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Abstract
Although growth deceleration in the People’s Republic of China (PRC) is inevitable, if the
country’s new direction of financial policy (on exchange rate, capital flows, banking,
capital market) can be achieved, it will be good not only for the country but also for the
rest of Asia. This is consistent with the increased degree of Asia’s integration and
interdependence. But given the nature of financial contagion and spillovers across
countries and asset classes, the financial headwinds from global crisis may require
regional cooperation in safety nets provision, as the domestic policy in the PRC and
other Asian countries is likely insufficient. Equally essential is the cooperation among
Asian regulators to secure financial stability and enhance market liquidity. If coordinated
well, such cooperation can also strengthen Asia’s collective voice to ensure that
harmonization of international rules does not mean applying the same laws in all
jurisdictions, and that the global debates on bank-centric regulations do not have
adverse consequences on Asian capital markets.
Keywords: PRC financial policy, global headwind, Asia interdependence, regional
cooperation, financial regulation
JEL Classification: G15, G18, E52, E58, F31, F36
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1. Introduction
After years of registering double-digit growth rates, economic growth in the People’s
Republic of China (PRC) has begun to decelerate steadily. This worries many
countries, including those in Asia, since the PRC’s interdependence with the rest of
Asia has deepened over the years. With no major investment programs announced at
the recent National People’s Congress, fears of a hard landing for the PRC’s economy
are also heightening.
The PRC is clearly at a crossroad. The reforms and rebalancing that are necessary will
lead to slower growth, while averting downward pressure from global headwinds
requires a sustained push for growth. It will not be an easy balancing act. However,
analyzed more carefully, the deceleration is actually consistent with the country’s
demographic changes and rebalancing efforts to shift sources of growth toward more
consumption and services. Thus, it is as much about natural trends as it is policydriven.1
One encouraging development is that the PRC’s new financial policy is a step in the
right direction. It supports efforts to allow the exchange rate and the prices of goods,
factors, and financial assets to move more flexibly; opens up capital markets and
improves the use of technology in finance; encourages outflows; and reigns in
institutional bottlenecks that can undermine the effectiveness of monetary and fiscal
policies. The short-run effects of the new financial policy may hurt growth, but if handled
carefully, it can lead to more balanced and sustainable growth, which is good not only
for the PRC, but also for Asia and the rest of the world.
But the lingering Eurozone crisis and uncertainty about the United States’ (US) recovery
spell trouble for the PRC and other emerging Asian economies. Ultra-easy money
policy as a response to the crisis has led to massive capital flows, posing problems and
policy dilemmas in the receiving countries. Capital market shocks and volatility in the
US and Europe also affect Asian markets, refuting the notion that the effects of the
global financial crisis (GFC) worked only through trade channels.
After highlighting the key issues in the PRC’s financial policy and its new direction in the
next section, this paper argues that increased interdependence between the PRC and
Asia implies that there will be significant impacts in the region from the PRC’s financial
policy. If the new policy direction makes the PRC’s growth more stable, balanced, and
sustainable, it will be good for Asia. By juxtaposing PRC policy in an increasingly
interdependent Asia with the crisis response in advanced countries, this paper further
argues that ultra-easy money policies in the latter poses some risks of financial
instability. Unless some countervailing measures are taken, contagion through capital
flows and return spillovers from shocks in US and Eurozone capital markets make Asia
1

In early 2010, the PRC’s policy makers began to reach a consensus on the need to tolerate slower
growth. They are reluctant to take more aggressive measures to support economic growth primarily due
to lessons learned from the 2009 stimulus package. In announcing a 7.50% growth target for this year,
Premier Li Keqiang clearly said that the nation must maintain that pace through 2020. This is quite a
departure from the era that former Premier Wen Jiabao once labeled “unbalanced, uncoordinated, and
unsustainable” growth.
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more vulnerable than most people think. Strengthening capital markets and making
them more liquid is a particularly important domestic countervailing measure. But the
huge size of capital flows and high volatility of financial market post-GFC make
domestic policy alone inadequate. Regional cooperation in financial safety nets is
imperative. Cooperation among regulators is equally important, given the region’s
financial sector’s exposure to global market, the need to harmonize market practices,
and the importance of strengthening liquidity.

2. The People’s Republic of China’s New Direction in Financial
Policy
One of the most debated aspects of the PRC’s financial policy has been exchange rate
policy. Many argue that the best course of action is to let the renminbi float, with its
price in US dollar terms determined by the market. This would help not only reduce the
PRC’s trade surplus and its trading partners’ deficits, a major source of global
imbalances, but also lessen the People’s Bank of China’s (PBOC) burden in fighting
inflation and equilibrating the foreign exchange market. On both counts, however, the
validity of the argument is debatable. Of course, an appreciated renminbi would make
the PRC’s exports more expensive, but whether that will effectively reduce PRC–US
trade imbalances is still doubtful. Most studies show either mixed results or inconclusive
findings.2
The effect of renminbi appreciation on inflation is equally unclear. Toward the end of the
fixed exchange rate system under Bretton Woods in the 1970s, markets expected that
the dollar would depreciate. The impact at the time was particularly significant in Japan
as capital inflows surged, causing the yen to appreciate. The intervention by the Bank
of Japan (BOJ) led to a massive increase of foreign reserves and raised the money
supply to a level that caused wholesale price index (WPI) inflation in Japan to exceed
the US rate for the first time. The loss of monetary control due to foreign exchange
market intervention makes appreciation and inflation at the same time possible: the
well-known “trilemma.” Applied to the current state of affairs in the PRC, since the
exchange rate system is still in transition as it moves away from a fixed system, an
abrupt appreciation could be equally inflationary.
The problem with that seemingly reasonable recommendation for appreciation is its
neglect of the PRC’s inability to lend in its own currency in the same manner that the
US and Germany can. Being a surplus country, this means two things for the PRC: (i)
firms and agents hold dollar assets, and (ii) the expectation of renminbi appreciation is
strong. Unable to unload foreign currency assets due to currency mismatches, firms
and agents obviously prefer to have a stable rate to avoid losses from appreciation.
However, as pressures (from outside) mount, expectations for appreciation increase
and the market’s “one-way bet” attitude intensifies the pressure. In addition to strong
capital inflows, this has been the case until recently, leaving no choice for the PBOC

