
13

Will China fall into stagflation?

2

Will China fall into stagflation?

Yiping Huang

The new policy challenge

The grow�ng r�sk of stagflat�on has perhaps been one of the most �mportant 
macroeconom�c surpr�ses around the world s�nce the beg�nn�ng of the year. 
ch�na �s not excluded from the r�sk. Accord�ng to the nat�onal Bureau of 
stat�st�cs (nBs), real gross domest�c product (GdP) growth moderated from 
11.9 per cent �n the fourth quarter of 2007 to 10.6 per cent �n the first quarter of 
2008. Between m�d 2006 and late 2007, the growth of export volumes fluctuated 
largely w�th�n the 20–30 per cent range. After that, however, export growth 
tanked (F�gure 2.1). The growth of �ndustr�al product�on showed a s�m�lar trend, 
espec�ally when adjustments were made for changed producer pr�ces.

meanwh�le, �nflat�on rates cont�nued to reach new h�ghs. dur�ng much of 
2005 and 2006, the headl�ne consumer pr�ce �ndex (cPI) stayed well below 2 
per cent. From the beg�nn�ng of 2007, however, �t began to r�se stead�ly (F�gure 
2.2). In February 2008, the cPI reached a new 11-year h�gh of 8.7 per cent. r�s�ng 
�nflat�on was a result �n�t�ally of sp�kes �n pork pr�ces, but soon �t spread to 
other food markets, w�th the overall food cPI exceed�ng the 20 per cent level 
�n early 2008. The non-food cPI has been largely stable so far; however, non-
food cPI could be underest�mated as the government controls domest�c fuel 
pr�ces. Producer pr�ces accelerated to 8.2 per cent �n may 2008 from below 3 
per cent a year ago.
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F�gure 2.1 Growth of volumes of Chinese exports and imports,  
January 2005–May 2008 (per cent per year/year)
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Note: In draw�ng the chart, I have averaged year-on-year growth rates for January, February 
and march and smoothed out the effect of the ch�nese new Year hol�day. 
Sources: ceIc data company and c�t�.
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F�gure 2.2 China’s headline CPI, food CPI and non-food CPI,  
January 1999–May 2008 (per cent per year/year)
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The comb�nat�on of slow�ng growth and r�s�ng �nflat�on poses ser�ous chall-
enges for ch�nese macroeconom�c pol�cymak�ng. deter�orat�on of the Us econ-
omy, the cont�nu�ng surge of o�l pr�ces, l�beral�sat�on of domest�c factor markets, 
the upcom�ng olymp�c Games and unexpected events such as the recent snow-
storm and earthquake further compl�cate pol�cymakers’ dec�s�ons. 

In fact, the ch�nese government’s macroeconom�c pol�cy stance has already 
swung notably dur�ng the past months. At the beg�nn�ng of december 2007, the 
central econom�c Work conference �dent�fied two top pol�cy pr�or�t�es for 2008: 
fight�ng overheat�ng and controll�ng �nflat�on. As the econom�c cond�t�ons �n 
the Un�ted states deter�orated sharply �n early 2008, however, the state counc�l 
added an add�t�onal goal for �ts macroeconom�c pol�c�es: prevent�ng a sl�de of 
the economy. From may 2008, the env�ronment sh�fted aga�n. The near-term 
outlook for the Un�ted states �mproved stead�ly, w�th many �nvestors bel�ev-
�ng that the worst m�ght be over. In the meant�me, �nflat�on rates cont�nued to 
ratchet up. The ch�nese author�t�es aga�n toughened the�r stance for battl�ng 
�nflat�on problems. 

The heated pol�cy debate has not ended. The ‘hawks’ advocate aggress�ve 
pol�cy t�ghten�ng, �nclud�ng sharp apprec�at�on of the currency. They argue that 
�nflat�on, regardless of �ts compos�t�on, �s a monetary phenomenon; therefore, 
only aggress�ve monetary t�ghten�ng can tame �nflat�on. The ‘doves’, on the 
other hand, warn about the downs�de r�sks to the economy and call for some 
tolerance of h�gher �nflat�on. They po�nt, �n part�cular, to already decl�n�ng 
corporate profits and collapsed equ�ty pr�ces. It follows, then, that cont�nuous 
aggress�ve t�ghten�ng w�ll not only k�ll the growth eng�ne, �t could escalate 
soc�al and financ�al r�sks.

