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China: don’t panic 
about liquidity panic 
 

Key points 

 
 Another liquidity squeeze in the inter-bank market 

– the second in 6 months – took many people by 

surprise. We believe a confluence of seasonal 

factors, policy intentions, and investor 

nervousness has contributed to the escalation in 

interest rates. 

 While the liquidity condition could tighten again 

before the Chinese New Year, we see little risk of 

a major liquidity or credit crisis in China this year. 

This confidence comes from our view that the 

People Bank of China (PBC) has both the tools 

and the ability to contain any emerging pressure 
before it degenerates into a crisis. 

 However, the PBC understands that rapid credit 

expansion and leverage build-up are 

unsustainable, and monetary policy is not the 

right tool for dealing with deep-seated structural 

issues. We believe prudent monetary policy is the 

right setting for this year, as the government rolls 

out policy reforms to tackle fundamental 
challenges. 

 These reforms could slow credit expansion and, 

in turn, GDP growth this year relative to 2013. 

However, improved external demand and robust 

consumption growth could help Chinese 
authorities achieve their 7.5% growth target. 

 

 

 

 

 

 

 

 

 

 

Exhibit 1 
Panic in the inter-bank market spread to equity market 

 
Source: Bloomberg & AXA IM Research 
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Another inter-bank market panic took 
everyone by surprise  

Compared to a quiet and tranquil year-end in developed 

markets, December was an eventful month for China. 

Reminiscent of the “liquidity squeeze” last June, jitters in the 

inter-bank market resurfaced in mid-December. The 7-day 

repo rate – a key indicator rate of inter-bank liquidity – shot up 

120bps, from 4.3% to 5.5% on the 17th, then to above 7% the 

next day, before peaking at almost 9%. Overnight repo rate 

saw similar moves, surging from 3% to 7%, while the 1-week 

SHIBOR – widely used as a reference rate for pricing bonds, 

derivatives and wealth management products (WMP) – 

spiked 450bps to 8.8%. Panic quickly spread to equity 

markets, similar to what happened in June, reigniting talks of 

an imminent credit crisis and economic hard-landing in China 

(Exhibit 1). 

Exhibit 1 
Panic in the inter-bank market spread to equity market 

 
Source: Bloomberg & AXA IM Research 

What drove the panic? 

We think there are some similarities in the driving forces 

between the December and June episodes, where a 

combination of seasonal factors and policy intentions were 

at play. First, similar to June, banks were facing the 

pressure of quarter-end payment of reserves to meet their 

reserve requirements. This was compounded by the fact that 

the year-end period is usually associated with high cash 

demand, as people hoard cash for the holiday and 

corporates pay out cash bonuses. Second, the central 

government typically undertakes significant fiscal spending 

by drawing down its deposits at the PBC. The process tends 

to release a significant amount of liquidity into the banking 

system, creating a natural buffer against rising cash 

demand. However, this injection of liquidity reportedly 

arrived late last year, exacerbating tightness in the inter-

bank market. Third, external factors, such as fears about the 

Fed’s quantitative easing (QE) exit (June) and its actual 

announcement (December), also affected domestic liquidity 

through FX flows (albeit limited by capital controls) and an 

impact on confidence. This was evident in the offshore RMB 

market, where the CNH spot and forward rates depreciated 

briefly, though not nearly as much as that seen in some 

emerging market currencies. Finally, the policy intentions of 

the PBC were a critical part of the story in both instances. 

Throughout the past year, the central bank has maintained a 

“neutral-to-slightly tight” policy stance to contain rapid credit 

growth in the economy. This prudent policy bias, along with 

gradual interest rate liberalisation, has contributed to an 

upward trend in inter-bank interest rates (Exhibit 2). By 

putting the pressure on the system to de-lever, the PBC 

scaled back its liquidity provision and suspended weekly 

repo operations in early December. Even as the pressure 

started to build, the PBC did not intervene in large scale 

immediately, but relied on the Short-Term Liquidity 

Operations (SLO) to fine-tune the market, suggesting the 

central bank was committed to its prudent policy stance. 

Exhibit 2 
Interest rates increase on policy intention and liberalisation 

 
Source: Bloomberg & AXA IM Research 

Ultimately, the SLO proved ineffective in containing the 

situation, forcing the central bank to resort once again to 

reverse repos. The injection of RMB°29°bn right before 

Christmas helped to restore market confidence and 

alleviated liquidity pressure.  

Can the PBC prevent an outright credit 
crisis in China?  

