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Asian Economic Insights
PBOC Regains Upper Hand 
As China’s economy continued to grow dangerously 
fast, we feared growing complacency among top 
policymakers. But yesterday the People’s Bank of 
China (PBOC) announced a 27 basis-point increase 
in its 1-year benchmark lending rate to 5.58% and 1-
year bank deposit rate to 2.25%. In our view, this 
lowers the risk of another boom-bust cycle in 2005 
and helps China avoid the possibility of a marked 
investment rebound in the next two quarters, which 
would have inevitably led to tightening in the second 
half of next year.  

Moreover, the central bank appears to have finally 
kick-started the normalization of its interest rate 
structure, lifting the 9.03% lending rate ceiling while 
maintaining the lower bound at 4.78%. The policy is 
twofold: First, it is a return to positive real interest 
rates for both lending and bank deposits (Display 1); 
and second, it provides banks with a flexible interest 
rate structure so that loan interest rates can reflect 
credit quality. 

The earlier-than-expected policy action was a 
pleasant surprise, and came just in time. Indeed, it 
would appear that Beijing wanted to hike interest 
rates before the end of October, when the six-month 
ban on land sales expires.  

We expect another increase of 25 to 50 basis points 
on lending rates over the next two quarters. Year-
over-year growth in the consumer price index is at 
5.2% in September and expected to ease to around 
4.0% by mid-2005. And, deposit rates remain 
grossly in negative territory even after yesterday’s 
hikes, suggesting a further 150 to 200 basis-point 
increase is required in the coming year. Higher 
interest on bank deposits would discourage 
companies from withdrawing funds to finance 
uncompleted projects (Display 2). It could also be a 
key to stopping the outflow of bank liquidity to the 
reemerging ‘curb market.’  

Many argue that rate hikes will not make a dent in 
China’s economic activity as long as the curb market 
offers credit at interest rates of 15% to 20%. We 

disagree. For one, we suspect the size of this 
‘underground lending’ remains relatively small and 
has been conducted largely by private small- and 
medium-size enterprises. The fact is that large state 
enterprises simply do not have a return on equity 
high enough to bear the 20% funding costs. 
Moreover, the Chinese economy is the second most 
leveraged in non-Japan Asia outside of Korea, with a 
credit/GDP ratio of around 170%. The economy is 
much more market-driven than it was in the 1980s 
and early 1990s. While it is true that the inherent 
credit culture and structural non-performing loan 
problems may dilute the effectiveness of interest rate 
hikes, previous instances of economic overheating 
suggest that higher rates do have an impact on 
investment and growth.  

Implications for the Coming Months 

As the higher funding costs start to kick in, credit 
controls are likely to ease further. We expect bank 
lending to further revive, over and above the 
resumption in September. The main objective will be 
to ease some of the working capital shortages of 
firms in non-overheating sectors.  

Speculative inflows for a RMB revaluation may 
intensify as Beijing moves toward market-based 
measures following its first rate hikes. Accordingly, 
we have factored in an exchange-rate policy shift at 
mid-year 2005. It looks to us as though it may occur 
following one or more interest rate hikes in the next 
two quarters, in a bid to further fine-tune the 
economy.  

If a RMB revaluation occurs, China’s initial step 
will be small. But although the adjustment could be 
just 3% to 5% (along with a regime shift to a basket 
of currencies) the Malaysian Ringgit surely would 
follow suit, leading to a region-wide currency 
appreciation. It could prove to be the beginning of 
the global rebalancing the US hopes for.  

Anthony Chan 
Global Economic Research 

November 1, 2004 



 
Asian Weekly Economic Insights 3 
 

 

 

The information contained herein reflects, as of the date hereof, the views of Alliance Capital Management and sources 
believed by Alliance Capital Management to be reliable. No representation or warranty is made concerning the accuracy 
of any data compiled herein. In addition, there can be no guarantee that any projection, forecast or opinion in these 
materials will be realized. The views expressed herein may change at any time subsequent to the date of issue hereof. These 
materials are provided for informational purposes only and under no circumstances may any information contained herein 
be construed as investment advice. Neither may any information contained herein be construed as any sales or marketing 
materials in respect of any financial instrument, product or service sponsored or provided by Alliance Capital Management 
or any affiliate or agent thereof.  

These materials are often prepared in the English language and provided only upon request to certain authorized financial 
representatives and institutions. Alliance Capital Management, its affiliates and third-parties, make no representation or warranty 
relating to the quality or accuracy of any foreign language translation of these materials. 
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Display 1: Interest Rates Have Been Too Low 
Real Lending and Deposit Rates 
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Source: CEIC data and Alliance Fixed Income estimates, November 1, 2004 
 
 

 
 

Display 2: Higher Interest Rates Could Help Raise Bank Deposits 
Bank Deposits 

5

10

15

20

25

30

01 02 03 04

Total Deposits

Individual Deposits

Corporate Deposits

YoY % chg

 

Source: CEIC data and Alliance Fixed Income estimates, November 1, 2004 
 


