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Summary: The main policy task of macroeconomic regulation and control of China in recent years is to keep a dynamic and
effective balance between stable economic growth and deleveraging. Focusing on the fact that the policy with the gradual
and permanent credit constraint has been implemented in China since 2004 this paper builds a dynamic general
equilibrium model including households firms government and the central bank. In the framework of the model by
setting time—varying parameters we are the first to study the macroeconomic effect of dynamic adjustments of both
permanent and transitory credit constraints on equilibrium of models and the flexibility of monetary policy.

Compared with existing research the main contributions of this paper can be summarized as follows. First by using a
threshold vector autoregressive ( VAR) model we analyze in detail the effects of different monetary policy rules and credit
constraint zones. The nonlinear effects of the credit constraint and monetary policy on regulating the economic cycle
inflation and leverage gap provide empirical support for the theoretical model. Second we are the first to build a dynamic
general equilibrium model with micro-foundations including decision-making agents to study the credit constraints in China.
Based on the model we analyze the effects of time-varying adjustments of reducing both permanent and temporary credit
constraints on the dynamic equilibrium of the model. The theoretical analysis is one of the comprehensive studies of the
transmission mechanism and macroeconomic effects of the gradual and permanent decline in China’ s credit constraints since
2004 and hence is an important supplement to existing literature. Third a variety of counterfactual analyses are conducted
focusing on the similarities and differences of the macroeconomic effects of both permanent and temporary credit constraints
under different credit constraint intensities different monetary policy rules and exogenous shocks. In these analyses
taking the policy objectives of stable growth and deleveraging into account we demonstrate the optimal credit constraint and
monetary policy flexibility space in the dynamic equilibriums. The counterfactual analyses show that we can use the model
to capture the reality and reform process of China. Further we can study the policy effect of China’ s reform and the
concrete evolution path of policy making and implementation via models and counterfactual simulation.

The results show that the permanent credit constraint does not affect the output in the long run and can effectively lower
the leverage while the temporary constraint can cause output loss in the long run and in this case the policy effect of
deleveraging is relatively weak. The conclusion still holds even under the exogenous technological progress shock or
government expenditure shock. In particular the macroeconomic effect of permanent strong credit constraint is better than
that of permanent weak credit constraint. However in the long run there is no significant difference in the impacts of
credit constraints with different strengths on stable growth and deleveraging. Based on the counterfactual analyses the
implementation of permanent credit constraints can enhance the flexibility of monetary policy to regulate economic growth.
But we need a monetary policy strongly pegging to leverage to achieve the goal of stable growth and deleveraging. Given that
the loan-to-value ratio in China is currently well below 70%  the central bank can adopt a monetary policy pegging to
leverage at a much higher degree level. However it is not appropriate to overly relax the credit constraints after the
implementation of this monetary policy. The reason is that after a long period of high credit constraints if the government is
gradually relaxing those constraints and decides to lower credit constraints temporarily it is easy to trigger a quick rebound
in the scale of leverage. Finally this paper proposes corresponding policy implications for the reform formulation and
implementation of future monetary policy.

Keywords: Collateral Constraint; Macroeconomic Management; Monetary Policy; Dynamic General Equilibrium
JEL Classification: C52 E42 GI10
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