In th�s chapter, I argue that the scenar�o of stagflat�on �s unl�kely to mat-
er�al�se �n ch�na any t�me soon. development �n three areas could, however, 
re�nforce the challenge of slow�ng growth and r�s�ng �nflat�on �n the com�ng year: 
decelerat�on of the Us economy, elevated �nternat�onal o�l pr�ces and gradual 
cost normal�sat�on �n ch�na. We are l�kely to see growth sh�ft�ng to a sl�ghtly 
slower gear—about 10 per cent—wh�le �nflat�on w�ll ratchet up to h�gher levels, 
of about 5–7 per cent, �n the com�ng year or two. 

In th�s env�ronment, pol�cy dec�s�ons w�ll l�kely cont�nue to be d�fficult. W�th 
elevated �nflat�on pressure, however, the central bank w�ll probably ma�nta�n 
�ts t�ghten�ng b�as, w�th a focus on d�rect l�qu�d�ty management. steady 
apprec�at�on of the renm�nb� should also cont�nue. In the meant�me, fiscal pol�cy 
could turn more expans�onary to support post-d�saster reconstruct�on and to 
fac�l�tate �ndustr�al upgrad�ng. If an expans�onary fiscal pol�cy successfully 
boosts domest�c demand and reduces the external surplus, �t could �n the end 
help ease pressures on the currency and �nflat�on.
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US growth and the decoupling thesis

s�nce the outbreak of the sub-pr�me cr�s�s, Us econom�c act�v�ty has slowed 
stead�ly. The annual�sed quarter-on-quarter real GdP growth rate fell from close 
to 5 per cent dur�ng the th�rd quarter of 2007 to below 1 per cent �n the next 
two quarters. econom�sts are st�ll d�v�ded about whether the Us economy w�ll 
fall �nto deep recess�on, but most agree that Us econom�c growth �s l�kely to 
stay well below the trend level for at least several quarters. Th�s should have 
�mportant �mpl�cat�ons for the outlook for the ch�nese economy �n the com�ng 
year.

To some econom�sts, slow�ng growth �n the Un�ted states but steady 
expans�on of the ch�nese economy �n 2007 prov�ded conv�nc�ng ev�dence of 
the decoupl�ng thes�s. The decoupl�ng propos�t�on suggests that as As�an 
econom�es grow and econom�c �nteract�ons between them deepen, the relat�ve 
�mportance of the Us economy for As�a w�ll decl�ne.

The decoupl�ng thes�s �s an exaggerat�on of real econom�c relat�ons, to 
say the least. If anyth�ng, As�a and ch�na’s econom�c l�nkages w�th the Un�ted 
states strengthened, rather than weakened, dur�ng the past 10 years. ch�na, 
�n part�cular, became a much more open economy. The export share of GdP 
rose from 18.6 per cent �n 1997 to 36.1 per cent �n 2007, wh�le the share of Un�ted 
states-bound GdP �ncreased from 3.3 per cent to 6.9 per cent �n the same 
per�od (F�gure 2.3).

The fact that ch�nese growth d�d not soften alongs�de slow�ng Us growth 
�n 2007 was probably more of a spec�al s�tuat�on than a general rule. F�rst, 
the slow-down �n the Un�ted states �n 2007 was concentrated �n the hous�ng 
sector; non-hous�ng act�v�t�es cont�nued to grow at 2.5 per cent. The s�tuat�on 
has now changed and the growth slow-down �n the Un�ted states �n 2008 �s 
occurr�ng ma�nly �n the non-hous�ng sector, espec�ally �n consumer spend�ng 
and bus�ness �nvestment. second, soften�ng of Un�ted states-bound exports 
was offset by european Un�on-bound exports, when the euro strengthened 
s�gn�ficantly. Th�s w�ll, however, be d�fficult to repeat; the european economy 
already shows �ncreas�ng weakness and the euro �s under pressure to weaken, 
at least �n the com�ng quarters.

It �s probably also premature to count on grow�ng �ntra-reg�onal trade 
to support As�an econom�c growth. Although �ntra-reg�onal trade grew 
exponent�ally after ch�na jo�ned the World Trade organ�zat�on (WTo) �n 2001, 
the major�ty of th�s—at least 70 per cent—was trade �n �ntermed�ate goods. 
The key dest�nat�ons for As�a’s fin�shed-goods exports are the G3 econom�es 
(the Un�ted states, the european Un�on and Japan, 61 per cent), As�a (21 per 
cent) and the rest of the world (18 per cent). Th�s �mpl�es that As�an domest�c 
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demand �s st�ll not s�gn�ficant enough to support reg�onal econom�c growth, 
should the Us economy slow sharply. As�a and ch�na could become decoupled 
from the Un�ted states and other �ndustr�al econom�es when reg�onal domest�c 
demand �s large enough, but that �s at least 10 years away.

