Asia Pacific
Economic
Outlook
December 2013

China
India
South Korea
Taiwan

Contents
China: Balancing competing factors | 2
India: Improving external balance amid weak fundamentals
South Korea: Gathering pace despite risks |
Taiwan: Headwinds and storm warnings |

|

5

8
11

Additional resources | 14
About the authors | 15
Contact information

|

15

1

China

Balancing competing factors
By Dr. Ira Kalish

Awaiting reform
As this is being written, the third plenary
meeting of the Chinese Communist Party
is about to begin. In the past, major policy
changes have come out of third plenary sessions, and it is expected that this meeting will
be similar. Once we go to press, the meeting
will have ended, and more will be known about
what the leadership intends to do. The widespread expectation is that the leadership will
focus on financial reform (possibly allowing
deposit interest rates to move freely), fiscal
reform (shifting the balance of spending and
taxation between the central and regional governments), and deregulations that permit more
competition in various industries. On the other
hand, the leadership is not necessarily expected
to take significant action to privatize state-run
companies or banks. One area that the leaders
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have spoken about, but where reforms will be
challenging, is residency permits and further
rural-urban migration. However, it is not clear
what exactly the leadership intends to do. In
addition, China’s leadership has historically
taken a gradualist approach to reform, so it
is not expected that anything radical will be
announced in the meeting.
Meanwhile, in a speech in October, Premier
Li Keqiang stated that the economy requires
growth of 7.2 percent in order to keep unemployment stable. He said this growth rate
would allow an increase in employment each
year of 10 million workers. He also said that
the government is reluctant to utilize fiscal or
monetary stimulus to boost growth. Referring
to the credit-tightening episode in June, he said
that the government did not panic, nor use
stimulus to resolve the problem. Specifically,
he said that such policies would have been

Meanwhile, China will be left with plenty of empty homes.
like “trying to extinguish a fire with wood”—
that is, they might create an even bigger fire.1
Meanwhile, China’s central bank said that,
although inflation is not high (3.1 percent
in September), there is a danger of higher
inflation going forward. Thus policy must be
vigilant. It said, “The foundation for stable
consumer prices is not solid. Annual consumer
inflation may rise in the fourth quarter.”2 In
addition, rising house prices are a continuing
concern for the central bank.
Thus it appears that the authorities are
attempting to balance several competing
influences. On the one hand, they are worried
about inflation and a housing price bubble.
On the other hand, they are concerned that
more restrictive policies will slow growth too
much. On the one hand, they want to keep the
economy growing, even if it means perpetuating excessive debt-fueled investment. On the
other hand, they want to focus on reforms that
will enable more sustainable growth in the
future—including growth not based on investment in fixed assets.

was fueled by the rising prices of houses. It reasonably can be inferred that loans to property
developers have been rising rapidly. There are
two problems stemming from this excessive
investment. First, it could lead to problems
servicing the loans, thereby hurting banks and
requiring government bailouts. When prices
eventually fall, troubled mortgage holders will
not be able to simply sell their properties in
order to pay off their mortgages. Meanwhile,
China will be left with plenty of empty homes.
Second, the rising prices of homes are reducing
the number of people who can afford to purchase homes. This in turn could lead to frustration on the part of lower-income households.
Where do Chinese banks stand? It has been
reported that the top four banks in China
experienced a 3.5 percent increase in the
volume of nonperforming loans in the third
quarter.3 This was the biggest increase since
2010. Although bank profits continue to rise,
this cannot go on forever if the volume of bad
debt continues to increase. Indeed, markets
are already reacting by pushing down the
equity prices of Chinese banks. The surge in

