way fluctuations enhanced and the exchange rate stabilized at an appropriate and equilibrium level. In H1, the highest and lowest central parities of the RMB against the USD were RMB 6.2764 and RMB 6.6166 per USD, respectively. During the 119 trading days, the RMB appreciated on 59 days and depreciated on 60 days. The biggest intra-day appreciation and depreciation were 0.60 percent (377 bps) and 0.59 percent (391 bps), respectively. Meanwhile, movement of the RMB against the euro, the Japanese yen, and other major currencies diverged. At end-June, the central parities of the RMB against the euro and the Japanese yen stood at RMB 7.6515 per euro and RMB 5.9914 per 100 yen, representing an appreciation of 1.97 percent and a depreciation of 3.39 percent from the end of 2017, respectively. During the period between 2005, when the RMB exchange-rate regime reform was unveiled, and end-June 2018, the RMB appreciated by a cumulative 30.88 percent against the euro and 21.94 percent against the yen.

[bookmark: _Toc524443015]Box 3 Observations on the Recent RMB Exchange Rate Movements
Since 2017, domestic cross-border capital flows and the supply and demand of foreign exchange have generally been balanced. The RMB exchange rate witnessed appreciations and depreciations driven by market factors, with enhanced flexibility and market expectations basically stable. The central parity of the RMB against the USD appreciated by 6.2 percent in 2017. It then appreciated by 3.9 percent in 2018 Q1, and depreciated by 5.0 percent in Q2 2018, recording a 1.2 percent decline in H1 2018. The CFETS index, which measures the effective RMB exchange rate against a basket of currencies, appreciated by 0.02 percent in 2017. It then appreciated by 2.0 percent in Q1 2018, and depreciated by 1.1 percent in Q2 2018, recording a 0.9 percent gain in H1 2018. The flexible exchange-rate regime has served as an automatic stabilizer for the floating exchange rate. Currently, market expectations are stable and divergent, and cross-border capital flows and the supply and demand of foreign exchange are generally balanced. In fact, against the backdrop of the stronger USD, most non-US currencies witnessed a depreciation against the USD. In H1, the AUD, KRW, RUB, INR, BRL, ZAR declined by 5.2 percent, 3.9 percent, 8.2 percent, 6.7 percent, 14.7 percent, and 9.8 percent against the USD, respectively.  
The RMB exchange rate is generally determined by market supply and demand. The PBC will not treat the RMB exchange rate as a tool to tackle external disruptions, such as trade frictions. China implements a managed floating exchange-rate regime based on market supply and demand, and makes adjustments with reference to a basket of currencies. With continuous progress in the market-based exchange-rate regime, exchange-rate flexibility has been increasingly enhanced. The exchange-rate appreciation from 2017 to Q1 2018 and the depreciation in Q2 2018 were driven by market factors, and the PBC has basically withdrawn from regular market interventions. This is demonstrated by the figure for the official foreign-exchange reserves and the RMB equivalent of foreign exchange. China will firmly advance the market-based exchange-rate reform and fully leverage the decisive role of the market in exchange-rate formulations. China will not pursue competitive depreciation and will not treat the RMB exchange rate as a tool to address external disruptions such as trade frictions. 
While maintaining exchange-rate flexibility, we should stick to a bottom-line mentality and conduct counter-cyclical adjustments to the supply and demand of foreign exchange through macro-prudential policies when necessary to ensure the stability of the foreign-exchange market. Currently, domestic micro entities have not embraced neutral principle of finance. This may result in pro-cyclical behavior and a herding effect in the foreign-exchange market, intensifying market fluctuations. For such potential pro-cyclical fluctuations, counter-cyclical adjustments should be utilized when necessary. At some points since Q2, a sign of pro-cyclical fluctuations has emerged in the foreign-exchange market. To stabilize market expectations and maintain the stability of the exchange rate at an equilibrium level, the PBC took swift measures. On June 19, Governor Yi Gang of the PBC joined an interview with Shanghai Securities News on the issue of financial market turbulence. On July 3, Governor Yi Gang of the PBC and Administrator Pan Gongsheng of the SAFE issued comments on the RMB exchange rate. On August 6, the PBC increased the risk reserve for foreign-exchange forward sales from 0 to 20 percent. Such timely and straightforward measures have effectively stabilized market expectations.
The current economic fundamentals in China underpin the relative stability of the RMB exchange rate at an appropriate and equilibrium level. In recent years, the supply-side reform, the streamlining of administration, and the delegation of power and the market mechanism have taken effect. The economic restructuring has made positive progress, the shift in growth drivers has accelerated, and the international balance of payments has become generally balanced. This has provided a solid foundation for the RMB exchange rate. In the next stage, the PBC will, in accordance with the guidance from the CPC Central Committee and the State Council, continue to deepen the market-based foreign-exchange reform, maintain RMB exchange-rate flexibility, use the price lever to adjust market supply and demand, and facilitate the automatic balancing of the foreign-exchange market. Meanwhile, regarding the potential pro-cyclical fluctuations in the foreign-exchange market, the PBC will continue to utilize existing measures and sufficient policy tools, take effective measures to conduct counter-cyclical adjustments based on new developments, and keep the RMB exchange rate at an equilibrium level.

In H1, direct RMB trading was buoyant in the interbank foreign-exchange market, with a clear increase in liquidity, which lowered the conversion costs for market participants and facilitated bilateral trade and investments.


[bookmark: _Toc524442946]Table 8 Trading Volume of the RMB Against Other Currencies in the Interbank Foreign-Exchange Spot Market, H1 2018
Unit：RMB 100 million
	Currency
	USD
	EUR
	JPY
	HKD
	GBP
	AUD
	NZD
	SGD
	CHF
	CAD
	MYR
	RUB
	ZAR

	Trading volume
	200583.48
	3539.22
	1169.87
	888.91
	157.18
	344.03
	69.95
	37.02
	48.24
	221.47
	17.73
	45.98
	1.26

	Currency
	KRW
	AED
	SAR
	HUF
	PLN
	DKK
	SEK
	NOK
	TRY
	MXN
	THB
	MNT
	

	Trading volume
	104.97
	1.74
	0.30
	0.14
	0.19
	5.81
	25.93
	2.34
	0.23
	0
	16.78
	0.08
	


Source: China Foreign Exchange Trade System. 

At end-June, under the bilateral currency-swap agreements between the PBC and the foreign monetary authorities, the latter utilized a total of RMB 32.066 billion and the former used the equivalent of USD 927 million of foreign currency. These operations played a positive role in promoting bilateral trade and investment. 

[bookmark: _Toc26309][bookmark: _Toc524442923]IX. Deepening reform of financial institutions 
The reform plan for development and policy financial institutions has been fully implemented. The PBC, together with members of the reform working group, systematically advanced the reform through measures such as establishing and improving the role of the board of directors and the governance structure and clarifying the business scope of the relevant banks. In particular, new boards of directors for the CDB and for the China EximBank were established and they have operated effectively. 

[bookmark: _Toc4906]The deposit insurance scheme was improved. Since implementation of the Regulations on Deposit Insurance, relevant work has proceeded smoothly. Deposits in financial institutions have grown steadily, while the structure of deposits in large, medium-sized, and small banks has remained stable. The insurance limit of RMB 500,000 covers 99.6 percent of all depositors and has remained stable. The PBC has continued to implement a risk-based differentiated premium-rate arrangement and has explored ways to improve risk insurance assessments and the premium-rate mechanism so that the differentiated premium-rate arrangement will provide positive incentives and will limit risks. Additionally, the PBC made efforts to monitor and identify risks by strengthening risk monitoring and reviewing all types of insured institutions, thereby providing risk warnings and carrying out early corrections. The PBC also actively communicated and coordinated with local governments and supervisory bodies to promote risk resolution in accordance with the rules and regulations. Finally, the PBC enhanced public training about deposit insurance and continued regular premium collections and fund management.

[bookmark: _Toc524442924]X. Deepening reform of the foreign exchange administration
Improvements were made in foreign-exchange management to better serve the real economy. First, efforts were made to better exercise law-based governance and to deepen reforms to streamline administration, delegate powers, and improve regulations and services. The PBC has consistently taken steps to streamline administration and modify or abolish outdated regulations. Second, coordination with relevant agencies is needed to deepen the development of the domestic derivatives market, such as the commodity futures derivatives market, and to clarify the rules for foreign-exchange management of physical deliveries of iron ore futures.

Reforms in key areas deepened. First, the pilot programs for Qualified Domestic Limited Partners (QDLP) and Qualified Domestic Investment Enterprises (QDIE) have resumed in Shanghai and Shenzhen, with the quota increased to USD 5 billion. Second, the PBC has relaxed management of outbound remittances of QFII and RQFII quotas, removed the lock-up period, and allowed investors to hedge against exchange-rate risks so as to expand the opening-up of the capital market in an orderly fashion. Third, reforms to the Qualified Domestic Institutional Investor (QDII) scheme advanced steadily to better meet the demands of domestic investors to allocate their assets globally.

Further enhancing foreign-exchange market regulation. First, stepping up efforts to penalize activities in violation of the foreign-exchange regulations, such as outbound foreign-exchange remittances by evading the foreign-exchange regulations, currency speculation targeting the spread between onshore and offshore RMB, illegal foreign-exchange transactions, and fraudulent transactions. Second, various agencies worked in concert to crack down on underground banks and related transaction counterparties. Third, strictly clamping down on illegal online platforms engaging in foreign-currency speculation, to improve the foreign-exchange market environment.

[bookmark: _Toc524442925]Part 3 Financial Market Analysis
In the first half of 2018, the financial market generally operated smoothly. Money-market interest rates declined and transactions were active, with lending on the interbank market growing rapidly and interbank CDs and CD businesses experiencing orderly development. Bond yields and coupon rates declined, and the growth rate of the volume of bond issuances accelerated year on year. The stock market indices fell, whereas the volume of trading on the stock market increased slightly. The growth of assets in the insurance industry slowed down.  
[bookmark: _Toc524442926][bookmark: _Toc426729155][bookmark: _Toc458009415][bookmark: _Toc464655073][bookmark: _Toc472329787][bookmark: _Toc472330077][bookmark: _Toc464655691][bookmark: _Toc476916148]I. Financial market analysis
1. Money-market interest rates declined, and market transactions were active.
Liquidity in the banking system was at a reasonable and adequate level, and money-market interest rates moved down. In June, the weighted average interest rate of interbank lending and pledged repos posted 2.73 percent and 2.89 percent, respectively, down 18 basis points and 22 basis points from December 2017. The weighted average interest rate of repos between deposit-taking institutions with rate securities as pledges posted 2.61 percent, down 13 basis points from December 2017, and lower than that of pledged repos by 28 basis points. The Shibor rates declined. At end-June, the overnight and 7-day Shibor posted 2.63 percent and 2.86 percent respectively, down 21 basis points and 9 basis points respectively from end-2017. The 3-month and 1-year Shibor posted 4.16 percent and 4.33 percent respectively, down 75 basis points and 43 basis points from end-2017.