With support from monetary and fiscal injections and 

continued FX inflows, abundant liquidity has driven short-

term interest rates back to where they were before the 

market panic. However, this may not be the end of inter-

bank volatility in the near term, as the Chinese New Year is 

fast approaching. For seasonal reasons, liquidity conditions 

are usually tight immediately before the festival as people 

prepare for the week-long holiday. In addition, the Fed is 

due to start tapering later this month. The extent to which 

this will affect global liquidity and capital flows is still 

unknown. These events could be important catalysts for 
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renewed jitters in a still nervous inter-bank market in the 

near term.  

On a structural level, we think the rise of shadow banking 

has brought profound changes to China’s monetary system 

– expediting financial liberalisation but also introducing risks 

and uncertainties. A clear manifestation of the latter is 

increased volatility in the inter-bank market and more 

frequent liquidity panics in the past two years. Without 

correcting the structural defects in the system through 

further reforms (see below for details), interest rate volatility 

is likely to remain elevated, making the PBC’s job of 

maintaining a stable monetary environment challenging.  

In any case, we do not expect an imminent liquidity or credit 

crisis in China, as we think the PBC has both the capacity 

and the means to deal with any funding pressure that may 

arise from domestic or external events. Compared to other 

central banks that rely solely on short-term interest rates to 

manage the monetary cycle, the PBC has a much larger 

toolkit, which allows it to adjust both the price and quantity of 

credit in the economy. If shocks, like the QE exit, start to 

exert excessively tight monetary conditions, the PBC can put 

reverse repos to greater use and cut bank reserve 

requirements, which are still above 20%.  

On the pricing side, the PBC has the deposit interest rate 

ceiling, which remains binding in the banking system. While 

an increasing amount of retail savings have flown to wealth 

management products, the size of WMPs is still less than 

10% of banks’ deposit base, suggesting the latter remains a 

dominant driver of bank funding costs. Finally, the PBC has 

a unique power to micro-manage bank credit allocation and 

distribution through credit quota and window guidance. 

While the rise of shadow banking and the PBC’s move 

toward interest rate operation have diluted the power of this 

tool, when push comes to shove, the operation can be 

resumed and its effectiveness can be guaranteed by the 

state ownership in banks.    

Does crisis prevention necessarily involve 
easier monetary policy?  

Whilst the PBC still has supreme power in dealing with any 

credit turbulence, we believe it is no longer in its best 

interest to ease policy every time the market runs into 

trouble. Top central bank officials, including Governor Zhou, 

have repeatedly warned about fast credit expansion and the 

need to de-lever in certain sectors of the economy. The 

delayed response to the market squeezes in June and 

December suggests that the PBC was indeed reluctant to 

intervene, fearing that the perception of an unconditional 

official backstop could exacerbate moral hazard. 

The two sectors that are identified as posing the highest 

systemic risk are the shadow banking system and local 

government debt. The former has been expanding rapidly in 

recent years (Exhibit 3), with its share in total credit 

intermediation approaching 50%. Furthermore, activities in 

the shadow banking system have become increasingly 

complex and opaque, with significant risk mismatches and 

growing leverage. The former Chairman of the Bank of 

China went so far as to call shadow banking a giant “Ponzi 

scheme”
 1

 – reflecting on the phenomena that a significant 

portion of WMP issuance is used to pay off the maturing 

ones. George Soros
2
 also warned of the similarities between 

the current condition in China and that observed in the US 

before the global financial crisis, as risks are being 

underpriced and leverage is escalating. 

Exhibit 3 
Credit boom led by shadow banking activities 

 
Source: CEIC & AXA IM Research 

As for local government debt, the freshly released National 

Audit Office report provides the latest glimpse into the sector 

and how leverage has evolved in recent years. As with 

shadow banking, the concern is not so much the size of the 

debt, which accounts for (only) 33% of GDP, but the pace at 

which it has been accumulating. The report shows that total 

local government debt has risen almost 70% in last 2½ 

years, with its growth closely tied to a number of pressing 

issues facing China, namely the housing market bubble, 

excessive capacity, and resource competition between the 

state and private sectors.  

If not monetary policy, then what better 
ways are there to resolve the situation? 