Banking and housing
China appears to be facing a
housing bubble. House prices in
China rose 9.1 percent in September.
In China’s four major cities, prices
jumped in September at the fastest pace since 2011. Prices were up
17 percent in Shanghai, 16 percent
in Beijing, and 20 percent in both
Shenzhen and Guangzhou. Moreover,
prices were up in 69 of 70 major cities. The authorities are clearly torn
between a desire to keep the economy
growing and a desire to avoid a
housing-related financial crisis.
The relatively strong economic
growth of the third quarter was partly
driven by construction, which itself
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bad debts is related to many factors, such as
excess capacity in many industries, slowing
economic growth, local government investments in poorly performing projects, and
private investments in properties that have
not been resold (including so-called “ghost
towns” of unoccupied apartment complexes).
The result of all this borrowing is that interest payments on debt have increased from 7
percent of GDP in 2008 to 12.5 percent today,
according to rating agency Fitch. Moreover,
Fitch expects this number to continue to rise,
creating a potentially unsustainable situation.4 China’s leaders face a huge problem in
dealing with the unwinding of this massively
unbalanced economy.
Large Chinese banks have substantially
increased the pace of write-offs of bad debts.

This is likely being done in order to prepare for
a fresh wave of defaults on loans. Also, regulators lately have eased rules regarding writeoffs. Interestingly, bank profitability has not yet
been hurt because the banks had already set
aside large loan-loss reserves. While they had
been told to set aside 150 percent of bad debts
as reserves against losses, they have actually
gone beyond this, setting aside 272 percent.
The authorities continue to encourage these
reserves. However, the authorities have also
told the banks to set aside 2.5 percent of all
loans—a goal that has not yet been reached.
Given the huge increase in debt in the past few
years, and given that much of it was used to
finance loss-making projects, there is a widespread expectation that defaults are going to
increase substantially, and soon.

Endnotes
1. Bloomberg News, “Li says China needs 7.2% expansion to maintain job growth,” November 5, 2013,
http://www.bloomberg.com/news/2013-11-05/li-says-china-needs-7-2-expansion-to-create-jobs-asparty-meets.html.
2. Reuters, “China premier warns against loose money policies,” November 5, 2013, http://www.reuters.
com/article/2013/11/05/us-china-economy-idUSBRE9A403L20131105
3. Bloomberg News, “Top Chinese banks post biggest bad-loan surge since 2010,” October 31, 2013, http://
www.bloomberg.com/news/2013-10-30/top-chinese-banks-post-biggest-bad-loan-surge-since-2010.
html.
4. Ibid.
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India

Improving external balance
amid weak fundamentals
By Dr. Rumki Majumdar

A

LL our previous reports on India have
repeatedly discussed its disappointing
growth, weakening domestic currency, rising inflation, and deteriorating fiscal and
current account balances. Unfortunately, not
much has fundamentally changed since we
last reviewed India’s economic situation. The
economic parameters are either improving
marginally or worsening every alternate month
as the economy shows no signs of sustainable
improvement. However, it is economic sentiment that has witnessed a prominent setback
due to unfavorable economic developments
and policy paralysis.

Improvement in some quarters
This quarter, India’s economy may grow
modestly due to this year’s better-than-average
monsoon producing a good agricultural

harvest. After a sharp depreciation, the Indian
currency gained back its ground in September
due to improved market sentiments post
the US Federal Reserve’s (the Fed’s) decision
to maintain its pace of Treasury purchases
and recent monetary policy measures by the
Reserve Bank of India (RBI). The currency has
appreciated over 10 percent from its lowest
level. At the time of writing this article, the
Sensex, the Bombay Stock Exchange’s index,
had reached a record high of 21,164.
The external imbalance has been one of
the greatest macroeconomic worries for India,
and recent signs of corrections in the current
account deficit are probably one of the biggest improvements. Policy measures by the
RBI to curb gold imports and factors such as
slowing domestic demand and lower oil prices
due to reduced external risks have helped
contain growth in the import bill. At the same
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India’s poor growth and high inflation require better
coordination between its monetary, fiscal, and exchange
rate policies.

time, exports have grown faster in the first
half of the current fiscal year relative to FY
2012–13 due to currency depreciation and
improved global demand. Remittance flows
to India have surged as the country’s overseas
population has taken advantage of the weaker
domestic currency.

