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Abstract: This study examines the role and impact of the financial conditions index (FCI) in the
transmission of monetary policy within China’s financial market. By analyzing the theoretical foun-
dations and construction methods of the FCI in both domestic and international contexts, and in-
corporating classical models of monetary policy transmission, this research establishes an analytical
framework suited to China’s economic environment. Through empirical analysis, it investigates
how the FCI influences the effectiveness of monetary policy, highlighting its varying effects across
different regions and time periods, as well as its implications for economic regulation. The findings
suggest that the FCI not only reflects the transmission effects of monetary policy but also helps
identify structural issues in policy implementation. Based on these insights, the study proposes pol-
icy recommendations aimed at optimizing the monetary policy toolkit and strengthening financial
market monitoring, ultimately enhancing the effectiveness of monetary policy execution in China
while providing both theoretical and practical guidance.

Keywords: monetary policy; financial conditions index; empirical analysis; transmission mecha-
nism; economic regulation

1. Introduction

In recent years, the rapid development of China’s financial market has significantly
increased the complexity and diversification of monetary policy transmission. Traditional
analyses of monetary policy have primarily focused on single indicators, such as interest
rates and exchange rates, often overlooking the broader impact of overall financial market
conditions on policy effectiveness. In international economic research, the financial con-
ditions index (FCI) has emerged as a key tool for assessing monetary policy transmission,
as it comprehensively captures various dimensions of financial market dynamics, includ-
ing liquidity, risk appetite, and credit conditions [1]. However, in China, research on the
role of the FCI in monetary policy transmission remains limited, particularly in terms of
regional economic disparities and policy time lags. These gaps highlight the need for a
systematic theoretical framework and empirical validation. To address this issue, this
study constructs an FCI tailored to the characteristics of China’s financial market and sys-
tematically examines its role in monetary policy transmission. The research not only ex-
plores the theoretical relationship between the FCI and monetary policy but also empiri-
cally analyzes how China’s FCI influences different transmission pathways. Furthermore,
special attention is given to the moderating effects of regional economic disparities and
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policy time lags. By doing so, this study provides both theoretical foundations and prac-
tical recommendations to enhance the effectiveness of China’s monetary policy imple-
mentation.

2. Theoretical Foundations and Literature Review
2.1. Theoretical Basis of the Financial Conditions Index

The financial conditions index (FCI) is a composite indicator used to measure the
overall state of financial markets. Originating in international financial research in the
1990s, it has quickly become a critical tool in the study and practice of monetary policy [2].
The core of the FCI lies in integrating multiple financial variables, such as interest rates,
exchange rates, stock prices, credit spreads, money supply, and bond yields, to compre-
hensively reflect key aspects of financial markets, including liquidity, risk appetite, financ-
ing conditions, and investor confidence. This makes the FCI an invaluable tool for quan-
tifying the effects of monetary policy. The theoretical foundation of the FCI encompasses
several key aspects. First, it highlights the dynamic interaction between financial markets
and macroeconomics. Traditional monetary policy transmission mechanisms—such as in-
terest rates, credit, asset prices, and exchange rate channels—often focus on the impact
pathways of single variables, neglecting the complex interrelationships among multiple
financial factors. By integrating various market indicators, the FCI captures the aggre-
gated impact of monetary policy on financial conditions, making it essential for studying
transmission efficiency. For example, when a central bank adjusts the benchmark interest
rate, the effect extends beyond short-term interest rates to influence the yield curve in the
bond market, risk premiums in the stock market, and exchange rate volatility. These com-
bined effects can be quantified through the FCI. Second, the FCI is forward-looking and
can predict potential impacts before monetary policy is implemented. Research indicates
that financial markets often react to policy signals more swiftly than macroeconomic in-
dicators, meaning changes in financial conditions can serve as a precursor to fluctuations
in GDP growth, unemployment, and inflation rates [3]. For instance, a tightening trend in
the FCI may signal weakened expectations for future economic growth and deteriorating
credit conditions, prompting policymakers to adjust monetary policy. This forward-look-
ing feature allows the FCI to function as an essential tool for forecasting economic cycles,
providing early warnings of impending recessions or recoveries. Third, the FCl is crucial
for monitoring systemic risks in financial markets. In modern financial systems, the trans-
mission of systemic risks is often complex and hidden, making it difficult for single indi-
cators to reveal underlying market instabilities. By aggregating key information from mul-
tiple financial markets, the FCI assists policymakers in monitoring systemic risk accumu-
lation in real time and identifying early signs of potential market crises. For example, dur-
ing the global financial crisis, a sharp deterioration in the FCI reflected liquidity shortages
and significant increases in risk premiums, offering timely quantitative evidence for crisis
intervention policies. Furthermore, the FCI is highly adaptable and can be customized
based on the characteristics of financial markets in different countries and regions. For
example, in developed economies, the FCI may emphasize data from bond markets, stock
markets, and interbank lending, whereas in emerging economies, it may focus more on
changes in foreign exchange markets, credit markets, and inflation expectations. This flex-
ibility and global applicability make the FCI a valuable reference for central banks and
financial regulators worldwide. The FCI is a comprehensive, adaptable, and forward-
looking tool that effectively captures the overall impact of monetary policy on financial
conditions. Through dynamic monitoring and early warning mechanisms, it provides
timely and comprehensive information for policymakers, solidifying its position as an in-
dispensable component of monetary policy research and practice [4].
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2.2. Monetary Policy Transmission Mechanism