Growth in the volume of repo transactions on the interbank market slowed down, while lending on the interbank market grew rapidly, with Chinese-funded large and medium-sized banks as major net lenders. In the first half (H1) of 2018, the cumulative volume of bond repos reached RMB 327.9 trillion on the interbank market, representing a daily average of RMB 2.7 trillion, an increase of 18.9 percent year on year and a deceleration of 11.9 percentage points from Q1 of 2018. The cumulative volume of interbank lending reached RMB 60.6 trillion, with a daily average of RMB 492.5 billion and an increase of 56.1 percent year on year, accelerating 8.8 percentage points from Q1 of 2018. In terms of the maturity structure, overnight repos and overnight lending accounted for 78.3 percent and 88.8 percent respectively of the turnover in bond repos and interbank lending. The volume of bond repos on the exchange markets decreased 7.5 percent year on year to RMB 117.5 trillion. In terms of financing among financial institutions, the flow of funds displayed the following characteristics. First, Chinese-funded large and medium-sized banks were net lenders. During H1 of 2018, net lending by Chinese-funded large banks totaled RMB 136.8 trillion through repos and interbank lending, up 26.3 percent year on year. Second, insurance institutions quickened the pace of their fund-raising. Insurance institutions, which previously were net lenders, became net borrowers in the third quarter of 2017. Since then, their net borrowing has increased quarter by quarter and it amounted to RMB 2.2 trillion in the first half of 2018. During the second quarter of 2018, their net borrowing totaled RMB 1.3 trillion, an increase of RMB 350.5 billion. Third, the net borrowing of other financial institutions, vehicles, and securities companies increased rapidly. In particular, net borrowing by other financial institutions and vehicles totaled RMB 61.1 trillion, up 58.9 percent year on year. Net borrowing by securities institutions posted RMB 37.1 trillion, up 51.5 percent year on year.

[bookmark: _Toc524442947]Table 9 Fund Flows among Financial Institutions, H1 2018
	
Unit: RMB 100 million 

	　
	Repos
	Interbank lending

	
	H1 2018
	H1 2017
	H1 2018
	H1 2017

	Chinese-funded large banks①
	–748,503
	–677,604
	–125,183
	–78,314

	Chinese-funded medium-sized banks②
	–423,305
	–270,848
	–71,236
	–56,808

	Chinese-funded small-sized banks③
	244,765
	380,813
	81,901
	60,360

	Securities institutions④
	287,958
	190,655
	83,441
	54,562

	Insurance institutions⑤
	22,111
	-23,178
	314
	18

	Foreign-funded banks
	35,379
	31,198
	1,195
	4,444

	Other financial institutions and vehicles⑥
	581,596
	368,963
	29,568
	15,739


Notes：① Chinese-funded large banks include the Industrial and Commercial Bank of China, the Agricultural Bank of China, the Bank of China, the China Construction Bank, the China Development Bank, the Bank of Communications, and the Postal Savings Bank of China. 
② Chinese-funded medium-sized banks refer to policy banks, the China Merchants Bank, and other eight joint-equity commercial banks, the Bank of Beijing, the Bank of Shanghai, and the Bank of Jiangsu.
③ Chinese-funded small-sized banks refer to Hengfeng Bank, China Zheshang Bank, China Bohai Bank, other city commercial banks, rural commercial banks, rural cooperative banks, and village and township banks. 
④Securities institutions include securities firms and fund-management and futures companies. 
⑤Insurance institutions include insurance firms and corporate annuities. 
⑥Other financial institutions and vehicles include urban credit cooperatives, rural credit cooperatives, finance companies, trust and investment companies, financial leasing companies, asset-management companies, social-security funds, mutual funds, wealth management products, trust plans, and other investment vehicles. Some of these financial institutions and vehicles do not participate in the interbank lending market. 
⑦A negative sign indicates net lending and a positive sign indicates net borrowing. 
Source: China Foreign Exchange Trade System. 
	
The interbank CD and CD businesses witnessed orderly development, and the issuance rate of interbank CDs declined. In H1, a total of 12,845 interbank CDs were issued on the interbank market, raising RMB 10.89 trillion. Trading volume on the secondary market totaled RMB 67.0 trillion. In June 2018, the average weighted interest rate for the issuance of 3-month interbank CDs was 4.46 percent, 28 basis points lower than that of the 3-month Shibor. The issuance and trading were all priced based on the Shibor. At end-June, a total of 16,341 CDs was issued by financial institutions, raising RMB 4.12 trillion, an increase of RMB 999.0 billion year on year. The orderly development of the CD businesses has helped further expand the scope of market-priced liability products, building the pricing capability of financial institutions and improving the market-based interest-rate mechanism and the transmission mechanism.

Interest-rate swap trading saw rapid growth. In H1, 92,040 deals were reached on the RMB interest-rate swap market, an increase of 50.4 percent year on year, with the volume of the notional principal totaling RMB 11.18 trillion, an increase of 102.0 percent year on year. In terms of the maturity structure, contracts with maturities of up to one year traded most briskly and the volume of their aggregate notional principal posted RMB 8.72 trillion, accounting for 77.9 percent of the total. In terms of the reference rates, the 7-day fixing repo rate and the Shibor were the two major floating reference rates for RMB interest-rate swap transactions. The notional principal of the interest-rate swaps with the two reference rates as benchmarks accounted for 83.7 percent and 15.0 percent of the total respectively.
[bookmark: _Toc477878114][bookmark: _Toc524442948]Table 10 Transactions of Interest-Rate Swaps, H1 2018
	
	Transactions (lots)
	Amount of the notional principal (RMB 100 million)

	H1 2018
	92,040
	111,829.78

	H1 2017
	61,192
	55,343.83


Source: China Foreign Exchange Trade System. 

2. Bond yields and issuance rates declined, and growth in the issuance volume accelerated year on year
Government bond yields declined notably and their yield curve steepened. In H1, government bond yields generally declined, with short-term bond yields declining more notably than long-term bond yields. At end-June, the yield of 1-year, 5-year, and 10-year government bonds posted 3.16 percent, 3.35 percent, and 3.48 percent respectively, down 63 basis points, 49 basis points, and 41 basis points respectively from the end of 2017. The spread between 1-year and 10-year government bonds was 32 basis points, an increase of 23 basis points from end-2017. The bond indices edged up. The China Bond Composite Index (net price) was up from 97.97 points at the end of 2017 to 99.78 points at end-June 2018, an increase of 1.85 percent. The China Bond Composite Index (full price) rose from 113.37 points at the end of the previous year to 115.82 points at end-March, registering an increase of 2.16 percent. The Shanghai Securities Exchange T-Bond Index increased from 160.85 points at end-2017 to 165.44 points at end-June 2018, an increase of 2.86 percent.

[bookmark: _Toc524442955]Figure 4 Yield Curve of Government Securities on the Interbank Market

Source: China Central Depository & Clearing Co., Ltd.

[bookmark: _Toc458009417][bookmark: _Toc498108835]In general, bond coupon rates generally declined. In June, the 10-year bond issuance rate was 3.69 percent, an increase of 13 basis points from those of the same maturity issued in December 2017. The rate of 7-year financial bonds issued by the China Development Bank was 4.15 percent, a decline of 79 basis points from those of the same maturity issued in December 2017. The average rate of 1-year short-term financing bills (rated A-1) issued by AAA-rated enterprises was 5.16 percent, 35 basis points lower than those of the same maturity issued in December 2017. The average coupon rate of 5-year medium-term notes was 6.33 percent, an increase of 10 basis points from December 2017. 

The Shibor continued to serve as an important benchmark rate for bond pricing. In H1, a total of 20 floating-rate bonds and interbank certificates of deposit were issued based on the Shibor, with a gross issuance volume of RMB 6.37 billion. A total of 105 fixed-rate enterprise bonds was issued, with a gross issuance volume of RMB 89.62 billion, all based on the Shibor. A total of RMB 161.6 billion of fixed-rate short-term financing bills was issued based on the Shibor, accounting for 82.0 percent of all fixed-rate short-term financing bills.

Spot bond trading on the interbank market was brisk. In H1, the cumulative volume of spot bond trading posted RMB 56.9 trillion, representing a daily average of RMB 462.3 billion or an increase of 27.6 percent year on year. In terms of the trading entities, Chinese-funded small- and medium-sized banks and securities institutions were net bond sellers, with net sales totaling RMB 4 trillion; other financial institutions and vehicles were net bond buyers, with net purchases totaling RMB 3.7 trillion. With respect to the products, a total of RMB 7.5 trillion of spot government bonds was traded, accounting for 13.3 percent of the total spot transactions on the interbank market. The volume of spot trading of financial bonds and corporate debenture bonds was RMB 41.2 trillion and RMB 8.1 trillion respectively, accounting for 72.4 percent and 14.3 percent respectively. Separately, the volume of spot bond transactions on the stock exchanges totaled RMB 3 trillion, an increase of 15.3 percent year on year.
[bookmark: _Toc521607179]
[bookmark: _Toc477878115]Growth in the volume of bond issuances was higher. In H1, a total of RMB 20.2 trillion of bonds was issued, a year-on-year increase of RMB 2.4 trillion. This was mainly due to the significant increase in the issuance of interbank CDs and debt financing instruments of non-financial enterprises. At end-June, the total volume of outstanding bonds posted RMB 79.1 trillion, an increase of 14.9 percent year on year.
[bookmark: _Toc524442949]Table 11 Bond Issuances, H1 2018
                                             Unit: RMB 100 million
	Type of bond
	Issuances 
	Year-on-year change 

	Government securities
	15,744
	1,463

	Local government bonds
	14,109
	-4,501

	Central-bank bills 
	0 
	0

	Financial bonds①
	137,973
	16,602

	Of which: Financial bonds issued by the China Development Bank and policy financial bonds 
Interbank certificates of deposits
	19,273

108,592
	[bookmark: _Toc524437840][bookmark: _Toc524442927]3,001

13,367

	Corporate debenture bonds②
	34,133
	10,699

	   Of which: Debt-financing instruments of non-financial enterprises 
	26,193
	8,539

	          Enterprise bonds
	2696
	605

	Corporate bonds
	5,045
	1356

	Bonds issued by international institutions
	       386
	153

	Total 
	202,345
	24,416


Notes: ① Including financial bonds issued by the China Development Bank, policy financial bonds, bonds issued by commercial banks (including ordinary bonds, subordinated bonds, and hybrid bonds), bonds issued by securities firms, interbank certificates of deposits, and so forth. 
② Including debt-financing instruments issued by non-financial enterprises, enterprise bonds, corporate bonds, convertible bonds, bonds with detachable warrants, privately-placed SME bonds, and so forth. 
Sources: People’s Bank of China, National Development and Reform Commission, China Securities Regulatory Commission, and China Central Clearing Co., Ltd.

