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Inflation abates
Chinese inflation has declined. The government reports
that, in March, consumer prices were up only 2.1 percent
from a year earlier. A decline in food price inflation was
the principal reason. This is good news for the new
government as it opens room for more expansive monetary
policy. Recently credit market policy had been somewhat
restrictive due to concerns about inflation. Monetary policy
has been on hold due to worries about inflation, and
there was fear that the central bank might raise interest
rates or boost reserve requirements. Now those fears
seem to have dissipated. Still, one month does not make
a trend. The central bank will monitor inflation in the
coming months to decide if a shift in policy is needed.
Credit expands
China’s money supply and local currency lending both
grew faster than expected in March, contributing to
optimism that a revival of economic fortunes is underway.
The trick for Chinese policy makers is to keep credit flowing
while avoiding inflation and asset-price bubbles—especially
in the property market. It is a tough balancing act.

One reason for the expansion in credit is that there has
been a flood of capital into the country from overseas.
The result is a boost to credit expansion and a big
increase in the size of China’s foreign currency reserves.
These stem from central bank purchases of incoming
currency, which is done in order to prevent the renminbi
from rising in value. The rise in credit, however, could
be worrisome in that local governments especially have
taken on a considerable amount of debt. In early April,
ratings agency Fitch lowered its rating of Chinese debt,
largely due to the precipitous increase in the volume of
local government debt. Fitch noted that China’s ratio
of credit to GDP has risen from 125 percent in 2008 to
198 percent today. The concern is that local government
investments are not generating a sufficient return to
service these debts. Moreover, local governments have
relied on the sale of land to finance government services.
If land prices fall, or the demand for land declines, this
could be problematic for local government finances.
China’s central authorities are caught between a
rock and a hard place. They want credit to expand,
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China’s trade data for March was good enough
to spark a global rally in equities. China
reported that, in March, imports were up a
surprisingly large 14.1 percent over the
previous year.
but they don’t want to fuel inflation and they don’t
want to foster conditions for credit crises in the
future. They want inbound investment, but they
don’t want more upward pressure on the currency.
They will have to make difficult choices.
Slowdown in consumer spending
One major effort of the new government of President
Xi Jinxing is to fight corruption, which President Xi has
publicly warned could undermine support for the Party
and government. Specifically, Xi has cracked down on
the massive amount spent on entertaining officials,
advocating that official banquets should consist of “four
dishes and a soup” and should not include extremely
pricey Chinese liquors. The government’s officially
published retail sales numbers, especially sales at highpriced restaurants, describe a tapering off, consistent
with the goal of the campaign. The decline in luxury
spending across the board is consistent with several
trends and drivers in the economy evident for several
quarters, including high levels of debt and liquidity issues
in many local governments, that have led to similar events
such as auctioning off city-owned luxury vehicles.
Boost to trade
China’s trade data for March was good enough to spark
a global rally in equities. China reported that, in March,
imports were up a surprisingly large 14.1 percent over
the previous year. This suggests strong domestic demand
and bodes well for the strength of exports in countries

that trade with China—which is just about everyone.
In addition, the government reported that exports
increased 10 percent, more than the market expected.
The end result was a modest trade deficit for China.
Longer-term concerns
A report from the Asian Development Bank (ADB) says
that rising wages in China threaten the competitiveness
of the country’s exports. The report noted that inflationadjusted wages have more than tripled in the last decade.
If productivity does not keep pace with rising wages, then
the country loses competitiveness. Already the rise in
wages is leading to a shift of low-wage manufacturing out
of China and into lower-wage countries such as Vietnam.
The ADB report says that Chinese labor productivity has
grown, but remains roughly 10 percent that of the United
States. It also says that the sharp rise in wages has been
largely due to changing demographics, leading to a
decline in the size of the labor force. Indeed the number
of 15- to 39-year-olds has declined from 557 million five
years ago to 525 million today. This decline is expected
to continue. The ADB also says that China’s system of
residence permits, known as the hukou system, has
exacerbated wage gains by restricting internal migration.
The ADB urges that China do more to boost productivity
and allow greater flexibility in the labor market.
Increases in productivity will require more investment
in human capital, more investment in information
technology, and more efficient use of labor. The latter
requires a more competitive business environment.
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Japan