2

Cheung, Chinn, and Fujii (2008) are among those who found little statistical evidence that the renminbi
is undervalued.
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but to intervene and resulting in reserves accumulation and a loss of monetary control.3
Being a “virtuous” country, therefore, the PRC has to endure “a conflict of virtue”
(McKinnon and Schnabl 2004; McKinnon 2005).
It is not surprising that keeping the renminbi stable is a current policy priority. The
government can then focus on rebalancing the supply and investment (S–I) gap, which
will eventually help lower trade imbalances, while the monetary authority can regain
monetary control to deal with inflation.4
Indeed, inflation remains one of the PRC’s most challenging risks. During the fixed
exchange rate period of 1994–2004, efforts to quash inflation were effective (Figure 1)
until outside pressure and market expectations for the renminbi to appreciate mounted,
from which point inflation started to creep up and turned volatile, indicating a loss of
monetary control. Since then, large capital inflows, especially foreign direct investment
(FDI), and increases in the PRC’s surplus intensified the pressure on the renminbi,
forcing a roughly 6% annual appreciation (deeper real appreciation). Mounting burdens
on the PBOC set in motion measures to encourage capital outflows by the private
sector and the newly established China Investment Corporation (CIC).5 Attempts were
also made to share the burden with commercial banks by raising the required reserves
in both local currency (sharing the burden of sterilization) and foreign currency (sharing
the burden of intervention).
With the advent of ultra-easy money and quantitative easing policies in the US and
other advanced economies following the 2008 Lehman collapse, the appreciation trend
was halted. This was meant to counter the sharp fall of export growth due to weak
global demand. At the same time, inflationary pressures began to mount following the
massive stimulus package introduced in 2009.6 In response, the government raised the
reserve requirement.7 The growing burden on the PBOC to intervene in the foreign
exchange market was partly softened by the removal of restrictions on capital outflows.
As seen in Figure 2, capital outflows from the PRC have indeed increased since the
GFC amid low volatility. While outflows from the Eurozone, Japan, and the US
3

4

5
6
7

With the euro and yen weakening since Q4 2012, it is likely that the PBOC will continue to place its
foreign reserves into US Treasuries despite the low 1.85% yield. Indeed, data from October 2012
through January 2013 show that the PRC’s purchase of US Treasuries increased by $110.9 billion, the
largest increase over a 4-month period since July 2011, which was just before it sold $161 billion from
August 2011 through September 2012. By early this year, the recorded holdings had reached $1.26
trillion.
The effectiveness of lowering the S–I gap rather than tinkering with the exchange rate to reduce
current account imbalances between the PRC and the US is no mystery. A number of prominent
scholars have laid out their analysis on the subject, among them is Harvard University’s Martin
Feldstein (Feldstein 2011).
The CIC is the PRC’s second-biggest investor overseas, ranking only behind the arm of the central
bank that manages the country’s foreign exchange reserves. This sovereign wealth fund has about
$500 billion of assets under management.
Despite the effectiveness of the policy package to lift gross domestic product (GDP) growth from
6.10% in Q1 2009 to 10.70% in Q4 2009.
A “differentiated reserve requirement” was launched in 2004 to inhibit the deterioration of asset quality
by raising banks’ reserves and limiting the expansion of loans by financial institutions with a capital
adequacy ratio (CAR) of less than 4.00%.
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(collectively, the G3) fell sharply during the GFC, outflows from the PRC decreased only
slightly. One of the reasons for this relative stability is the policy-driven nature of
outflows, unlike the case of private flows, which almost exclusively search for risk–
return. In more recent years, however, non-CIC outflows increased significantly.8
Although detailed information on the breakdown of outflows is scarce, data from the
PRC’s balance of payments are suggestive. The shares of equity and debt outflows
among PRC residents and SOEs, as well as bank lending abroad, have surged.9 As
shown in Figure 3, the resulting accumulation of net foreign assets (NFA) has fallen
since mid-2011. By 2012, reserve accumulation declined to $85 billion, compared with
$300 billion in the preceding year.
In terms of FDI outflows, which were nearly $50 billion in 2011, the majority have
traditionally gone to neighboring Asian countries.10 But during the last few years, there
have been clear signs of diversification. Unlike Japanese FDI, the fastest-growing
component is not in the manufacturing sector, but rather in business service industries
to facilitate exports and in natural resource industries to support growing domestic
demand.11
While increased outflows can help soften the PBOC’s burden to intervene in the foreign
exchange market, problems of currency mismatch due to the PRC’s inability to lend in
its own currency remain (i.e., immature creditor problems). In this context, efforts to
increase the use of the renminbi as an international medium of exchange are pursued.
The sheer size and rising influence of the PRC in the global economy make it natural
for an increased use of the renminbi in international transactions, which was only
allowed for the first time in 2009, despite the fact that capital account liberalization is
being conducted more gradually.12 Compared to the PRC’s share of global trade, which
is roughly 10.00%, only 0.60% of global payments are settled in the renminbi, which
clearly suggests that there is ample room for further increase. One estimate shows that
by 2015 the share of the PRC’s trade settled in renminbi could reach 20.00%–30.00%.
For the PRC’s trading partners in Asia, the increased use of the renminbi would allow
Asian financial institutions and the corporate sector to better manage their exposure to
the PRC.