But no euphoria
However, there is no euphoria in the
Sensex’s high levels because the rally is largely
driven by global liquidity while retail investors stay on the sidelines. Retail participation
is estimated to be at a 10-year low.1 Until the
Sensex’s rise is broad based, it is unlikely to be
sustainable. Long-term capital inflows remain
a concern as direct investments have been
steadily falling this fiscal year. At the same
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time, foreign institutional
investments remain volatile.
The industrial production index fell 0.8 percent
in August 2013 due to a significant fall in manufacturing production. Consumer
goods production decreased
for the fifth consecutive
month, falling 6.2 percent
in August, primarily due to
lower production of consumer durables. This is a
strong indication of weakening domestic consumption demand. At the same
time, inflation moved up a
couple of basis points this
September; the wholesale
price indicator moved up to
6.5 percent, while consumer
prices continued to remain close to their threeyear peak.
Weak economic fundamentals will likely
weigh upon the currency, while external risks
and uncertainties may maintain pressure on
the trade balance. Moreover, the Fed’s decision
to taper quantitative easing has been merely
postponed: If not this year, the Fed will eventually decide to reduce its stimulus in 2014, and
India may witness similar currency depreciation, unless economic fundamentals improve.

Sentiments deteriorate
Poor growth and the rise in prices are
affecting consumer and business sentiments. A
recent survey by an Indian industry association
indicates that the Indian middle class’s affair
with shopping malls is waning. The number of

footfalls in malls is expected to decline 35–40
percent in the ongoing festival season as the
economic slowdown, high prices, high interest rates, and job uncertainties all weigh upon
consumer sentiments.2
According to an RBI survey, consumer
confidence diminished in September, with
around 60 percent of respondents expecting
that economic conditions will worsen.3 The
industrial outlook for the overall business
situation is at its lowest since 2005 due to the
pessimistic assessment of and expectations
for exports, imports, and the overall financial
situation. The Business Expectation Index fell
below the threshold level of 100 to 97.3 for the
first time since 2008, indicating that businesses
are highly pessimistic about the economic outlook and investment prospects.4 Rising interest
rates and the perceived rise in external finance
costs are impacting investment decisions, while
the perception of profit margins continues to
remain negative. All these factors have led to
poor production and employment outlooks.

Uncoordinated policy actions
The RBI’s monetary policy actions in the
last two months have clearly indicated that it is
primarily focused on anchoring inflation. The
policy repo rate under the liquidity adjustment
facility was raised a total of 50 basis points in
two consecutive monetary policy meetings in
order to contain inflation expectation. At the
same time, significant liquidity was provided to
facilitate adequate credit to productive sectors,
encouraging corporates to substitute costlier
money market sources for bank credit. The
policy stance is expected to remain hawkish in
the near future, with adequate provision made
to ensure smooth liquidity in the system.
Despite government policies and reforms,
obstacles to infrastructure and manufacturing
investments continue to exist due to a lack of
clear direction and disappointing implementation. With elections around the corner, there is
not much likelihood that the pace and direction of meaningful policy actions and reforms
will change. India’s poor growth and high
inflation require better coordination between
its monetary, fiscal, and exchange rate policies.
However, the gap between desired and actual
policy actions and ineffective coordination
will likely delay or may even drag down the
economy’s recovery prospects.

