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Australia
By Navya Kumar

A

USTRALIA, having successfully navigated
the global downturn in 2008–09, is now
struggling to grow. The economy has decelerated
due to a marked slowdown in domestic demand,
with robust export growth the only silver lining. However, as global energy and metal prices
are expected to cool in the next few quarters,
prospects for this major commodity exporter are
unlikely to improve significantly in the short term.
Also, Australia’s efforts to diversify beyond commodity exports are hobbled by declining manufacturing competitiveness. Political uncertainties
are compounding the country’s many challenges.

Lackluster domestic demand
slowing down growth
In Q1 2013, Australia’s GDP grew 2.5 percent
year over year, the slowest since mid-2011. The
deceleration was driven by sluggish private and

government consumption growth and a decline
in investments. Private consumption grew 2.0
percent year over year, the slowest in two years,
due to a weak labor market. Australia’s unemployment has remained above 5.0 percent since
mid-2011 and reached 5.5 percent in May 2013,
even as underemployment has persisted in excess
of 7.0 percent for four years. Meanwhile, government consumption increased just 0.5 percent
year over year, again the smallest expansion in
two years. A persisting fiscal deficit is forcing the
government to limit expenditure in areas such as
education and health care. In addition, gross fixed
investments are down 0.2 percent year over year,
due to lower expenditure on equipment by private
businesses and the winding down of public investment, which were a part of stimulus measures.
To counter slowing growth, the Reserve
Bank of Australia (RBA) cut its key interest rate
by 25 basis points to 2.75 percent in May 2013.
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Australian exports rose 8.1 percent year over year in Q1
2013, buoyed by robust growth in the exports of metal
ores and food products.
However, credit demand is expected to stay moderate this year, as households struggle with debt
levels at 148 percent of their income, and business
sentiments remain cautious. Reflecting muted
business sentiments, the June 2013 manufacturing purchasing managers’ index stood at 49.6. As
a result, the RBA is likely to cut rates again in Q3
2013 and capitalize on the low inflation. Inflation
was 2.5 percent in Q1 2013, within the RBA’s target range of 2.0–3.0 percent. Overall, GDP growth
for 2013 is expected to slow down to 2.9–3.0
percent, compared to 3.6 percent in 2012.

picking up in the mining sector. As a result,
the country’s current-account balance for 2013
(3.3 percent of GDP) may not be a substantial
improvement over last year (3.7 percent of GDP).
Furthermore, falling commodity prices are
estimated to lower Australia’s terms of trade by
10 percent in 2013–14. This could in turn hit
corporate profitability and therefore corporate
tax revenue for the government. As a result, the
government revised its budget balance forecasts in May 2013, stating that deficits would
persist in 2013–14, compared to the surpluses
projected earlier.

Strong export performance
in Q1 2013; however,
challenges lie ahead

The risk of long-term decline in
manufacturing competitiveness

Australian exports rose 8.1 percent year over
year in Q1 2013, buoyed by robust growth in the
exports of metal ores and food products. Also,
imports declined 3.2 percent year over year in the
first quarter, as slowing investments in the mining
sector reduced equipment demand. As a result,
the current-account deficit fell sharply to AUD 8.5
billion in Q1 2013, compared to deficits in excess
of AUD 14.0 billion in both Q1 2012 and Q4 2012.
However, exports are projected to lose pace
in the next few quarters, due to declining global
commodity prices and lower demand from a slowing Chinese economy. World energy (oil, gas, and
coal) prices are forecast to fall 4.1 percent year
over year in 2013, while world metal prices could
deteriorate 2.9 percent. In addition, Australia is
expected to ramp up imports in the remainder
of the year, due to the demand for capital goods

While the extraction sector has been Australia’s
major focus, the country is losing competitiveness
in manufacturing. Firms in the manufacturing
sector in Australia are struggling with high costs
of labor and energy, as well as relatively lower
economies of scale than their counterparts in
countries such as the United States and Germany.
Australia ranks the third highest globally in
hourly direct pay in manufacturing. In addition,
electricity costs for manufacturers have grown
rapidly, and are currently 78 percent higher
than five years ago. Under these circumstances,
manufacturing saw a 1.0 percent job loss, a 16.4
percent dip in operating profits, and a 0.4 percent
lower value addition in 2011–12. This compares
with a 1.8 percent addition in jobs, a 5.0 percent
improvement in operating profits, and a 7.3 percent higher value addition for Australia’s industry
overall in 2011–12.
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Political uncertainties weighing
on business sentiments
Internal politics in the ruling Labor Party
resulted in Kevin Rudd replacing Julia Gillard
as prime minister in June 2013, just about three
months before the elections. As a result, several
ministerial portfolios will change; even the election dates may now be altered. In fact, an even
larger change is expected in the elections, with the
Labor Party projected to be defeated by the opposition Liberal-National coalition. However, the

