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China: Reforms for
the financial system?
By Dr. Ira Kalish

T

HE Chinese economy appears to be stabilizing, at least for now. China’s government has
provided modest stimulus aimed at stabilizing
growth, including extra spending on infrastructure and easing of credit conditions, and there
are indications it is working. China’s industrial
production was up 10.4 percent in August versus a
year ago—the fastest rate of growth in 17 months.
This is consistent with other recent data pointing
to a recovery in China’s growth, including exports.
In August, China’s exports were up 7.2 percent from a year earlier, which was better than
expected. Exports to the United States and
the European Union were up, and exports to
Southeast Asia were up a staggering 30.8 percent.
Exports to Japan, however, were down for the
seventh consecutive month, reflecting political
tension between Asia’s giants. On the other hand,
Chinese imports were weak in August, rising only

7 percent (below market expectations), suggesting weakness in domestic demand. The result
of these indicators was an increase in the trade
surplus. However, evidence suggests that the boost
to exports might, in part, be due to fake invoicing
of exports by investors seeking to bring foreign
money into China. If so, the acceleration in
exports is not really as good as reported.
There were other positive indicators as well.
First, Markit’s purchasing manager’s indices
(PMIs) for both manufacturing and services
improved in September.1 Of course, improved
PMIs are not necessarily a sign of rising business
confidence; they could reflect a decision by the
authorities to boost investment by making credit
available to state-run enterprises. Second, retail
sales in August were up 13.4 percent from a year
earlier. This was the fastest rate of growth this
year. Third, credit growth took place after four
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The challenge for the leadership will be to reform the
financial system in a way that avoids a financial crisis.
months of decline. While this may be worrisome
in the longer term, it boosts economic activity in the short term. Specifically, bank lending
increased by 711 billion Chinese yuan in August,
while total social financing, a measure that
includes bank lending as well as nonbank credit
creation, increased by 1.57 trillion yuan in August.
The fact that bank lending accounted for
less than half the growth of credit is cause for
longer-term concern. It means that the unregulated, unsupervised, and poorly measured part
of the credit industry—including the issuance
of wealth management products (WMPs) and
other forms of shadow banking—is expanding
once again, thereby possibly setting the stage for
troubles down the road. It also means that the
credit squeeze of June is clearly over, and that the
government is now being accommodative in order
to keep the economy growing. Indeed, the broad
money supply accelerated in August as well.
The government is caught in a difficult spot.
On the one hand, if it tightens credit conditions,
growth will most likely falter. On the other hand,
if it allows nonbank credit to continue growing
rapidly, it could face future crises arising from the
further creation of bad debt. The challenge for the
leadership will be to reform the financial system
in a way that avoids a financial crisis.

What about reform?
China has continued the gradual move toward
interest rate liberalization. Back in July, China
removed the floor on borrowing costs. Recently, it
announced that banks will be permitted to trade
certificates of deposit. The central bank said that
this move will create the “conditions for steady
and orderly promotion of deposit-rate liberalization.”2 Such liberalization will be critical to creating a more normal financial system.

