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After remaining on hold for the last 20 months, the People’s Bank of China (PboC) 
has increased Chinese interest rates. The benchmark lending rate and the deposit 
rate have both been increased by 25 basis points (bps), taking them to 5.56% and 
2.5% respectively – the first rise since December 2007.  

Although a rate increase had been expected for a while, the timing surprised the 
market as Chinese economic growth has already shown signs of stabilisation, and 
the Producer Price Index is peaking out. In this paper we look at the reasons 
behind the rate increase and the outlook for the Chinese economy. 

 
Summary 

We believe the interest rate increase will only have a limited impact on the real 
economy and the net interest margin of the banking sector, given the small 
magnitude of the rise and the fact that the overall interest rate environment 
remains low. We also maintain our belief that Chinese equity valuations are 
attractive at current levels. 
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Introduction 

A soft landing for China 

In our view, the PBoC move is a pre-emptive measure in response to the 
upcoming, potentially strong September Consumer Price Index (CPI) figure and 
third-quarter macro data. The Chinese CPI has been rising since mid 2009 and 
the rate increase suggests the Chinese authorities want to act before inflation 
becomes entrenched.  

The rate increase also indicates that the Chinese authorities believe the chances 
of a hard landing for the economy are low. In fact, there have recently been more 
signs that the slowdown in growth has been stabilising, ie China is achieving a 
soft landing – a view that we have long maintained.  

We expect CPI inflation, which stood at 3.5% year on year in August, to peak in 
September and stay flat in the fourth quarter. However, the CPI could still be 
above 3% by the end of 2010 and inflation expectations will likely stay high for the 
rest of the year. 



Why has China raised interest rates now? 
October 2010 

0 

5000 

10000 

15000 

20000 

0 

5 

10 
(%) 

1-year lending rate (LHS)  

1-year deposit rate (LHS) 

Shanghai Se A-share Index (RHS) 

Hang Seng China Enterprises Index (H-share) (RHS) 

2 

unless there is another sharp increase in agricultural 
prices and/or unless asset prices, including property, 
continue to boom. However, even if rates continue to rise 
further, we remain sanguine on the outlook for Chinese 
equities. 

As illustrated in exhibit 1 below, historically A-shares and 
H-shares have tended to perform strongly throughout the 
rate-rising cycle, after an initial period of consolidation. As 
such, we are not overly worried about the impact of 
renewed interest rate increases on the equity markets in 
the medium term, as long as inflation remains well 
contained. 

In terms of our China investment strategy, we believe that 
equity valuations are attractive relative to growth 
opportunities. The rebalancing of China's economic 
structure from an investment-driven to an increasingly 
consumption-driven growth model could accelerate.  

Therefore, we maintain our bias towards domestic-related 
stocks as our core strategy, adding to banks and cyclicals 
on weakness.  

 

Exhibit 1 – Both A-shares and H-shares rallied during the last monetary tightening cycle 

Source: Thomson Reuters Datastream, CEIC, J.P. Morgan Asset Management Investment Services, 20/10/10 

The avoidance of asset price bubbles 

China has been in a negative real interest rate 
environment for eight months, which has led to increasing 
concerns over rising asset prices. The domestic A-share 
market has risen sharply following the Golden Week 
holidays. Coupled with the depreciating US dollar, which 
has been leading a rally in commodity prices and global 
risk assets, the Chinese government may also start to 
worry again about the emergence of asset price bubbles.  

This concern explains why the rate increases were 
somewhat asymmetric. Deposit rates beyond two years 
have increased by 46 to 60 bps, while the demand deposit 
rate remained unchanged at 0.36%. As most of the 
deposits in Chinese banks are in demand deposit and time 
deposit accounts for less than two years, the move is 
intended to encourage both households and corporations 
to put their savings into longer maturity term deposits. 

 
The outlook for China 

As we expect CPI inflation to peak soon, the PBoC may 
not need to raise rates further for the rest of the year,  
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