[bookmark: _Toc484424777][bookmark: _Toc484425032][bookmark: _Toc198548793][bookmark: _Toc191457273][bookmark: _Toc197337766][bookmark: _Toc458009418][bookmark: _Toc498108836][bookmark: _Toc426729158]3. The volume of bill acceptances and bill financing stabilized and edged up, while interest rates declined.
The outstanding volume of bill acceptances gradually stabilized. In H1, commercial bills issued by enterprises totaled RMB 7.7 trillion, a decrease of 18.8 percent year on year. At end-June, outstanding commercial bills posted RMB 8.5 trillion, an increase of 3.1 percent year on year. The outstanding volume of bill acceptances at end-June increased RMB 361.2 billion from the beginning of 2018, up RMB 33.4 billion from end-2017. In terms of the issuing industries, outstanding bankers’ acceptances were mainly issued by enterprises in the manufacturing, wholesale, and retail industries, with small- and medium-sized enterprises issuing about two-thirds of the total.

The outstanding volume of bill financing picked up, whereas bill market interest rates showed a declining trend. In H1, financial institutions discounted a total of RMB 13.9 trillion of commercial bills, a decline of 38.1 percent year on year. At end-June, the outstanding balance of bill discounts stood at RMB 4.3 trillion, up 10.0 percent year on year. The balance of outstanding bill financing gradually stabilized and then picked up slightly in Q2. At end-June, the balance increased RMB 385.7 billion from the beginning of 2018, up RMB 441.7 billion from the end of Q1. The share of outstanding bill financing in the total outstanding loans was 3.31 percent, a decrease of 0.08 percentage point year on year. In Q2, liquidity in the banking system was reasonably adequate. As supply and demand in the bill market was balanced, bill interest rates declined amidst fluctuations. 

4. The stock indices declined and the volume of trading increased by a small margin.
The stock indices fell. At end-June, the Shanghai Stock Exchange Composite Index closed at 2,847 points, down 13.9 percent from end-2017. The Shenzhen Stock Exchange Component Index closed at 9,379 points, down 15 percent from end-2017. The Growth Enterprise Board (GEM Board) Index (Chinext Price Index) closed at 1,607 points, down 8.3 percent from end-2017. At end-June, the weighted average P/E ratio of A-shares on the Shanghai Stock Exchange fell from 18.2 times at end-2017 to 14.1 times, and that on the Shenzhen Stock Exchange decreased from 36.5 times at end-2017 to 25.3 times. 

Turnover on the stock markets increased slightly. In H1, the combined turnover of the Shanghai and Shenzhen Stock Exchanges reached RMB 52.5 trillion and the average daily turnover was RMB 440.9 billion, an increase of 0.4 percent year on year. Turnover on the GEM Board totaled RMB 9.1 trillion, an increase of 17.5 percent year on year. At end-June, the combined market capitalization of the Shanghai and Shenzhen Exchanges posted RMB 40.2 trillion, a drop of 3.3 percent year on year. The market capitalization of tradable shares on the GEM Board posted RMB 2.9 trillion, a decrease of 2.5 percent year on year. 

The amount of equity financing declined year on year. In H1, domestic enterprises and financial institutions raised a total of RMB 341.6 billion by way of IPOs, additional offerings, rights issuances, and warrant exercises on the domestic and overseas stock markets, a decrease of 39.3 percent year on year. Among this total, RMB 311.0 billion was raised on the A-share market, down 40.7 percent year on year.

5. Growth of assets in the insurance sector moderated
In H1, total premium income in the insurance sector amounted to RMB 2.2 trillion, a year-on-year decrease of 3.3 percent. Claim and benefit payments totaled RMB 598.8 billion, a year-on-year increase of 3.5 percent. Specifically, total property insurance claim and benefit payments increased 14.6 percent year on year, and total life-insurance claim and benefit payments fell 3.8 percent.

[bookmark: _Toc524442950]Table 12 Use of Insurance Funds, End-June 2018
 Unit: RMB100 million, %
	
	Outstanding balance 
	As a share of total assets 

	
	End-June 2018
	End-June 2017
	End-June 2018
	End-June 2017

	Total assets 
	176,442
	164,304
	100
	100

	Of which: Bank deposits
	21,420
	21,593
	12.1
	13.1

	        Investments 
	135,453
	123,406
	76.8
	75.1


Source: China Banking and Insurance Regulatory Commission. 

Growth of insurance assets moderated further. At end-June, total assets in the insurance industry posted RMB 17.6 trillion, up 7.4 percent year on year and a deceleration of 3.4 percentage points from end-2017. Among this total, outstanding bank deposits decreased 0.8 percent year on year, whereas investment-linked assets increased 9.8 percent year on year.

[bookmark: OLE_LINK14]6. Swap transactions on the foreign-exchange market saw rapid growth. 
Trading on the foreign-exchange market was brisk. In H1, turnover of spot RMB/foreign-exchange transactions totaled USD 3.3 trillion, an increase of 12.1 percent year on year. Turnover of RMB/foreign-exchange swap transactions totaled USD 7.5 trillion, an increase of 35.8 percent year on year. Specifically, overnight RMB/USD swap transactions posted USD 4.4 trillion, accounting for 58.6 percent of the total swap turnovers. Turnovers on the RMB/foreign-exchange forward market totaled USD 38.4 billion, a decrease of 4.9 percent year on year. Turnovers of foreign-currency pair transactions totaled USD 90.8 billion, an increase of 62.7 percent year on year. In particular, the EUR/USD pair registered the largest trading volume, accounting for 43.1 percent of the total.

Participants on the foreign-exchange market increased further. At end-June, there were 667 members on the foreign-exchange spot market, 203 members on the foreign-exchange forward market, 199 members on the foreign-exchange swap market, 167 members on the currency-swap market, and 119 members on the foreign-exchange options market. There were 32 market-makers on the spot market and 27 market-makers on the forward and swap markets.

7. Gold prices fell after experiencing a rise, and the trading volume grew steadily 
Gold prices rallied before declining. In H1, international gold prices peaked at USD 1,366.06 per ounce and hit a trough of USD 1,245.65 per ounce, closing at USD 1,250.45 per ounce at end-June, representing a fall of 3.56 percent from end-2017. The peak and trough prices of gold (AU9999) on the Shanghai Gold Exchange were RMB 280.00 per gram and RMB 264.80 per gram, respectively. At end-June, the AU9999 closed at RMB 267.38 per gram on the Shanghai Gold Exchange, a decrease of 2.06 percent from end-2017.

Trading volume on the Shanghai Gold Exchange generally expanded. In H1, the volume of gold trading on the Shanghai Gold Exchange was 29,700 tons, an increase of 23.48 percent year on year, and the turnover posted RMB 8.07 trillion, an increase of 21.16 percent year on year. The trading volume of silver was 427,900 tons, a fall of 23.26 percent year on year, and the turnover posted RMB 1.57 trillion, a decrease of 30.49 percent year on year. The trading volume of platinum was 20.56 tons, an increase of 3.45 percent year on year, and the turnover posted RMB 4258 million, a decline of 5.89 percent year on year.
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1. Regulation of asset management products was unified
On April 27, 2018, the PBC, the China Banking and Insurance Regulatory Commission (CBIRC), the China Securities Regulatory Commission (CSRC), and the State Administration of Foreign Exchange (SAFE) jointly issued the Guidelines on Standardizing the Asset Management Business of Financial Institutions (hereafter referred to as the Guidelines). From the perspective of the entire asset management industry, the Guidelines unified the regulatory standards based on the categories of the asset management products, banned multi-re-investments for regulatory arbitrage purposes, set the leverage ratio based on clearly-categorized product types, promoted the use of the net asset value for the management of asset management products, regulated asset investments of non-standard claims, and lowered the risks of shadow banking. After its issuance, the PBC made joint efforts with the relevant authorities to launch rules on standard claim assets and relevant detailed rules, promoted orderly implementation of the Guidelines by clamping down on irregularities in the asset management industry and at the same time balancing the intensity and pace of implementation. Earnest efforts were made to place non-standard assets back on the balance sheet and to improve the supporting instructional arrangements, such as enhancing the relevant macro-prudential policies. A mix of monetary-policy instruments was used to maintain liquidity at an adequate and reasonable level so as to provide a facilitating monetary and financial environment for the real economy.

2. [bookmark: _Toc484424782][bookmark: _Toc484425037]Efforts were made to enhance regulation of investments made by non-financial institutions in financial institutions 
In order to better regulate investments made by non-financial institutions to financial institutions, prevent the cross-institution and the cross-business contagion of risks, and promote positive interactions between the real sector and the financial industry, the PBC, CBIRC, and CSRC issued the Guidelines on Tightening Regulation of Non-financial Enterprises’ Investments in Financial Institutions (hereafter cited as the Guidelines). To address the identified problems and fill in the regulatory gap, the Guidelines focus on maintaining market order while vitalizing market energy. Non-financial institutions are required to invest in financial institutions in compliance with the law, specifically, to focus on their major businesses, to be prudent in their operations, to isolate risks, and to refrain from blind expansion and excessive investments in the financial sector. Differentiated regulations are adopted for different types of shareholders of financial institutions: ordinary financial investments will not be heavily regulated; shareholders, especially those with controlling shares, will be strictly regulated; the specific requirements for controlling the shareholders of financial institutions are defined by both positive and negative lists. The sources of the funds used by non-financial institutions to invest in financial institutions will be regulated more strictly to check on the authenticity of the capital and to ensure compliance. The equity structure and corporate governance will be improved, related-party transactions will be regulated, and the risk isolation mechanism will be improved so as  to prevent abuse of control rights and inappropriate interventions in the operation of financial institutions. Penetrating regulations over non-financial institutions and financial institutions will be enhanced to strengthen coordination and information-sharing among regulators. Fully considering their impact on the market, the Guidelines will be soundly implemented by specifying a cut-off time-point to apply the new rules on new investments. 

3. Regulation of short-term financing bills issued by securities firms was improved
The Notice on the Management of Short-term Financing Bills Issued by Securities Firms was issued (PBC Financial Market Document No. 14 [2018]), to further improve the requirements that securities firms must meet before issuing such bills, streamline the required documents for application, clarify the rule on reviewing the ceiling of the outstanding value of short-term financing bills, and emphasize in-the-process and ex post monitoring and management of their issuance.

4. Institutional arrangements for regulation in the securities and futures industry
Regulatory rules on the capital market were further improved. First, the CSRC issued the Administrative Rules on Foreign Investments in Securities Firms, allowing foreign shareholders to have controlling shares in joint-venture securities firms, making clear that the scope of the business of joint-venture securities firms will be gradually opened, and raising further requirements on the qualifications of foreign shareholders. Second, the State Asset Supervision and Administration Commission (SASAC), Ministry of Finance (MoF), and CSRC jointly issued the Regulatory Rules on State-owned Shares in Listed Firms, unifying institutional arrangements and standards concerning the transfer of shares in listed companies by state-owned shareholders, which were previously scattered in various departmental rules and regulatory documents, putting in place a multi-layered regulatory system for state-owned assets, and improving the regulatory rules for the transfer of state-owned shares in listed companies shall be publicly announced and offered. Third, the CSRC and the PBC jointly issued the Guidelines on Internet-based Sales and the Redemption of Money Market Funds, providing strict enforcement of licensed operations of sales of money-market funds on the Internet, prohibiting embezzlement of funds arising from sales and the settlement of money-market funds, and setting a ceiling for T+0 redemptions and cashing out and also banning irregular advance payments.