I exam�ne the l�kely �mpacts of a Us slow-down on As�an econom�es through 
model s�mulat�ons apply�ng the oxford econom�c Forecast�ng (oeF) model. 
The results suggest that a 1 percentage-po�nt slow-down �n the Us economy 
could lower As�an econom�c growth on average by 1.1 percentage po�nts and 
reduce ch�nese growth by 1.3 percentage po�nts (F�gure 2.4). The real changes 
are l�kely to be smaller as the model cannot endogenously generate a pol�cy 
response to support growth. In ch�na, for �nstance, the government w�ll most 
l�kely employ fiscal st�mul� �f external demand weakens s�gn�ficantly.

Another mechan�sm that could offset growth moderat�on �n ch�na �s the 
l�kely change �n cap�tal flows. In a world faced w�th slow�ng Us growth and 
r�s�ng Us financ�al r�sk, cap�tal �nflows to ch�na could accelerate, as ev�denced 
by changes dur�ng the first two quarters of 2008. Unfortunately, however, ch�na’s 
econom�c constra�nt �s not a lack of cap�tal; rather, too much cap�tal �nflow 
could further �ncrease domest�c l�qu�d�ty and therefore add further pressure 
to domest�c �nflat�on. 

F�gure 2.3  Shares of total exports and United States-bound exports in 
China’s GDP, 1993–2007 (per cent)
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F�gure 2.4  Model simulation: impacts of a 1 per cent slow-down of the 
US economy (per cent)
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Source: s�mulat�on results apply�ng the oxford econom�c Forecast�ng model.

F�gure 2.5  Nominal and real oil prices, January 1959 – June 2008  
(Us$/barrel)
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The new oil price shock

one of the b�ggest macroeconom�c surpr�ses dur�ng the past year was the 
comb�nat�on of moderat�ng global econom�c growth and r�s�ng o�l pr�ces. The 
West Texas Intermed�ate (WTI) o�l pr�ce rose from less than Us$67.50 per 
barrel �n June 2007 to Us$135/barrel �n June 2008 (F�gure 2.5). even �n real 
terms, the current WTI pr�ce already exceeded the prev�ous peak dur�ng the 
1980 o�l cr�s�s. 

There are a number of hypotheses for why o�l pr�ces �ncreased rap�dly 
although the global economy showed softness. The first hypothes�s h�ghl�ghts 
the grow�ng �mportance of the emerg�ng market econom�es �n �nternat�onal 
o�l markets. In 2008, for �nstance, the emerg�ng market econom�es are l�kely 
to account for all net �ncreases �n global o�l demand. The second hypothes�s 
po�nts to r�s�ng marg�nal costs of o�l product�on. As �t becomes more costly 
to produce o�l, pr�ces have to go up regardless of the cond�t�ons of demand. A 
th�rd hypothes�s reveals a new contr�but�on from financ�al �nvestment demand, 
compared w�th real econom�c demand, �n an env�ronment w�th a deprec�at�ng 
Us dollar. F�nanc�al �nvestment usually accounted for about 16 per cent of 
global o�l demand; today, th�s share �s already 60 per cent.

The first two hypotheses expla�n why o�l pr�ces have been on a long-term 
upward trend, but they fa�l to account for the doubl�ng of o�l pr�ces dur�ng 
the past year. The th�rd hypothes�s—that �s, financ�al demand outwe�gh�ng 
phys�cal demand—probably plays a dom�nant role �n the latest ep�sode of 
o�l pr�ce �ncreases. If that �s the case, however, o�l pr�ces could correct �n the 
com�ng year, espec�ally �f the Us dollar rebounds stead�ly. even �f correct�ons 
do happen, pr�ces could stay at elevated levels. The good old days of o�l pr�ces 
of $20/barrel are probably long gone. o�l pr�ces averaged $72/barrel �n 2007 
and $110/barrel dur�ng the first s�x months of 2008.

