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Global financial markets are 
keenly interested in China’s 

short-term economic direction and 
policy choices. American policy 
should look farther. If China chooses 
to try to stimulate its economy in the 
second half of the year, even if suc-
cessful, it will only exacerbate a more 
pressing long-term challenge. 

This challenge in part takes the 
form of too much money. While 
attention is focused on when the 
People’s Republic of China (PRC) 
might catch the U.S. in terms of GDP, 
it has already passed the U.S. on 
some measures of its monetary base. 
Such high liquidity typically pre-
cedes periods of stagnation or even 
outright economic contraction. It is 
one of the surer reasons for antici-
pating that China’s true economic 
growth might slow sharply, a possi-
bility that has clear implications for 
American policy. 

Moreover, excess Chinese liquid-
ity has already had an impact in the 
U.S. The two economies are linked 
by Beijing’s chosen balance-of-pay-
ments rules, which tie the yuan to 
the dollar and compel the PRC to 
hold excess reserves in American 
bonds. The U.S. has its own money 
supply management challenges, and 
communication between the two 
countries’ monetary authorities will 
be valuable.

Not for All the Money in China. 
There are many different ways to 
measure the supply of money. There 
are also pronounced differences in 
national monetary systems, which 
cause natural differences among 
economies. For a large economy, the 
PRC is immature financially, so that 
more capital stays within the bank-
ing system. This is a well-recognized 
long-term problem.1 

One manifestation of the problem 
is a comparatively high ratio of broad 
money M2 (currency in circulation 
plus demand and time deposits) to 
GDP. China is well above the global 
average on this measure, while a 
somewhat similar economy in Brazil 
is well below. Nearly all of the coun-
tries that have higher M2/GDP ratios 
than China are in Europe, which, in 
light of recent developments, is not 
reassuring.2 

More importantly, the ratio for 
the PRC is not only high but has been 
rising steadily. Since the financial 
crisis, a number of countries have 
rising liquidity, including the U.S. 
However, those countries with both 
high and clearly rising liquidity 
(Spain, for example) are a small and 
unhealthy bunch. This is not good 
company for China to be keeping.

The U.S. is only one point of com-
parison, but it is an instructive one. 
In 1998, China’s M2 was 70 percent 
smaller than America’s. In 2011, it 
was 40 percent larger. While Chinese 
GDP expanded greatly in that period, 
it was still only half of American 
GDP at the end of last year. Yet the 
PRC had $3.8 trillion more in broad 
money supply sloshing around.

Measurements of leveraging show 
roughly similar problems. China’s 
dependence on bank loans for 
financing intensified with the lend-
ing explosion in 2009. In 1998, loan 
volume was 102 percent of GDP. By 
2008, it had only inched higher to 
106 percent of GDP. Just three years 
later, though, it had jumped to 123 
percent of GDP. More comprehensive 
measures of credit show still higher 
figures and steeper climbs.3

What Happens Next? There is 
plenty of discussion at present about 
short-term weakness in the Chinese 
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economy and whether additional 
stimulus is the right response. The 
longer term is clear: On its present 
policy path, the effective stimulus 
Beijing can apply through monetary 
policy will continue to decline. 

At the high levels of liquidity that 
have now been reached, further 
leveraging has and will continue 
to become increasingly ineffec-
tive. More and more money must 
be employed to get the same results. 

Barring a major policy misstep, there 
is no true crisis imminent. However, 
a crisis must loom as a possibility at 
some point. 

This leaves Beijing with unpleas-
ant choices. More monetary stimulus 
will have only a limited impact now 
at the cost of digging deeper into 
a hole that China must eventually 
climb out of. Whether or not further 
short-term stimulus is chosen, the 
PRC must eventually de-leverage to 

some extent. This will exert down-
ward pressure on growth for some 
time. After years where growth 
has been inflated by a flood of new 
money, this signifies instability, and 
the Communist Party does not like 
instability.

How liquidity is drained, how-
ever, could matter a great deal. Broad 
money should at least stabilize rela-
tive to GDP, and total credit should 
slow relative to GDP. It would be 
greatly preferable if, at the same time, 
bank lending were to become less 
important. This could occur with 
financial reform. The PRC should 
have more commercialized banks 
that are more circumspect about 
lending under the wrong conditions. 
It should have more financial options 
so that banking is less important 
relative to bonds, stocks, futures, and 
other financial outlets.

Financial reform is not only 
painful; it takes time. Interest rate 
liberalization, de-control of financial 
markets (with attendant risk), and 
partial privatization in banking can-
not be done overnight. Beijing has a 
bit of time, since there is no impend-
ing crisis, but genuine reform should 
start as soon as possible. If it begins 
quickly, the payoff from reform can 
more than offset the discomfort from 
the inevitable deleveraging. The 
PRC’s financial system can shift from 
a source of instability to a source of 
efficiency. 

American Involvement. Like it 
or not, the U.S. is already involved in 
the Chinese liquidity problem. Some 
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portion of excess Chinese liquidity 
inevitably spills into the U.S.—and 
more than anywhere else, because 
the yuan is tied to the dollar. Most 
famously, this was part of the feed-
back loop that contributed to the 
recent financial crisis. It has contin-
ued since, with Chinese money enter-
ing the U.S. in various ways.4

But, as it was before the financial 
crisis, Chinese liquidity overflow 
into the U.S. remains only part of the 
loop. Though American money sup-
ply is now smaller, the U.S. economy 
is still much bigger, and the dollar is 
the world’s reserve currency. Extra 
American liquidity, whether due to 
low interest rates in the middle of 
the last decade or quantitative easing 
more recently, spills over onto the 
rest of the globe.

When it finally becomes willing to 
deal with its own monetary problems, 
Beijing will therefore cast a nervous 

eye to the Federal Reserve. To a less-
er extent, the Fed should do the same 
with regard to the People’s Bank. The 
U.S. should:

■■ Continue and enhance infor-
mation exchange with China 
on monetary policy. Countries 
make their own monetary choices, 
but transparent and timely com-
munication helps make for better 
policy.

■■ Plan for notable economic 
change in the PRC in the medi-
um term. Beijing could adopt 
financial reform and become 
much more efficient, or it might 
refuse and see true growth slow 
considerably. 

■■ Intensify bilateral and Asian 
regional trade and invest-
ment liberalization, such as the 

Trans-Pacific Partnership, to help 
protect friends and allies against a 
possible Chinese slump. 

Tightening the Taps Together?
China and the U.S. face the same 

long-term challenge to unwind 
money growth. The two challenges 
are connected, though the PRC’s is 
clearly more daunting. China must 
act or lose monetary policy as a tool, 
and American policymakers should 
be aware of the stakes. 
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