The monetary policy transmission mechanism is a critical area of economic regula-
tion research, directly influencing the achievement of monetary policy goals and overall
economic stability. Monetary policy impacts macroeconomics through various channels,
shaping corporate investment, household consumption, and economic activity [5]. Tradi-
tional theories outline several main transmission channels: The interest rate channel is the
most classical transmission pathway. When a central bank adjusts the benchmark interest
rate, it directly impacts market interest rates, including loan rates, deposit rates, and bond
yields. These adjustments alter the financing costs for businesses and households, influ-
encing their consumption and investment decisions. For example, raising the benchmark
rate increases corporate borrowing costs, suppressing investment demand, and reduces
household consumption, slowing economic growth. Conversely, lowering the benchmark
rate stimulates investment and consumption, driving economic recovery. The effective-
ness of the interest rate channel largely depends on the efficiency of interest rate transmis-
sion in financial markets and the sensitivity of businesses and households to interest rate
changes. The credit channel emphasizes the pivotal role of banks in the monetary policy
transmission process. Monetary policy affects the banking system's lending capacity and
conditions, further impacting the real economy. During a contractionary monetary policy
phase, banks' credit supply may become constrained, significantly limiting the investment
and production activities of market participants, particularly small and medium-sized en-
terprises reliant on bank loans. Conversely, an expansionary monetary policy improves
credit conditions, channeling funds into the real economy and boosting economic vitality.
The credit channel's effectiveness depends on the health of financial institutions, the com-
petitiveness of credit markets, and borrowers' creditworthiness. The asset price channel
reflects how monetary policy influences economic outcomes through its impact on finan-
cial asset prices such as stocks and real estate. During an accommodative monetary policy
phase, increased liquidity may inflate financial asset prices, enhancing household and cor-
porate wealth. This wealth effect bolsters consumption and investment, promoting eco-
nomic growth. Rising asset prices also reduce corporate financing costs and improve in-
vestment returns, further driving economic expansion. Conversely, restrictive monetary
policy may depress asset prices, weakening the wealth effect and investment confidence,
thereby restraining economic activity. The exchange rate channel operates through mon-
etary policy's impact on exchange rates, affecting international trade and capital flows.
Lowering the benchmark rate can depreciate the domestic currency, making exports more
competitive internationally, boosting export growth, and curbing imports, thus increasing
net exports' contribution to aggregate demand. Conversely, tightening monetary policy
may appreciate the domestic currency, reducing export competitiveness and economic
growth. Monetary policy often operates through multiple channels simultaneously, mak-
ing it difficult to evaluate its comprehensive impact using a single variable. The FC, as a
reflection of overall financial market conditions, dynamically captures the interplay of
monetary policy across different channels. For instance, when a central bank reduces the
benchmark rate, the FCI can reflect not only the immediate reduction in financing costs
but also improvements in asset prices, credit spreads, and exchange rate adjustments. Fur-
thermore, the FCI reveals regional disparities and time-lag effects in monetary policy
transmission. In more developed financial markets, interest rate and asset price channels
may dominate, whereas in regions more reliant on credit, the credit channel may play a
more significant role. Analyzing the FCI's variations enables a more comprehensive as-
sessment of monetary policy's impact across regions and time dimensions, offering valu-
able insights for policy optimization. In summary, the monetary policy transmission
mechanism is intricate and multifaceted. The FCI serves as a critical tool for linking policy
objectives with market responses, enhancing the comprehensiveness and accuracy of pol-
icy effect evaluations.
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3. Construction and Analytical Framework of the Financial Conditions Index
3.1. Construction Methods of the Financial Conditions Index