The era of new policies
In our previous edition, we observed the possibility of
an upside surprise in Japan’s economy in 2013. Recent
developments indicate that the economy is probably
bottoming out. After more than two decades of economic
stagnation, policy makers are working together to do
“whatever it takes” to revive growth. The economic policies
proposed by the new prime minister, Shinzo Abe, popularly
termed as “Abenomics,”1 now have the official support of
the central bank of Japan. The governor of the Bank of
Japan, Haruhiko Kuroda, announced his optimistic stimulus
plans to revive the economy in his first monetary policy
meeting earlier this month. The massive bond-buying
program, aimed at doubling the monetary base over the
next two years to reflate the economy and depreciate the
Japanese yen, is considered to be a significant departure
from the monetary policy stance experienced so far.
In March, Abe announced his plan to participate in the
negotiations of the Trans-Pacific Partnership (TPP), which
is perceived to be a symbolic move toward deregulation
and reforms. While many industrialists have welcomed
the move, it will face resistance from the farming sector,

which is still a protected sector. The TPP can boost
GDP by 0.7 percent over a decade and can lead the
way to deregulation in the health and labor markets.
Improving economic sentiments
The fiscal and monetary stimulus programs, along
with the reform agenda, aim to spur prices, spending,
and borrowing, and thus create demand. Recent
surveys suggest that the policies have already started
impacting the sentiments across households and
businesses. The Senior Loan Officer survey on bank
lending has reported improving demand for loans
among households and in large firms. Demand
for housing and consumer loans by the household
sector improved in the last quarter. However, bank
lending standards continued to remain tight.
The profit outlook for businesses and business sentiments
too has improved since the announcements. The Bank
of Japan’s Tankan business conditions survey improved
in March, with the big manufacturers’ index rising
to -8 from -12 in December. This was the first survey
conducted after the prime minister’s initial announcement
of economic policies. The biggest gains came from the

1. Abenomics refers to the economic policies advocated by the new prime minister of Japan, Shinzo Abe, to revive economic growth through a combination of
fiscal, structural, and monetary policies. The goal is to reverse deflation by setting an inflation target of 2 percent, ensure correction of the yen to make exports
more competitive, introduce radical quantitative easing, and increase public spending to boost domestic demand.
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The fiscal and monetary stimulus programs,
along with the reform agenda, aim to spur
prices, spending, and borrowing, and thus
create demand.
construction and real estate sectors, which are expected
to benefit from the announced fiscal stimulus. The recent
monetary policy will likely improve sentiments further
to -1 in the forthcoming quarter. However, businesses
will remain cautious since perceived unfavorable
business conditions may continue to outweigh favorable
conditions, as indicated by the negative sign.
Risk assets are looking attractive as the Nikkei index has
been steadily improving and, in January 2013, reached
its highest level since the Lehman crisis. Corporate
earnings are gradually restoring health and are expected
to improve in 2013, which will further boost equity
returns. On the other hand, yields on 20-year bonds
touched their lowest level since 2003 in March, while
10-year bond yields are hovering at a very low level,
making bond markets very unattractive for investment.
The plan to end over a decade of deflation and reflate
Japan’s economy by 2 percent in the next two years,
along with aggressive monetary easing, has raised
short-run inflation expectation in the economy. A survey
by the Bank of Japan showed that nearly three-quarters
of households expect prices to rise in a year from now,
the highest proportion since 2008. The rise in price
expectations, together with quantitative easing, has
weakened the yen by 18 percent against the US dollar,
since its peak in December 2012. A further weakening
of the yen, as expected, will likely raise consumer price
inflation through higher import prices and increasing
input costs for businesses. However, downside risks due
to global economic uncertainties, especially in the United
States and Eurozone, may reverse yen depreciation.
Still a long way to go
While the surveys indicate that Abe’s policies have
helped lift the overall economic sentiments, recent

economic data releases suggest that they are yet to
boost the ongoing economic activity. Real GDP remained
unchanged in Q4 2012 relative to the previous quarter,
though the figure was revised up from its previous
reading of a contraction. Industrial production showed
a surprise month-on-month contraction of -0.1 percent
in February, down from the 0.3 percent expansion in
January, due to a decline in electronics production.
Japan’s trade balance worsened in January, resulting
in the third consecutive month of current-account
deficit. The trade deficit is being driven up primarily by
rising demand for energy imports, especially liquefied
natural gas, following the shutdown of nuclear power
plants after the 2011 earthquake. A weaker yen is
likely to help struggling manufacturers as exports
become competitive. However, increasing energy
imports will likely result in a continued trade deficit in
the short term. The net positive repatriated income
may continue to keep the current account in surplus.
The way forward
The success and sustenance of the comprehensive agenda
to boost the economy will be eagerly watched by both
domestic and international investors. The structural
changes are likely to improve the outlook of the economy
at least in the short run, but more evidence has to emerge.
Strengthening growth and making it sustainable will
be a challenging task for policy makers. New growth
strategies must focus on increasing productivity to offset
the diminishing labor force, reducing barriers to trade,
encouraging innovation and investment, promoting small
and medium-scale enterprises, and reducing the gap in the
standard of living. Japan’s fiscal problem is also a concern,
with public debt reaching an unsustainable level. Japan has
to correct its fiscal balance to ensure fiscal sustainability by
limiting spending pressures due to the aging population.
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Singapore