A pilot for the domestic issuance of stocks and depository receipts by innovative enterprises was launched. In June, the CSRC issued (Interim) Administrative Rules on the Issuance and Transaction of Depository Receipts, and amended the requirements concerning the qualifications for being listed in the Administrative Rules on Initial Public Offering and the Listing of Stocks and Administrative Measures on Initial Public Offerings and the Listing of Stocks on the Growth Enterprise Market. Meanwhile, multiple supporting rules and standards for the pilot were released, putting in place well-defined supervisory arrangements for the pilot program.

5. Basic institutional arrangements of the insurance market were improved
Regulatory rules on deferred personal tax commercial pensions entered into effect. In Q2, the CBIRC issued a series of policy documents concerning deferred personal tax commercial pensions (hereafter tax-deferred pensions), including provisional measures on the administration of the operation and use of funds, guidelines on product development, and conditions for such products. To qualify, insurance companies should meet standards on capital (registered capital and net assets of RMB 1.5 billion or above), solvency (comprehensive solvency adequacy ratio of 150 percent or above, and a core solvency adequacy ratio of 100 percent or above), actuary capacity, investment capacity, and so forth. Three types of products were designed, namely those with defined benefits, promised lowest returns, and floating returns. Efforts will be made to ensure fund safety and profitability of the pension funds in the long term by managing such funds based on the principle of “sound returns, long-term investments, lifetime repayment, and actuarial balance.” As for the investment and operation of such funds, greater emphasis was put on safety, long-term investment capacity, and risk management.

The insurance sector will open wider. First, restrictions on the scope of businesses of foreign-funded insurance brokerage firms will be lifted to converge with those of Chinese-funded firms. Second, overseas investors will be allowed to provide insurance agent and loss adjustment services in China. 

Special inspection campaigns on life insurance products were conducted. The CBIRC issued the Notice on Organizing Special Inspection Campaigns on Life Insurance Products in May. Relevant insurance providers were asked to first check their life insurance products and make corrections on their own. Thereafter, they will be checked by the regulator and they will be punished in cases of misconduct, such as irregular product development, challenging the bottom line of the regulatory authorities, products that are not designed to be insurance products, undermining consumer interests, and development of peculiar products for the purpose of sales promotion.
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[bookmark: _Toc524442930]I. Global economic and financial developments
Since the beginning of 2018, the global economy has continued its recovery, but downside risks have gradually accumulated amid the global trade frictions and the changing financial conditions, as growth is becoming somewhat less synchronized. The pace of recovery diverged in the major advanced economies, with the U.S. growing strongly, while the recovery in the euro area, the UK, and Japan moderating. The emerging market economies generally grew relatively rapidly, but their performance continued to diverge, with some economies still facing economic restructuring and transformation pressures.

1. Economic developments in the major economies
The major advanced economies continued their recovery, but their economic performance diverged. The U.S. saw solid gains in its economic recovery, inflation went up somewhat, and the jobless rate remained at low levels. The annualized quarter-on-quarter GDP growth was 2.2 percent and 4.1 percent in Q1 and Q2 2018. In particular, growth in Q2 was the highest since Q3 2014. In June, the manufacturing Purchasing Managers’ Index (PMI) generated by the Institute for Supply Management was 60.2, above 50 for 22 consecutive months; and the University of Michigan’s Consumer Sentiment Index stayed high at 98.2. Inflation continued to rally, as the Consumer Price Index (CPI) rose 2.8 percent and 2.9 percent, while the core CPI rose 2.2 percent and 2.3 percent year on year in May and June respectively. The labor market continued to be tight as the jobless rate registered 3.8 percent and 4.0 percent in May and June respectively. In particular, the reading in May was the lowest since 2001.    

In the euro area, the economic recovery moderated but the job market remained solid. Year-on-year GDP growth in the euro area was 2.5 percent and 2.1 percent respectively during the first two quarters of this year, slightly slower than the growth in previous quarters. The manufacturing PMI fell further to 54.90 in June. Inflation remained subdued, as the year-on-year growth of the core Harmonized Index of Consumer Prices (HICP) was 0.9 percent in June. The unemployment rate fell to 8.3 percent in May and June, the lowest level since January 2009. In addition, financial market volatility increased as the market was unsettled by swings in efforts to form a government in Italy in May. 

Growth in the UK moderated somewhat. GDP growth posted merely 1.2 percent in Q1 2018, the lowest since Q3 2012, and the year-on-year growth of the monthly CPI moderated in Q2 compared with that in Q1.

The Japanese economy moderated. The annualized quarter-on-quarter GDP growth was –0.6 percent in Q1 2018, the first negative growth since Q4 2015. Inflation remained subdued as employers were reluctant to raise wages and investment sentiment was weak.
[bookmark: _Toc524442951]Table 13 Macroeconomic and Financial Indicators in the Major Advanced Economies
	Country
	Indicator 
	2017Q2
	2017Q3
	2017Q4
	2018Q1
	2018Q2

	
	
	Apr.
	May
	Jun.
	Jul.
	Aug.
	Sept.
	Oct.
	Nov.
	Dec.
	Jan.
	Feb.
	Mar.
	Apr.
	May
	Jun.

	United States
	Real GDP Growth (annualized quarterly rate, %)
	3.0
	2.8
	2.3
	2.2
	4.1

	
	Unemployment Rate (%)
	4.4
	4.3
	4.3
	4.3
	4.4
	4.2
	4.1
	4.1
	4.1
	[bookmark: OLE_LINK10]4.1
	4.1
	4.1
	[bookmark: OLE_LINK11]3.9
	3.8
	4.0

	
	CPI (year-on-year, %)
	2.2
	1.9
	1.6
	1.7
	1.9
	2.2
	2.0
	2.2
	2.1
	2.1
	2.2
	2.4
	2.5
	2.8
	2.9

	
	DJ Industrial Average (end of the period)
	[bookmark: OLE_LINK16]20941
	21009
	21350
	21891
	21948
	22405
	23377
	24272
	24719
	26149
	25029
	24103
	24163
	24416
	24271

	Euro Area
	Real GDP Growth (annualized quarterly rate, %)
	[bookmark: OLE_LINK20]2.5
	2.8
	2.8
	2.5
	2.1

	
	Unemployment Rate (%)
	[bookmark: OLE_LINK21]9.2
	9.2
	9.0
	9.0
	9.0
	8.9
	[bookmark: OLE_LINK23]8.8
	8.7
	8.7
	8.6
	8.6
	8.5
	8.4
	8.3
	8.3

	
	HICP (year-on-year, %)
	[bookmark: OLE_LINK25]1.9 
	1.4
	1.3
	[bookmark: OLE_LINK26]1.3
	1.5
	1.5
	[bookmark: OLE_LINK27]1.4
	1.5
	1.4
	1.3
	1.1
	1.3
	[bookmark: OLE_LINK28]1.3
	1.9
	2.0

	
	EURO STOXX 50 (end of the period)
	3560
	3555
	3442
	3449
	3421
	3595
	3674
	3570
	3504
	3609
	3439
	3362
	3537
	3407
	3396

	Japan
	Real GDP Growth (annualized quarterly rate, %)
	2.1
	2.0
	1.0
	-0.6
	…

	
	Unemployment Rate (%)
	2.8
	3.1
	2.8
	2.8
	2.8
	2.8
	2.8
	2.7
	2.8
	2.4
	2.5
	2.5
	2.5
	2.2
	2.4

	
	CPI (year-on-year, %)
	[bookmark: OLE_LINK29]0.4
	0.4
	0.4
	[bookmark: OLE_LINK30]0.4
	0.7
	0.7
	[bookmark: OLE_LINK31]0.2
	0.6
	1.0
	1.4
	1.5
	1.1
	[bookmark: OLE_LINK32]0.6
	0.7
	0.7

	
	NIKKEI 225 (end of the period)
	19197
	19651
	20033
	[bookmark: OLE_LINK34]19925
	19646
	20356
	[bookmark: OLE_LINK35]22011
	22725
	22765
	23098
	22068
	21454
	22468
	22202
	22305


 
Sources: Statistical Bureaus and Central Banks of the Relevant Economies.

Overall growth in the emerging market economies was relatively rapid, though performance continued to diverge. The Indian economy grew rapidly, posting 7.7 percent in Q1 2018 amid improving sentiment indices in the manufacturing and services sectors. Supported by the rebound in the prices of commodities such as oil, Russia’s economy gradually stabilized, inflation was under control and it was declining as employment improved. In Brazil, the recovery momentum weakened, as the year-on-year GDP growth slipped to 1.2 percent in Q1 and the expansion of manufacturing and the services sectors decelerated since Q2 and the manufacturing PMI dropped below 50 to 49.8 in June. Growth in South Africa remained anemic amid stubbornly high unemployment, with the GDP rate only adding 0.8 percent year on year in Q1 and inflation going up slightly.          

2. Developments in global financial markets
At the beginning of 2018, the USD Index continued its losing streak since the last year, but it rallied sharply in Q2 to appreciate against the currencies of the major economies. Trade frictions and monetary-policy normalization in the major economies, coupled with other factors, triggered large swings in global financial markets. Stock markets, bond markets, and foreign-exchange markets in some emerging market economies slid simultaneously, and stock indexes in the advanced economies also saw some volatility.

The USD Index rallied with a broad currency depreciation against the USD. At end-June, the USD Index closed at 94.51, up 4.91 percent from end-March. The exchange rates of the Japanese yen, the euro, and the British pound were at 110.66 yen per USD, USD 1.1683 per euro, and USD 1.3207 per pound, off 3.83 percent, 5.02 percent, and 5.77 percent respectively from the end of March.  Among the emerging market currencies, the Argentine peso, the Brazilian real, the Turkish lira, the Mexican peso, the Russian ruble, and the Indian rupee depreciated by 30.37 percent, 14.73 percent, 14.06 percent, 8.66 percent, 8.82 percent, and 4.88 percent respectively against the USD compared with end-March.

Global money-market rates generally edged up due to continuous interest-rate hikes by the Fed, and the USD Libor rose slightly. As of end-June, the 1-year USD Libor was 2.7641 percent, an increase of 9 basis points (bps) and 66 bps compared to the end of March and the end of 2017 respectively. The Euribor edged up on the back of expectations of a policy tightening by the European Central Bank (ECB). As of end-June, the 1-year Euribor registered 0.1810 percent, a gain of 0.9 bp and 0.5 bp from end-March and end-2017 respectively.

The yields of government bonds generally diverged in the major advanced economies and generally rose in the emerging market economies. As of end-June, the yield of 10-year U.S. Treasuries closed at 2.851 percent, up 10.7 bps from end-March, whereas the yield of 10-year German, UK, French, and Japanese government bonds closed at 0.308 percent, 1.279 percent, 0.785 percent, and 0.031 percent, down 18.6 bps, 7.2 bps, 6.1 bps, and 0.8 bp respectively from the end of March. Among the emerging market economies, the yields of 10-year Argentine, Turkish, Brazilian, Russian, and Indian government bonds jumped 428.1 bps, 400 bps, 216.5 bps, 65 bps, and 50.5 bps respectively over those at end-March.