Under the current system of interest rate
controls, depositors obtain a small return on their
savings and, consequently, have a strong incentive
to look for alternative vehicles such as well-known
WMPs. At the same time, banks have an incentive to go off their balance sheets to satisfy that
demand. The result has been the huge expansion
of the unsupervised and unregulated shadow
banking system. This expansion has fueled excessive and often wasteful investment, a property
price bubble, and the accumulation of debts that
might not be repaid. The only way to prevent
this from happening again is to liberalize and
more fully privatize the financial system. When
this happens, banks will be forced to compete
for deposits, and they will no longer be able to
provide cheap loans to state-run companies,
which has fueled so much inefficient investment.
As such, the recent move, while small, is a step
toward a radically different and improved financial system for China.
Meanwhile, what should China do with its
mountain of debt? The government has implemented an audit to determine the quantity of debt
and will have this information in time for the
party meeting in November. Of particular concern
is the amount of local government debt, which has
increased rapidly in the last few years, and many
local governments are finding it difficult to service
these debts. So far, the central government has
compelled state-run banks to roll over these debts,
but it could choose to allow some defaults to
take place in order to improve market discipline.
Interestingly, local governments in China are not
actually permitted to issue debt. To get around
this, they have set up over 10,000 off-balancesheet local government financing vehicles to fund
infrastructure investment. These vehicles may
hold as much as 20 trillion yuan of debt, or more
than $3 trillion. To service these debts, most local
governments simply sell land.
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A new experiment
In early October, China began testing a free
trade zone in Shanghai. Within a 29-squarekilometer (11-square-mile) area outside Shanghai,
the government is permitting free movement of
interest rates, currency convertibility, the relaxation of restrictions on foreign investment, and
exemption of goods from tariffs and value-added
tax. Anticipation of the free trade zone already has
led to a surge in property prices in the area, as well
as a big increase in the equity prices of companies that are expected to benefit from the zone.
However, not many details are known about how
the zone will function. Still, it is seen as an experiment by the Chinese government to understand
the impact of full market liberalization. In some
ways it is similar to what China did in the past.
In 1979 China established a special economic
zone in Shenzhen. This experiment in promoting

foreign direct investment was later extended to
other parts of China and partly formed the basis
for the massive changes China experienced over
the following 30 years. As such, the new zone
near Shanghai, if successful, could be the basis
for financial deregulation across China. Given
that China’s early hopes for Shanghai to become
a major financial center have not come to fruition, the creation of the free trade zone may be
intended to revive such plans.
On the other hand, critics say that such zones
actually stifle rather than promote reform. By
walling off reform from the rest of the country,
such zones prevent reform from becoming part
of the economic landscape. Moreover, only two
foreign banks have chosen to locate in the zone,
suggesting a lack of confidence that there will be
a level playing field for foreign operators. It is too
early to say whose argument is correct.

Endnotes
1. http://www.markiteconomics.com/
2. Bloomberg News, “China to allow interbank trading of certificates of deposit,” September 26, 2013, http://www.
bloomberg.com/news/2013-09-26/china-set-to-allow-interbank-trading-of-certificates-of-deposit.html.
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Japan:
Tough policy choices
amid good performance
By Dr. Rumki Majumdar

A

BENOMICS’ revolution of policies is steadily
changing the landscape of Japan’s economy.
Prime Minister Shinzo Abe’s policies are now having the desired effect on Japan’s growth, consumer
price indices, household wealth, and business
sentiments. Real GDP increased 1.3 percent year
over year in Q2 2013, led by a boost in domestic
demand. Consumer prices increased 0.5 percent
in the second quarter over the previous quarter,
the highest quarterly growth since 2008. A steady
rise in house prices in 2013 and improvement
in equity prices have improved net wealth of the
household sector. Higher wealth and improved
consumer confidence have strengthened consumer spending, which is reflected in higher sales
of automobiles in September. The October release
of the quarterly Tankan survey of corporate sentiments by the Bank of Japan indicates that optimism is surging among Japan’s big manufacturers.
The business conditions sentiment index jumped

to 12 this quarter from 4 in June 2013, the highest
since 2007 and well above the forecast in June.
However, some challenges persist, as small
businesses remain downbeat and the manufacturing sector’s capital expenditure continues to be
weak. The labor market remains fragile as employment conditions continue to deteriorate.