h�gh o�l pr�ces could have s�gn�ficant �mpacts on the ch�nese economy. 
Accord�ng to s�mulat�on results apply�ng the oeF model, a $10/barrel �ncrease 
�n the o�l pr�ce could lower ch�na’s real GdP growth by 0.4 percentage po�nts 
and l�ft �ts cPI by 0.2 percentage po�nts. The real observed effects, espec�ally 
the growth effect, were, however, smaller than the model’s pred�ct�ons.

one �mportant reason for the smaller than pred�cted o�l pr�ce �mpacts �s the 
decl�n�ng share of o�l �n product�on over t�me. Fall�ng o�l �ntens�ty of GdP �s a 
global trend as technolog�es �mprove. In ch�na, effic�ency ga�n through reform 
efforts further re�nforces th�s trend. dur�ng the 30 years of econom�c reform, 
ch�na’s o�l �ntens�ty �mproved by about 70 per cent (F�gure 2.6). As a result, 
current o�l expend�ture’s share of nom�nal GdP �s st�ll s�gn�ficantly lower than 
the peak �n 1980, desp�te the recent surge �n o�l pr�ces. Th�s means that GdP 
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growth elast�c�ty of o�l pr�ces changes over t�me, wh�le model pred�ct�ons are 
based on h�stor�cal correlat�ons.

Another �mportant reason for the smaller than expected o�l pr�ce �mpacts 
�s the domest�c fuel pr�ce subs�dy; therefore, changes �n �nternat�onal o�l 
pr�ces do not necessar�ly affect domest�c pr�ces for end users. Th�s effect�vely 
lessens �mpacts on GdP and �nflat�on. The domest�c economy �s not, however, 
ent�rely �nsulated. o�l and electr�c�ty shortages are a common and grow�ng 
phenomenon. In 2007, when �nternat�onal o�l pr�ces averaged Us$72/barrel, 
ch�na’s fiscal subs�dy to o�l pr�ces was about Us$8.2 b�ll�on, or equ�valent to 
0.2 per cent of that year’s GdP. The uncompensated losses of o�l refiners could 
be even greater. 

ch�na �s not the only economy �n As�a that subs�d�ses domest�c fuel pr�ces. 
In Ind�a, Indones�a and malays�a, fiscal subs�dy to o�l pr�ces accounted for 1–1.5 
per cent of GdP �n 2007. All these countr�es adjusted domest�c pr�ces �n may 
or June �n order to reduce the fiscal burden and to �mprove energy effic�ency. 
The r�s�ng o�l pr�ces already generated ser�ous consequences for the ch�nese 
economy. F�scal burdens grew s�gn�ficantly. If o�l pr�ces are susta�ned at the 

F�gure 2.6  Share of oil expenditure in GDP and oil intensity of GDP,  
1976–2007
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Us$130/barrel level, the expl�c�t and �mpl�c�t subs�d�es could amount to 1-2 per 
cent of GdP. The government �s, however, already stretch�ng �ts expend�ture 
on d�saster rel�ef and reconstruct�on. more �mportantly, pr�ce controls also 
cause ser�ous �neffic�ency problems and d�stort�ons to econom�c structure. 
lower energy costs already attract lots of energy-�ntens�ve �ndustr�es to ch�na, 
such as steel m�lls and alum�n�um smelters—�ndustr�es �n wh�ch ch�na does 
not have a comparat�ve advantage. ch�na �s therefore really subs�d�s�ng the 
global �ndustry. lack of demand response �n ch�na, �n turn, added further 
pressures to �nternat�onal o�l markets, espec�ally as ch�na was already a key 
player. Between 2003 and 2007, ch�na accounted for about one-th�rd of the net 
�ncrease �n global o�l demand.

In m�d June, the government finally announced to l�ft gasol�ne pr�ces by 16.8 
per cent, d�esel pr�ces by 18.1 per cent and electr�c�ty tar�ff by 4.5 per cent. The 
upward adjustment of domest�c fuel pr�ces w�ll probably add 0.3 percentage 
po�nt to �nflat�on �n the com�ng months.

These moves were relat�vely modest compared w�th the doubl�ng of the 
�nternat�onal pr�ces dur�ng the past months. In part�cular, as the pol�cy change 
does not establ�sh new mechan�sm l�nk�ng domest�c pr�ces to �nternat�onal 
pr�ces, d�stort�ons rema�n and l�kely w�ll grow aga�n �f �nternat�onal o�l pr�ces 
cont�nue to r�se. But they were �mportant first steps �n reduc�ng domest�c 
d�stort�ons. It’s poss�ble that the author�t�es may adjust domest�c o�l pr�ces �n 
the com�ng year.