The construction of the financial conditions index (FCI) is crucial in studying the
transmission mechanism of monetary policy. It involves selecting core variables that re-
flect the financial market's overall state and generating a composite index using a scien-
tifically grounded weighting method. For China’s financial market, constructing an FCI
requires considering several aspects: The selection of variables should cover dimensions
such as interest rates, credit spreads, asset prices, and exchange rates. These indicators
capture key financial characteristics. Interest rates reflect money market liquidity, credit
spreads show risk preferences, asset prices (e.g., stock indices) indicate market wealth ef-
fects, and exchange rates reveal the influence of international capital flows on the domes-
tic market. Data processing is essential. Raw data must undergo denoising and smoothing
to ensure timeliness and representativeness. Standardization of indicators eliminates di-
mensional discrepancies, allowing for meaningful aggregation. The weighting method af-
fects the index’s composition. Principal Component Analysis (PCA) is often used to de-
termine weights by extracting principal components, maximizing the reflection of inter-
relations. Experience-based weighting methods can also be applied, adjusting weights ac-
cording to financial market characteristics and policy needs, ensuring the FCI's relevance
to the research context. The FCI serves not only as a tool to measure the financial market’s
state but also as a key reference for evaluating monetary policy effectiveness [6].

3.2. Analytical Framework for the Relationship Between Monetary Policy and Financial
Conditions

Building on the constructed FCI, an analytical framework for the relationship be-
tween monetary policy and financial conditions is essential to uncover the transmission
mechanism and impact pathways. The following steps are proposed for this analysis: First,
theoretical hypotheses serve as the foundation of the framework. Monetary policy affects
financial markets” liquidity and risk preferences by adjusting interest rates, credit condi-
tions, or exchange rates, leading to changes in the FCI. The fluctuations in the FCI further
influence the real economy through investment, consumption, and trade channels, achiev-
ing policy objectives. Second, the design of empirical models is a crucial element. To quan-
titatively analyze the impact of monetary policy on the FCI, Vector Autoregression (VAR)
or Structural VAR (SVAR) models can be employed. These models capture the dynamic
relationships among variables while revealing the magnitude and duration of policy
shocks on the FCI. Finally, regional and temporal analyses are vital components to refine
the framework. In the context of China's uneven regional economic development, mone-
tary policy may exhibit differentiated effects across regions. Thus, incorporating regional
data for comparative analysis is necessary. Additionally, given the time-lag effects inher-
ent in policy transmission, the analytical framework should adopt a dynamic perspective
to illustrate the propagation process of policy shocks over time. By constructing and ana-
lyzing this framework, it is possible to elucidate the mechanism through which monetary
policy influences the FCI and identify the characteristics of policy effects across regional
and temporal dimensions. This provides targeted theoretical foundations and practical
support for optimizing and implementing monetary policy [7].