A tough balancing act
The prime minister is managing a difficult
balance between providing fiscal and monetary
stimulus to end one-and-a-half decades of deflation and poor growth while undertaking bold
actions to improve government finances. Abe’s
policies on fiscal stimulus and deregulations
have been appreciated, as well as his unconventional expansionary monetary policy; all of
these provided a significant thrust to the world’s
third-largest economy. However, his policies have
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The policy choices for the prime minister are tough, and
the risks associated with implementing them are high.
also raised concerns about the rising fiscal deficit,
which is currently nearing 10 percent of GDP, and
the enormous outstanding debt that accounts for
about 250 percent of GDP.
Aware of the deteriorating fiscal account, Abe
has promised to remain committed to achieving
both economic growth and fiscal reforms with his
pro-growth agenda.1 In October, Abe announced
plans to raise the national sales tax to 8 percent
from the current 5 percent, effective from April
2014. Despite opposition from his advisors and
some of his party members, he stuck to the plan
of containing the country’s enormous debt, for
which a law was passed prior to the election of
the current government. The revenue generated
will likely help improve tax revenue as a percentage of GDP, which is currently very low. However,
the risk associated with raising consumption tax
is high because it could disrupt the economy’s
nascent growth. There are apprehensions that it
could lead to a situation similar to that of 1997,
when a decision to raise taxes from 3 percent
to 5 percent was considered one of the primary
reasons for a decade-and-a-half-long economic
recession and high debt.
To prevent these fiscal consolidation measures
from derailing the growth process, revenue from
the increased taxes will be reinvested into the
economy in the form of an economic stimulus
package. The prime minister announced a package
of 5 trillion Japanese yen, including cash handouts to low-income families. Other measures will
likely include public spending for the 2020 Tokyo
Olympics, tax breaks to encourage corporate capital spending, early repeal of temporary taxes that
were implemented to finance earthquake reconstruction, and aid to home buyers.
The governor of the Bank of Japan is supporting Abe’s plans to achieve the objectives of high
growth, inflation, and fiscal consolidation. In

October’s monetary policy announcement, the
governor strongly endorsed the tax-rise plan and
announced that the policy settings will be put on
hold, unless significant downside risks to inflation
targets emerge.

Risks still looming
That said, the fiscal consolidation measures
are not enough to overcome the rising expenditures. Pressure on public expenditures will likely
increase due to demographic challenges. The
outstanding debt is too high, and the current
policy measures are not enough to alleviate investors’ concern about the risks associated with the
ballooning debt.
The economic outlook has undoubtedly
improved since Abe assumed leadership of the
economy. However, Japan’s economic recovery
remains uneven, as evident from the continued
slowdown in exports and poor production data.
Capital expenditure in the manufacturing sector continued to remain weak; new investment
in manufacturing contracted by 5 percent quarter over quarter in Q2 2013. This indicates that
corporates are still cautious about resuming their
investment as the outlook for overseas demand
remains uncertain. While the Tankan index shows
a jump in the sentiments of large manufacturers,
business sentiments for small-scale manufacturers remain negative. These uneven trends make
the growth’s sustainability dubious in the long
term. Any economic disruptions such as fiscal
consolidation or external shocks could reverse the
growth optimism.
The net wealth of the household sector
improved by 4.7 percent year over year in Q2
2013 due to a 40 percent boost in the year-to-date
performance of equity prices, as well as yearover-year growth of more than 3 percent in house
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prices in the first half of 2013. The rise in wealth
is expected to help cushion the impact of growing
sales taxes. However, the wages in the economy
are on a steady decline, which limits the spending
ability of average consumers. The labor market has
structural problems that need to be addressed in
order to increase labor participation and output.
A lack of labor reforms further restricts growth
in labor employment and income. Meanwhile,
in its stimulus plan in October, the government
has announced incentives to companies to boost
wages; rising inflation also will likely motivate

businesses to increase workers’ compensation.
However, uncertainty regarding inflation and
consumer spending due to the tax-rise plan may
prevent businesses from increasing wages and
salaries in the near term.
Japan still has a long way to go to ensure
sustained economic growth and optimism. The
policy choices for the prime minister are tough,
and the risks associated with implementing them
are high. However, credit goes to him for tackling
the changes with clearly defined policies.