Stock markets in the advanced economies gained marginally, whereas those in some emerging market economies faced pressures. Shares rose slightly in the advanced economies on the back of the sustained economic recovery and the improved earnings of  listed companies. As of end-June, the U.S. Dow Jones Industrial Average, the German DAX, the Japanese Nikkei 225, the euro area’s STOXX 50, and the UK FTSE 100 added 0.70 percent, 1.73 percent, 5.41 percent, 1.01 percent, and 8.22 percent respectively over the end of March. Currency depreciations, capital outflows, and trade frictions sent stock indexes down in some emerging market economies. At end-June, the MSCI Emerging Markets Index slumped 8.7 percent from end-March. The Argentine BUSE MERVAL, the Turkish BIST30, the Brazilian BOVESPA, and the Russian RTS tumbled 16.32 percent, 15.68 percent, 14.76 percent, and 7.44 percent respectively.

International commodity prices saw a broad-based gain. Due to the deteriorating situation in Syria, the sanctions resumed by the U.S. against Iran, and the sharper-than-expected decline in the U.S. crude oil inventory, in Q2 the average price of Brent crude oil futures on the Intercontinental Exchange surged 47.6 percent year on year and 11.5 percent quarter on quarter. On the London Metal Exchange, the average spot price of copper jumped 21.4 percent year on year, but retreated 1.3 percent quarter on quarter in Q2, whereas that of aluminum added 18.3 percent year on year and 4.6 percent quarter on quarter.
 
3. Monetary policies in the major economies

The advanced economies were moving in the direction of policy normalization. The U.S. Fed hiked rates in June, the ECB announced that it would exit from the quantitative easing (QE) by the end of 2018, the Bank of England (BOE) raised rates in August, whereas the Bank of Japan (BOJ) kept the rate unchanged. On June 13, the Fed raised the federal funds rate by 25 bps to the 1.75–2.00 percent range, raised the interest rate paid on required and excess reserve balances by 20 bps, and revised up the median projection for the federal funds rate to 2.4 percent and 3.1 percent for the end of this year and the end of next year respectively. The expected rate hikes for 2018 were revised up four times, whereas those for 2019 remained unchanged three times. The Fed continued to unwind, as the decreasing cap for Treasury securities was USD 18 billion in June and it increased to USD 24 billion in July, and that for agency debt and mortgage-backed securities (MBS) was USD 12 billion in June and USD 16 billion in July.

On June 14, the ECB decided to keep the benchmark rates unchanged and to keep the rates on hold until at least the summer of 2019. In addition,, it decided to maintain its monthly asset-purchase program of EUR 30 billion until September, reduce it to EUR 15 billion from October to December, and exit from the QE by the end of 2018. 

On June 15, the BOJ decided to continue the negative interest rate of –0.1 percent to the Policy-Rate Balances in the current accounts held by financial institutions at the BOJ and to keep the 10-year Japanese government bond (JGB) yield at about zero percent. It decided to maintain its JGB purchases at the current annual pace of about JPY 80 trillion, to continue to purchase JPY 6 trillion of exchange-traded funds (ETFs) and JPY 90 billion of Japan real-estate investment trusts (J-REITs) annually, and to maintain the holding of commercial paper and corporate bonds at around JPY 2.2 trillion and JPY 3.2 trillion respectively.       

The BOE decided to keep its benchmark rate on hold at 0.50 percent on May 10 and on June 21 and then hiked the rate by 25 bps to 0.75 percent on August 2. In the meantime, it decided to maintain the current scale of asset purchases. 

The emerging market economies continued to adopt different monetary-policy stances. Given the stabilizing and close-to-target inflation, on June 20 the Central Bank of Brazil decided to keep its policy rate unchanged at 6.5 percent. On June 15 the Central Bank of the Russian Federation kept its key rate on hold at 7.25 percent. In view of the upbeat economic performance and with inflation expected to move closer to the target, on May 24 the Bank of Korea decided to leave its Base Rate unchanged at 1.50 percent. To address exchange-rate volatility, capital outflows, and inflationary pressures, on June 21 the Banco de Mexico raised the overnight interest-rate target by 25 bps to 7.75 percent. Given the rising oil prices and the mounting inflationary pressures caused by depreciation of its currency, on June 6 the Reserve Bank of India raised the repo rate by 25 bps to 6.25 percent. To stem sliding currency and capital outflows, the Central Bank of Turkey hiked rates on June 1 and June 7 by 850 bps and 125 bps to 17.75 percent, and the Central Bank of Argentina increased the policy interest rate on April 27, May 3, and May 4 by 300 bps, 300 bps, and 675 bps to 40 percent. 

4. Global economic outlook and key risks
In its updated July 2018 World Economic Outlook, the International Monetary Fund (IMF) maintained its April forecast for global economic growth, which is 3.9 percent for both 2018 and 2019. In particular, the 2018 growth forecast for the advanced economies was revised downward, while that for the emerging market and developing economies remained unchanged. Looking ahead, the global economy may face the following risks.

First, escalating trade frictions. Recently, protectionism, unilateralism, and de-globalization have escalated, leading to rising trade frictions, impairing in investor confidence, and increasing volatility in global financial markets. As global industrial structures and financial systems have become interconnected due to economic globalization, the escalation of trade frictions will take a toll on a wider range of global industrial chains. This may create greater macroeconomic risks and even global financial market turmoil, dragging down longer-term economic growth. 

Second, a fresh bout of financial volatility in the emerging markets. The strengthening of the USD and the rising risk aversion recently triggered a new round of financial volatility in the emerging markets. Compared to the 2013 and 2015 episodes, this time most emerging market economies have turned out to be more resilient and to have solid economic fundamentals. Nevertheless, as the central banks in the major advanced economies exit their monetary easing, downside risks may persist, weighing down on growth in the emerging markets. 

Third, higher financial market vulnerability. The upbeat recoveries in the major advanced economies and the sufficient global liquidity have pushed up asset prices to historical highs. Currently, monetary-policy normalization is becoming more broad-based in the advanced economies. Once the tightening of global liquidity becomes faster than market expectations, there may be a sharp decline in asset prices and higher financial market volatility. Against this backdrop, the uncertain global economic outlook and the escalation of trade frictions may increase risk aversion, initiating a retreat from investment and a turn to safe assets.  

Fourth, structural challenges in medium and long-term growth. Over the medium and long term, structural problems will persist, such as the aging population and the slower productivity gains. In addition, due to limited policy space the proactive fiscal policy adopted by the major advanced economies may build up the fiscal deficit and increase the issuance of government bonds, which will drive up interest rates and crowd out funds. On the monetary front, policy space is constrained due to the large-scale central-bank balance sheet in the major economies and the low interest rates. 

In addition, geopolitical tensions have occurred in numerous places and risk factors and uncertainties have been growing at a rapid pace, exerting a greater impact on the global economy and financial markets. Meanwhile, risks from new technologies, such as FinTech, should not be neglected as they may pose additional challenges to global financial regulation and supervision. 

[bookmark: _Toc524442931]II. Macroeconomic developments in China
During the first half of 2018, the Chinese economy maintained steady overall growth with positive signs. The structural reforms continued to deepen, supply and demand remained generally balanced, the shift to the new growth momentum accelerated, and the quality and efficiency of the economy steadily improved. Consumption contributed more to economic growth, employment remained stable amid positive signs, and consumption prices rose moderately. Preliminary estimates show that the GDP recorded RMB 41.9 trillion in the first half of the year, up 6.8 percent year on year in comparable terms. The CPI went up 2.0 percent year on year. The trade surplus registered RMB 901.3 billion.


1. Consumption grew steadily and imports and exports expanded rapidly
Household income grew steadily, the growth of online consumption accelerated, and consumption contributed more to economic growth. In the first half of 2018, per capita disposable income registered RMB 14,063, up 8.7 percent year on year, or 6.6 percent in real terms. The per capita disposable income of rural residents grew 8.8 percent to RMB 7,142, outpacing that of urban residents by 0.9 percentage point. According to the Q2 Urban Depositors’ Survey conducted by the People’s Bank of China, 24.7 percent of consumers were inclined to “consume more,” which remained basically unchanged from the previous quarter. During the first half of the year, final consumption expenditures contributed 78.5 percent to GDP growth, up 15.1 percentage points year on year. Total retail sales grew 9.4 percent year on year to RMB 18.0 trillion. Rural retail sales continued to grow faster than urban retail sales, outpacing the latter by 1.3 percentage points. During the period, online retail sales recorded strong expansion of 30.1 percent, reaching RMB 4.1 trillion.

The growth rates of manufacturing investments and private investments rebounded, and economic growth was less dependent on infrastructure investments. In the first half of 2018, fixed-asset investments (excluding those by rural households) reached RMB 29.7 trillion, up 6.0 percent year on year. Recent investment activities exhibited the following patterns.

First, the growth of manufacturing investments rebounded. In the first half of the year, manufacturing investments increased by 6.8 percent year on year and the expansion continued for three consecutive months. Growth was 3.0 percentage points faster than that in the first quarter and 1.3 percentage points faster than that in the same period of the last year. 

Second, the growth of private investments recovered. In the first half of the year, private investments grew 8.4 percent year on year, 1.2 percentage points higher than that in the same period of the last year. The share of total investments registered 62.1 percent, 1.4 percentage points higher than that during the same period of the last year. 

Third, real-estate investments rose steadily, expanding 9.7 percent year on year during the first half of 2018. 

Fourth, the growth of infrastructure investments moderated, expanding 7.3 percent year on year during the first half of 2018, 13.8 percentage points less than that during the same period of the last year. The slowdown was due to factors such as the growth’s reduced reliance on infrastructure investments and regulation of local government financing activities that accompanied the economic restructuring.

Imports and exports continued to grow rapidly, and the share of general trade rose. In the first half of 2018, imports and exports reached RMB 14.1 trillion, up 7.9 percent year on year. Exports expanded 4.9 percent year on year to RMB 7.5 trillion, and imports grew 11.5 percent year on year to RMB 6.6 trillion. The trade surplus narrowed by 26.7 percent year on year and reached RMB 901.3 billion. In terms of the USD, exports and imports grew 16 percent to USD 2.2 trillion. In terms of the trade components, the trade structure improved further. The share of general trade increased and accounted for 59 percent of total exports and imports, up 2.3 percentage points from the same period of the last year. Broken down by categories, machinery and electronics still dominated exports, growing 7 percent year on year and accounting for 58.6 percent of total exports. Broken down by trade partners, China’s exports to and imports from its top three trade partners, namely, the European Union, the United States, and the ASEAN countries, continued to increase, by 5.3 percent, 5.2 percent, and 11 percent respectively year on year. They accounted for 41 percent of China’s exports and imports. During the same period, imports from and exports to the 16 countries in Central and Eastern Europe grew 14.7 percent, 6.8 percentage points more than the total imports and exports.

