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Steve Weisman:	 There’s been a fair amount of turmoil, volatility in Chinese markets and a lot of 
contradictory news reports coming out of China, raising doubts about its growth prospects. 
Nicholas Lardy senior fellow at the Peterson Institute for International Economics is here 
with me, Steve Weisman to try to clarify some recent developments.

	 First, Nick, tell us why there have been so many ups and downs in markets and interest 
rates in China in the last week or two.

Nicholas Lardy:	 There was a really unprecedented increase in short-term money market rates in China. Last 
week they reached historic highs, particularly on the very short and the overnight money 
and the seven-day money, and they went into double digit levels. The overnight rate closing 
hit a peak of about 13.5 percent, for example, last Thursday, June 20th. The rates, however, 
have begun to come down. They came down substantially on Friday and they came down 
again on Monday, today, in Beijing.

Steve Weisman:	 You were in China when this was happening, around mid-June. What was causing this? 
Was it Chinese policy to induce these rates in some way?

Nicholas Lardy:	 There’s been a bit of a debate on this in the press and financial circles. Some think that the 
Central Bank has made a huge policy error allowing the rates to spike up so high. I am 
in the camp that believes that the Central Bank deliberately allowed the rates to rise, as 
basically a warning to Chinese banks to better manage their liquidity positions.

	 I think essentially the Central Bank is saying that commercial banks in China had become 
better at managing credit risk, but they’re not so good at managing liquidity risk. And they 
have seemed to operate on the basis that they can always borrow huge amounts of money 
in the short-term market at very stable and very low interest rates. That contributed to the 
growth of what’s called shadow banking and several other phenomena, which I think the 
Central Bank recognized had certain risks associated with it.

	 From about the second week of June on, rates started to rise gradually and they rose to 
pretty high levels, but not into double digits. But the Central Bank did not take any steps 
to increase liquidity in the market. They actually drained a little bit of liquidity as a signal. 
The banks ignored this. They continued to be very active in the market. And then, at the 
end of last week, the Central Bank allowed the rates to spike up even further.

	 Also, a very important factor has been the reduction of inflows of capital into China. In the 
early part of this year, particularly in January, but continuing in February, March, we had 
very large capital inflows that created a lot of liquidity in the market. But in April, these 
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inflows began to decline. And in May, they decline precipitously. And we don’t have the 
data yet, but I suspect in June, we’re seeing an outflow.

	 Because of the change in the international flows of capital in and out of China, liquidity 
tightened up quite a bit. The banks were ignoring this, assuming that the Central Bank 
would step in through various mechanisms that it has available to take offsetting actions, 
but they did not.

Steve Weisman:	 How does the Central Bank drain liquidity from the system?

Nicholas Lardy:	 They can raise reserve requirements. On the other hand, if they want to increase liquidity, 
they could reduce the required reserve ratio. Banks are required now to keep 19 or 19.5 
percent of their deposits on deposit at the Central Bank. That is a very, very high number 
and involves trillions of RMB [renminbi]. If that was scaled back somewhat, the banks 
would have a lot more money to work with and they’d have more liquidity. Or the Central 
Bank can engage in what’s referred to as reverse repo operations in which they buy and sell 
securities in the market that also increase liquidity in the short run.

	 So they have all the tools that any Central Bank would have to manage liquidity in the 
market, but they more or less stood pat. They saw the supply of liquidity to the market 
from the external side diminishing, drying up and probably even going into reverse and 
they didn’t supply extra liquidity and so the rates spiked up. But they did come down 
substantially, about almost 250 basis points on the seven-day rate on Friday and another 
123 points today.

	 I think we’ll see a convergence gradually toward lower rates, maybe with a little bit of 
volatility, but I don’t think we’re going back to the double digits. The thing to keep in mind 
is that this has an enormous impact on China’s stock market, because China’s stock market 
is, I would say, almost completely liquidity-driven. People do not buy shares in a company 
because they think their earnings are going to improve or they have a new product or are 
they good in reducing their costs or whatever.

	 When people see short-term rates spiking up, they think there is going to be less liquidity, 
there’ll be fewer buyers for stock and they sell in droves. So that’s why we have this huge 
decline, about roughly five percentage points, in the Shanghai Index in the market in 
Beijing, in China on Monday.

Steve Weisman:	 There was turmoil all over the world over the last week or two, sparked by comments by 
the Fed chairman, Ben Bernanke. Was China coping with the impact on, you mentioned 
capital coming in, these global trends. There’s been a general concern that all emerging 
markets, and China is still an emerging market, are facing new troubles, because of 
worldwide trends, interest rates in other parts of the world going back up.

Nicholas Lardy:	 I don’t think there’s any question that Chairman Bernanke’s statements have had a major 
impact on these developments in China. He started signaling almost two weeks ago that 
the Fed might begin to taper its purchases. That view was reiterated last week. And that 
is part of the reason that instead of having large capital inflows into China, they’ve now 
moved in the other direction. The carry trade, as it’s called, has become potentially much 
less attractive, people see rates coming up in the West, so that the advantage of being long 
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in RMBs has gone down. That’s caused a major change in the market.

	 As I said before, the Chinese Central Bank could have taken action to offset this and not 
allow the spike in interest rates. But for their own reasons, they wanted to send a signal 
to the banks that they should be more sensitive to managing liquidity risk. You don’t see 
the Central Bank in the last week or two in China saying anything critical about the US 
Federal Reserve or in any way implying that they have become a victim of the US Federal 
Reserve actions.

Steve Weisman:	 Which we might have seen otherwise, right? I mean, the Chinese have not hesitated to 
criticize US fiscal policy, for example.

Nicholas Lardy:	 No, I think it’s quite interesting that they haven’t voiced that criticism. But it’s not 
surprising, because there have been a lot of critics in China about the Fed policy and 
arguments that it would be very adverse to China when it began to be unwound. But those 
have been coming from independent commentators, particularly in the blogosphere. And 
the Central Bank itself, the governors, the vice governors, the high officials in the Chinese 
Central Bank, have not voiced any criticisms of quantitative easing, either its ramped up or 
now potentially it’s taper.

Steve Weisman:	 A final question; what is the impact on the Chinese economy of all of this turmoil over the 
next year or two?

Nicholas Lardy:	 I think it will be quite modest. There is a conundrum now in that we have very tight 
money at least for a period of a few weeks, I think it’s going away, but it was there for a few 
weeks, the spike in short-term interest rates. But in the longer term rates, there is almost 
no move. There is a very substantial growth of credit to the economy through bank loans 
and other mechanisms. And, if the money market rates in China, the Interbank market as 
it’s called, also has maturities of up to a year and there is almost no change in the one-year 
rates.

	 So I think the underlying flow of credit, at least through the banking system, it’s still 
growing in excess of 15 percent per year on a year-over-year basis in the first five months 
of this year. It will show something similar when we get the data for June. I think the 
underlying flow of credit is more than adequate to sustain economic growth. Growth is 
weakening, but that has to do with structural factors, not to a credit crunch. The crunch 
has been on the very short end of the spectrum.

Steve Weisman:	 Thank you Nick.