Unexpected economic weakness
Singapore’s economic growth is turning out to be
weaker than expected. The economy grew merely 1.3
percent year on year in 2012, avoiding a recession in
2012 because real GDP recorded positive growth in
Q4 2012, after two successive declines in the previous
quarters. Real GDP unexpectedly contracted in Q1
2013 again, by -0.6 percent relative to the previous
quarter’s growth of 1.5 percent. This fall is contrary to
the Bloomberg March survey’s expectation of median
real GDP expanding at 1.0 percent in Q1 2013.
The fall in real GDP in Q1 2013 was primarily due to
the poor performance in the manufacturing sector. This
sector contracted by -6.8 percent year on year owing to
poor growth in the biomedical manufacturing cluster.
The persistent poor demand from the United States
and Europe for electronics goods also contributed
to the poor performance. The services sector, which
accounts for about two-thirds of real GDP, grew by a
mere 1 percent, primarily supported by expansion in the
finance and insurance and business services sectors.

Monetary policy to maintain status quo on
inflationary concerns
Despite unexpected contraction of the economy, the
Monetary Authority of Singapore (MAS) has decided to
stay away from any monetary stimulus, primarily to fight
inflation. This has been in line with the market expectation,
given the average year-on-year inflation for 2012 was
above 4.5 percent. Singapore uses the exchange rate
rather than borrowing costs to conduct its monetary policy
and has decided to allow gradual gains in its currency.
Strong inflationary pressures—due to high property prices,
high demand for cars, and higher wage costs resulting
from a strict labor market—have led MAS to maintain its
policy of a modest and gradual appreciation of its currency.
The government has taken strong measures to check
two of the major drivers of inflation in the economy,
namely house and vehicle prices. Singapore has Asia’s
second-most expensive housing market, and the
home price index has been rising, raising concerns of
a housing price bubble. In order to keep home prices
from spiraling up, the government has intensified its
four-year efforts (started in 2009) to rein in house
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The government has taken strong measures to
check two of the major drivers of inflation in
the economy, namely house and vehicle prices.
prices by increasing stamp duty, raising taxes for luxury
homeowners and investment properties, and tightening
loan-to-value limits. These measures led to a decline in
home sales in February, the least since December 2011.
Car prices too play an important role in shaping inflationary
expectations in the economy. In the last three years,
car prices accounted for about one-fifth to one-half of
consumer price index inflation. High demand for cars in
2012 caused car permits, and thus prices, to rise further,
contributing about 1 percent to the inflation for the
year. To dampen the demand for cars, the government
has tightened financial restrictions on motor vehicle
loans offered by banks. As a result, the cost of vehicle
permits fell in January to the lowest since 2009.
In its monetary policy statement earlier this month,
MAS lowered its inflation forecast for 2013 to 3–4
percent, largely due to the recent weaker-than-expected
house and car price increases. MAS expects that stricter
monetary and government policies will likely result in
price correction. Mild import price pressures due to
favorable supply conditions in the commodity markets
and gradual currency appreciation against major trading
partners will likely further anchor inflation and inflation
expectations. However, persistent tightness in the labor
market, especially strict foreign labor policy and the
government’s emphasis on productivity growth over
manpower growth, may exert upward pressure on inflation
as higher wages would pass through to consumer prices.

A hopeful budget
In the annual budget of 2013 announced in February, the
Singapore government emphasized quality and equitable
growth through innovation and productivity growth to
ensure their sustenance over a long period. The budget has
announced programs to support manufacturing and small
and medium businesses, and has introduced corporate tax
rebates and other incentives to help businesses cope with
cost pressures. According to the government’s estimate,
the economy is expected to grow by 1–3 percent in 2013.
The negative growth in the government consumption
expenditure and modest growth in the export revenues due
to uncertainty in global demand will likely restrain growth.
Services sector probable solution to
sustainable growth
The global economic uncertainty may continue to
weigh on the performance in the manufacturing sector,
since the sector is highly export oriented. In such a
scenario, a likely increase in the domestic demand for
the services sector can provide a substantial boost to
economic growth. It is expected that private consumption
expenditure will increase substantially in the years
ahead. This implies that there lies an immense growth
potential for wholesale and retail trade as well as financial
services. While policy makers have addressed issues to
transform the services sector in the recent budget, more
focused policies for the sector can improve economic
resilience against global economic uncertainties.
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Vietnam

The Vietnamese economy continues to face headwinds,
as a struggling banking system impedes GDP growth.
Poor exports and budget balance are also significant
concerns. In an effort to turn the economy around,
Vietnam is beginning to take a series of measures
to improve the banking sector and encourage
private sector participation in the economy.
In Q1 2013, Vietnam’s GDP growth slowed to 4.9
percent from 5.4 percent in Q4 2012. While retail
sales growth averaged 10.2 percent year on year in Q1
2013, compared to 16.5 percent in Q4 2012, the Index
of Industrial Production expanded only 4.9 percent—
the slowest in three years. Growth has decelerated
as banks, wary of bad debt, have reduced lending,
limiting consumer spending and business expansion—
lending contracted in the first two months of the year,
compared to a 9 percent growth in 2012. Bad debts
have almost doubled since 2011, and are currently at 6
percent, with inefficient state-owned enterprises (SOEs)
accounting for 53 percent of bad debts. Exposure to
a now-struggling real estate sector has also driven up
bad debts, with house prices continuing to decline.