Endnotes
1. R. Mascarenhas, “Retail participation at 10-year low: Investors keep off rally, seek safety in NSCs, bonds,”
Economic Times, October 21, 2013.
2. Associate Chambers of Commerce and Industry of India, “Press release,” October 24, 2013, http://www.
assocham.org/prels/shownews.php?id=4226.
3. Reserve Bank of India, Industrial outlook survey: Q2: 2013–14 (round 68), October 28, 2013, http://
rbidocs.rbi.org.in/rdocs/Publications/PDFs/03IOS281013.pdf.
4. An index below the threshold of 100 signifies contraction.
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South Korea

Gathering pace despite risks
By Akrur Barua

S

OUTH Korea’s economy expanded at the
fastest pace in nearly two years in Q3 2013,
aided by strong performance in manufacturing
and construction. The strong showing, however, masks concerns about exports and consumption. As economic growth in China—a
key export market—slows to more sustainable
levels, exports have come under pressure.
Private consumption has lightened some of
the burden of slowing exports, but it faces
medium-term headwinds from high household
debt and low income growth.

Q3 pickup in economic activity
The economy grew 3.3 percent year over
year in Q3 2013, up from 2.3 percent in Q2.
Construction led the charge, rising 4.8 percent,
followed by manufacturing at 4.0 percent.
Manufacturing growth would have been higher
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but for labor strikes at two major car manufacturers. Due to the strikes and festival holidays,
auto production fell 18.6 percent in September
from August, thereby pushing industrial
output down 2.1 percent. However, near-term
prospects in manufacturing appear healthy,
with work resuming at automobile plants and
new smartphone launches by domestic companies. It’s no wonder then that business sentiment in manufacturing for November rose to
the highest level in 17 months.
On the expenditure side, consumption grew
2.2 percent in Q3, up from 1.8 percent in Q2.
Consumer confidence has been picking up,
with the Bank of Korea’s (BOK’s) composite
consumer index in October rising to its highest
level since May 2012. Consumers have benefitted from low inflation and loose monetary
policy. However, upbeat consumer sentiments
need to be viewed with caution, given high

Interestingly, the government is trying to develop a broader
measure of unemployment.
household debt and slow real wage growth.
On a negative note, export growth fell to 3.9
percent in Q3 from 5.7 percent in Q2 due to
slowing demand from China and the South
Korean won’s relative strength against the
Japanese yen.

Twin problems for exports:
Slowing China and rising won
As China’s policymakers shift focus to
equality, the country’s economy is likely to
move to a lower growth trajectory. Although
detrimental in the near term, such a shift
coupled with a domestic consumption–driven
growth model in China could benefit South
Korean exporters over a longer period.
Meanwhile, the won’s strength, especially
against currencies of competitors, is worrisome. The won has gained about 25 percent
against the Japanese yen since November
2012, when Japanese Prime Minister Shinzo
Abe proposed aggressive quantitative easing in his election campaign.
The other factor aiding the won’s
rise is continued investor interest in
South Korea, based on healthy GDP
growth, strong public finances, and
a high current account surplus. In
September, for example, a 10-year
dollar-denominated bond worth
$1 billion (the first since 2009) was
heavily oversubscribed. In fact, the
won has been one of few currencies
relatively unaffected by uncertainty
over the US Federal Reserve’s asset
purchase program.

BOK policy to remain loose
despite high household debt
Monetary policy continues to remain
accommodative, with the BOK keeping its
key policy rate on hold for the fifth time in
October. In May the BOK cut the rate by 25
basis points to 2.5 percent. Policy stance is not
likely to change until Q1 2014, given the need
to support the economy at a time when fiscal
stimulus measures will run out. Favorably
for the BOK, inflation is at a 14-year low (0.7
percent in October) and much below the
central bank’s 2.5–3.5 percent target. A key
concern, however, is high household debt,
which amounted to 153 percent of disposable
income in 2012. This is higher than the 2003
level (130 percent), when the country faced
a credit crisis, and is also above the US figure before the subprime crisis (138 percent).
Consequently, the BOK is aware that any
rise in rates would raise debt servicing costs,
thereby hurting consumers.
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Consumption risks
and the government’s
attempts at reforms
Apart from high household debt, slowing
income gains pose a risk to consumer spending. Despite low inflation and unemployment,
real average monthly household income grew
a mere 1.3 percent year over year in Q2 2013,
down from 3.8 percent for the whole of 2012.
During the same period, growth in labor wages
fell to 4.2 percent from 5.3 percent. The trend
is not likely to change much without policy
reforms to strengthen small and medium
enterprises (SMEs) and develop the services
sector, where income gains tend to be highest.
Encouragingly, the government has made
a start with reforms. With greater focus on
employment generation, policymakers have
framed a plan to simultaneously generate
476,000 jobs every year until 2017 and force up
household income. Support for SMEs is also on
the anvil, with aid allocated for those employing 300 people or fewer. This is set to benefit
self-employed individuals the most, especially
those operating in sectors with thin top lines.
Interestingly, the government is trying to
develop a broader measure of unemployment.
This follows the National Assembly Budget
Office’s broad unemployment projection of 7.5
percent, a stark contrast to the current figure
(2.7 percent in September).