4. Empirical Analysis of Monetary Policy Transmission
4.1. Data Sources and Sample Description

To analyze the impact of the FCI on monetary policy transmission, this study uses
quarterly data from 2008 to 2023. Data sources include the People’s Bank of China, the
National Bureau of Statistics, and Wind Financial Terminal. Monetary policy variables are
represented by the one-year Loan Prime Rate (LPR) and the growth rate of total social
financing, while the FCI is composed of variables such as interest rates, credit spreads,
stock price indices, and exchange rates. To better reflect regional differences, the FCI is
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segmented into indices for eastern, central, and western regions for comparative analysis.
The data samples have been standardized to remove outliers and seasonal fluctuations,
ensuring comparability and representativeness. The dataset spans 60 quarters, covering
various states of China’s monetary policy from tightening to easing, providing a robust
foundation for empirical analysis.

4.2. Empirical Model and Results

To uncover the impact of monetary policy on the FCI and its transmission pathways,
this study employs a Structural Vector Autoregression (SVAR) model. The model includes
three core variables: monetary policy variables, the FCI, and GDP growth, constructing a
dynamic transmission relationship. The specific model form is as shown in Equation 1:

Yo =Ag + A Yo g+ + ApYp, + Age 1)

Where Y, represents a vector containing monetary policy variables, the FCI, and
GDP growth; Ap is the coefficient matrix; and €, is the random disturbance term. The
model’s robustness is validated through ADF and cointegration tests [8].

The results in Table 1 indicate that changes in the loan prime rate have a negative
short-term impact on the FCI, highlighting the significant tightening effects of interest rate
policies. However, its long-term impact diminishes. In contrast, social financing growth
consistently exerts a positive influence on the FCI, with notable long-term effects, demon-
strating the sustained role of credit expansion in improving financial conditions.

Table 1. Effects of Different Monetary Policy Tools on the Financial Conditions Index.

Policy Tool Short-Term Impact Mid-Term Impact Long-Term Impact
Loan Prime Rate -0.35 -0.28 -0.12
Social Financing Growth 0.42 0.35 0.20
Foreign Exchange Reserves 0.18 0.12 0.05

4.3. Regional and Temporal Comparisons

To further analyze the transmission effects of monetary policy on financial conditions
across different regions, this study segments the FCI into indices for the eastern, central,
and western regions and conducts regional regressions based on the SVAR model. The
results highlight significant regional disparities in policy transmission efficiency [9].

The data in Figure 1 show that the eastern region demonstrates the most pronounced
policy transmission effects, with stronger short-term and mid-term impacts compared to
the central and western regions. This disparity is likely due to the more developed finan-
cial markets and faster policy responses in the eastern region. In contrast, the central and
western regions exhibit relatively lower policy transmission efficiency, primarily because
of underdeveloped financial markets.

Regional Effects of Monetary Policy Transmission on FCI
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Figure 1. Regional Effects of Monetary Policy Transmission on Financial Conditions Index.
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4.4. Discussion of Results

The empirical analysis reveals significant time lags and regional disparities in the
transmission effects of monetary policy through the FCI. Specifically, interest rate policies
have notable short-term impacts on the FCI, but their long-term effects weaken over time.
In contrast, credit expansion policies exert a sustained and positive influence on the FCI.
Additionally, the eastern region demonstrates higher policy transmission efficiency than
the central and western regions, highlighting the constraints imposed by uneven regional
financial market development on policy effectiveness. These findings have important im-
plications for monetary policy formulation. Policymakers should dynamically adjust the
policy toolkit based on changes in the FCI to enhance both precision and effectiveness.
Moreover, efforts should be made to strengthen financial infrastructure development in
the central and western regions to reduce regional disparities in policy outcomes and
achieve more balanced monetary policy transmission [10].