return of Rudd could improve the Labor Party’s
chances. He seems to strike a chord with the
public, given his frank opinion of the struggling
economy and previous experience in handling
a crisis, such as during the global downturn of
2008–09. Rudd has also been highlighting the
opposition’s conservative fiscal stance, portraying
it as detrimental to growth in a scenario of weakening GDP growth. Overall, it will be interesting
to witness the final outcome of the Australian
elections, which will hopefully bring some certainty for businesses.
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China
By Dr. Ira Kalish

T

HE Chinese economy appears to be faltering.
At a time when the global economy is showing signs of very modest acceleration, China is
shifting in the opposite direction. In the process,
it is taking other countries such as Taiwan and
South Korea in a negative direction as well. In
June, a purchasing managers’ index (PMI) for
manufacturing, published by Markit, shifted
further into negative territory, indicating that the
critical industrial side of the Chinese economy
is actually in decline. A separate PMI for the
services sector showed anemic growth at best.1
While domestic demand continues to grow, it has
benefitted from relatively loose credit market conditions, which now face reversal. Indeed, China’s
banking system is at a crossroads. It is going
through a traumatic shift brought on by a government determined to alleviate financial imbalances,
even at the temporary cost of slower growth. The
new leadership has indicated that stimulus is

not in the offing. Rather, fundamental issues will
be addressed.

Out from under the shadows
Interestingly, the economy is slowing despite
the fact that credit is growing rapidly. Indeed,
Chinese authorities are concerned that credit
growth is not translating into economic growth,
and that credit growth is creating risks to the
economy. In the first quarter, credit was up 58
percent, but real GDP growth was a very modest 7.7 percent. The authorities are worried that
too much credit is flowing into activities that
contribute nothing to growth, including considerable speculative activity. As such, the central
bank has taken steps to cool down credit markets,
including cracking down on illegal capital inflows,
tightening conditions in the mortgage market,
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Indeed, China’s banking system is at a crossroads.
It is going through a traumatic shift brought
on by a government determined to alleviate
financial imbalances, even at the temporary cost of
slower growth.
and providing closer scrutiny of the shadow
banking system.
The shadow banking system has been the center of attention. It has developed largely because
of restrictions on commercial banks. They remain
state-owned and face interest rate regulation—that
is, the rate they pay depositors is capped, and
the rate they charge borrowers is capped as well,
providing the banks with a predictable and favorable profit margin. Their borrowers are mainly
state-owned enterprises and local governments
that get cheap credit and, as a consequence, invest
excessively. Everyone else, including private sector businesses and households, lacks substantial
access to bank credit.
In order to profit from the excess demand for
credit, banks have bundled loans into “wealth
management products” (WMPs), which are essentially securitized assets. They sell these WMPs in
order to shift assets off the books and raise funds
that can be loaned at higher interest rates through
off-balance-sheet vehicles known as trust companies. The result has been an explosion of credit
outside normal banking channels and outside the
purview of regulators. This credit explosion has
enabled the banks to maintain a very low nonperforming loan ratio, even if many of the loans
they have made (especially to local governments)
have actually gone bad.
The WMPs are similar to bonds in that they
have a maturity date, usually less than three years
and sometimes as little as six months. When they
become due, banks must pay back the investors. If

the loans behind the WMPs have failed, the banks
must somehow raise funds to service the WMPs.
This has generally meant issuing new WMPs,
often at even higher interest rates. To grease this
market, much interbank lending has been taking
place. WMPs are not the only part of the unsupervised shadow banking system, but they are
the most noteworthy. They tend to be bought by
wealthy individuals who want a better return than
can be obtained through banks.
Default on a WMP would mean that individual investors would lose their money—which
is hardly desirable. So the banks continue to fund
the WMPs, often borrowing from one another to
raise the short-term funds needed to pay owners
of WMPs.