Endnotes
1. The cabinet, in a statement to the G20, the International Monetary Fund, and the Organization for Economic
Co-operation and Development, has pledged to achieve surplus by 2020. (Source: Ben McLannahan, “Shinzo
Abe faces dilemma on Japan’s consumption tax,” Financial Times, September 4, 2013, http://www.ft.com/intl/
cms/s/0/134c01f6-1540-11e3-950a-00144feabdc0.html.)
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Malaysia:
Clouds on the horizon
By Navya Kumar

I

N the second quarter of 2013, Malaysia’s
economy continued to expand steadily, but at a
far slower pace than in the past three years. The
economy is impeded by slowing investments as
well as tepid exports, with a persistent fiscal deficit
compounding problems. While the government
has begun to take a few measures to remedy the
deficit, fundamental tax reforms are yet to be
enacted. Due to these challenges, the country’s
growth forecast for the full year has been lowered, even as rating agency Fitch has changed its
outlook for Malaysia’s sovereign credit rating to
“negative” from “stable.”

Exports and investments
hold back growth
Malaysia’s real GDP expanded 4.3 percent year
over year in Q2 2013, improving upon the 4.1
percent of Q1 2013. Growth was driven by an 8

percent increase in domestic consumption expenditure, which in turn was aided by populist measures, such as wage hikes for civil servants, ahead
of the May elections. However, Q2 2013 economic
performance fell short of the 5.6 percent GDP
growth registered in the same period last year. The
loss of pace over the past year is due to a sharp
slowdown in fixed capital formation and a marked
decline in exports. Fixed-capital formation growth
skidded to 6 percent year over year in Q2 2013
from an astounding 26.2 percent in Q2 2012, as
development expenditure by the government fell.
Furthermore, exports shrank 5.2 percent, compared with 1.6 percent growth in the previous
year, because of declining international demand,
especially from China, Japan, United States, and
European Union (together approximately 46 percent of total exports). Weaker export performance
has weighed on the index of industrial production, which grew 3.7 percent year over year in Q2
2013, down from 4.9 percent a year ago.
Asia Pacific Economic Outlook—November 2013
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Malaysia’s public debt, standing at an 18-year high of
53.3 percent of GDP in 2012, is expected to rise further
this year.
The Bank Negara Malaysia (BNM) now projects GDP growth of 4.5–5.0 percent for the full
year, lower than the previous target of 5–6 percent
and the average annual growth rate of 6.1 percent
achieved in the past three years. The economy
is expected to be constrained largely by exports,
which are estimated to increase only about 1
percent for the entire year. Slowing fixed investments, especially by the government, will also
have an impact.

Worrisome current account
and fiscal balance
Malaysia’s struggling exports are not just
impeding growth; they are also denting the
country’s current account balance. As imports
have increased steadily to fulfill growing domestic
demand and exports have lost steam, the country’s
current account surplus has suffered. For example,
in 2012 the surplus as a share of GDP fell to 6.1
percent, the lowest in 15 years. With the trade
situation not expected to improve significantly
this year, the surplus is expected to shrink further
to 4.9 percent in 2013. Adding to the burden of
Malaysia’s import bill is the country’s weakening
currency. Following the US Federal Reserve’s May
2013 indication that it was gradually withdrawing its quantitative easing program, currencies
across emerging markets, including Malaysia’s,
have been adversely affected. The Malaysian ringgit has depreciated nearly 6 percent since May.
The BNM, however, has not intervened aggressively and could continue relying on its ample
foreign exchange reserves (nearly eight months’

import cover) to counter any sharp fluctuations in
the ringgit.
Meanwhile, Malaysia’s fiscal health is another
concern. Malaysia’s public debt, standing at an
18-year high of 53.3 percent of GDP in 2012, is
expected to rise further this year. Furthermore,
the country faces a persistent budget deficit (4.5
percent of GDP in 2012), aggravated by years of
subsidies and delays in reforms for expanding
the tax base. Addressing the deficit has acquired
urgency since July 2013, when credit rating agency
Fitch lowered its outlook on Malaysian sovereign
credit to “negative” from “stable,” due largely to
the country’s fiscal health.