Foreign direct investments (FDI) continued to flow into high-end industries, while outbound investments continued to improve in terms of the composition of the destination industries. During the first half of 2018, actually utilized FDI remained basically stable, rising 1.1 percent year on year to RMB 446.29 billion. Broken down by industries, actually utilized FDI in the manufacturing industries grew 4.9 percent to RMB 134.83 billion, accounting for 30.2 percent of the total; in the high-tech industries, it grew 1.6 percent year on year, 20.9 percent of the total; in the high-tech manufacturing industries, it grew 25.3 percent year on year to RMB 43.37 billion. During the same period, non-financial outbound direct investments registered USD 57.18 billion, up 18.7 percent year on year. Outbound direct investments to countries covered by the Belt and Road Initiative grew 12 percent year on year to USD 7.4 billion, with steady progress in investment cooperation. The sectoral structure of outbound investments was further optimized. In the first half of 2018, outbound investments mainly focused on leasing/commercial services, manufacturing, mining, and wholesale/retail industries, accounting for 32.6 percent, 15.8 percent, 11.5 percent, and 9.5 percent of the total respectively. There were no new outbound investments in overseas real estate, sports, or entertainment industries.

2. Industrial production was generally stable, and growth of corporate profits accelerated
The tertiary industries continued to expand in terms of their share of value-added. During the first half of 2018, the value-added of the primary, secondary and tertiary industries registered RMB 2.2 trillion, RMB 16.9 trillion, and RMB 22.8 trillion, respectively, up 3.2 percent, 6.1 percent, and 7.6 percent year on year. Their shares in GDP were 5.3 percent, 40.4 percent, and 54.3 percent. The share of tertiary industry further increased by 0.2 percentage point from the same period of the last year, exceeding the share of secondary industry by 13.9 percentage points.

Agricultural production was sound. The crop planting structure was adjusted, and summer grain crops were promising. Supply-side structural reforms in the agricultural industry deepened further, with more farmland allocated to cotton and soybeans. Animal husbandry output was stable. In the first half of the year, the output of pork, beef, mutton, and poultry increased 0.9 percent year on year to 39.95 million tons, with the output of pork increasing by 1.4 percent to 26.14 million tons.

The growth of industrial production was generally stable and corporate profits increased relatively rapidly. In the first half of 2018, the value-added of statistically large industrial firms (SLIFs) increased by 6.7 percent year on year in real terms, down 0.1 percent from the first quarter. The upgrading of the manufacturing industry toward mid- and high-end industries accelerated. During the period, value-added in the high-tech manufacturing and equipment manufacturing industries expanded 11.6 percent and 9.2 percent year on year respectively, which was 4.9 percentage points and 2.5 percentage points higher than that of the SLIFs. New industries and new products were emerging rapidly. In the first half of the year, the value-added of emerging strategic industries grew 8.7 percent year on year, 2.0 percentage points faster than that of the SLIFs. Total profits realized by the SLIFs nationwide registered RMB 3388.21 billion, up 17.2 percent year on year. The profit margin of their main business lines was 6.51 percent, up 0.41 percentage point year on year. According to the Q2 Entrepreneurs’ Survey of 5,000 Industrial Enterprises conducted by the People’s Bank of China, the Corporate Performance Index posted 58.5 percent, down 0.1 percentage point from the previous quarter. The Profit Index reached 59.7 percent, up 3.0 percentage points from the previous quarter and up 3.6 percentage points from the same period of the last year.

3. Consumer prices increased moderately, and the growth of producer prices accelerated
The growth of food prices moderated, and consumer prices increased mildly. In the first half of 2018, the CPI rose 2.0 percent year on year. In the second quarter, the monthly CPI growth rates stood at 1.8 percent, 1.8 percent, and 1.9 percent, averaging 1.8 percent. CPI growth was 0.3 percentage point lower than that in the previous quarter, but 0.4 percentage point higher than in the same period of the last year. Increases in food prices declined, whereas the increase in non-food prices remained basically stable. During the second quarter, food prices went up by 0.4 percent year on year, a deceleration of 1.6 percentage points from the previous quarter. Non-food prices moved up by 2.2 percent year on year, which remained unchanged from the previous quarter. Inflation of consumer goods and services moderated. In the second quarter, prices of consumer goods were up by 1.4 percent year on year, a deceleration of 0.3 percentage point from the previous quarter. Prices of services moved up by 2.5 percent year on year, a deceleration of 0.4 percentage point from the previous quarter.

Growth of producer prices accelerated. The PPI rose 3.9 percent in the first half of 2018. In the second quarter, monthly PPI growth rates stood at 3.4 percent, 4.1 percent, and 4.7 percent, averaging 4.1 percent. The PPI growth was 0.4 percentage point higher than that in the previous quarter. The growth in prices of capital goods rebounded. In the second quarter, the prices of capital goods increased by 5.3 percent year on year, an acceleration of 0.4 percentage point from the previous quarter. The Purchasing Price Index for Industrial Products (PPIIP) went up by 4.4 percent year on year during the first half of the year and by an average of 4.4 percent in the second quarter, unchanged from the previous quarter. The Corporate Goods Price Index (CGPI) rose 3.4 percent year on year, with a relatively rapid recovery in the prices of intermediate products and investment products. In the second quarter, the price of agricultural products declined by 3.0 percentage points year on year, falling 1.7 percentage points further over that in the previous quarter; the price of agricultural capital goods grew 3.1 percentage points year on year, rising 1.7 percentage points from the previous quarter.

The growth of import prices accelerated. During the first half of 2018, import and export prices went up by 2.0 percent and 0.4 percent year on year respectively. Monthly year-on-year growth of import prices from April through June stood at 0.5 percent, 2.0 percent, and 4.4 percent respectively, averaging 2.3 percent and 0.7 percentage point higher than that in the previous quarter; monthly year-on-year growth of export prices registered 0.2 percent, 0.6 percent, and 0.4 percent respectively, averaging 0.4 percent, which remained unchanged from the previous quarter. 

The growth of the GDP deflator moderated. During the first half of 2018, the GDP deflator (as the ratio of GDP at current prices to GDP at constant prices) rose 3.0 percent year on year. Growth in the second quarter registered 2.9 percent, a deceleration of 0.2 percentage point from the previous quarter.

4. Fiscal revenue grew rapidly
Fiscal revenue maintained its rapid growth, as tax revenue grew at an accelerated pace. In the first half of 2018, total fiscal revenue reached RMB 10.4 trillion, up by 10.6 percent year on year and an acceleration of 0.8 percentage point from the same period of the last year. In terms of the revenue structure, tax revenue registered RMB 9.2 trillion, up by 14.4 percent year on year and an acceleration of 3.5 percentage points from the same period of the last year; non-tax revenue declined by 10.8 percent year on year to RMB 1.3 trillion. In particular, the domestic value-added tax, domestic consumption tax, corporate income tax, personal income tax and the imported value-added tax, and the consumption tax were all up, by 16.6 percent, 17.4 percent, 12.8 percent, 20.3 percent, and 10.6 percent year on year, respectively.

Fiscal expenditures were relatively stable. In the first half of 2018, fiscal expenditures registered RMB 11.2 trillion, up by 7.8 percent year on year and a deceleration of 8.0 percentage points from the same period of the last year. The fiscal deficit reached RMB 726.14 billion, down by RMB 191.6 billion year on year. In terms of the expenditure structure, expenditures on science and technology, energy savings and environmental protection, and social security and employment increased rapidly, up by 25.4 percent, 16.3 percent, and 11.3 percent year on year.
 
5. Employment was stable and improving 
The surveyed unemployment rate declined. In the three months of Q2, the surveyed unemployment rate in urban areas was 4.9 percent, 4.8 percent, and 4.8 percent respectively, each down by 0.1 percentage point year on year.
Employment was stable and improving. According to a statistical analysis by the China Human Resources Market Information Monitoring Center of data provided by public employment agencies in 92 cities, in Q2 of 2018 labor demand slightly exceeded labor supply, and the ratio of job vacancies to job seekers was 1.23, which was 0.12 higher year on year and unchanged from the previous quarter. Compared with the same period of the last year, labor demand increased by 183,000, whereas job seekers declined by 215,000. Broken down by industries, the scientific research, technological services, and geological exploration industries, real estate, leasing and commercial services recorded large year-on-year increases in labor demand; labor demand in education, accommodations and catering, manufacturing, and the information transmission, computer services, and the software industries grew steadily. Demand for labor with medium and advanced technical skills or basic and medium professional skills continued to grow. 
6. The balance of payments was generally balanced 
The current account registered a narrow deficit and the non-reserve financial account registered a small surplus. In the first half of 2018, the current account deficit reached USD 28.3 billion. In particular, goods trade registered a surplus of USD 155.9 billion and services trade registered a deficit of USD 147.3 billion. The capital and financial account posted a surplus of USD 66.8 billion. Among this, the capital account registered a deficit of USD 200 million, the non-reserve financial account registered a surplus of USD 117.1 billion, and reserve assets increased by USD 50.1 billion. In Q2 of 2018, the current account registered a surplus of USD 5.8 billion, the capital and financial account registered a deficit of USD 5.8 billion, and the non-reserve financial account registered a surplus of USD 18.2 billion. At end-June, total foreign-exchange reserves stood at USD 3.1121 trillion. 

The external debt continued to grow. As of end-March, the total outstanding external debt in both domestic and foreign currencies registered USD 1.8435 trillion, up by USD 132.9 billion from the end of the previous year. Among this, the outstanding short-term external debt registered USD 1.1872 trillion, accounting for 64 percent of the total external debt.

7. Analysis by sectors
(1) The real-estate sector
In the first half of 2018, growth of total sold floor area continued to moderate, but housing sales increased at an accelerated pace. Both the month-on-month and year-on-year increases in housing prices in 70 large and medium-sized cities widened. The growth of real-estate investments declined, and the growth of real-estate loans remained largely unchanged.

More cities saw housing prices increase at an accelerated pace. In June, the prices of newly-built housing recorded month-on-month growth in 63 out of 70 large and medium-sized cities, 8 cities more than that in March, and the average growth was up by 0.7 percentage point from March; the prices of newly-built residential housing rose year on year in 61 cities, 1 city more compared with March, and the average growth was 0.3 percentage point higher than that in March. The price of second-hand residential housing increased month on month in 66 cities, 7 cities more than in March; the price of second-hand residential housing increased year on year in 63 cities, which was the same as that in March. 

Growth of total sold floor area continued to moderate and growth of housing sales picked up. In the first half of 2018, the total floor area of sold units posted 770 million square meters, up by 3.3 percent year on year, which was 0.3 percentage point lower than that in Q1. Housing sales reached RMB 6.7 trillion, up by 13.2 percent year on year, which was 2.8 percentage points higher than that in Q1. In particular, residential housing accounted for 86.7 percent of the total sold floor area and 84.6 percent of the total housing sales.

