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SEACEN SEMINAR ON

MONETARY POLICY IN A LIBERALISED FINANCIAL
ENVIRONMENT

15-17 November 2000, Kathmandu, Nepal

Questionnaire for Seminar Participants

Yan-Chin Hoo
The Central Bank of China, Taipei



Day 1. Framework and strategy of monetary policy
in aliberalised financial environment

|. OBJECTIVES OF MONETARY POLICY (SESSION 1)

What are the objectives of monetary policy of your Central Bank//Monetary
Authority?

Answer:

The objectives of monetary policy of the Central Bank of China (CBC) include
to promote financial stability, to guide sound banking operations, to maintain the
stability of the internal and external value of the currency and, within the scope of
the above-mentioned objectives, to foster economic development.

Who sets the objectives of monetary policy?
Answer:

The objectives of monetary policy are clearly described in the Central Bank of
China Act and the CBC is the only monetary policy-making entity.

How independent is the central bank in achieving those objectives?
Answer:

The CBC isthe only institution that formulates and executes monetary policy.

Isthere an implicit or announced inflation target? If yes, describe the target: target
band, which price index, etc.

Answer:

The Council for Economic Planning and Development (CEPD) under the
Executive Y uan sets an upper limit for core inflation, not including fresh fruits &
vegetables, fish & shellfish and energy, each year for policy reference. For the year
of 1999 and 2000, the upper limits set by the CEPD are 1.60% and 1.70%,
respectively.

Briefly describe recent developmentsin inflation.
Answer:

For the year of 1999, the average core inflation was 1.16% being lower than the
target rate set by the CEPD. The core inflation of recent 18 months was below
1.5% for each month. From January to October this year, core inflation averaged
0.57%.
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How important are the objectives of exchange rate stability or balance of
payments equilibrium for monetary policy?

Answer:

The Central Bank of China Act indicates that to maintain the stability of the
external value of the currency is one of the objectives of monetary policy. Owing
to the high ratio of trade, including imports and exports of goods and services, to
GDP for Taiwan, the CBC isresponsible for maintaining a suitable NT dollar
exchange rate in order to stabilize the financial market and to help foster economic
devel opment.

Please outline recent trends in the current and capital accounts and the exchange
rate and how this may have affected monetary policy?

Answer:

During the period between the end of the first quarter of 1999 and the first
guarter of 2000, the current account surplus and capital & financial account
inflows (See Table 1) brought about the appreciation pressure on the New Taiwan
(NT) dollar. To avoid unnecessary fluctuations of NT dollar exchange rate, the
CBC intervened in the FX market to buy US dollar, which resulted in the abundant
funds in the money market. In the meantime, to avoid the market from being
flooded with funds, the CBC sterilized it by issuing negotiable certificates of

Table 1 Balance of Payments

. Exchange
Current I(i?rﬁ):nillj Rate
Y ear/Quarter | Account (US$ (NTHUSS)
Million) Account | o of
(US$ Million) )
period)
1999/ 2,711 1,403 33.143
2,118 2,376 32.304
1,471 2,034 31.787
2,084 3,234 31.395
2000/ 1,119 7,370 30.490
1,428 -1,400 30.794

deposit and through the absorption of postal savings redeposits. On the contrary
during October 2000, owing to the stronger US dollar in the international market
and outflow of international portfolio capital, which brought about the depreciation
pressure on the NT dollar, the CBC sold foreign exchange to stabilize the exchange
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rate. At the sametime, in order to stabilize the interest rate in the money market, the
CBC with the maturity of its certificates of deposit injected funds into the market to
make up for the funds gap resulting from its sale of foreign exchange. Since the
beginning of the year of 1999, the inter-bank call-loan rate has remained stable at
around 4.7 percent.

I1. THE TRANSMISSION MECHANISM OF MONETARY POLICY (SESSION 2)

1. The Exchange Rate Channel
How open is the economy? The ratio of trade to GDP?

Answer:

Taiwan is highly dependent on foreign trade. The ratio of trade to GDP
exceeded 80 percent in 1999, of which imports and exports of goods and
services accounted for 38 percent and 42 percent, respectively.

What isthe overall impact of changesin the real exchange rate on domestic
demand?

Answer:

The New Taiwan (NT) dollar appreciated against the US dollar by 8.00
percent from the end of March 1999 to the end of March 2000. From April to
September thisyear it wasrelatively stable. However, it depreciated 3.32
percent against the US dollar during the month of October 2000.

Asto the overall impact of changesin the real exchange rate on domestic
demand, total imports increased by 34.2 percent for the first seven months of
2000 as compared with the corresponding period in 1999 when measured in
US dollar terms (an increase of 26.6 percent if measured in NT dollar terms).
Owing to the robust investment in the private sector, imports of capital
egui pment have continued to grow at a steady pace. Imports of agricultural
and industrial raw materials have aso increased partly due to therise in raw
material prices. However, the annual rate of increase in the case of consumer
goods has been lower since the fourth quarter of 1999.

How fast do changes in the exchange rate feed through in domestic prices?
Answer:

Changes in the exchange rate have a direct and instant influence on
import prices and also on wholesale prices which include import prices.
Because consumer prices consist largely of non-traded goods, the influence of
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the exchange rate on consumer pricesis not significant. In general, its effect
on consumer prices has atime lag of about three to eight months.

2. The Interest Rate Channel

Arethere any controls or guide on interest rates? If yes, please elaborate on
them.

