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Forget changing interest rates. China’s main weagahoice to influence liquidity is
changing its reserve requirement ratios. This docthtes the percentage of commercial
bank deposits that must be kept in the central bank

Between July 2006 and June 2011, China’s resequéreament ratio was changed 35
times, which averages to one change every two rspatitording to the Bank for
International Settlements.

During this period, it rose from 7.5 percent to22fiercent (for large banks), which is
among the highest in the world.

(Graph below from BIS)
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Currently, China’s benchmark lending rate is ony6gpercent, which is low compared
to many countries, leading some to assume thatadfdas a moderate monetary policy.
Neighboring Pakistan’s interest rate, for examigl@t a whopping 12 percent.
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However, judging by the metric of total requirechkaeserves, which is almost 30
percent of GDP, China has the tightest monetangipslin the world.

(Graph below from BIS)
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' As of August 2010. 2 The difference between total reserves and required reserves. In Thailand' case, excess reserves may include

other short-dated instruments.

Source: National data; BIS central bank questionnaires.

A key reason China resorts to the tool of reseeggiirement ratio is its foreign exchange

interventions.

While China no longer maintains a hard peg to ti. dollar, it still keeps its currency
artificially undervalued against other major cuies by buying those currencies with
newly printed yuan.

The side effect of this exercise, however, is thatnewly printed yuan stokes inflation.
(This is why many experts note that China, on stawel, adopts the monetary policy of
countries like the U.S.)

To counter this yuan printing, China chooses teeragserve requirement ratios.

Many government use open markets operations —\Wworgoand lending directly in the
financial system — to control liquidity.



China, however, chooses to use reserve requireraigos because it is a more permanent
and cheaper (i.e. it pays less interest rates)tavdignit liquidity from foreign exchange
interventions.

The Chinese central bank’s required reserve lighilie. what it owes its commercial
banks in deposited required reserves) totaled tdiflidn, according to a CCBIS
Research note posted by theancial Times on May 20, 2011

Unless China plans to forever keep its reserve edtR1.5 percent, it needs to release a
part of this massive cash hoard back to the firssgistem.

When it does, it will likely spark a surge in lendj which could lead to an acceleration
in inflation. This scenario played out in Malaysiadhe mid-1990s, accordirig John
Greenwood of the Cato Institute

Greenwood also pointed out a theoretical ceilingatsing the reserve requirement ratio:
the size of China’s commercial bank deposits.

That is, at some point, the reserve ratio wouldbexso high that the central bank would
drain the majority of China’s bank deposit.

When this point approaches, China will likely hardy two choices: allow the yuan to
appreciate or allow newly printed yuan to circulat¢he banking system and stoke
inflation.

Both scenarios will likely lead to increased imgdrom abroad, the first scenario
favoring foreign consumer goods and the latter @gerfavoring commaodities.

It will likely take a while before this or any tipp point occurs. In the meantime, what
matters for the global markets and economy is hbwm&s deals with an increase in
liquidity.

When liquidity increases in countries like the Uitends to only boost financial asset
prices because U.S. financial institutions are Umgito step up their lending. Instead,
they are buying financial assets or parking the eyan the Federal Reserve in the form
of excess reserves.

When liquidity increase in China, it is crucialdee how it responds.

If it does nothing, lending will surge, the econolmly boom, global commodities prices
will soar, and countries like Australia will progpdf it raises its reserve requirement
ratio, it will counter these trends. If it lowdts reserve requirement ratio, it will amply
these trends.



China is a booming economy and a major sourcecpémental economic growth for the
world. It also holds enormous financial “firepovwar the form of its massive central
bank balance sheet — on both the assets andtiedgide.

What it decides to do with its reserve requiremratib and other monetary policy tools
will have a big impact on the global economy américial markets.
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