Growth of real-estate investments declined steadily. In the first half of 2018, real-estate investments throughout the country registered RMB 5.6 trillion, up by 9.7 percent year on year, which was 0.7 percentage point lower than the growth in Q1. Specifically, investments in residential housing, which accounted for 70.2 percent of real-estate investments, reached RMB 3.9 trillion, up by 13.6 percent year on year and representing an acceleration of 0.3 percentage point from Q1. The floor area of newly-started real-estate projects gained 11.8 percent year on year to reach 960 million square meters, which was 2.1 percentage points higher than that in Q1. The floor area of real-estate projects under construction grew by 2.5 percent year on year to reach 7.1 billion square meters, an acceleration of 1 percentage point from Q1. The floor area of completed real-estate projects declined by 10.6 percent year on year to 370 million square meters, which was 0.5 percentage point higher than the decline in Q1.

Growth of real-estate loans was largely unchanged. At end-June, outstanding real-estate lending by major financial institutions (including foreign financial institutions) stood at RMB 35.8 trillion, up by 20.4 percent year on year and an acceleration of 0.1 percentage point from end-March. Outstanding real-estate loans accounted for 27.7 percent of total lending. Among this, outstanding personal mortgages rose by 18.6 percent year on year to RMB 23.8 trillion, 1.4 percentage points lower than the growth at end-March; outstanding housing-development loans increased by 34.2 percent year on year to RMB 6.7 trillion, an acceleration of 3 percentage points from end-March; outstanding land-development loans registered RMB 1.5 trillion, up by 7.1 percent year on year, 4.9 percentage points higher than that at end-March.

Loans for welfare housing continued to grow rapidly. At end-June, outstanding loans for the development of welfare housing stood at RMB 4.1 trillion, up 37.4 percent year on year, a rapid growth though 0.5 percentage point lower than that at end-March. In the first half of 2018, loans for the development of welfare housing grew by RMB 740.7 billion, accounting for 62.1 percent of the total new real-estate development loans. In addition, the pilot lending program financed by housing provident funds to support the construction of welfare housing proceeded steadily. By end-June, loans for 373 welfare-housing projects in 85 cities had been approved, RMB 87.21 billion had been disbursed based on the progress of the project, and RMB 80.57 billion of the loan principal had been repaid. 
 
(2) Online retail and courier services
Online retail and courier services are not only major areas to promote the integration of the Internet, big data, artificial intelligence, and the real economy but also an essential catalyst to develop a digital economy, to promote supply-side structural reforms, and to build a modern economic system. They play a vital role in fostering innovation and entrepreneurship, supporting rural vitalization, and promoting economic transition and upgrading.

In recent years, online retail transactions have developed rapidly in China. This has generated a huge demand for logistics, transportation, and delivery, thus driving up the rapid growth of courier services. In the first half of 2018, online retail sales in China registered RMB 4.081 trillion, up by 30.1 percent year on year, which was much higher than the growth of total retail sales of consumer goods. The share of online retail sales in total retail sales of consumer goods rose from 10.6 percent in 2014 to 17.4 percent in the first half of 2018. By the end of 2017, users of online shopping in China had reached 533 million, up by 14.3 percent year on year. The employment created both directly and indirectly by e-commerce had reached 42.5 million. In 2017, online retail sales of physical goods contributed 37.9 percent to the growth of total retail sales of consumer goods, with an increasingly strong driving effect. In particular, online retail sales in rural areas grew by 39.1 percent year on year to RMB 1.2 trillion, and online retail sales of agricultural products grew by 53.3 percent to reach RMB 240 billion. This has effectively increased farmers’ incomes and has promoted an upgrading of the agricultural structure. Driven by the rapid growth of online retail, courier service companies registered a business volume of 22.08 billion pieces during the first half of 2018, up by 27.5 percent year on year; and its business revenue reached RMB 274.5 billion, up by 27 percent year on year.

On the demand side, the youthful consumers, the rising disposable household income, and the deepening of urbanization will unleash more consumption potential. On the supply side, the development of digital technology will create richer application scenarios for online retail and will promote the innovation of business models. However, online retail and courier services still face many challenges in their development. 

First, the dividend of online flows is almost saturated. From 2014 to 2017, online retail sales grew by 49.7 percent, 33.3 percent, 26.2 percent, and 32.2 percent respectively year on year; the business volume of courier services grew by 51.9 percent, 48 percent, 51.4 percent, and 28 percent respectively year on year; and the business revenue of courier services grew by 41.9 percent, 35.4 percent, 43.5 percent, and 24.7 percent respectively year on year. All demonstrated a general downward trend amid fluctuations. 

Second, the cost to win customers and the logistical costs for online retail have increased. With the gradual increase in the cost for online retail—the flow cost plus warehousing/logistics—the low gross margin of pure e-commerce platforms has become a bottleneck in increasing profit margins. 

Third, as consumers demand more for services, quality, and experience, the value of outlets and experience in offline retail has become irreplaceable, which has created strong competition to online retail. 

Fourth, online retail companies have higher requirements for warehousing, a customized service capacity from third-party logistics companies and operational efficiencies, with the rising costs squeezing the profit margins of courier services.

At the next stage, efforts should be made to encourage financial institutions to make innovations in providing financial services, to improve trade financing and lending to businesses that use inventories, orders, or receivables as mortgages or pledges, and to explore businesses, such as credit insurance and chattel mortgage guarantees, so as to enhance financial services. New financing models should be actively sought. Measures should be taken to attract the participation of venture capital and M&A funds and to create a diverse regime with multiple financing channels for the development of online retail and courier services. Meanwhile, work should be done to strengthen the construction of the credit system, improve the credit evaluation system for online retail, and build a joint disciplinary system for dishonest behavior to create a fair and competitive environment for the development of online retail and courier services. 

[bookmark: _Toc524442932]Part 5. Monetary-Policy Stance to be Adopted during the Next Stage

[bookmark: _Toc524442933]I. Outlook for the Chinese economy
During the next period, several favorable factors will support the sustained and sound growth of the Chinese economy. The global economic recovery is expected to continue. In July, the IMF forecast average growth, which will be 3.9 percent of the growth rate of the global economy in this year and the next year. The Chinese economy is resilient, with favorable long-term momentum and fundamentals remaining unchanged. The economy has a huge growth potential, with much room for development in new urbanization, services, advanced manufacturing, and consumption upgrading. There is also fairly large room for policy maneuvers. Reform of the economic system has been furthered. Supported by the supply-side reforms and the market mechanism, China has achieved an overall balance of supply and demand in the economy, with favorable employment, an accelerated shift in the economic growth drivers, development of emerging industries, sound transformation and upgrading of traditional industries, higher capacity utilization, and improvements in the economic structure. Meanwhile, leverage in the economy has stabilized, and early achievements have been made in preventing financial risks. The dynamics between the real economy and the financial sector is undergoing some changes. At the stage of high-quality development and economic restructuring, lower financing growth can still support sound economic performance. Supported by numerous factors, the Chinese economy continued its sound development in the first half of 2018, with steady progress in economic restructuring and upgrading, continued shifting from old to new economic driving forces, strengthened economic resilience, better quality, and higher efficiency. The PBC’s Quarterly Survey of Entrepreneurs and Bankers in Q1 of 2018 reveals that the macroeconomic indicator, confidence indicator, and other indicators rose both quarter on quarter and year on year. The Survey of Urban Depositors shows that household employment expectations remain at a high level. 

Nevertheless, it is worth noting that structural and deep-rooted problems that weigh on sustained economic growth still exist. It remains an arduous task to accelerate the establishment of a modern economy and to promote high-quality development. Meanwhile, we should be aware of the economic fluctuations caused by a combination of adverse factors on the demand side in the short term. In terms of the international situation, trade frictions, which create uncertainties about China’s exports, may lead to a diminishing marginal pulling effect of external demand on growth and probably weaken investor sentiment and intensify financial market fluctuations. The increasingly complex global economic and political developments, uncertainties in the normalization of the monetary policies of the major advanced economies, and notable geopolitical risks may bring shocks to financial markets and capital flows. In terms of the domestic situation, there has been stronger compliance in local government financing and the conduct of financial institutions, and the growth of infrastructure investment has slowed down, which may negatively affect the economy in the short term. But in the long run, this will facilitate a shift in the economic growth drivers. The risks of some corporate debts have been exposed. Private investment is sluggish. Endogenous growth forces remain to be strengthened. Structural problems are still acute. It is still challenging to strike a balance among steady growth, structural adjustments, and risk prevention.

[bookmark: _Toc524443016]Box 4 Current Economic Performance and Monetary Policy
China's economy is quite resilient, with its growth rate remaining at between 6.7 percent and 6.9 percent for 12 successive quarters and with employment remaining sound and industrial production remaining stable. Based on such favorable situations, the steady growth is expected to continue. In past years, the growth of investment in the manufacturing sector was consistently above 20 percent, and capacity growth exceeded GDP growth. Due to the obvious excessive capacity, a drop in demand will likely have a large impact on enterprises and the market. Due to progress in the supply-side structural reform, the streamlining of administrative procedures and the delegation of powers, and the growing role of the market mechanism, excess capacity is being addressed and capacity utilization has improved. Overall supply and demand is more balanced and the shift in the growth drivers is making progress. In mid-2016, GDP growth exceeded that of manufacturing investment, and roughly at the same time macroeconomic growth stabilized. As the supply and demand situation improved, the profits of industrial enterprises rallied and enterprise expectations improved. The growth of industrial output remained rapid and the growth of manufacturing investment rebounded. The profits of industrial enterprises increased 21 percent year on year in 2017 and posted 17.2 percent in the first half of 2018. In the first half of 2018, manufacturing investment was up 6.8 percent year on year, an acceleration of 1.3 percentage points year on year; the utilization of industrial capacity reached 76.7 percent, up 0.3 percentage points year on year. Innovation and new business start-ups are booming and the employment situation is stable, creating a favorable situation for continued and stable economic growth. Nevertheless, it is worth noting that given the notable changes in the external environment, trade frictions might weaken the marginal pulling effect of external demand on the Chinese economy. In the long run, strengthening regulation and oversight will help improve the sound operation of economic entities at the micro level and the healthy development of the financial market. Nevertheless, in the short term the strengthening of supervision and regulation might to some extent aggravate the negative impact of the external environment and affect the real economy and financial stability. 
In view of the new developments and changes in the real economy and the financial sector, the PBC continued to implement a sound and neutral monetary policy in accordance with the overall arrangements of the CPC Central Committee and the State Council. The PBC has maintained policy consistency, strengthened efforts in monitoring and making forward-looking assessments of the situation, and taken measures to make preemptive adjustments and fine-tuning. While the macro leverage ratio is being effectively controlled, measures have been adopted as necessary to mitigate external uncertainties and potential credit tightening in some sectors and to beef up support to micro and small enterprises. The sound and neutral monetary policy has produced relatively good results. The reasonably adequate liquidity in the banking system and the relatively rapid growth of credit and its structural improvements have supported economic growth and helped stabilize market expectations. From the perspective of monetary-policy transmission, after liquidity is injected into the banking system its effective use and transmission are determined by the willingness and capacity of the fund suppliers and users. At the same time, against the backdrop of escalating trade frictions and monetary-policy tightening in the major economies, special attention should be paid to coordination between domestic and overseas monetary policies. The PBC and the relevant authorities, after joint studies, have further clarified the provisions for regulating the asset management business of financial institutions, which has effectively helped stabilize market expectations. 

