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Summary: In recent years the declining ability of banking sectors to serve the real economy has reflected a deep-seated
problem namely the insufficient creation of liquidity by banks. Therefore it is essential to achieve a benign interaction
between finance and the real economy by exploring the factors that block such interaction. As important intermediaries for
the implementation of macroeconomic policies and as key links between various economic sectors banks are innately more
sensitive to economic policy uncertainty than other economic entities. Therefore the question arises of how uncertainty
regarding China’s economic policies affects the banks” creation of liquidity. In the context of the raging COVID - 19
epidemic that has caused great economic policy uncertainty answering this question may provide a key breakthrough for
easing the current difficulties in financing the real economy. The answers may help to improve the quality and efficiency of
the banking sector in serving the real economy and may alleviate the impact of the epidemic.

This paper examines the characteristics of China’s uncertainty over economic policy and the status of bank operations.
It analyzes the unbalanced panel data of 174 commercial banks in China from 2007 to 2019 and then explores the effects
and mechanisms by which uncertainty over economic policy affects the banks” creation of liquidity. The main findings are as
follows: (1) The rise of economic policy uncertainty can significantly inhibit the banks” creation of liquidity. (2) Economic
policy uncertainty has a more negative effect on liquidity creation by small banks banks with low capital adequacy ratios
banks with weak market power and regional banks. (3) The results of a test of a mediating effect model show that
increasing the loan loss reserves provides an important channel through which economic policy uncertainty can affect the
banks” creation of liquidity. (4) An increase in policy uncertainty can significantly inhibit the creation of on-balance sheet
liquidity and can greatly reduce the creation of off-balance sheet liquidity. (5) With an enhanced level of liquidity creation
by banks the marginal effects of uncertainty over economic policy present an asymmetric U-shaped structural change.

This paper makes three main contributions to the literature. First the research framework of this paper differs from
previous research frameworks in that it takes the interaction between banks and the real economy’s asset liability business as
the starting point. This approach integrates research on the effects of uncertainty over economic policy with research on the
creation of bank liquidity. The papers second contribution is to explore the heterogeneity of means for creating liquidity
between different banking sectors in response to economic policy uncertainty. This analysis considers the characteristics of
China‘’s economic policy environment and the practices of bank operations. A third contribution of this paper is that it
systematically analyzes the effects of economic policy uncertainty on bank liquidity. The findings indicate new possibilities
for easing the difficulties of financing the real economy and for improving the quality and efficiency of banking sectors in
serving the real economy.

This paperfinds that in the context of frequent adjustments to economic policy due to the COVID - 19 epidemic policy
makers should take shortterm measures to enhance the transparency and predictability of policy formation and
implementation. In that case banks and other market agents will be better able to fully grasp the implications of economic
policy and will be able to form stable reasonable expectations accordingly. Banks need to use their own characteristics such
as scale and business scope. They should actively seek distinctive differentiated paths of growth thereby gradually gaining
unique competitive advantages and building their capacities for rapid development as they serve the real economy. At the
same time the regulatory authorities need to continue improving the multidevel systematic banking regulatory framework.
This framework can add indicators such as loan loss reserves and bank liquidity creation into the scope of supervision to
better enable development of the real economy. In the long term the authorities should emphasize scientificity ~credibility
and continuity in policy making. They should conduct proper topdevel design and overall planning to effectively promote the
formation of a stable incentive-compatible relationship between the independent operations of banks and their services to the
real economy.
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