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WHERE IS THE PAIN THRESHOLD FOR CHINA’S GROWTH? 
 
The risk of US interest rate normailisation affecting China (via capital outflows) could be limited1 because of 
the large Sino-US interest rate spread (more than four percentage points at the time of writing), the lack of 
free capital flows in and out of China, and the lack of substitutability between Chinese and US assets.  In 
other words, the conditions for “uncovered interest rate parity” do not apply to China.    These arguments still 
stand, despite the prospect of Chinese interest rate cuts in the short-term. 
 
What about the risk to China’s growth from the withdrawal of foreign capital as the US quantitative easing 
(QE) ends?  Some analysts have argued that China financed most of its economic recovery from the global 
financial crisis with imported capital.  They cite the fact that cheap money created by the US Fed’s QE policy 
flooded offshore centres, mainly Hong Kong, and then went to China in the form of carry trades.  These QE-
induced funds were first converted into Hong Kong dollars, which is pegged to the US dollar, and then 
invested in renminbi (RMB)-denominated high yield financial products issued by mainland Chinese 
companies in the offshore Hong Kong (or CNH) market. 
 
Official data seems to support this argument.  Hong Kong banks’ net claims on China have soared since 
2010 to unprecedented amounts (Chart 1).  As of Q3 2014, the latest data available, international claims and 
liabilities of Hong Kong banks were HKD9.4 trillion and HKD 7.0 trillion, respectively, resulting in HKD2.4 
trillion of net claims.  Meanwhile, net claims by Hong Kong banks on China amounted to HKD 2.6 trillion, up 
from almost zero in 2009.  The fact that net claims on China by Hong Kong banks have risen exponentially in 
recent years while total net claims are almost equal to the net claims on China suggests that the bulk of Hong 
Kong banks’ foreign lending had funded China’s growth (Chart 2). 
 

 

                                                                    
1 See “Chi Time: US Rate Hike and the Impact on China”, 3 September 2014. 
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The end of US QE should reverse this flow of capital (via the CNH market) to China, which could hurt growth.  
However, this argument is flawed for the simple fact that the HKD2.6 trillion net claims by Hong Kong banks 
on China account for only 2.4% of China’s total outstanding loans.  How could the reversal of such a small 
share of foreign capital drag down the Chinese economy? 
 
The key risk to China’s growth is not the end of the US QE, but weak aggregate demand.  The relevant 
question is: where is the pain threshold for China’s growth and what will be the catalyst for Beijing to resort to 
a significant economic bailout?  We have argued that it would not be inflation because there is none, or a 
credit event in the system since Beijing still has a selective “implicit guarantee” policy that protects systemic 
confidence2.  The key to answering the growth-pain threshold question lies in China’s labour market.   
 
Beijing will tolerate slow growth for the sake of structural reforms as long as employment remains resilient.  
This has been the case so far, despite slowing economic growth,.  China’s labour demand-to-supply ratio has 
remained above one since 2009, suggesting tight labour market conditions (Chart 3).  The economy has 
grown in size, with the labour-intensive services sector now accounting for a larger share, hence demanding 

                                                                    
2 See “Chi Time: When Bad News is Good News for Chinese Assets”, 8 January 2015. 
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more labour, than the manufacturing sector.  Meanwhile, growth of the labour force has decline due to an 
ageing population. 
 

 

 
 
 

However, if economic growth slows to the point where it destabilises the labour market, that would likely 
prompt Beijing to aggressively ease policy to mitigate the risk of social discontent.  In the short-term, the 
demand and supply balance still favours a resilient labour market, allowing Beijing to refrain from major policy 
easing. 
 
So where exactly is this threshold?  Econometric modeling cannot provide any precise answers due to 
imperfect data and unstable structural parameters in the economy.  The market’s estimates range from a 
growth rate of 5% to 6.5%.  This means that Beijing has a rather high growth-pain threshold, giving it the 
leeway to purse structural reforms at the expense of growth. 

 
 
Chi Lo 
Senior Economist, BNPP IP         18 March 2015 
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DISCLAIMER 

This material is issued and has been prepared by BNP Paribas Asset Management S.A.S. (“BNPP AM”)*, a member of BNP Paribas Investment Partners 
(BNPP IP)** . 
 
This material is produced for information purposes only and does not constitute: 
1.  an offer to buy nor a solicitation to sell, nor shall it form the basis of or be relied upon in connection with any contract  or commitment whatsoever or 
2. any investment advice. 
This material makes reference to certain financial instruments (the “Financial Instrument(s)”) authorised and regulated in its/their jurisdiction(s) of incorporation.  
 
No action has been taken which would permit the public offering of the Financial Instrument(s) in any other jurisdiction, except as indicated in the most recent 
prospectus, offering document or any other information material, as applicable, of the relevant Financial Instrument(s) where such action would be required, in 
particular, in the United States, to US persons (as such term is defined in Regulation S of the United States Securities Act of 1933). Prior to any subscription in a 
country in which such Financial Instrument(s) is/are registered, investors should verify any legal constraints or restrictions there may be in connection with the 
subscription, purchase, possession or sale of the Financial Instrument(s). 
 
Investors considering subscribing for the Financial Instrument(s) should read carefully the most recent prospectus, offering document or other information material 
and consult the Financial Instrument(s)’ most recent financial reports. The prospectus, offering document or other information of the Financial Instrument(s) are 
available from your local BNPP IP correspondents, if any, or from the entities marketing the Financial Instrument(s). 
 
Opinions included in this material constitute the judgment of BNPP AM at the time specified and may be subject to change without notice. BNPP AM is not obliged to 
update or alter the information or opinions contained within this material. Investors should consult their own legal and tax advisors in respect of legal, ac-counting, 
domicile and tax advice prior to investing in the Financial Instrument(s) in order to make an independent determination of the suitability and consequences of an 
investment therein, if permitted. Please note that different types of investments, if contained within this material, involve varying degrees of risk and there can be no 
assurance that any specific investment may either be suitable, appropriate or profitable for a client or prospective client’s investment portfolio. 
 
Given the economic and market risks, there can be no assurance that the Financial Instrument(s) will achieve its/their investment objectives. Returns may be affected 
by, amongst other things, investment strategies or objectives of the Financial Instrument(s) and material market and economic conditions, including interest rates, 
market terms and general market conditions. The different strategies applied to the Financial Instruments may have a significant effect on the results portrayed in this 
material. Past performance is not a guide to future performance and the value of the investments in Financial Instrument(s) may go down as well as up. Investors 
may not get back the amount they originally invested. 
 
The performance data, as applicable, reflected in this material, do not take into account the commissions, costs incurred on the issue and redemption and taxes. 
 
This document is directed only at person(s) who have professional experience in matters relating to investments (“relevant persons”). Any investment or investment 
activity to which this document relates is available only to and will be engaged in only with Professional Clients as defined in the rules of the Financial Services 
Authority. Any person who is not a relevant person should not act or rely on this document or any of its con-tents. 
 
*BNPP AM is an investment manager registered with the “Autorité des marchés financiers” in France under number 96-02, a simplified joint stock company with a 
capital of 64,931,168 euros with its registered office at 1, boulevard Haussmann 75009 Paris, France, RCS Paris 319 378 832. www.bnpparibas-am.com  
 
** “BNP Paribas Investment Partners” is the global brand name of the BNP Paribas group’s asset management services. The individual asset management entities 
within BNP Paribas Investment Partners if specified herein, are specified for information only and do not necessarily carry on business in your jurisdiction. For further 
information, please contact your locally licensed Investment Partner.  
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