Steps to bolster fiscal health
With a view to narrow the budget gap, in
September 2013 the government partially cut
subsidies on petrol and diesel after more than two
years. The cuts are expected to save approximately
3.3 billion ringgit a year: Malaysia spent nearly 24
billion ringgit, or 2.5 percent of its GDP, on fuel
subsidies in 2012. In addition, the government
may include a goods and services tax in its 2014
budget plan, which is to be proposed in October.
This tax aims to increase the tax base and boost
revenue, but has seen delays in implementation
since 2011. Also, the government may defer some
infrastructure spending this year to curb fiscal
deficit. However, cuts in subsidies and infrastructure spending may have an adverse impact on
growth in the short term by denting consumption
and investment, the two pillars that have supported the economy in the face of waning exports.
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Fine balancing act for the BNM
The Malaysian economy is currently facing
several conflicting pressures, which require the
BNM to take a balanced approach. Even though
growth prospects may benefit from monetary easing, such a policy could strain the already struggling ringgit and worsen the country’s spiraling
household debt. Household debt currently exceeds
83 percent of GDP, up from nearly 76 percent in

2010. To accommodate these various factors, the
BNM has maintained its benchmark interest rate
at 3 percent and is unlikely to hike the rate in the
short term, especially with low inflation (under
2 percent). At the same time, the central bank
established regulations in July to rein in household debt. The regulations include limiting the
maximum duration for personal loans to 10 years
and property loans to 35 years, as well as banning
preapproved personal finance products.
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Thailand: Stumbling
in the growth lane
By Akrur Barua

I

T is hard to believe that one of the key growth
centers in Southeast Asia could go into recession, but it happened in Q2 2013: Thailand
entered its first recession since the global downturn of 2008–09. Real GDP contracted 0.3 percent
relative to the previous quarter, following a 1.7
percent decline in Q1. Thailand’s economy has
been struggling this year, weighed down by slowing exports, weakness in domestic demand, and
delays in government spending on infrastructure.
Adding to worries is high household debt, which
has left the Bank of Thailand (BOT) wary of easing monetary policy to stimulate the economy.
Consequently, growth is expected to remain low
this year, at about 2.5–3.0 percent, before rising to
almost 5 percent over 2014–17.

Personal consumption
remains subdued
Personal consumption growth this year
has been hit by rising consumer debt levels.
Household debt as a share of GDP is about
80 percent, up from 56 percent in 2008. With
incomes not growing as fast as debt, the burden of
debt repayment on households also has risen. For
example, since 2011 the ratio of average monthly
debt payment to income has gone up by about
four percentage points to 33.8 percent. Because
the BOT is keen to curb this rise, it has avoided
lowering rates to stimulate the economy. With a
rate hike ruled out under the current economic
weakness, the central bank is looking at alternative
tightening measures, such as lowering the loan-tovalue ratio in housing and tightening conditions
for consumer credit. Meanwhile, the impact of
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Consumers seem increasingly worried about the state
of the economy, and consumer sentiment fell to a ninemonth low in August.
the rise in minimum wages and subsidies to rice
farmers in 2012 seems to be wearing off.
Consumers seem increasingly worried about
the state of the economy, and consumer sentiment
fell to a nine-month low in August. There are
also fears of unrest due to a controversial bill on
political amnesty being debated in parliament. In
such a scenario, personal consumer expenditure
is likely to remain subdued this year, growing by
only 2.5–3.0 percent, down from a 6.7 percent rise
in 2012.

Investments on a lower trajectory
Investment has been low this year, as construction and rebuilding activity post the 2011 floods
comes to an end. Lower domestic and external
demand has not helped either, reducing the
need for businesses to add capacity. Government
investment is expected to rise as the government
goes ahead with its ambitious $75 billion plan to
develop high-speed rail networks, mass transit
systems, and water management infrastructure
by 2020. However, the impact of these will be felt
more from 2014 onward. Consequently, fixed
investment growth is likely to be in the range of
3.5–4.0 percent in 2013, much lower than the 13.2
percent recorded in 2012.
Meanwhile, the expiry of fiscal sops, such as
the one-off tax rebate on first-time car purchases,
has dented industrial output. For example, car
sales fell by an astounding 22.6 percent year over
year in August, with production down 9.9 percent.
This drop in turn pushed overall manufacturing
output lower by 3.1 percent in August, the fifth
straight month of decline. It is no wonder then
that in August the Thailand Industries Sentiment
Index touched its lowest level in 22 months.