8

As an example, last year the PRC government approved Wenzhou in Zhejiang province to start a pilot
program that will allow residents of the city to privately invest overseas. Data on cross-border flows
also show that capital outflows going to bond markets in other Asian countries, especially the Republic
of Korea, have been on the rise.
9 One estimate suggests that resident lending abroad doubled to $270 billion between 2011 and 2012.
But the overall rise in overseas assets is due to investment by PRC financial institutions (IIF 2013).
10 Although Hong Kong, China is the largest recipient, it is mostly used as the PRC’s offshore platform.
The ultimate destinations of these investments are third countries. Similarly, the bulk of investments
going to Latin America are first coursed through the British Virgin Islands and the Cayman Islands for
their tax haven incentives and then reinvested in third countries. This is unlike the PRC’s FDI in Asia
(production networks) and Africa (natural resources).
11 Although growing, the portion of FDI going to industrial countries is still small due to high barriers to
entry.
12 Hence, the renminbi becoming an international reserve currency is not likely, at least not in the near
future, although some central banks already keep a portion of their reserves in renminbi (e.g. Chile,
Malaysia, Nigeria) despite the fact that it cannot be treated like regular reserves due to the renminbi’s
lack of convertibility.
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Greater acceptance of the renminbi as a trade settlement currency will also have
important implications for financial market interactions in the region. As an investment
currency (store of value), the renminbi’s share has been steadily increasing. Current
offshore renminbi deposits are estimated to reach CNY1.5 trillion, and the issuance of
CNY-denominated dim sum bonds in Hong Kong, China is also generally on the rise.
(Although such issuance has periodically declined due to slower global demand and
lowered expectations for currency appreciation.) Banks’ transactions in renminbi have
increased as well, as have the regional and international presence of PRC banks
outside of Hong Kong, China. For example, the Bank of China and ICBC have grown
their Singapore operations, opening up the possibility of establishing Southeast Asian
hubs. The PRC has also signed agreements with countries as diverse as Argentina and
the United Arab Emirates to expand its banks’ operation. But to promote efficiency in
the offshore renminbi market, a single fungible market is needed. Market frictions and
fragmenting liquidity across markets (e.g., the current use of CNH and CNT codes) are
not helpful.13
Expanding local currency swap agreements is another trend. The PBOC has
established local currency bilateral swap lines with other central banks around the world
to facilitate the use of the renminbi in international trade and financial transactions,
indicating efforts to make other countries’ central banks comfortable with CNYdenominated instruments. In addition to the agreements with other Asian countries, the
BRICS—Brazil, Russia, India, the PRC, and South Africa—have announced that they
will establish more local currency swap agreements among themselves and establish a
financial safety net by creating a joint pool of reserves to mitigate against risks.14
Indeed, given market uncertainty and growing interdependence between the PRC and
the rest of the world, the risk of contagion from external shocks is significant.
The good news is that the PRC still has relatively ample room to use fiscal policy should
the external environment worsen. The currently high reserve ratio can also be used
(lowered) to counter any dampening effect on domestic demand without threatening
inflation. The bad news is that the remaining internal rigidities, combined with global
headwinds, may stand in the way of making policy outcomes sustainable. When the
time comes to unwind stimulus policy, standard policy measures should be effective
and able to safeguard the outcome. However, this is not an easy task for the PRC given
the relatively large portion of financial transactions taking place outside the banking
sector. Some of these transactions are recorded off-balance sheet, while others are
simply in the form of informal credits. One estimate suggests that the transactions in the
“shadow banking” sector have quadrupled in size since 2008 to reach a staggering
CNY20 trillion ($3.2 trillion), or 40.00% of the PRC’s gross domestic product (GDP).15
13 The PRC’s plan to have a single centralized cross-border renminbi payment infrastructure and
international payment system (CIPS) in 2014 is a positive development in this direction.
14 The announcement was made following the G20 meeting in Los Cabos, Mexico. Note that pooling
resources is a more effective and sustainable safety net than a swap mechanism because the latter is
arranged to alleviate temporary (not permanent) funding pressures in domestic currencies. While swap
mechanisms may help reduce the need for reserves accumulation, they are not always made as longterm commitments.
15 Although shadow banking in the PRC is less than the lending made by hedge funds and investment
banks in advanced economies, if not properly addressed the trend can endanger the PRC’s financial
stability. It has been reported that some banks created asset pools, through vehicles labeled “wealth
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Lending in the shadow banking sector may reflect public demand for financial services,
therefore it will benefit financial development in the country. On the other hand, its rapid
growth can threaten financial stability and undermine monetary policy targets. Hence,
another balancing act is needed. It is likely that the authorities will try to reign in the
system by requiring banks to provide greater disclosure of their off-balance sheet
activities. This also underlines the importance of monitoring systemic risk, which is part
of macroprudential policy.
The growing public demand for financial services also indicates that there is a need and
the potential for the PRC’s capital market to develop further. The policy to allow banks
more flexibility in setting interest rates is a positive step; it will allow prices to play a
greater role in clearing the capital market. As the PRC’s role and influence in the world
economy grow, the capital market needs to be better integrated with international
markets, which is also consistent with renminbi internationalization. For this to happen,
policies to ensure stable long-term investments are needed. Raising the limits on
investments in stock markets by foreign institutional investors is one example. Quotas
for exchange-traded funds raised offshore that can be invested in the domestic capital
market have been gradually raised.16 Further increases in the quotas can have a
positive impact on the PRC’s “A” shares in the short- to medium-term. As part of capital
account liberalization, such a policy will boost inflows of long-term institutional funds by
giving more choices in purchasing assets. It will also increase the number of
intermediaries offering services to investors. These inflows can raise liquidity and help
stabilize prices since there will be more offshore renminbi channeled back into the PRC.
Gradual liberalization is also occurring in the PRC’s bond market. Outside Japan, the
PRC has the largest local currency corporate bond market in Asia at around $1 trillion,
followed by the Republic of Korea ($899 billion). Although government bonds remain
the largest sector, where their issuance fluctuates with particular policies, corporate
bonds have grown more steadily in recent years. The trend is likely to continue due to
efforts made by officials to improve market infrastructure.17 But more needs to be done
as financial innovation enables more intermediation to take place outside of standard
bank deposits and loans. The key issue remains investors' valuation.
The PRC is clearly at a crossroads between the need for reforms that will lead to
slowing economic growth and trying to avert downward pressure from increased global
management products” that are held mostly off-balance sheet, where inflows from new investors are
used to repay old investors and both are offered high yields in order to cover up failed investments.
This is similar to Ponzi schemes that led to the US subprime crisis in 2007/08.
16 Early this year, the State Administration of Foreign Exchange (SAFE) approved a quote of
CNY70 billion worth of exchange-traded funds for 24 Renminbi Qualified Foreign Institutional Investors
(RQFIIs). Another sign of further liberalization was last year’s decision to allow banks in Hong Kong,
China to lend renminbi directly in three special economic and financial zones in Guangdong province.
Note that the RQFII scheme is only open to fund management and securities firms, where investors
must invest some percentage of renminbi funds raised in fixed-income securities and the remaining
portion in stocks.
17 For example, realizing the importance of information and data, attempts have been made to update the
government’s data collection system for capital transactions that will cover capital account business
processed by foreign exchange regulators and banks. Pilot programs have been launched in the city of
Dalian and the provinces of Liaoning, Zheijang (except Ningbo), and Shaanxi.
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headwinds. It is not an easy balancing act. Yet, the direction seems clear: gradually
allowing prices of goods and factors to move more flexibly by using a mixture of policy
measures rather than a single policy, and responding to external shocks countercyclically by giving more consideration to the longer-run effects and social
repercussions of policies.
The urgency to deal with social issues cannot be overemphasized given the high
degree of income and wealth disparity, and mounting problems with the provision of
social services. Long-run considerations are important concerning the sustainability of
policies as well as for maintaining financial stability. Future countercyclical measures
are likely to be different from those in 2009 where spending increases were made
mostly by local governments through debt financing, causing local government
borrowing to surge.18 Applying the same approach under future countercyclical
measures will not only threaten overall financial stability, but also aggravate local
governments’ financial problems, jeopardizing the provision of social services.
What are the implications of the policy directions described above for the rest of Asia? If
effectively implemented, these policies will not only help the PRC to weather the
slowdown in the world economy and minimize contagion effects, but they will also allow
the PRC to meet most of its 12th Five-Year Plan targets. As Asia becomes more
interdependent, an economically strong and stable PRC is good for Asia, and vice
versa.
Yet, some external factors are beyond the region’s control. The dual shocks from the
Lehman collapse and Eurozone crisis are notable examples. The policy responses to
the shocks triggered massive capital inflows to emerging economies including Asia.
Unlike in the past, future contagion and spillovers effects through trade and financial
channels may be so severe that domestic policies alone may not be adequate. The
remaining discussions focus on the PRC’s interdependence with Asia and the risks of
financial contagion, leading to the conclusion that effective regional cooperation is
warranted.