Clearly, such rapid leverage build-up cannot be sustained 

for too long before the economy sinks into a deep debt 

crisis. Maintaining a prudent monetary policy setting by the 

PBC will be conducive to encourage deleveraging in these 

sectors. However, developments over the past year suggest 

that monetary policy alone is no longer enough to resolve 

the challenge. This is because major borrowers in the 

                                                   
1
 http://www.chinadaily.com.cn/opinion/2012-

10/12/content_15812305.htm 
2
 http://www.project-syndicate.org/commentary/george-soros-maps-the-

terrain-of-a-global-economy-that-is-increasingly-shaped-by-
china#G6vlM65J5S2P9I81.99 
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shadow banking system – local governments and property 

developers – tend to be less sensitive to interest rate 

movements. Hence, by tightening the liquidity condition and 

forcing up interest rates, the PBC ends up slowing credit 

flows to interest-rate sensitive borrowers, such as small-and-

medium-sized businesses.  

A better way to resolve the problem is to tackle the 

fundamental drivers of leverage in these sectors directly. 

These include  

1) misdirect incentives – which lead local officials to blindly 

pursue GDP growth,  

2) moral hazards – which make participants in shadow 

banking think the government or the banks will bail 

them out should defaults occur,  

3) information asymmetry – where buyers of WMPs have 

little idea of where their investment ends up,  

4) pervasive risk mismatches – where short-term liabilities 

are matched with long-term assets.  

These issues are structural in nature, and thus need to be 

addressed by structural reforms. Encouragingly, the 

authorities are already moving in the right direction. 

Following the 3
rd
 Plenum meeting, the central government 

set tackling local government debt as one of its top priorities 

for 2014 and vowed to change the performance assessment 

of local officials by taking into account a wide range of social 

factors. Regarding shadow banking, the government is 

reportedly working on a reform package that will deliver an 

overhaul in shadow banking regulation.  

Bottom line: We are hopeful that these changes will help 

mitigate distortions and inefficiencies in a large part of the 

economy by redirecting it onto a more sustainable path. The 

near-term cost of the reforms will be slower credit growth, 

weaker investment and, ultimately, lower GDP expansion 

than otherwise. However, with improving external conditions 

and healthy consumption momentum, we believe the 

authority’s 2014 growth target of “around 7.5%” is still 

attainable.  

Overall, the two buzz words for China in the Year of the 

Horse are stability and reform. We believe the government 

will use its (fiscal and monetary) tools dynamically to defend 

its growth floor (widely believed to be around 7%) and 

prevent economic overheating, in order to nurture a stable 

macro environment for structural reforms to take place. We 

will come back to China’s long-run growth prospects in 

forthcoming pieces. 

 

 

 

 

 

 

 

AXA IM research on line: http://www.axa-im.com/en/research 

 

DISCLAIMER 
 

This document is used for informational purposes only and does not constitute, on AXA Investment Managers part, an offer to buy or sell, solicitation or investment advice. It has been 

established on the basis of data, projections, forecasts, anticipations and hypothesis which are subjective. Its analysis and conclusions are the expression  
of an opinion, based on available data at a specific date. 
Due to the subjective and indicative aspect of these analyses, we draw your attention to the fact that the effective evolution of the economic variables and values of the financial markets could 

be significantly different from the indications (projections, forecast, anticipations and hypothesis) which are communicated in this document.  
Furthermore, due to simplification, the information given in this document can only be viewed as subjective. This document may be modified without notice  and  
AXA Investment Managers may, but shall not be obligated, update or otherwise revise this document. 

All information in this document is established on data given made public by official providers of economic and market statistics. AXA Investment Managers disclaims any and all liability 
relating to a decision based on or for reliance on this document. All exhibits included in this document, unless stated otherwise, are as of the publication date of this document. 
Furthermore, due to the subjective nature of these analysis and opinions, these data, projections, forecasts, anticipations, hypothesis and/or opinions are not necessary used or followed by 

AXA IM’ management teams or its affiliates who may act based on their own opinions and as independent departments within the Company. 
By accepting this information, the recipients of this document agrees that it will use the information only to evaluate its potential interest in the strategies described herein and for no other 
purpose and will not divulge any such information to any other party. Any reproduction of this information, in whole or in pa rt, is unless otherwise authorised by AXA IM prohibited. 

Editor : AXA INVESTMENT MANAGERS, a company incorporated under the laws of France, having its registered office located at Cœ ur Défense Tour B La Défense 4, 100, Esplanade du 
Général de Gaulle 92400 Courbevoie, registered with the Nanterre Trade and Companies Register under number 393 051 826. 
© AXA Investment Managers 2014 
 

http://www.axa-im.com/en/research