The process of cost normalisation

Fuel pr�ce �ncreases are only a small part of the broad cost adjustment currently 
under way �n ch�na. The average wage, for �nstance, has been grow�ng at close 
to 20 per cent year on year dur�ng the past year (F�gure 2.7). Average land 
pr�ces also rose by more than 15 per cent. The base lend�ng rate �s at 7.47 per 
cent—nearly 1 percentage po�nt h�gher than a year ago. The real average bank 
lend�ng rate �s already above 9 per cent. many compan�es are already feel�ng 
the r�s�ng cost pressures and some have been forced to close.

cost d�stort�on has been one �mportant feature of ch�nese econom�c 
�nst�tut�ons dur�ng the reform per�od. After 1978, the author�t�es proceeded to 
rap�dly l�beral�se the goods market. The factor markets, however, rema�n h�ghly 
d�storted. For �nstance, pol�c�es on labour mob�l�ty are st�ll h�ghly restr�ct�ve. 
land belongs to the publ�c and the government controls �ts allocat�on. state-
owned ent�t�es dom�nate the allocat�on of cap�tal. In other words, there are not 
yet well-developed free markets for product�on factors. As a result, pr�ces for 
labour, cap�tal and land are st�ll s�gn�ficantly depressed. Accord�ng to my rough 
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Table 2.1  Estimation of China’s cost distortion (rmB b�ll�on)

Item cost key assumpt�on
1. labour 203 Assum�ng the new labour law �s fully enforced
2. land 154 Assum�ng 20 per cent of land sales revenue �n 2006
3. energy 1,632 rmB1,572 b�ll�on pr�ce d�fference; rmB60 b�ll�on �n 
  resource taxes
4. cap�tal 337 Assum�ng a 2 percentage-po�nt h�ke �n pol�cy rates after  
  financ�al l�beral�sat�on
5. env�ronment 1,080 W�thout cons�der�ng the rmB287.4 b�ll�on per annum   
  ma�ntenance fee
6. others 429 equ�valent to the amount of export tax rebates �n 2006
Total 3,835 15.5 per cent of 2007 GdP

Source: c�t�.

F�gure 2.7  Growth of land prices and average wages in China,  
2001–2008 (per cent per year/year)
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est�mat�on, cost d�stort�ons probably totalled rmB3,835 b�ll�on �n 2007—or 15.5 
per cent of GdP (Table 2.1).

Wh�le cost d�stort�ons were not all the result of del�berate pol�cy dec�s�ons, 
they were cons�stent w�th the pol�cymakers’ clear object�ve of promot�ng 
product�on and econom�c growth. By depress�ng opportun�ty costs for most 
factors, d�stort�ons �n factor markets reduce product�on costs and ensure h�gh 
profits �n product�on. Th�s supports cont�nuat�on of unusual �nvestment growth. 
d�stort�ons �n factor markets, therefore, are l�ke subs�d�es to producers and 
�nvestors, wh�ch fuel extraord�nary growth of the ch�nese economy.

The broad product�on subs�dy reg�me also caused a few problems and r�sks. 
F�rst, econom�c growth becomes �ncreas�ngly �nvestment dependent because 
of h�gh profits from product�on and strong �ncent�ves for �nvestment. second, 
depressed product�on costs boost exports and attract fore�gn d�rect �nvestment. 
Th�rd, �ncome d�str�but�on deter�orates qu�ckly. owners of enterpr�ses capture 
vast product�on profits. In fact, these have developed �nto ser�ous r�sks �n ch�na, 
threaten�ng the susta�nab�l�ty of �ts rap�d growth. Th�s suggests that such a 
reg�me of cost d�stort�on cannot cont�nue forever. 

In fact, �mportant changes have already begun to take place. The recently 
�ntroduced labour contract law prov�des better protect�on of workers’ r�ghts, 
�nclud�ng the�r job secur�ty and soc�al welfare benefits. labour costs could r�se 
sharply once the new law �s r�gorously �mplemented. energy pr�ces are st�ll 
controlled by the state, but the government now �ntends to grant greater roles 
for the market mechan�sms. cap�tal costs have also started to r�se, as a result 
of the t�ghten�ng of domest�c l�qu�d�ty and apprec�at�on of the currency. F�nally, 
the author�t�es have stepped up efforts to protect the env�ronment, respond�ng 
to the recent sharp deter�orat�on of water, land and a�r qual�ty.