3. The People’s Republic of China–Asian Interdependence and
its Implications
Given the PRC’s new economic and financial policies, two contrasting scenarios can be
envisioned. The gloomy one is as follows. The PRC’s strong growth in the past has
been supported by high levels of investment beyond the domestic economy’s capacity
to consume. These could be sustained for a long time because factor prices were
biased in favor of capital use and external markets absorbed most of the excess
capacity. The new policy cannot effectively reverse the trend of growing disparity
between capital and labor returns, declining investment efficiency, and the shrinking
working-age population, which has been in decline since 2010. Combined with weaker
18 Although the PRC’s banking sector may have some room to absorb the potential rise in nonperforming
loans (NPLs), addressing the problem of local government finances should be a priority if prospective
deficits and other issues that can threaten financial stability are to be avoided.
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external demand, investment will plunge, excess capacity will haunt the PRC’s
economy, and growth will plummet.
The rosy scenario assumes that, supported by sweeping administrative reforms, the
new financial policy makes the PRC’s pattern of growth more balanced, sectorally and
spatially, and more open to private and foreign participants. Macro policy remains
prudent (e.g., government debt and the fiscal deficit as a ratio to GDP are kept lower
than 20.00% and 2.00%, respectively), channels connecting the flow of credit to support
the real sector are strengthened, and a more robust services sector boosts domestic
demand and the development of small and medium-sized enterprises (SMEs). In the
social sector, reforms to the social security system and medical and healthcare services
are accelerated, and the supply of subsidized housing for low income families is
expanded. The expected outcome may not be immediately realized due to the lagged
effect on resource allocation, and the resulting growth may be slower than in the past.19
But with continued growth in labor productivity, these changes will bring about a decline
in the savings rate and an increase in domestic consumption, all of which will help the
PRC to rebalance and enter a more sustainable growth path.
International comparisons support the more optimistic view. The PRC’s current GDP
per capita, at just over one-fifth of the US’ at purchasing power parity (PPP), is roughly
the same as Japan’s in 1966 and the Republic of Korea’s in 1988. The fact that very
rapid growth occurred in these two countries over the subsequent 7–9 years suggests
that sustaining the PRC’s high growth for several more years is not an impossibility.
The high degree of interdependence within Asia suggests that the PRC’s stable and
steady growth is good for Asia as a whole. The country’s orderly transition and policy
directions discussed in the previous section can provide favorable external support for
the region. Conversely, if the PRC’s transition is disruptive, the gloomy scenario is likely
to be realized, in which case Asian countries may need to reassess their strategies. The
risks of such a scenario are real. For example, the shift from relying on low factor costs
(e.g., lending rates and energy prices) to making costs more closely resemble factors’
marginal product may cause investment to decline abruptly as some activities currently
seen as profitable may no longer be commercially viable. Policies directed toward
reducing the role of non-formal (shadow) banking and off-balance sheet transactions as
part of the comprehensive financial reform may also have a similar effect. Although
these measures are needed to make monetary policy more effective, if not done
gradually and selectively they can cause investment to fall sharply. The repercussions
in Asia will become even greater as PRC–Asia interdependence deepens.
Indeed, economic interdependence between the PRC and Asia is not only significant,
but it is also increasing over time. Looking at trade direction alone, it is clear that the
PRC’s exports to and imports from Asia have been on the rise (Figure 4). But the true
degree of interdependence goes beyond just direct trade flows. Indirect flows, in which
different sectors have different multipliers, also matter. More importantly, interregional
19 A recent study by the State Council’s Development Research Center (DRC), entitled Ten-Year
Outlook: Decline of Potential Growth Rate and Start of a New Phase of Growth, proposes that PRC’s
growth will slow from more than 10.00% a year between 2000 and 2010, to 6.50% between 2018 and
2022.
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or intercountry multipliers should be at the core of any measures of interdependence.
An increase in the PRC’s manufacturing production would typically have significant
backward linkages. Given strong production networks, this will raise the amount of
imports from other Asian countries, the production of which will also generate backward
linkages in these countries. The linkages are extensive for manufactured goods, though
this is not the case for primary goods (e.g., mining products). The same distinction also
ought to be made for intercountry forward linkages.20
Calculated based on the World Input–Output Database (WIOD), the coefficient of
interdependence depicted in Figure 5 indicates that the degree of interdependence in
2009 between the PRC and Asia is not only larger than the degree of interdependence
among Asian economies outside the PRC (2.17 versus 1.85), but it has increased quite
significantly from 1995 to 2009.21 The backward linkages, which capture the direct and
indirect increase of demand for inputs from one region given a production increase in
the other region, doubled during the period. At the same time, the capacity of a growing
economy in one region to provide inputs and generate new activities in the other region,
as captured by the forward linkages, increased from 0.12 to 0.21.
Another way to reflect the rising degree of interdependence between the PRC and Asia
is by looking at the size of the intercountry multiplier for each sector. Comparing the
intercountry multiplier from the PRC to Asia and that from Asia to the PRC, there were
30 out of 36 cases in 1995 where the size of the multiplier from the PRC to Asia was
greater than that from Asia to the PRC, implying the greater impact of the PRC’s growth
on Asia than the other way around.22 By 2009, the number of cases had dropped to 23.
This suggests that over the years, the PRC’s dependence on the Asian economy has
been growing (Table 1),23 confirming the conjecture that the PRC and Asia are
becoming more dependent on one another.
20 In the PRC, the property sector is among those sectors that have the most extensive forward and
backward linkages; consequently, monitoring this sector’s price and volume of transactions is one of
policy makers’ highest priorities.
21 WIOD is constructed by the Research Directorate General of the European Commission. I am grateful
to Ms. Raquel Borres for her help in the WIOD reclassification and computation. The coefficient of
interdependence is calculated based on the following formula:

