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Clarity is a central bank virtue
Why Czech exit worked

Miroslav Singer?

The Swiss franc has experienced major swings since its surprising and abrupt
exit from the currency floor two years ago. Its exchange rate appreciated by more than
40% the first day after the exit, and many expected similar developments in the case
of the Czech koruna. But the exchange rate of the koruna is experiencing a much
more limited reaction after its exit from a similar floor, strengthening by just 1.6%
against the euro. The previous upper limit for the currency’s appreciation, set at 27
koruna per euro, was lifted on 6 April.

This low volatility is helpful for the real economy as it limits uncertainty for
companies, investors and consumers, enabling them to consider purchases and
investments more safely.

This calm development of the koruna’s exchange rate is relevant for other central
banks preparing their exits from unconventional monetary policies. This is
particularly true since the end of currency interventions is often thought to be best
prepared in secret. It is more relevant still in the light of the intervention data in the
annual report published by the Swiss National Bank in March. Despite having the
lowest policy rate in Europe (minus 0.75%), the Swiss central bank has been unable to
prevent a slowdown of the pace of real economic growth by roughly one-third, nor
has it avoided further interventions. The volumes of these interventions are close to
those that forced the central bank to end the currency floor, harming both the real

economy and its own credibility.

1 Miroslav Singer is former Governor of the Czech National Bank and a Member of the OMFIF Advisory
Board. He is Director of Institutional Affairs and Chief Economist at Generali CEE Holding.
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The Czech National Bank used two main communication tools: a clear
conditional indication of the period in which it expected the floor to end, and an
unconditional promise to keep the floor in place for a promised period (until the end
of the first quarter of 2017). As the promised unconditional end date remained
unchanged through two monetary policy sessions, financial markets had a reliable
signal that the end of the floor was approaching.

The central bank’s transparency and clarity payed dividends. Though the
volumes of currency interventions in the first quarter of this year were exceptionally
high, the clear communication enabled the real economy to get ready for the change.

Additionally, the communication provided clear insights into the central bank’s
thinking on exchange rate developments since exiting the floor. This is borne out by a
host of currency traders’ research backing the central bank’s line that the potential for
a sharp strengthening is limited, since many corporate participants in the Czech
market were already anticipating the exit.

This calm departure (so far) from the floor valuably illustrates that the central
bank of a smaller economy can effectively guide foreign currency markets. This is
still the initial phase of the exit, and the koruna market may later react with more
abrupt swings, but the likelihood is that the CNB will come out of this period with its
credibility enhanced. This will increase the bank’s effectiveness in its future

communication, bringing benefits to both financial markets and the Czech economy.
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Fed tightens, China responds
PBoC grappling with renminbi swings
Chen Kang!

When China experienced an export boom and a large influx of foreign direct
investment a decade ago, the People’s Bank of China intervened in the foreign exchange
market to ease the appreciation of the renminbi. The PBoC exhausted liquidity by
raising the reserve ratio of commercial banks. The reserve ratio peaked at 21%, and
China’s foreign exchange reserves reached $4tn in the process.

In mid-2014, capital started to flow to the US market in anticipation of the Federal
Reserve’s interest rate increases. As a result, the dollar began to appreciate against all
other currencies. The PBoC’s response was to reverse its previous measures: the dollar
reserve was drawn down to meet the demand in the foreign exchange market and avoid
a sharp depreciation of the renminbi. Liquidity withdrawals were sterilised by cutting
the reserve ratio to unlocked funds for banks.

By early 2016 China had lost around $800bn of its foreign exchange reserves
compared to the mid-2014 peak. A cut of the reserve ratio by the PBoC in March 2016
triggered another round of capital flight. Market sentiment towards the renminbi was
already negative, and the cut by the central bank was regarded as signalling broad
easing. The Fed’s rate increases have triggered a chain of extraordinary PBoC responses.

Cutting the reserve ratio is no longer a useful tool for the PBoC in its sterilisation
operations. Instead, a combination of instruments, mainly reverse repurchase
agreements, pledged supplementary lending, and medium-term lending facilities
(MLF), have been used to inject liquidity into the banking sector. The latter has been
the most heavily used tool. In 2016, these facilities contributed a net injection of
Rmb2.8tn ($405bn).

Banks must pay interest on MLF funds, which means borrowing costs can be used
to reduce leverage. In the first quarter of 2017, MLF rates were increased by 0.2%,

indicating policy-makers’ intention to reduce leverage and lower financial risk.

1 Chen Kang is Professor at the Lee Kuan Yew School of Public Policy at the National University of Singapore.
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MLF gives the PBoC more control over the amount of funds that banks hold and

their duration. In practice, however, the one-sided operation forces the central bank to
extend the facilities at ever longer maturities. The PBoC stopped offering three-month
MLF in August because these facilities matured too soon. Of those facilities extended
since October, most have 12-month maturities. Unless the pressure on renminbi
depreciation eases and the central bank continues to cut the reserve ratio, the PBoC may
need to extend long-term lending facilities at maturities greater than 12 months.

Another problem with MLF is maturity mismatch. Banks cannot use the funds as
freely as they would if they could hold lower reserves. As a result, they are unable to
prepare long-term plans for funds raised from MLF operations. They may even need to
hoard liquidity if they don’t know when the PBoC will extend new financing. The
problem is exacerbated for small and medium-sized banks, which do not get MLF funds
directly from the PBoC and must rely on borrowing from the interbank market at higher
costs.

Banks therefore prefer short-term debts and have become active participants in the
market of wealth management products, mostly securitised bonds. The market saw a
rapid expansion in 2016, facilitated by a significant increase in new issuance of
government-related bonds. The upbeat market attracted more issuance of financing bills
and corporate bonds, owing to low borrowing costs. In 2016, bond issuance grew by
47%, and wealth management assets of banks increased by more than 30%.

The speculative bond trading took the PBoC by surprise, as these were off-
balance-sheet activities outside its realm of surveillance. When several bond defaults
occurred in December, policy-makers tightened liquidity, which led to a sell-off in the
bond market. In addition, the PBoC announced that it would include wealth
management products in its macro prudential assessment of banks. Additional US rate

increases in 2017 are sure to incite yet more extraordinary measures in China.
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