Exports likely to increase
marginally in late 2013
There has been some positive news in the
external sector, with exports gaining 3.9 percent year over year in August, reversing course
from the declines of the past three months.
Encouragingly, exports to all major destinations—the United States, China, Eurozone, and
the rest of Southeast Asia—picked up during the
month. This trend is likely to continue, especially with higher orders likely for the upcoming
holiday season in December. Thai exports are also
likely to benefit from an uptick in growth in the
Eurozone, although much of this impact will be
felt only from 2014. However, this may be partially offset by slower growth in China relative to
previous decades.

Sovereign bonds may fund
infrastructure plans
In September, Thailand’s parliament approved
a bill to raise $64 billion for transport-related
infrastructure projects. While the bulk of borrowing will be from the domestic market, the government also wants to tap overseas markets. As a
start, it plans to issue $1–1.5 billion of fixed-rate
dollar-denominated bonds (5, 10, or 30 years) in
2014. These will be Thailand’s first such fixed-rate
sovereign bonds since 1997. Overall, the rise in
government borrowing will force up public debt.
According to the Economist Intelligence Unit,
public debt is expected to rise to 53.3 percent of
GDP by 2017 from 45.7 percent in 2012.1 Rising
public borrowing is likely to stoke fears of private sector borrowing and thus investment being
crowded out. However, such concerns are largely
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unfounded because funds are likely to flow in
from sectors such as consumer credit and housing
as the BOT intervenes. Moreover, tapping foreign
markets will ease the impact of higher government borrowing. Meanwhile, despite higher
proposed borrowing, better management of public
finances in 2013 following a host of populist measures last year may reduce the budget deficit.

A delicate balancing act for the BOT
When the BOT held rates for the second
straight month in August, it was obvious that the
central bank was facing a delicate balancing act.
Although the economy entered a recession in Q2
2013, any potential monetary policy easing has
been complicated by current low interest rates,
high household debt, and a weakening Thai baht.
The baht has been under pressure since May,
when the US Federal Reserve first hinted at a possible winding down of its asset purchase program.

Prior to that, the baht was one of the strongest
currencies in Asia, touching its highest level since
the 1997 devaluation.
Fortunately for the BOT, price pressures are
currently low, with headline inflation falling to its
lowest level in 45 months in August at 1.6 percent. Inflation has edged down steadily due to a
slowdown in aggregate demand, and steady food
and fuel prices. Meanwhile, core inflation came in
at 0.75 percent in August, moving down toward
the lower end of the BOT’s 0.5–3.0 percent target.
With a recession underway, this dip in core inflation has raised doubts about a potential deflationary situation. However, such a scenario can be
ruled out given that aggregate demand is expected
to pick up in the latter part of 2013 due to a
recovery in exports and higher tourism inflows.
The BOT is also likely to keep interest rates low,
with any tightening of monetary policy not likely
before the second half of 2014.

Endnotes
1. Economist Intelligence Unit, Country report: Thailand, September 2013.
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Additional resources

Deloitte Research thought leadership
Deloitte Review Issue 13
Global Economic Outlook, Q4 2013: United States, Eurozone, Japan, China, United
Kingdom, India, Brazil, Russia
Please visit www.deloitte.com/research for the latest Deloitte Research thought leadership or
contact Deloitte Services LP at: research@deloitte.com.
For more information about Deloitte Research, please contact
John Shumadine, Director, Deloitte Research, part of Deloitte Services LP,
at +1 703.251.1800 or via e-mail at jshumadine@deloitte.com.
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