How did we get to this point?
One of the things that enabled the dramatic
increase in credit recently has been continued
growth of money supply. This was partly due
to the need to monetize inflows of capital. Such
inflows were fueled in part by the illegal practice
of faking export invoices. Exporters would do this
in order to borrow money from overseas to invest
in China, all while falsely treating these inflows as
export revenue. This “carry trade,” if not monetized, would have put upward pressure on the currency. To avoid currency appreciation, the People’s
Bank of China (PBOC), China’s central bank,
purchased foreign currency, thus maintaining the
exchange rate and boosting money supply. Yet
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when the government recently cracked down on
fake invoicing, capital inflows slowed dramatically.
This in turn meant that the PBOC was no longer providing as much liquidity. Yet the demand
for interbank lending continued apace. Without
support from the PBOC, interbank lending rates
started to rise. When the PBOC initially failed to
intervene to suppress rates, investors panicked,
thereby driving rates up to unusually high levels.
Ultimately, the PBOC intervened to prevent
banks’ failure. Yet the episode offered a glimpse
at government thinking. The new leadership has
spoken publicly about getting the shadow banking system under control. Recent events suggest
that the government is trying to find a way out
of the current situation. Yet unless it allows free
movement of interest rates, the situation could get
worse. Moreover, the lack of transparency in the

system means that potential risks may be hidden
and could explode at any time. While a Lehmantype event is unlikely, given that the government
owns the banks, a serious credit crunch is possible, which would have negative ramifications for
economic growth.
Most analysts expect that the government will
bail out banks and absorb losses should the need
arise. They would probably place restrictions on
credit growth, but not too much lest they slow
the economy dramatically. The result could be
continued credit growth, fueling the continuation
of economic growth through investment in infrastructure. This means an increasingly distorted
economy with huge financial imbalances, rising
investment, and declining GDP growth. It would
be better of course to liberalize financial services
and create a more efficient system.

Endnote
1. Markit Economics, “Press releases,” http://www.markiteconomics.com/Survey/Page.mvc/PressReleases, accessed
July 17, 2013.
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India
By Dr. Rumki Majumdar

T

HE challenges to India’s growth appear to be
overwhelmingly bigger than the opportunities. While old challenges persist, new challenges
are coming to the fore. Data released in FY
2013–14 saw a few record-high and record-low
figures, unfortunately all indicating a deteriorating
economic scenario.1
After a disappointing growth of 5 percent in
calendar year 2012, the lowest growth reported in
a decade, 2013 started with a weak recovery of 4.8
percent year over year in Q1 2013 compared to Q4
2012, primarily due to weak domestic demand.
The fiscal drag, owing to the expenditure reforms
initiated in September 2012, contributed the most
to the fall in domestic demand over the past two
quarters. Private consumption expenditure and
capital formation too registered a decline due to
poor sentiments, high cost of financing, infrastructure bottlenecks, and weak domestic and
global demand.

The emerging challenges
India has been facing some new challenges
lately, one of them being the reversal of capital
inflows. Lower-than-expected growth, macroeconomic imbalances that include a record-high
current-account deficit, poor investment conditions and corporate earnings, and a volatile
currency have led to this reversal. The market
expectation of an improvement in the US economy and the hint of a possible reversal of monetary stimulus measures by the US Federal Reserve
from this year have also contributed to the pace of
the capital inflow reversal. Foreign direct investments, which had picked up in the third quarter
of calendar year 2013 following the government’s
announcement of reforms in the retail and the
aviation sectors, are slowing again due to government inefficiencies, regulatory burdens, and a lack
of competition in the economy.
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Despite the recent fall in prices, India has one of
the highest consumer price inflations among the
emerging nations.
Another concern has been the steep currency
depreciation in the past couple of months—in
particular, the risk it poses to the current-account
deficit. The currency depreciated by more than
14 percent against the US dollar in 2012. In the
past two months, the currency has weakened by
13 percent, with the Indian rupee touching an
all-time-record low of 60.71 against the dollar at
the end of June due to heavy capital outflows and
month-end dollar demand from importers.