Th�s �s what I descr�be as cost normal�sat�on. The whole process could take 
decades to complete, but r�ses �n product�on costs could aga�n add pressure 
to growth and �nflat�on. 

Policy considerations

Pol�cy outlooks could be very uncerta�n �n an econom�c env�ronment �n wh�ch 
growth slows but �nflat�on r�ses. Pol�cymakers m�ght become more hawk�sh when 
�nflat�on becomes a prom�nent r�sk but m�ght turn more dov�sh when there �s 
s�gn�ficant pressure on growth. We need to have a good understand�ng of several 
cr�t�cal quest�ons �n order to gauge the l�kely pol�cy trend �n the com�ng year.

F�rst, �s ch�na’s �nflat�on a temporary pr�ce adjustment or more structural 
�n nature? Pol�cy act�ons should be more restra�ned �f �t’s the former but can 
be more aggress�ve �f �t’s the latter. The offic�al documents so far st�ll use the 
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phrase ‘structural pr�ce �ncreases’. I am sympathet�c to the v�ew that th�s round 
of �nflat�on was tr�ggered �n�t�ally by food pr�ces, but almost every major ep�sode 
of h�gh �nflat�on dur�ng the reform per�od began w�th r�s�ng food pr�ces. W�th 
loose monetary cond�t�ons, the effects of �ncreases �n food pr�ces could spread 
qu�ckly to other sectors. T�ghten�ng of monetary pol�cy should therefore cont�nue 
�n order to control �nflat�on.

second, �s the ch�nese economy overheat�ng? many econom�sts attr�bute 
r�s�ng �nflat�on to such a problem. real GdP growth averaged more than 10 per 
cent dur�ng the past five years and reached 11.9 per cent �n 2007. h�gh growth 
does not, however, necessar�ly equate w�th overheat�ng. overheat�ng occurs 
only when the economy grows at a pace faster than domest�c resources can 
support. ch�na recorded current account surpluses for 14 consecut�ve years. 
In 2007, the current account surplus reached 10.8 per cent of GdP. Th�s means 
that ch�na saved domest�c resources for �nvestment overseas; therefore, ch�na’s 
�nflat�on r�sk probably stems ma�nly from the l�qu�d�ty cond�t�on �nstead of the 
overheat�ng problem.

Th�rd, w�ll the Us slow-down drag down the ch�nese economy s�gn�ficantly? 
In the case of a deep and protracted Us recess�on, ch�na’s exports could 
suffer badly. Th�s m�ght not only slow econom�c growth, �t could create ser�ous 
overcapac�ty problems �n ch�na, wh�ch would, �n turn, ease ch�na’s �nflat�onary 
pressure. Although the Us economy st�ll faces s�gn�ficant uncerta�nty, �ts near-
term outlook has �mproved compared w�th two months ago. Th�s should help 
l�m�t the downs�de r�sks for the ch�nese economy.

F�nally, w�ll the olymp�c Games be an obstacle to the t�ghten�ng pol�cy? 
econom�sts have come to agree that the boom and bust cycle assoc�ated w�th 
the olymp�c Games, often observed �n many countr�es, m�ght not mater�al�se �n 
ch�na. The games could, however, st�ll serve as an �mportant psycholog�cal factor 
for �nvestors and pol�cymakers. Wh�le �t �s unl�kely to stop the t�ghten�ng pol�c�es 
�f �nflat�on rema�ns a major macroeconom�c r�sk, pol�cymakers w�ll probably be 
caut�ous �n determ�n�ng the t�m�ng of such pol�c�es. dec�s�ve pol�c�es are therefore 
more l�kely to be �mplemented after the games than before them.

ch�na began �ts current round of t�ghten�ng pol�cy �n early 2007, when the 
People’s Bank of ch�na (PBc) first ra�sed �ts base pol�cy rates by 27 bas�s 
po�nts. In subsequent months, the PBc h�ked �ts pol�cy rates another five t�mes  
(F�gure 2.8). meanwh�le, the central bank also adopted a ser�es of measures to 
d�rectly manage the l�qu�d�ty cond�t�ons, �nclud�ng reserve requ�rements, open 
market operat�ons and cred�t control. 

