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Digital Finance, Severe Negative Shock and Unconventional Monetary Policy
ZHAN Ming-hua'?, LI Shuai', WU Zhou-heng"’
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Abstract: China has frequently suffered from negative external shocks after entering the 21st
century, which has given rise to the use of unconventional monetary policy and the demand for building
a theoretical system to guide the practice in a large transitional economy with unique characteristics like
China. We attempt to explain the theoretical logic that the effect of unconventional monetary policy
depends on the degree of financial market friction, and explore how digital finance affects the
effectiveness of China’s unconventional monetary policy transmission against the background that
digital finance has caused disruptive impacts on China’s financial structure and financial operation
mechanism in recent years. We investigate the empirical evidence using the OLS method and explain
them by constructing a theoretical model with dual financial frictions and heterogeneous firms and
banks.

The findings of this paper are as follows. First, the conventional monetary policies affect central
bank’s asset size, while the unconventional monetary policies affect central bank’s asset composition.
The former influences the interest rate in the money market, while the latter affects the spread between
different financial asset markets. Under severe negative shocks, the money market interest rate may
approach the effective lower limit of interest rate and cannot be reduced further, so the conventional
monetary policy cannot stimulate the economy and achieve recovery. Meanwhile, the negative shock
widens the interest rate spread caused by financial frictions, while the unconventional monetary policy
can mitigate financial frictions and narrow the interest rate spread, so it is more effective than
conventional monetary practices. Second, digital finance has marginal effects on both conventional
monetary policy and unconventional monetary policy. The impacts of digital finance on the relative of
effectiveness of unconventional monetary policy to conventional monetary policy depend on how it
relatively influences interest rate spread and the money market rate and how they stimulate firm
investment. Third, the marginal impact of digital finance on the investment stimulating effect of
unconventional monetary policy is heterogeneous across firms, which depends on how digital finance
improves financial frictions in the credit market and the completeness of interest rate corridor.

This paper unifies unique characteristics of Chinese financial market and the theoretical logic. The
choice between conventional and unconventional monetary policies in China depends on not only the
features of business cycle fluctuation but also characteristics of financial development. It provides
important policy implications for how to achieve the combination of efficient market and active
governance in the new era, as well as improve the market-oriented equilibrium interest rate formation
and transmission.

Keywords: severe negative shock; central bank assets size and composition; unconventional
monetary policy
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