Better than expected
Not all has been bad though, as some of the
latest economic data point to better-than-expected
performance. There has been some respite in inflation in the past few months due to a fall in food
and international crude oil prices. The wholesale
price inflation (WPI) has come down from 7.3
percent in February to 4.7 percent in May, while
in April consumer price inflation (which has been
higher than WPI) fell below 10 percent for the
first time in 2013.
There has been, for lack of better words, “good
news” in the fiscal and current-account deficits
lately, as the actual deficits are reported to be
lower than expected. Faced with prospects of a
sovereign rate cut and crowding out of private
investments in the economy, the government has
undertaken a series of reforms, including reducing fuel subsidies and increasing rail fares, since
September 2012. Expenditure cuts due to the
reforms have helped contain the fiscal deficit to
4.9 percent of GDP in FY 2012–13, a downward
revision from its earlier estimate of 5.2 percent
of GDP.

The record-high current-account deficit in FY
2012–13 might not be considered good news, but
the preliminary estimate for the trade deficit in
Q4 of FY 2012–13 came down to 3.6 percent of
GDP, compared to a historic high of 6.7 percent of
GDP in the previous quarter, thanks to the recent
fall in international crude oil and gold prices. The
reduced trade deficit helped contain the currentaccount deficit to 4.8 percent of GDP in the past
financial year, lower than the earlier estimate of
over 5 percent of GDP.

Will “better than expected”
be sustainable?
Despite the recent fall in prices, India has one
of the highest consumer price inflations among
the emerging nations. Inflationary pressures are
expected to remain high this year due to a reduction in fuel subsidy (leading to a rise in administered prices), persistent supply-side shortages
(due to infrastructure bottlenecks), and the recent
depreciation of the rupee. The success of the
monsoon in the next three months will also be an
important determinant of inflation.
On the other hand, both fiscal and currentaccount deficits are still wide enough to weigh
on investors’ confidence. The FY 2013–14 budget
has emphasized measures to control the deficit
further, with a target of 4.8 percent. Fiscal consolidation may impact the quality of fiscal expenses
and long-term growth prospects. However, with
general government elections being less than a
year away, the probability of significant reforms
and expenditure cuts is low.
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The latest monthly data indicate that the trade
deficit has bounced back to high levels in the
first two months of FY 2013–14. A fall in gold
prices has resulted in increased demand for gold
imports. A fast-depreciating currency has led to
an increase in the import bill for fuel, tempering the advantage of a fall in international crude
oil prices. On the other hand, growth in exports
remains sluggish due to poor external demand. In
other words, there is strong evidence to suggest
that the trade deficit is likely to widen in the short
term, posing by far the biggest risk to the deteriorating current-account deficit.

Exploring other alternatives within
Short-term risks to global financial stability
have come down considerably compared to the
past year. However, the uncertainty in the international environment still remains. The need of
the hour is to strengthen domestic demand by
boosting investment in the economy. This in turn
will likely help improve the labor market and consumer confidence. At the same time, the efficiency
of the Indian banking system has to be improved,
with a focus on managing systemic risks to banks
emanating from the external environment as
well as recent domestic macroeconomic risks.
Challenges will keep coming as the economy gets
more integrated with the rest of the world. It is
difficult to predict the uncertainties with certainty.
The only hope is to explore alternatives within and
be prepared to face the unexpected.

Endnote
1. The fiscal year in India begins on April 1 of the first-referred year.
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Indonesia
By Akrur Barua

I

NDONESIA’S economy continues to remain
healthy with Q1 2013 GDP growth of 6.0 percent year over year. A probable revival in exports
in the latter half of the year is likely to aid the
economy, already benefitting from strong consumer spending and investment. However, any
slowing of economic growth in China could play
spoilsport by pushing commodity prices lower,
thereby denting exports. Nevertheless, Indonesia’s
large and young population, strategic location in
Asia, and investment attractiveness would continue to aid the economy, keeping GDP growth in
the 5.5–6.0 percent range over the next few years.
In fact, growth could be higher if infrastructure
development accelerates and key reforms to ease
the labor market and deregulate industries are
implemented. In this context, the government’s
recent attempt to revamp the fuel subsidy regime
assumes importance.

Hike in the administered price of
fuel—a step in the right direction
On June 17, Indonesia’s House of
Representatives approved a revised budget for
2013. Of particular interest were two key provisions: a 44 percent hike in the price of petrol and
a 22 percent rise in the diesel price. This was the
first rise in the administered price of fuel in the
country in about five years. For years, heavily
subsidized fuel prices have burdened Indonesia’s
economy—distorting prices (and hence demand)
while undermining public finances. Most importantly, the subsidies have prevented government
revenues from being directed toward more urgent
needs, primarily infrastructure development and
poverty alleviation. The new legislation goes a step
in changing these unhealthy dynamics. Although
similar reforms were earlier met with public
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Indonesia’s economy continues to remain healthy with
Q1 2013 GDP growth of 6.0 percent year over year. A
probable revival in exports in the latter half of the year
is likely to aid the economy, already benefitting from
strong consumer spending and investment.
protests, this time both consumers and businesses
seem to agree on the need to deregulate fuel prices
in line with global trends.