The focus of the t�ghten�ng pol�c�es probably sh�fted recently. The PBc has 
not h�ked �ts pol�cy rate s�nce the beg�nn�ng of 2008; �t has, however, stepped 
up efforts to control l�qu�d�ty. By the end of June 2008, the commerc�al banks’ 
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reserve requ�rement had reached 17.5 per cent. d�rect cred�t control also began 
to affect commerc�al banks’ loan growth (F�gure 2.9). Accord�ng to the PBc, the 
real average lend�ng rate rose to more than 9 per cent �n the second quarter 
of 2008, compared w�th about 8 per cent at the end of the year and the base 
lend�ng rate of 7.47 per cent.

The effects of the t�ghten�ng measures on broad l�qu�d�ty cond�t�ons have 
been less than clear. The s�mple excess l�qu�d�ty �nd�cator—subtract�ng the 
growth of �ndustr�al product�on from the growth of broad money (m2)—suggests 
that the l�qu�d�ty cond�t�ons probably loosened aga�n from the beg�nn�ng of 
2008 (F�gure 2.9). Th�s probably confirms that the central bank �s st�ll lagg�ng 
beh�nd the market. more �mportantly, �t l�kely reflects the burdens created by 
mass�ve cap�tal �nflows. 

Unfortunately, no one can sat�sfactor�ly expla�n the nature and compos�t�on 
of cap�tal �nflows. Between January and Apr�l 2008, fore�gn exchange reserves 
rose by Us$228 b�ll�on, wh�le the sum of the trade surplus and ut�l�sed fore�gn 
d�rect �nvestment expla�ned only Us$93 b�ll�on (F�gure 2.10). some econom�sts 
attr�bute the gap between the two to ‘hot money’. hot money �s, however, 
probably not the proper term to descr�be recent �ncreases �n cap�tal �nflow, 

F�gure 2.8  Central bank benchmark lending rate and commercial bank 
base lending rate, January 1991–May 2008 (per cent)
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F�gure 2.10  Monthly increase in foreign reserves, the trade surplus and 
utilised foreign direct investment, January 2007–May 2008 
(Us$ b�ll�on)
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F�gure 2.9  Excess liquidity and bank credit, January 1998–May 2008 
(per cent per year/year)
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F�gure 2.11  The renminbi’s nominal effective exchange rate and bilateral 
exchange rate against the US dollar, October 2006–June 2008
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F�gure 2.12  Shanghai A share stock-market: PE ratio and index,  
January 2001 – May 2008

0

10

20

30

40

50

60

70

1-Jan-01 27-May-02 20-Oct-03 14-Mar-05 7-Aug-06 31-Dec-07
0

1,000

2,000

3,000

4,000

5,000

6,000

7,000
PE Ratio (Left) Index (Right)

Sources: ceIc data company and c�t�.

PE ratio (left) Index (right)



28

China’s Dilemma

as much of �t w�ll l�kely stay w�th�n ch�na for relat�vely long per�ods. There �s, 
however, no deny�ng that cap�tal �nflows surged �n recent months.

There were probably many reasons why cap�tal �nflows �ncreased dram-
at�cally dur�ng the past months. one reason could be the financ�al cr�s�s �n 
the Un�ted states. In a volat�le �nternat�onal cap�tal market, ch�na becomes a 
safe heaven. Another reason m�ght be the rap�d apprec�at�on of the renm�nb�, 
wh�ch encouraged expectat�ons of more currency ga�ns �n the near future. 
dur�ng the first quarter of 2008, the annual�sed monthly pace of the renm�nb�’s 
apprec�at�on aga�nst the Us dollar averaged 15–20 per cent—the fastest pace 
s�nce the exchange rate pol�cy reform �n July 2005 (F�gure 2.11). In Apr�l, th�s 
pace decelerated sharply to about zero, before p�ck�ng up aga�n to about 10 
per cent �n early June.

Concluding remarks

l�ke most other econom�es �n the world, ch�na currently faces the extraord�nary 
challenge of slow�ng growth and r�s�ng �nflat�on. some cont�nu�ng changes, 
espec�ally the slow-down of the Us economy, elevated o�l pr�ces and the 
normal�sat�on of domest�c costs, are l�kely to re�nforce th�s challenge �n the 
com�ng months. The probab�l�ty of stagflat�on, however, rema�ns extremely 
remote. real GdP growth w�ll l�kely moderate sl�ghtly; however, barr�ng major 
surpr�ses, ch�na should be able to comfortably ma�nta�n growth of about 10 
per cent �n the next five years. The earthquake �n early may �n s�chuan was a 
human tragedy, but �ts d�rect econom�c cost should be l�m�ted.