where xs are the entries of WIOD table, and bs are the entries of the matrix inverse.
22 There are 35 sectors in the WIOD table: Wood and Products of Wood and Cork; Pulp, Paper, Printing,
and Publishing; Coke; Refined Petroleum and Nuclear Fuel; Chemicals and Chemical Products;
Rubber and Plastics; Other Non-Metallic Minerals; Basic Metals and Fabricated Metal; Machinery,
Nec; Electrical and Optical Equipment; Transport Equipment; Manufacturing, Nec; Recycling;
Electricity; Gas and Water Supply; Construction; Sale, Maintenance and Repair of Motor Vehicles and
Motorcycles; Retail Sale of Fuel; Wholesale Trade and Commission Trade, Except of Motor Vehicles
and Motorcycles; Retail Trade, Except of Motor Vehicles and Motorcycles; Repair of Household
Goods; Hotels and Restaurants; Inland Transport, Water Transport, Air Transport, Other Supporting
and Auxiliary Transport Activities; Activities of Travel Agencies; Post and Telecommunications;
Financial Intermediation; Real Estate Activities; Renting of M&Eq and Other Business Activities; Public
Administration and Defense; Compulsory Social Security; Education; Health and Social Work; Other
Community, Social and Personal Services; Private Households with Employed Persons.
23 Note that the numbers in Table 1 are the ratios between the PRC’s multipliers in each cell and the
corresponding Asian multipliers. The greater-than-unity ratio reflects the capacity of a sector in the
PRC to generate more activities than the corresponding sector in Asia.
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One of the most important sectors in the PRC that has strong backward linkages both
within the PRC and with the rest of Asia is the real estate sector. Each time an attempt
is made to cool down the growth of this bubble-sensitive sector, the impact on other
countries’ economies is quite significant. Since the most direct conduit is through the
construction sector, capital-goods-exporting economies, notably Japan and the
Republic of Korea, are particularly affected. Indeed, the intercountry multipliers of the
real estate and construction sectors (footnote 22) are among the highest, suggesting
that the PRC’s real estate sector plays an important role not only within the country, but
also in the rest of Asia.
The PRC’s financial policy can certainly shape trends in the real estate and construction
sectors. To deal with the problems of economic and social inequality, while at the same
time trying to cool down excessive growth in the real estate sector, the PRC is facing a
policy dilemma. Given the country’s shift toward more price-based measures, banking
and capital market policies can play a pivotal role.24 Yet, since the slower expansion of
private investment in real estate would likely be matched by the development of public
housing for low income households, fiscal policy may also play an important role. In
terms of size, investment in public housing can be equally large given the huge
demand, but whether the impact on construction activities will be the same as with
private real estate investment remains to be seen.
It is well-known that closer ties between the PRC and Asia work largely through the
expansion of production networks in the region. Free trade agreements (FTAs) may
facilitate this trend, but a large portion of increased intra-Asian trade (Figure 4) has
been due to the unilateral policies of individual countries. Thus, each country’s
exchange rate policy matters. The PRC’s policy to widen the intraday trading band of
the renminbi is a welcome development. It can make the currency more stable and
monetary policy more independent. Not only will it remove “one way bet” behavior, but it
can also provide more certainty for trade transactions. There is no reason the positive
role of production networks will disappear in the coming years, although the nature of
networks and technological development, and the major players involved, may adjust to
the new dynamics of the regional and global economy. The PRC’s financial policy to
support SMEs can alter the configuration of players in future production networks, as
well as the structure of the PRC’s outward investment in Asia. With rising wage
pressure, it is likely that more PRC-based SMEs will be operating in low-wage
Association of Southeast Asian Nations (ASEAN) countries.
While it remains uncertain which of the two scenarios described earlier (gloomy versus
rosy) has the greater probability to occur, growing interdependence within the region is
certain. This can bring a lot of benefits, but it can also facilitate contagion. One potential
mechanism of contagion is through financial channels as a result of capital flows and
returns spillovers in capital markets. As far as the sources are concerned, capital flows
24 A lesson learned from the 2009 experience is that, stimulus policy funded through bank lending to local
government entities could have a deleterious effect on property market, since local governments used
land sales as collateral and an additional source of financing. Due to the national regulation on land
use (minimum arable area to protect food production) it has been reported that local governments
reclaimed land located away from urban areas for farm land, allowing them to use arable land closer to
urban areas for property development.
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induced by ultra-easy money policy in advanced countries are among the most
significant, along with spillovers from capital market shocks.