5. Policy Recommendations

To enhance the role of the financial conditions index (FCI) in the transmission of
monetary policy and optimize the implementation pathways, the following targeted rec-
ommendations are proposed: A flexible combination of monetary policy tools tailored to
the characteristics of China’s financial market is essential. In the short term, monetary pol-
icy can stabilize financial conditions by adjusting interest rates to influence market liquid-
ity. However, relying solely on interest rate policies may have limited long-term effective-
ness. Hence, greater emphasis should be placed on credit policies to provide a more ac-
commodative financing environment for the real economy. Furthermore, considering the
importance of exchange rates and foreign exchange reserves for an open economy, foreign
exchange policy tools should be utilized as needed to balance domestic and international
markets, thereby enhancing the flexibility and adaptability of monetary policy. Reducing
regional disparities in policy transmission is critical. In eastern regions with mature finan-
cial markets, monetary policy can leverage the higher efficiency of interest rate adjust-
ments. Conversely, in central and western regions, where financial markets are underde-
veloped and liquidity is weaker, targeted credit policies and investments in financial in-
frastructure are necessary to invigorate local markets. Additionally, financial institutions
should be encouraged to design localized financial products tailored to the economic char-
acteristics of different regions, thereby improving the penetration and coverage of policy
effects. To improve the forward-looking precision of monetary policy, an efficient data
collection and processing mechanism should be established to dynamically track changes
in interest rates, credit spreads, asset prices, and exchange rates within financial markets.
Regular evaluations of the FCI can provide real-time support for policy formulation, ena-
bling timely adjustments to policy directions in response to market changes. Advanced
technologies such as machine learning should be integrated to optimize weight distribu-
tion and improve the reliability and predictive capacity of the FCI, ensuring its scientific
robustness. Structural reform of financial markets is a key pathway to enhancing policy
transmission efficiency. Deepening financial supply-side reforms can reduce information
asymmetry, minimizing misinterpretations of monetary policy signals by market partici-
pants. Improving credit rating systems and information disclosure mechanisms can ena-
ble policy signals to reach market segments more accurately and swiftly. Additionally,
optimizing the liquidity environment of financial markets — such as expanding the bond
market and improving capital allocation efficiency — can reduce market frictions that hin-
der policy transmission. In the context of financial market globalization, managing cross-
border capital flows is increasingly important. As China’s financial markets become more
integrated internationally, capital flows significantly impact domestic financial conditions
and the implementation of monetary policy. A macro-prudential framework should be
refined to mitigate systemic risks caused by volatile capital flows. Moreover, foreign ex-
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change reserves and capital flow monitoring tools should be flexibly utilized to align in-
ternational market conditions with domestic monetary policy objectives, maintaining pol-
icy stability and controllability. Coordinating monetary policy with fiscal and industrial
policies is essential for comprehensive economic regulation. For instance, during eco-
nomic downturns, expansionary fiscal policies can complement accommodative mone-
tary policy to stimulate economic vitality. Conversely, during policy tightening phases,
optimized tax policies and structural adjustments can mitigate negative impacts on the
real economy. Synergistic policy coordination amplifies the transmission effects of mone-
tary policy, contributing to stable economic growth. By implementing these measures, the
FCI can play a more effective role in monetary policy transmission, enhancing the preci-
sion and effectiveness of policies and fostering sustained development of China’s financial
markets.

6. Conclusion

This study explores the role of the financial conditions index (FCI) in China’s mone-
tary policy transmission. It constructs a tailored FCI and demonstrates its critical function
through empirical analysis. The FCI bridges policy implementation and economic out-
comes, reflecting the short-term effects of interest rate policies and the medium- to long-
term effects of credit policies. Regional disparities show higher transmission efficiency in
the eastern regions compared to central and western areas, highlighting the need for bal-
anced financial market development. Policymakers should adjust tools dynamically and
use the FCI to optimize monetary policy, fostering high-quality economic growth.
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