Inflat�on rates, however, could move up, although the food-dr�ven cPI 
should moderate further �n the com�ng months. The low-�nflat�on phase of the 
past 10 years, supported by relocat�on of factor�es and labour and assoc�ated 
product�v�ty ga�n, �s probably over. The ant�c�pated broad-based �ncreases �n 
costs of factors �nclud�ng labour, land, cap�tal, energy and the env�ronment 
�mply that the economy should face �nflat�onary pressures that are stronger 
than ever. more and more pol�cymakers w�ll also adopt the �dea of the need 
to tolerate h�gh �nflat�on. G�ven that ch�na �s st�ll a develop�ng country and a 
trans�t�onal economy, �t �s reasonable to expect �t to ma�nta�n 5 per cent �nflat�on. 
Th�s could open the door to major �nflat�on problems, as the central bank �s 
always beh�nd the curve.

T�ght monetary pol�cy �s l�kely to cont�nue, as long as �nflat�on rema�ns a 
key r�sk. The central bank w�ll, however, probably cont�nue to focus on l�qu�d�ty 
management. It stopped h�k�ng �ts pol�cy rates for fear of attract�ng more cap�tal 
�nflows. currency apprec�at�on w�ll probably ma�nta�n an annual pace of 5–10 
per cent �n the com�ng year or two, desp�te recent dramat�c fluctuat�ons �n 
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market expectat�ons. At the end of the day, pol�cymakers w�ll have to str�ke a 
balance between the need to rebalance the economy and the need for smooth 
structural adjustments. Job losses rema�n the top concern for the government. 
For the same reason, the probab�l�ty of one-off revaluat�on or devaluat�on looks 
extremely low. If, however, the global financ�al r�sks recede qu�ckly �n the com�ng 
months, the reform of the exchange rate pol�cy and l�beral�sat�on of the cap�tal 
account could accelerate s�gn�ficantly.

currently, the ch�nese author�t�es employ a comb�nat�on of t�ght monetary 
pol�cy and neutral fiscal pol�cy. Wh�le the purpose of t�ght monetary pol�cy �s 
to control �nflat�on, the �ntent�on of neutral fiscal pol�cy �s to prevent downs�de 
r�sks to the economy. F�scal pol�c�es could turn more expans�onary �n the 
second half of 2008 or �n 2009. F�rst, the government w�ll probably need to spend 
at least rmB250 b�ll�on—or 1 per cent of GdP—every year �n the next three 
years for post-earthquake reconstruct�on. second, the government needs to 
play a more act�ve role �n fac�l�tat�ng structural adjustment, �nclud�ng help�ng 
technolog�cal upgrad�ng and re-employment. F�nally, act�ve fiscal spend�ng 
could boost domest�c demand, lower the external account surplus, reduce 
cap�tal �nflow and ease �nflat�onary pressure.

There �s a m�sunderstand�ng among many econom�sts and pol�cymakers that 
ch�na needs to reduce �nvestment. one �mportant reason for th�s �s the r�sk of 
over capac�ty. Wh�le overcapac�ty r�sks ex�sted �n certa�n �ndustr�es at certa�n 
t�mes, there �s no ev�dence of an economy-w�de overcapac�ty problem. There 
�s st�ll huge �nvestment potent�al �n areas of urban development, the resources 
sector and env�ronmental protect�on. In fact, a large current account surplus 
means ch�na needs to expand �ts domest�c demand �n order to rebalance the 
economy. ch�na needs less but better qual�ty �nvestment.

F�nally, 2008 could be the first year s�nce 2001 �n wh�ch the ch�nese economy 
sees a major downturn �n growth. Th�s could po�nt to s�gn�ficant �ncreases �n 
financ�al r�sks. The stock �ndex has already decl�ned by 50 per cent from �ts 
peak �n late 2007. hous�ng pr�ces are also becom�ng less stable. The bank�ng 
sector has already exper�enced major reform steps dur�ng the past s�x years, 
but the new �nst�tut�ons have not had any stress tests. A 1998 east As�an-type 
financ�al cr�s�s �s unl�kely; however, any s�gn�ficant �ncreases �n financ�al r�sks 
could st�ll lead to losses of large amounts of financ�al assets.