4. Capital Flow Contagion and Returns Spillovers
Nothing can stop the heavy dose of easy money policy being applied in advanced
economies. Such policy has led to, among others, massive capital flows, much of which
goes to emerging Asia.
Inflows to the PRC continue to dominate, especially FDI flows that include investors
taking a controlling stake in PRC companies. Portfolio inflows remain modest due to
existing controls. However, things are likely to change as the PRC opens up the
economy and the “push factor” from advanced economies (ultra-easy money policy)
persists. Portfolio inflows can surge at the same time outflows increase. As discussed
earlier, even during the GFC, outflows from the PRC continued to increase and became
less volatile. While FDI outflows have increased in the post-GFC period, mostly going to
neighboring Asian countries, the share of equity and debt outflows from PRC residents
and SOEs, as well as PRC bank lending abroad, have also surged. It is not unlikely that
a large portion of these outflows will increasingly go to other emerging Asian countries
as well.
Since the collapse of Lehman in September 2008, the size and volatility of capital flows
in emerging Asia have been unparalleled. The overall trend in selected countries in
Asia—Indonesia, Japan, Republic of Korea, Philippines, and Thailand—clearly shows
rising volume and volatility in the post-GFC period (Figure 6). Three of these countries
went through a major financial crisis in 1997/98, and a large amount of capital inflows
preceded that crisis. But the size and volatility of the flows during that period were
nothing compared to what is happening now.
It is no secret that rising capital flows can be beneficial to recipient countries, but their
volatile pattern and pro-cyclicality can act as a channel for the build-up of financial risks
and imbalances. However, not all flows pose the same risks. They can be classified into
the following categories: (i) equity flows consisting of direct investment and equity
portfolios, (ii) debt flows comprising debt securities and other securities including
derivatives; and (iii) bank flows.25 Inflows are either equities-led, debt-led, or bank-led if
the increase is mainly through equities, debt, or banks, respectively. For a number of
reasons, the most worrying trend involves bank-led inflows and debt flows
intermediated by banks.
With additional funds coming from inexpensive sources (non-deposits), banks are more
willing to take risks. If the flows are used to augment banks’ loans, it can stimulate the
economy even when exports are adversely affected by currency appreciation. Banks’
willingness to lend is also increased because borrowers’ portfolios improve as the
25 See Forbes and Warnock (2012). However, unlike in their analysis, this paper distinguishes “debt” from
“banks” because the latter are more prone to deleveraging and pro-cyclicality, and therefore have a
more direct impact on the real sector.
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currency appreciates.26 The problem, however, is when a reversal occurs due to
deleveraging or other reasons, leading to disrupted loan flows and a credit crunch. This
has occurred recently in some Asian countries when European banks had to
deleverage and began calling back funds to strengthen their capital positions. A rising
share of non-core liabilities may also drive banks to invest in securities and other risky
assets. Data show that since 2007/08 the share of banks’ non-loan risky assets in some
countries has indeed increased. Either way, greater vulnerability is created. Even when
growth and macroeconomic conditions are strong, as in most of emerging Asia during
the GFC, the risks emanating from such vulnerabilities remain large.
How should emerging Asia respond? What most countries can do and have done is to
refocus their policy on the asset and liability side of banks’ balance sheets. On the
asset side, in addition to reducing loan-to-value ratios, efforts have been made to
contain the excessive expansion of credit and other forms of risky investment. On the
liability side, mitigating the increase of banks’ non-core liabilities is critical.27 Some sort
of capital controls can also help. They can take the form of quantitative controls or more
indirect controls. Among the latter, a sterilized intervention is the most common. Almost
all emerging Asian economies have conducted such a policy. Another type of measure
increasingly proposed and more directly related to debt- and bank-led flows is to
impose a levy on such flows. The basic principle is not to prevent the flows but to
reduce their volume.
Financial contagion also works through shock and volatility spillovers in capital markets.
This was the case in Asian markets during the Lehman shock and the Eurozone crisis.
Using multivariate GARCH estimates, Azis et al. (2013) revealed this significant
transmission of spillovers. For example, the shock spillover delivered by US debt
markets is significant in bond markets in the PRC, India, the Republic of Korea, and
some ASEAN countries. With the exception of India, the same conclusion holds when
using the Eurozone crisis as the shock origin. It was further found that cross-market
spillovers are equally significant: the two external shocks affecting Asian money
markets eventually found their way to the region’s local bond markets. Since most
Asian banks have substantial holdings of local government bonds, any instability in
currency and money markets translates into instability in local bond markets.
In the case of US and Eurozone corporate bond markets, the effect of generated shock
spillovers is more direct, validating investor perceptions that most Asian government
bonds are in the same asset class as high-yielding US and European Union (EU)
corporate bonds. The Republic of Korea, Malaysia, and the Philippines were particularly
impacted during the Lehman shock. Along with the PRC and Thailand, they were
impacted during the Eurozone crisis. The spillovers also occurred in equity and
currency markets. During the Lehman crisis, the shock in US corporate bond markets
affected the former while the US Treasury bond shock affected the latter.

26 The amplified effect of cross-border flows on the supply of credit due to the changing risk behavior of
banks is shown in Bruno and Shin (2012).
27 See Azis (2013) and Forbes and Warnock (2012).
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Equally disturbing are the volatility spillovers. Another study reveals that the coefficients
for volatility spillovers are generally larger than for the shock spillovers (Azis
et al. 2013). During the Lehman crisis, there was a direct volatility spillover from US
Treasuries into the bond markets of the PRC, Indonesia, Philippines, and Thailand.
During the Eurozone crisis, the same countries plus Malaysia were affected. After the
Lehman shock, the US corporate bond market had significant volatility spillovers into
bond markets in all Asian countries under observation. There was also a high degree of
spillover across domestic financial markets, suggesting heightened contagion during
the period. The EU government bond market showed significant volatility spillovers not
just into Asian local bond markets, but also into Asian equity, currency, and money
markets, demonstrating a broader threat of contagion from mature markets.
Figures 7 and 8 summarize the cross-market shock and volatility spillovers,
respectively, and interactions among different markets in Asia during the Lehman
collapse and Eurozone debt crisis.
Combined with increased and volatile capital flows, spillovers in capital markets
heighten the vulnerability of the Asian financial sector, threatening the region’s financial
stability. They can undermine efforts to strengthen capital markets by reducing the overreliance on bank financing. Failing to do the latter endangers the supply of long-term
financing for much needed infrastructure development. As banks receive more inflows,
the pro-cyclicality can threaten the stability of lending. Combined with other foreign
currency debts, rising bank-led flows can return Asia back to the double-mismatch
position that brought the region into crisis in 1997/98.