Impact of higher fuel prices on
inflation—central bank to be
proactive in curbing price pressure
The key short-term impact of the rise in fuel
prices would be on inflation: The government
expects inflation to rise to more than 7 percent
this year from 4.3 percent in 2012. Favorably for
the economy, Bank Indonesia (BI) is expected to
take a proactive stance to counter the threat. In
June, BI surprised markets by raising its key policy
rate by 25 basis points (bps) to 6 percent, the
first hike since 2011, to check inflation expectations and the fall in the currency. The Indonesian
rupiah has been weakening steadily against the
US dollar since mid-2011, declining by more than
14 percent, due to a deteriorating current account
and capital outflows. The latter trend has become
prominent, especially after US Federal Reserve
chief Ben Bernanke’s comments about a possible
winding down of its $85 billion bond-buying program from the latter half of 2013. A weaker rupiah
would lead to imported inflation and thereby
make BI’s efforts more difficult. In the event that
capital outflows continue and price pressures
remain, BI would raise rates again, possibly by an
additional 25–50 bps in the remainder of the year.

Public finances and external
balances likely to improve
The government is expected to save more than
$7 billion in energy subsidies due to the hike
in fuel prices. Of this, some amount has been
earmarked to compensate poor families. Over
the next four months, the government intends to
distribute about $1 billion to nearly 15.5 million
poor households. Some of the remaining funds
are likely to be used in infrastructure development
and poverty alleviation. The cutbacks would contribute to a stronger budget balance: The deficit
is expected to decline to 1.3 percent of GDP in
2013 (from 1.8 percent in 2012), and then further
to about 0.5 percent in the next few years. The
removal of subsidies would also help to reduce the
fuel import bill by lowering demand. As a result,
the current-account deficit is set to reduce from
2.7 percent of GDP in 2012 to less than 2 percent
over the next two years.

Impact on consumers and
businesses—real income and
profit margins to be hit
Consumers are likely to be hit by a rise in fuel
prices, as the resultant increase in inflation would
dent real income. As a result, private consumption
growth is expected to decline to 4.7–5.1 percent
this year from 5.3 percent in 2012. However,
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consumers remain optimistic about medium- to
long-term economic growth and the job market.
Also, medium- to long-term growth prospects
remain intact. As the impact of the price rise
wears off, private consumption growth is likely to
move up to more than 6 percent in 2014–15.
Higher fuel prices would hit businesses in the
form of increased costs, thereby affecting profit
margins. However, they would also force businesses to be more efficient, leading to gains in
competitiveness in the medium to long term.
Meanwhile, changes in investment plans by
the domestic private sector in 2013 are likely
to be offset by higher government investment
in infrastructure and continued foreign direct
investment (FDI) inflows. This is likely to push
gross fixed investment up by 5.8–6.0 percent this
year. Interestingly, changes to the fuel subsidies
are being viewed positively by foreign investors.
If they are complemented by efforts to increase
business transparency, ease regulations, and tackle
widespread corruption, an improvement in sovereign ratings is most likely. This would encourage
more FDI inflows.

Precursor to more reforms?
The removal of fuel subsidies might not
herald an era of strong reforms. President Susilo
Bambang Yudhoyono’s second term in office will
come to an end in 2014, and he is prevented by
the constitution from running for a third time.
Even though the current finance minister has
strong pro-market credentials, he has very little
time to push other reforms. Also, key reforms to
improve competitiveness in the economy, including changes to the labor market, are likely to
be more contentious with elections around the
corner. The elections have also introduced a whiff
of nationalism, especially in policies related to
resource-based industries. New regulations in
mining restricting ownership rules for foreign
investors, a proposed royalty hike for foreign
miners, and taxes on mineral ores are likely to
keep investors wary of the country’s resource
sector. Most importantly, although President
Yudhoyono failed to implement major reforms, he
had enough public support to carry him through.
A new president might not enjoy the same level
of support and hence find it tougher to push a
reform agenda.
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