Rise in social spending
in the new budget
In September the government unveiled
a deficit budget of 1.8 percent of GDP, with

overall spending set to rise 4.6 percent.
However, the projected deficit is based on an
optimistic estimate of GDP growth (3.9 percent) and hence could end up higher (about 2
percent). In line with the government’s election
promise, spending on welfare, health care, and
job creation is set to rise 8.7 percent, while
local governments will receive funds to spruce
up their finances, which have been impacted
by higher welfare spending obligations. As a
result of higher social spending, the government expects public debt to go up marginally
in 2014, to 36.5 percent of GDP.1 However,
this figure is much below that of developedeconomy peers. On a disappointing note, the
budget failed to take forward the government’s
pre-election promise of reforms: A pledge to
extend old-age pensions to all South Koreans
above the age of 65 was diluted, even as the
government delayed its plan to eliminate the
budget deficit. This follows the breakdown
of a tax reform plan over fears that it would
increase tax liabilities for the middle class.

Growth to pick up in
the coming years
Despite the risks, the economic momentum
of Q3 2013 is likely to continue into Q4, with
average annual growth ending at 2.4–2.8 percent, up from 2.0 percent in 2012. An improvement in economic conditions in Europe
and the United States is likely to push up
export growth to 5.5–6.0 percent in 2014–15.
Investments could also benefit as businesses
respond to growing demand and high capacity
utilization. As a result, overall GDP growth is
likely to move up to 3.4–3.8 percent in the next
two years.

Endnote
1. Ministry of Strategy and Finance (South Korea), The 2014 budget proposal, September 26, 2013, http://
english.mosf.go.kr/popup/10_PolicyFocusBanner_20131014/popup.html.
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Taiwan

Headwinds and storm warnings
By Navya Kumar

T

HIS typhoon season, Taiwan has had more
to worry about than winds and waves. A
shaky global economic recovery is adversely
affecting the trade-dependent island, while
tepid domestic demand and deteriorating
fiscal indicators are adding to its woes. The
government’s stimulus measures and efforts
to boost exports will take a while to rejuvenate the economy. In the meantime, Taiwan
could struggle to achieve even the already
lowered official growth projections. With an
increasingly challenging domestic political
environment alongside a strained economy, the
government has its hands full.

Growth stumbles as
exports disappoint
Preliminary data for Q3 2013 suggest that
growth in the latest quarter was the slowest this