5. Regional Cooperation and Market Liquidity
While Asia weathered the recent GFC quite well, signs are beginning to emerge that the
region’s vulnerability is increasing as global uncertainty and capital flows rise. With
rising asset prices and foreign borrowing, surging household debt, banks’ increased
non-core liabilities, and volatile capital markets, Asia’s resilience is being seriously
tested. In her recent remarks about the impact of the global crisis, the International
Monetary Fund’s (IMF) Christine Lagarde (2013) pointed to the risks emerging in
different parts of the world including “the potential spillover effects for Asia.”
This is where regional cooperation can play an important role. Strengthening domestic
financial safety nets remains the best line of defense. But when pressures from massive
capital flows and global uncertainty are so huge, that first-line of defense can be
inadequate. When the power of an individual country’s safety nets is nowhere near a
match for the damaging force that enormous flows of capital can exert, regional
cooperation in the form of collective financial safety nets becomes critical. ASEAN+3’s
Chiang Mai Initiative Multilateralized (CMIM) is a noted example.28 However, the facility
is unfortunately inadequate and still suffers from inherent inconsistency (Azis 2012b,
2013). Policy makers not being fully aware of the danger of financial contagion may be
28 ASEAN+3 comprises the 10 member states of ASEAN plus the PRC, Japan, and the Republic of
Korea.
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one of the reasons for this, and the fact that the region has been doing relatively well
during the recent GFC is likely another. Yet, given the current uncertainty and fragility of
the global financial system, the author is of the opinion that another round of financial
turmoil is about to occur, with the details of where and when it unfolds yet to be
determined. The price that will be paid when the next crisis occurs will be much higher
than the costs needed to avert its worst effects by making the region’s collective safety
nets stronger and more effective.
Financial safety nets should also deal with crisis prevention. Regional surveillance to be
conducted by the ASEAN+3 Macroeconomic Research Office (AMRO) and the
development of regional bond markets through the Asian Bond Market Initiative (ABMI)
are examples of regional cooperation in crisis prevention. Unfortunately, the
surveillance tasks are more difficult than before, because the next crisis may be rooted
in new vulnerabilities and transmitted through new channels that we may or may not be
able to detect.29 Even in ASEAN+3 economies with relatively robust macroeconomic
and financial sectors, the new contagion channels may not mirror past events. The
need to strengthen AMRO’s capacity to conduct regional surveillance is absolutely
urgent.
One of the objectives of developing local currency bond markets is to prevent a
recurrence of financial crisis by reducing double mismatches and providing an
alternative long-term financing instrument to recycle regional savings within the region.
When the region’s authorities proposed ABMI, there was a clear intention to do away
with short-term borrowing in foreign currencies, a widespread practice that led to the
Asian financial crisis in 1997/98. To establish a common platform to pursue the
standardization of market regulations and practices, the region’s authorities
subsequently set up the ABM Forum (ABMF). To facilitate efforts to circulate excess
savings within the region, they also established guarantee programs under the Credit
Guarantee and Investment Facility (CGIF). It remains to be seen how all these
initiatives can help strengthen the regional bond market to make it deeper and more
efficient through greater cross-border bond issuance.
Indeed, financial markets in emerging Asia need more depth and breadth precisely
because vulnerability induced by capital flows is on the rise. Otherwise, the build-up of
bubbles is inevitable since a good deal of the inflows will not be channeled to
productive sectors. Recent developments offer mixed signals. In the context of ABMI,
for example, a wide range of improvements have already been made, from rules to
facilitate bond issuance by strengthening corporate governance and transparency in the
listing and disclosure rules, to ensuring consistent adoption of standards and practices
to harmonize Asian bond standards by involving the region’s existing self-regulating
organizations (SROs).
But the opposite trend can also be observed. In line with the shift in global reforms from
rule-making to implementation, and to allow better and more effective risk management,
the global over-the-counter (OTC) derivatives markets have gone through a structural
29 Unlike a goods market, a financial market is a different animal featuring complex interrelations with
asymmetric information and high levels of unpredictability that may generate seemingly non-rational
decisions by agents.
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shift with the establishment of central counterparties (CCP) for clearing, swap trading,
and trade repositories for reporting.30 One of the primary roles of CCPs is to serve as a
safety net. Yet, with CCPs and trade repositories proliferating in emerging Asia, not only
will costs be higher, but fragmentation and failure to detect wider systemic risks in
cross-border markets can also increase.
Regional cooperation among regulators is needed, for example, in recognizing some
market infrastructure entities to operate across different jurisdictions in order to secure
transparency and effective surveillance by regional regulators, and to benefit from
economies of scale. Harmonizing financial market practices within the region is
important to boost intra-Asian investment, but given the region’s exposure to global
markets, interoperability in market infrastructure beyond the region is also essential.
Asian regulators will need to work together on this front. One example is the joint efforts
by the Australian Securities and Investments Commission, Reserve Bank of Australia,
Hong Kong Monetary Authority, Hong Kong Securities and Futures Commission, and
Monetary Authority of Singapore last year to file complaints about OTC trading reforms
in the US enacted primarily through Title VII of the Dodd–Frank Act. Their main
argument is that these reforms have extra-territorial implications for Asian regulatory
bodies and market participants, and could create complexity, cost, fragmentation, and
risk in international markets. (Similar concerns were raised earlier by Japan's Financial
Services Authority). This response demonstrates a strong Asian front against regulatory
over-reach. More crucially, it exemplifies the importance of maintaining a cohesive
regulatory strategy among regional bodies.
As revealed by many studies, including one from the author of this paper (Azis 2013),
limited liquidity is among the most important obstacles to the development of Asian
capital markets. To develop liquidity, greater pricing efficiency and transparency is
important. Technology can help achieve this as well, as can regional cooperation. As
capital accounts and financial markets in Asia become more open, highly connected
global markets imply both opportunities and risks. For market participants who perform
complex portfolio valuation and mitigating risks in multiple jurisdictions—and, hence, in
multiple time zones—there is an increasing need to use better technology in risk
management (e.g., moving collateral across markets). From regulators’ perspective,
better and faster technology for collecting and managing information is also required.
Given some 85% of trades in Asia are still executed by voice, rather than through
electronic platforms, there is plenty of room for regional cooperation in this area.31

