Decelerating China's economy

China’s government may at last be getting a grip on its banks 
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THE arrival of rain and snow on China’s parched northern plain has raised hopes that the country’s crop of winter wheat will fare better than feared. Food prices, which rose by about 11% in the year to February, have made a big contribution to China’s consumer-price inflation, now running at 4.9%. But if drought is responsible for some of China’s price pressure, a deluge of credit is to blame for the rest. So China-watchers were quick to welcome a turn in the monetary weather this week.

The country’s broad money supply (M2), which includes currency and a variety of bank deposits, grew by 15.7% in the year to February, slower than expected. Monetary aggregates are an important target for the People’s Bank of China (PBOC), the country’s central bank, much as they were for Western central banks in the heyday of monetarism. Unfortunately, these targets can be just as elusive in China as they proved to be elsewhere: M2 has exceeded the government’s intended limit in nine of the past ten years. But February’s figure will give the PBOC fresh hope of remaining within its 16% target for this year.

As well as targeting the money supply, China’s authorities also strive to set limits on credit. China’s banks added 535.6 billion yuan ($81.5 billion) of new loans last month, again a lower figure than expected. Their February lending was consistent with an annual total of 7.88 trillion yuan, according to calculations by Wensheng Peng of China International Capital Corporation. This is not too far above the 7.5 trillion yuan that Liu Mingkang, chairman of the China Banking Regulatory Commission, reportedly believes is consistent with the government’s monetary targets.
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Not everyone puts much faith in these credit figures, however. Fitch, a ratings agency, has described how banks have moved lending off their books using a variety of dodges, such as packaging loans into securitised products with the help of lightly regulated trust companies. It estimates that China’s banks lent over 11 trillion yuan in 2009, far in excess of both the official figure of 7.9 trillion yuan and the official quota of 7.5 trillion yuan. Weaning China off these credit injections is not easy. The economy cannot get by with trillions less overnight without “seriously stunting growth,” Fitch wrote in December. “Hidden channels are likely to continue to fill this gap so long as demand remains high, supply tight, and oversight lenient.”

An alternative way to measure the availability of credit is simply to ask people. Market News International, a news agency owned by Deutsche Börse Group, regularly surveys 186 listed Chinese companies about the business conditions they face. In the main, business is still brisk, its February survey revealed. But companies also said that credit was as tight as it was in June 2008, when the authorities were battling against 7-8% inflation. This gap between business activity and constrained credit will close in due course, argues Peter Redward of Barclays Capital. And given that Wen Jiabao, the prime minister, has made fighting inflation a priority, it is likely that business will fall into line with credit, not the other way around.

Perhaps the first signs of that appeared in China’s retail sales. They were 15.8% higher in January and February than in the same two months of 2010—having grown by over 19% in the year to December. The slowing was most pronounced in car sales, partly because the government restored a 10% sales tax on small cars that had been cut in 2009. The government was restoring it now, said Liu Shangxi, an official with the Ministry of Commerce, because “the country has ridden out the crisis”. It did so largely on the back of bank lending. In recent months, that lending was threatening to carry the economy away. This week’s figures were encouraging evidence that the reins are tightening. 