Recently, at its second meeting the State Council Financial Stability and Development Committee, focused on further improving the monetary-policy transmission mechanism and improving the capacity of the financial sector to serve the real sector. Going forward, while efforts will continue to intensify financial regulation, policy coordination will be enhanced to properly manage the pace and intensity of policy measures. Joint efforts will be made to achieve policy synergy to enhance the endogenous drivers of financial institutions to serve the real economy, and small and micro enterprises in particular. Under the precondition that supply-side structural reforms will continue, special attention will be given to supporting the creation of final demand to build a new momentum for the real economy. The proactive fiscal policy will be allowed to play a larger role in boosting domestic demand and structural adjustments. The role of market mechanisms will be tapped to address the problem of zombie enterprises and projects featuring excess capacity, poor efficiency, and no viability, to reduce market distortions and wastes of funds through market exit. Efforts will be made to deepen the reform of the fiscal and taxation system, the financial sector, and state-owned enterprises, to improve central and local fiscal relations, to establish a long-term real-estate adjustment mechanism, to develop direct financing, to expand channels for bank capital replenishments, to step up property-rights protection, to maintain stable market expectations, to improve the positive incentive mechanism, to give full play to the initiatives of staff members in the financial sector, to enhance endogenous growth drivers, and to promote high-quality development.  

Prices are generally stable. The pace of price hikes is determined by the economic fundamentals and the relative changes in supply and demand. Globally, inflation in the major economies remains at a subdued level, despite some moderate increases. Domestically, stable economic growth, large production of agricultural products, and completion of the current round of reforms of medical-service prices in some regions will help keep price levels stable. Nevertheless, prices may go up due to various factors, such as the rebound of commodity prices and some agricultural products, along with a stronger tailing effect for consumer prices in 2018. But, in general, inflationary pressures remain well-anchored. According to the Q2 Urban Depositors’ Survey conducted by the PBC, the Future Price Expectation Index was higher by 1.4 percentage points from the previous quarter. It is necessary to continue to monitor potential uncertainties in the future.

[bookmark: _Toc524442934]II. Monetary policy during the next stage

Going forward, the PBC will act in accordance with the decisions and overall arrangements of the CPC Central Committee and the State Council, follow the guidance of Xi Jinping’s Thought on Socialism with Chinese Characteristics for a New Era, continue to adhere to the guiding principles of seeking progress while maintaining stability and to the new vision for development, meet the requirements for high-quality development, fully grasp the evolution of the principal contradiction in the economy and society, focus on the three tasks of serving the real economy, guarding against financial risks, and deepening the financial reforms, adopt innovative approaches and improve financial macro-management, maintain policy consistency and stability, and make policies more visionary, flexible, and effective. It is important that sound monetary policies remain neutral and moderate to control money supply, not to adopt indiscriminate stimuli, to conduct fine-tunings based on changes in the situation, to  attach importance to expectation management, and to enhance policy coordination, so as to build a favorable monetary and financial environment for supply-side structural reforms and high-quality development. The PBC will improve the two-pillar framework underpinned by the monetary and macro-prudential policies, deepen the market-based interest-rate and exchange-rate regime reforms, and optimize the transmission mechanism for monetary and credit policies. Measures will be taken to promote financial-sector reforms and opening-up and to enhance the capability and incentives of the financial sector to serve the real economy by institutional innovations. It is important to maintain the proper strength and pace of the policies to win the battle against financial risks and to prevent systemic financial risks.

First, the sound and neutral monetary policy will continue, and money supply will be properly managed. The PBC will adopt a variety of monetary-policy instruments in a flexible manner, make a reasonable combination of instruments and maintain a sound pace, enhance preemptive fine-tunings, keep liquidity at a reasonable and sufficient level, maintain total social financing at an appropriate level, and strike a balance among steady growth, structural adjustments, and risk prevention. Measures will be taken to further enhance macro-prudential management, make full use of the MPA in counter-cyclical adjustments, and to take advantage of its guiding role and to guide financial institutions to give more support to micro and small enterprises and to other parts of the real economy.

Second, measures will be adopted to facilitate structural optimization to support economic structural adjustments, transformation, and upgrading. In a bid to provide more efficient financial services to the supply-side structural reforms, continued efforts will be made to optimize the direction and structure of liquidity and to reinforce the role of credit policy in providing guidance. It is important to contain the growth of implicit debts, to properly resolve existing banking debts, to promote differentiated solutions to different categories of existing debts, and to protect the legitimate rights and interests of creditors. Measures will be taken to support the industrial sector to achieve stable growth, structural adjustments, and better performance, to enhance financial support and services for the transformation and upgrading of the manufacturing sector, and to provide financial services for the resolution of excess capacity. Financial support will be enhanced for key national strategies, such as the coordinated development of Beijing, Tianjin, and Hebei, and for the modern services sector, including green finance, logistics, and old-age care. It is important to allow credit asset securitization to play a more active role in making full use of credit assets to improve the quality and performance of economic development and economic transformation and upgrading. Financial services will be provided to support rural development. The PBC will formulate opinions on guiding the financial sector to promote rural development and to encourage banking institutions, following strategies for rural development, to efficiently allocate credit resources, to enhance internal incentives, such as differentiated performance evaluations and due diligence exemptions, and to provide sound financial support for rural development. The PBC will strengthen implementation of policies and measures regarding micro and small-sized enterprises, guide financial institutions to develop detailed measures and objectives based on local circumstances to meet the objectives of expanding the access of micro and small-sized enterprises to financial resources at lower costs. Measures will be taken to deepen the integrated development of the financial sector and technology. It is important to explore a long-term and market-oriented mechanism for the financial sector to support technological innovation and to improve financial services to the critical sectors, of the economy such as technology, culture, and emerging industries with strategic importance.

Third, the market-based interest-rate reform and the RMB exchange-rate regime reform will be furthered to improve the efficiency of financial resource allocations and to improve the financial management system. Financial institutions will be urged to strengthen their internal control systems and to improve their capability for independent and rational pricing and risk management. To deepen the financial market, measures will continue to be adopted to develop market-based benchmark rates, to improve the yield curves of government securities, and to continuously improve the market-based interest-rate pricing mechanism. The PBC will explore the interest-rate corridor mechanism, enhance the capacity of the central bank to make interest-rate adjustments, and to further improve the transmission of central-bank policy rates to the financial market and the real economy. Oversight of the irrational pricing behavior of financial institutions will be strengthened. The important role of the market interest-rate self-disciplinary mechanism will be tapped. Effective approaches will be adopted to regulate interest-rate pricing, while industry self-discipline and risk prevention will be reinforced to maintain order for fair pricing. The market-based RMB exchange-rate regime will be deepened to improve the managed floating exchange-rate regime based on market supply and demand and with reference to a basket of currencies, to allow the market to play a greater role in determining the exchange rate, to enhance two-way flexibility in the RMB exchange rate, and to keep the RMB exchange rate basically stable at an adaptive and equilibrium level. Development of the foreign-exchange market will be accelerated to provide exchange-rate risk management services based on actual needs in accordance with the principle that finance should serve the real economy. The PBC will steadily promote the RMB to be convertible under the capital account, improve the policy framework and infrastructure for the RMB used in cross-border activities, and attach equal importance to development, reform, and risk prevention. The PBC will closely monitor the impact of international developments on capital flows and will improve macro-prudential management of cross-border capital flows.

Fourth, the financial-market system will be improved to enhance its role in stabilizing economic growth, facilitating structural adjustments, promoting reforms, and preventing risks. In accordance with the principle that the financial sector must serve the real economy, measures will be taken to further promote product innovations in the bond market, optimize the issuance and rating systems, improve default risk prevention and resolution, promote the integration of rules for issuance, entrance, and disclosure of corporate credit debts, and strengthen the supervision and management of the duration of green financial bonds. The two-way opening of the bond market will continue to be facilitated by encouraging various overseas institutions to issue bonds on the onshore RMB market and for domestic institutions to place bonds on offshore markets, and to encourage overseas institutions to invest in the onshore bond market. Development of the secondary bond market will be facilitated via better institutional arrangements for trading, clearing, and settlement, and improvements in the market-maker assessment system so as to have a more liquid bond market. Supporting policies for accounting, audits, and taxes will be improved to create a more friendly and convenient investment environment. Actions will be taken to build a coordinated management framework for the financial infrastructure and to further strengthen the market infrastructure to ensure the safe and efficient operation and overall stability of the financial market. A unified law enforcement mechanism for the bond market will be built to crack down on crimes and illegal activities in the market to protect investors’ interests, safeguard order in the bond market, and promote the sound development of the financial market.

Fifth, reform of financial institutions will be deepened, and financial services will be improved by increasing supply and enhancing competition. Reform of large commercial banks and other large financial institutions will be further deepened by improving corporate governance, regulating the relationship among the shareholders’ meeting, the board of directors, the board of supervisors, and management, improving the operation authorization system, establishing an effective system for decision making, execution, and checks and balances, and improving the quality of operations and management and risk-control capacity. Further reforms of the management and operational mechanisms of the Agricultural and Rural Financial Service Division of the Agricultural Bank of China will be promoted, and effective measures will be taken to revitalize the County Service Division to improve its capacity to serve the real economy at the county level. The reform program for development and policy financial institutions will be implemented in a comprehensive manner. The PBC will coordinate the relevant authorities, based on the requirements and division of responsibilities put forward by the reform plan, to rapidly complete the follow-up tasks for improving the governance structure, specifying the scope of businesses, improving the risk compensation mechanisms, and deepening the reforms in order to nurture development and policy financial institutions with Chinese characteristics that provide services for economic development and operate on a sustainable basis.  In accordance with the principle of pre-established national treatment and a negative list and based on the progress in the RMB exchange-rate regime reform and the program to facilitate RMB convertibility under the capital account, measures will be taken to greatly open the financial sector and enhance its competitiveness in the international context. While, at the same time, equal importance will be given to financial risk prevention. Actions will be taken to expand the scope for cooperation between domestic and foreign financial markets, and to build and improve the qualified foreign investor mechanism featuring fairness, transparency, convenience, and controllable risks.

Sixth, measures will be taken to strengthen risk prevention and management in key fields. Thinking about the worst-case scenario and with a view to seeking progress amidst stability, the PBC will grasp the principal contradictions, follow the leadership of the Financial Stability and Development Committee under the State Council, earnestly fulfill its role as the committee’s office, and work together with the relevant government agencies to identify the timeline, roadmap, and priorities, to keep steady the pace and strength, to effectively control the macro leverage ratio and risks in key areas, to address risks stemming from shadow-banking, to earnestly handle risks pertaining to various financial institutions, to clean up and overhaul financial risks across the board, to enhance expectation management and guidance of public opinion so as to prevent the risks of abnormal fluctuations in financial markets and the risks stemming from external shocks. It is our hope that, with efforts during the next three years, there will be a more adaptable financial structure, a stronger capacity for the financial sector to serve the real economy, increasingly law-based financial management, a strengthened financial hard-constraint mechanism, and effectively controlled systemic risks so as to create a favorable financial environment for building a moderately prosperous society in all respects.
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