30 While a CCP effectively mitigates and manages counterparty risk, it also consolidates counterparty risk
within the derivatives market at a single point. Thus, effective supervision and crisis management
mechanisms are critical for CCPs. Because of their global nature derivatives markets run the risk of
regulatory arbitrage, with CCPs competing based on their risk management and margining
approaches. Under this premise, the G20 mandated that OTC derivatives reform on a global basis
should avoid overlapping and contravening legislation between institutions in different countries.
31 Efforts to increase liquidity and circulation of the renminbi in Asia can also be strengthened by regional
cooperation. As shown in the case of the PBOC’s rule to allow ICBC Singapore to be the renminbi
clearing bank in Singapore, renminbi liquidity in the Asian market and the integration of offshore
renminbi within Asian local currency markets can be enhanced.
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6. Concluding Remarks
A soft landing for the PRC’s economy has allowed Asia to maintain strong growth and
sustain its production networks in the midst of global headwinds. While the PRC’s
growth deceleration is consistent with its demographic changes, it is also policy-driven
in that financial policy increasingly emphasizes the quality of growth. The new direction
of this financial policy, if well implemented, is likely to make growth more stable,
balanced, and sustainable. This can be favorable for Asia but it also warrants
expectations of lower growth potential for the PRC. From the perspective of global
rebalancing, the PRC’s orderly adjustment from investment- and export-dependence to
relying on more balanced sources of growth is also preferable.
The main argument in this paper is threefold. First, the new direction of the PRC’s
financial policy toward a more open and flexible system, while allowing the gradual
internationalization of its currency, is good not only for the PRC, but also for the rest of
Asia. The implementation of this policy, however, may face internal and external
challenges, ranging from institutional factors that can undermine the effectiveness of
the policy to how to strike the balance between mitigating downward pressure from
global headwinds and reaching the necessary level of growth to meet rising needs for
economic and social infrastructure development. Second, increased and more volatile
capital inflows in emerging Asia, driven by ultra-easy money policy in advanced
countries, among other factors, can be a source of financial instability. So can the
spillovers from shocks emanating from US and Eurozone capital markets. They both
can threaten the region’s resilience and complicate policy choices. To the extent that in
the midst of the global financial system’s ongoing deleveraging, and as market
sentiment tends to be driven by macro and regional event risks rather than the
fundamentals of micro units in particular countries, the need for regional cooperation to
provide financial safety nets is greater than ever. Lastly, cooperation among financial
regulators is also essential to secure financial stability and enhance market liquidity by
strengthening both the intra-Asian cross-border flows and the interoperability in market
infrastructure beyond the region. Put in the context of the current debate about global
financial regulations, such closer cooperation should also be geared toward forming
Asia’s collective and persuasive voice to ensure that harmonization of international
rules takes into account the diversity of conditions of member jurisdictions, and to allow
Asian policy makers involved in policy formulations and co-operate as a group. The
proposed bank-centric regulations should not have adverse consequences on Asian
capital markets. The principle to retain is an equivalence of outcomes rather than
applying the same laws in all jurisdictions.
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Figure 1: CPI Inflation and the Exchange Rate in the People’s Republic of China
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Figure 2: G3 and the People’s Republic of China Total Outflows ($ billion)

G3 = Group of Three (Europe, Japan, the US); PRC = People’s Republic of China; US = United States.
Source: Institute of International Finance.
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Figure 3: Intervention and Sterilization (CNY billion)

NFA = net foreign assets.
Source: Institute of International Finance.
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Figure 4: Trade Pattern—the People’s Republic of China, Asia, and
the Rest of the World
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Figure 5: The People’s Republic of China and Asia’s Coefficient of
Interdependence

PRC = People’s Republic of China.
Source: Author’s calculation based on WIOD.
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Figure 6: Larger and More Volatile Capital Flows Post-Global Financial Crisis

ASEAN = Association of Southeast Asian Nations, GFC= global financial crisis.
1
ASEAN+3 comprises the 10 member states of ASEAN plus the PRC, Japan, and Republic of Korea.
Source: Azis (2012a).
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Figure 7: Shock Spillovers and Persistence—Lehman Collapse
and Eurozone Debt Crisis

Lehman Collapse

EU Sovereign Debt Crisis

Notes:
1. The shock origins are ust = US Treasuries, usc = US high-yield corporate bonds, eucg = EU composite government
bonds, and euc = European corporate bonds.
2. The impacted countries are pph = Philippines, my = Malaysia, id = Indonesia, kr = Republic of Korea, cn = PRC, and
jp=Japan.
3. The impacted markets are mm = money market, bm = bonds market, eq = equity market, fx = currency market.
4. For example: my.eq refers to Malaysia’s equity market.
Source: Based on the author’s multivariate GARCH estimates.
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Figure 8: Volatility Spillovers and Persistence—Lehman Collapse and Eurozone
Debt Crisis
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Notes:
1. The shock origins are ust = US Treasuries, usc = US high-yield corporate bonds, eucg = EU composite government
bonds, and euc = European corporate bonds.
2. The impacted countries are pph = Philippines, my = Malaysia, id = Indonesia, kr = Republic of Korea, cn = PRC, and
jp=Japan.
3. The impacted markets are mm = money market, bm = bonds market, eq = equity market, fx = currency market.
4. For example: my.eq refers to Malaysia’s equity market.
Source: Based on the author’s multivariate GARCH estimates.
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Table 1: The Dynamics of the People’s Republic of China –Asian
Interdependence
Cross-border ratio: PRC to East Asia/East Asia to PRC
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1.19

2.44

1.47

1.44

1.83

2.79

3.29

4.15

5.43

4.52

6.17

6.95

0.96

1.40

1.56

1.35

1.78

2.00

Source: Author’s calculation based on WIOD.
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