year. In Q3 2013, GDP grew 1.58 percent year
over year compared with 2.49 percent in Q2
and 1.62 percent in Q1, due mainly to a sharp
deceleration in exports. Exports grew just 1.7
percent year over year in the third quarter
compared with more than 5 percent in each of
the previous two quarters. This slower growth
was due to declining exports to China, Japan,
and the United States (together 57 percent of
total Q3 2013 exports). Domestic demand also
struggled, rising a modest 1.1 percent year over
year, as consumption slowed and investment
remained lackluster.
Manufacturing (nearly a third of total
GDP) grew a modest 1.7 percent year over
year in the third quarter, while the country’s
index of industrial production for the first nine
months of 2013 was up a mere 0.5 percent year
over year, due to weak external and internal
demand. The bleak industrial scenario has
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adversely affected average real wages and kept
the rate of unemployment stubbornly above
4 percent. These conditions are expected to
persist in the near term, restricting private
consumption growth. Furthermore, with
the International Monetary Fund cutting its
2013 global growth forecast for Taiwan to 2.9
percent from 3.1 percent, Taiwanese exports
may continue to struggle through the rest of
the year and rise only in low single digits. As a
result, in 2013 the country could find it challenging to meet even the government’s reduced
growth projection of 2.3 percent. Taiwan
cut growth forecasts from 3.6 percent to 2.4
percent in May and then again to 2.3 percent
in August.

in the near term. Such a stance could also help
improve the competitiveness of the Taiwanese
dollar, which is stronger than the Japanese yen
and South Korean won. Japan and South Korea
are Taiwan’s major competitors in the export of
electronics, which accounts for 28.5 percent of
total Taiwanese exports. Furthermore, inflation
levels (under 1 percent since May 2013) support the central bank’s dovish stance.
However, with a loose monetary policy the
central bank will need to keep a close watch on
the country’s already high household debt and
house prices. Currently, household debt stands
at nearly 122 percent of disposable income,
while the ratio of house prices to income is
valued at 8.4.

Monetary policy is supportive,
but not without risks

Government’s growth push
could take time to bear fruit

To spur growth, the Taiwanese central bank
has retained the benchmark interest rate at a
low 1.88 percent through the year, and monetary policy is likely to remain accommodative

The government is taking several measures to boost the economy; however, due to
the long-term nature of some of these efforts,
growth may not increase immediately. In
addition, some steps have
proven controversial. For
instance, spending under
the stimulus package of
TWD 3.2 billion (approximately USD 106.9 million)
announced earlier in 2013
is spread over a five-year
period and is not projected
to elevate private consumption significantly for this
year. Meanwhile, the liberal
fiscal policy will likely keep
the nation’s budget in deficit
(approximately 2.5 percent of
GDP) and raise public debt
to 38.9 percent of GDP from
35.8 percent in 2012. With
tax revenue rising only 0.1
percent year over year in the
first nine months of 2013,
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the government plans to raise money by selling
shares in certain state-owned corporations.
At the same time, controversy dogs an
important trade pact that the government is
trying to push through. In late June this year,
Taiwan and China, its largest trade partner, signed the Cross-Strait Agreement on
Trade in Services (CSATS), which still awaits
Taiwanese legislative ratification to become
operational. According to the government,
the CSATS will gradually reduce or remove
restrictions on services trade with China and
help Taiwanese businesses grow their market share there. However, opponents of the
CSATS claim the deal will benefit China more,
hurt small Taiwanese businesses, and jeopardize Taiwanese national security. The CSATS
impasse is expected to prove a hurdle to concluding a similar deal planned for goods trade.
A free-trade agreement with Singapore (which
accounts for 6.7 percent of Taiwanese exports)
has also remained under consideration since
late 2010. While the government did conclude
a free-trade agreement with New Zealand in

July 2013, trade with that country is currently
rather limited and unlikely to see a substantial
increase immediately.

Domestic politics
prove challenging
In recent months, Taiwan has witnessed
discord within the ruling party, a lack of
consensus between the government and the
opposition, and multiple public protests over
various issues. Government popularity, which
was already under pressure due to the tough
economic conditions, has fallen further. As a
result, the government faces significant hurdles
on policy matters with potential economic
implications, such as the ratification of the
CSATS, expansion of nuclear power capacity, and implementation of pension reforms.
Meanwhile, improving economic cooperation with China and dispute resolution with
Philippines over fishery resources indicate the
government has been more successful on the
international political platform than at home.

Controversy dogs an important trade pact that the government
is trying to push through.
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