Answer:

There are no direct controls on interest rates since the revised Banking
Act became effective on July 19, 1989. At present, each bank is able to
determine its own deposit and loan interest rates in accordance with its
funding conditions and operational objectives. However, in order to fulfill its
economic and financial objectives and to guide the interest rates, the CBC
may influence interbank call-loan rates through liquidity management. There
are some instruments for the Central Bank to carry out liquidity management,
including the engagement of open market operations, the adjustment of
required reserve ratios, rediscount rate and temporary accommaodation rates,
and the adjustment of financial institution redeposits with the Central Bank. In
addition, the interbank call-loan rates are regarded as signals of monetary
policy stance.

What are the key interest rates for consumption and investment decision?
How quickly do these interest rates adjust to changes in the policy rate?

Answer:

The key interest rates for consumption decisions are deposit rates and
loan rates, while the key interest rates for investment decisions include loan
rates and financial market interest rates, such asinterest rates on commercial
paper or corporate bonds. The CBC' s rediscount rate and accommodation rate
with collateral are regarded as the policy rates. When the CBC changes the
policy rates, market interest rates will adjust to some extent.

3. Other Transmission Channels (if any)
Answer:

The CBC currently declares the target of monetary aggregate M2 as its
intermediate target. Monetary policy isimplemented mainly through the
guantity channel.



I1l. OPERATING PROCEDURES AND INSTRUMENTS (SESSION 3)
Briefly describe the functioning of the interbank market.

Answer:

The interbank market was set up in order to make it easier for financia
Institutions to adjust their reserve positions. In the interbank market, banks borrow
and lend funds from and to each other. The member institutions in the interbank
market include banks, investment and trust companies, bills finance companies,
qualified credit cooperative associations and the Postal Savings System. The
overnight call-loan rate has functioned as a mgjor indicator of monetary policy.

What is the main operating target of monetary policy? Please describe recent
developments in this operating target.

Answer:

For the CBC, reserve money isthe main operating target variable. Changein
reserve money affects directly the amount of loanable funds of banks. Through the
money-creating process, money supply expands or contracts by a multiple that is
usually measured by the ratio of money supply to reserve money. The CBC setsthe
target of reserve money every month according to the current market conditions. In
addition, affected by the rapid development of financial market, the CBC has paid
much attention to the changes of interest rates during recent years.

Isthere a system of reserve requirements? If yes, describe the system. If not,
explain the incentives for banks to hold reserves at the Central Bank.

Answer:

All deposit money banks and the Postal Savings System must maintain reserve
requirements with the CBC, according to required reserve ratios of deposits set by
the CBC. The category of reservable liabilities includes checking deposits,
passbook deposits, savings deposits, time deposits and other debts. Those assets
which count as reserves include cash in vaults, deposits of banks with the CBC,
and other deposits recognized by the CBC. A change in the required ratios will
influence the ability of the banking system to extend credit by affecting the
distribution of bank reserves between required reserves and excess reserves. The
amount of required reserves is computed on the basis of the average balance of
each type of deposit over a one-month period. The maintenance period of actual
reserves runs from the 4™ day of the current month to the 3" day of the following
month. In addition, the CBC will pay remunerated interest to the banks on 60
percent of the required reserves at arate of 4.0 percent per annum every half year.
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In order to conform more closely to international practice, the CBC in December
1996 decided to gradually reform the system. The reforms are generally directed
toward increased simplification, fairness, and lower costs to banks. The average
required reserve ratio for NT dollar-denominated deposits was 6.34 percent in
September 2000 as compared with 7.65 percent in January 1998. By contrast,
currently the required ratios for all types of foreign currency-denominated deposits
are set at zero.

Describe the variety of discretionary market operations: type of instruments used,
the maturity, etc.

Answer:

Open market operations used by the CBC include swaps, repurchase
agreements, and issue of negotiable certificates of deposit. In practice, the maturity
of most swaps and repurchase agreements is less than one month, while the
maturity can be as long as three years for negotiable certificate of deposits issued
by the CBC.

Day 2 and 3: Various Targeting Frameworks

V. MONETARY POLICY STRATEGY (SESSION 1 AND 4~8)

What kind of targeting framework does the central bank follow? Or amore
discretionary approach?

Answer:

The CBC has declared the target of monetary aggregate M2 since 1992. The
main reasons for using M2 as an intermediate target is that the demand function for
M2 isrelatively stable and more closely tied with nominal GDP. Nevertheless, not
only does the CBC follow a simple rule of monetary targeting; it also relies on
discretionary judgments to fine-tune its monetary management when there are
factors disturbing the markets.

In case that a specific targeting is used, explain how thisis done?

Answer:

Target of monetary aggregate M2 is used for the Central Bank of China. The
target of monetary aggregate M2 is analyzed through econometric methodol ogy
according to the economic growth rate and inflation rate as well as other variables
e.g. return on foreign assets and portfolio selection affecting the demand for
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monetary aggregate M 2. The target of monetary aggregate M2 for the next year is
usually set before the end of year after further discussion with academic scholars
and experts from the financial institutions.

If adiscretionary approach is used, describe the approach.

Answer:

The CBC uses the monetary aggregate M2 as its intermediate target variable
and sometimes intervenes in the foreign exchange market when irrational
expectations or irregular, seasonal factors disturb the market. In this case, the
temporary deviation from the monetary target band would be tolerable upon
considering the situation of the other important financial and economic indicators.



