	Contemporary Cases

	[image: image1.jpg]






Time to hit the brakes
Adapted from an article in The Economist, May 13th 2004


China's sizzling economy needs to be slowed down. The undervalued yuan is one important cause of China's credit boom and rising inflation. China's capital controls are porous, and investors all over Asia are betting on a currency revaluation by buying property in Shanghai or Beijing or putting their money into yuan deposits to take advantage of interest rates higher than the paltry level available in America. The yuan has been more or less pegged against the dollar since 1995. If, as a result of capital inflows, there is an excess supply of foreign currency, the central bank must buy it and sell yuan to keep the exchange rate stable. This injects new liquidity into the banking system, thereby feeding the credit boom. The central bank has been issuing bonds to mop up the liquidity, but this “sterilisation” is getting harder as the amounts swell. The bank has had trouble selling enough bonds in recent months, so the money supply continues to surge. 

Questions

1
Why might tighter fiscal policy be better way of slowing the Chinese economy?

2
What is sterilisation?