The current account situation is expected to worsen, as
the global economic slowdown impacts exports, likely
resulting in a deficit of approximately 1 percent of GDP
this year, compared to a 1 percent surplus in 2012. Exports
are projected to grow only 5.2 percent in 2013—the
slowest rate since 1999—even as imports are likely to
grow faster, driven by demand for capital and consumer
goods. Vietnam’s budget deficit is also forecast to persist
at 5 percent of GDP, as higher spending on infrastructure
and social welfare, which began last year, may continue.
Amid several economic challenges, Vietnam has become
an attractive destination for low-wage manufacturing
jobs. This is the result of the country’s low-cost advantage
and close proximity to China, even as the Chinese are
focusing on moving up the value chain in manufacturing.
The average wage rate in Vietnam is nearly a third of that
in China, as Vietnamese real wage growth has stagnated
at 2 percent since 2005. In 2011, average factory worker
wages in Vietnam were $123 per month, compared to
$306 per month in China. Geopolitical tensions between
China and Japan have also worked to the advantage
of Vietnam, with more Japanese businesses turning to
Vietnam as an alternative to China. In 2011, foreign
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Amid several economic challenges, Vietnam
has become an attractive destination for
low-wage manufacturing jobs.
direct investment (FDI) in manufacturing accounted
for half of the total FDI in the country. Investments are
being made in various manufacturing sectors, including
garments, footwear, mobile phones, computers, and
electronic appliances. However, high rates of inflation
pose a risk to investment returns as well as to the cost
advantage. Nominal wage inflation is growing at a rapid
pace, averaging 14.9 percent from 2010 to 2012, and
real wages are expected to grow in the years ahead.
In order to revive the economy in the short term, Vietnam
is trying to boost bank lending by lowering interest rates.
In March 2013, the refinance and discount rates were
each cut by one percentage point, to 8 percent and 6
percent respectively. The deposit rate was also reduced to
7.5 percent from 8 percent. The aim is to drive up credit
growth to 12 percent this year, compared to 7 percent
in 2012. Whether or not the economy actually benefits
remains to be seen, given this is the seventh time in a row
that the central bank has cut rates since 2012, to stimulate
credit growth and help boost production and business.
As a long-term solution, the central bank and the
government of Vietnam are working to restructure the
banking system, with plans to lower the bad debt ratio
to below 3 percent by 2015. In this direction, the stateowned Vietnam Asset Management Company (VAMC) is
to be established this year, to take over bad debts from
banks and issue bonds in return. Banks can then raise
loans from the central bank against the bonds. However,
the bonds offer no interest and are valid only for five
years, which means the seller banks will only temporarily
park their bad debts with VAMC and remain responsible
for resolving them. This mechanism prevents the VAMC
from incurring losses. The government mandates all

banks with bad debts exceeding 3 percent to sell to
the VAMC, make a 20 percent provision against every
debt sold, and make 100 percent provision against any
bad debt that remains unresolved after five years. All
these measures can adversely affect bank profitability,
putting the success of the effort under doubt. In
addition, the establishment of the VAMC has already
been delayed, at least until the end of April this year.
In other efforts to improve the economic conditions, the
government is attempting to limit SOEs’ dominance over
the Vietnamese economy and give more opportunities
to the private sector. Currently, SOEs account for 37
percent of Vietnam’s GDP. As a first step to promote
this objective, statements in the constitution that
stipulate SOEs will “assume the leading role” will likely
be removed. The government plans to eventually restrict
SOEs to military-related businesses, high technology, and
the provision of primary goods and services, while the
remaining sectors are opened up for private enterprises.
Approximately 367 SOEs are planned for privatization
by 2015. Vietnam is also considering raising the cap on
foreign ownership in local companies to more than 49
percent, and up to 49 percent in publicly owned banks.
Overall, Vietnam, once noted as a rising star among
emerging markets because of its growth, has hit a rough
patch—the GDP growth last year fell to its lowest since
1999. Also, the country may find it difficult to negotiate
out of its troubles in the near term, as the government
and the central bank have only just begun initiating
fundamental reforms in the economy. Already delays are
expected in certain major areas, including establishing
the VAMC and launching the initial public offering
of select SOEs as part of the privatization process.
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