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China: Moving toward
financial market
liberalization
By Dr. Ira Kalish

Financial liberalization
In the aftermath of China’s credit market nearcrisis in June, there has been considerable discussion about what the country must do to prevent
future crises while, at the same time, shifting
toward a more sustainable financial path. Thus it is
notable that China has taken a first tentative step
in the direction of financial market liberalization.
First, some background: Until recently, China
set the benchmark lending rate at 6.0 percent
and the benchmark deposit rate at 3.0 percent.
The government allowed banks to lend money
at 70 percent of the benchmark lending rate, and
allowed banks to pay depositors up to 110 percent of the benchmark deposit rate. By establishing these limits, the government guaranteed the
banks a healthy profit margin. Yet these controls
have distortionary effects on the economy. A
floor on lending rates denies many borrowers of

credit. A cap on deposit rates means that savers get a limited return and have an incentive
to seek higher returns elsewhere—such as in
property speculation.
In July, the government announced that it will
remove the floor on bank lending rates, which
previously had been set at 70 percent of the
benchmark lending rate. It did not, however, do
anything to liberalize deposit rates. Most analysts
see liberalization of deposit rates as more critical to rectifying the imbalances and inefficiencies
of financial markets. Deposit rate liberalization
would remove the incentives behind the massive growth of the shadow banking system. It is
reported that the central bank supported deposit
rate liberalization, but failed to win this battle—at
least for now. The state-run banks clearly have an
incentive to retain the deposit rate rules. As for
the lending rate liberalization, few banks currently lend at the floor rate, so eliminating the
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Interestingly, although economic growth in China has
decelerated, employment growth has accelerated.
floor probably won’t have much of an impact on
lending activity. Still, this action will boost competition between banks. It also can be seen as a
signal by the authorities that they intend to move
in the direction of financial market liberalization.
The question is how soon and how far they will
go. One thing we know is that the government
is determined to make the currency internationally convertible. This has been discussed quite
publicly. Yet this cannot happen absent interest
rate liberalization.

Growth
There has been further news lately that the
Chinese economy is growing more slowly than
had been expected. The purchasing manager’s
indices (PMIs) for manufacturing worsened in
July, suggesting that activity in the sector is declining at an accelerating pace. China’s misfortune
pulled down neighboring countries, including
Taiwan, South Korea, and Australia, all of which
saw worsened PMIs in July.
The PMIs followed reports from China’s
government about GDP growth for the second
quarter. The headline suggests that growth slowed
down. But the reality is a bit different. China
reports growth based on the percentage change
from a year earlier. By this measure, growth did
indeed slow from 7.7 percent in the first quarter
to 7.5 percent in the second quarter. However, a
more useful measure is to look at the change from
quarter to quarter at an annual rate. By this measure, growth accelerated from 6.6 percent in the
first quarter to 7.0 percent in the second quarter.
This is the same measure that the US government
uses to report US GDP growth. The Chinese don’t
do this, but the quarterly change can nonetheless

be calculated by economists. The data suggest
that China continues to grow at a relatively slow
pace, but growth did accelerate a bit in the second
quarter. Exports performed poorly, and domestic
demand was relatively weak. Most analysts expect
that growth will remain subdued for the remainder of the year.
Thankfully, there was some encouraging data
from the Chinese government recently. Retail
sales increased 1.26 percent from May to June.
This was up from 1.15 percent in the previous
month. Industrial production was up 0.68 percent
from May to June, as opposed to 0.61 percent in
the previous month. Finally, fixed asset investment
was up 1.51 percent from May to June, up from
1.43 percent in the previous month.
Premier Li Keqiang responded to the news
about modest GDP growth by saying that the
government will seek to avoid “wide fluctuations”
in economic activity. He also said that the government should create a “scientific macroeconomic
policy framework” that would provide the market
with “stable predictability.”1 While somewhat
vague, this statement can be interpreted to mean
that, while the government is comfortable with
slower growth, it wants to stabilize growth and
avoid volatility.
Interestingly, although economic growth in
China has decelerated, employment growth has
accelerated. It was reported that in the first six
months of 2013, China created 7.25 million new
jobs, more than in the corresponding period in
2012. One of the biggest fears of the Chinese leadership is a rise in unemployment. They probably
will be willing to absorb a slowdown in growth as
long as entrants to the labor force can find work.
A Chinese government official said that, going
forward, more jobs will need to be created in
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the service sector, emerging industries, and the
private sector.
The government has boosted prices of natural gas for the first time in three years. The goal
is to encourage more development of natural
gas through unconventional means. This means

recovering so-called “tight gas” from shale rock
and methane beds. The goal is to triple gas output
by 2020. China is the world’s largest energy consumer and has become a significant importer of
energy. Further development of domestic sources
will require more market pricing.

Endnote
1. Bloomberg News, “China to avoid ‘wide fluctuations’ in economy, Li says,” July 16, 2013,
http://www.bloomberg.com/news/2013-07-16/china-to-avoid-wide-fluctuations-in-economy-li-says.html,
accessed August 8, 2013.
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Japan: What Abe’s win
means for the economy
By Dr. Rumki Majumdar

T

HE economic data for the first half of 2013
suggest that Japan’s economy is growing at a
considerably stronger pace than before. Domestic
demand, exports, and the government’s fiscal and
monetary stimulus packages are helping the economy grow at a fairly healthy rate. However, the
recent setback in the stock market rally and the
latest weaker-than-expected monthly economic
data show that the economy is vulnerable to
shocks. So are consumer and business confidence,
which have played an important role in boosting
economic growth so far. This economic vulnerability, along with rising public debt and declining
working population, underlines the challenges the
government faces as it tries to revive the country’s economy.

Growing but highly vulnerable
The monthly data releases in Q2 2013 suggest
healthy economic growth. But, at the same time,
the data also reveal a very mixed picture about
the growth’s sustainability. For instance, retail
sales, industrial output, housing starts, and the
investment climate witnessed a strong rebound in
May. Steep currency depreciation, due to the new
massive monetary policy stimulus in April, helped
exports grow. Japanese manufacturing activity, measured by the manufacturing purchasing
managers’ index, rose at the fastest pace in more
than two years, from 51.5 in May to 52.3 in June,
while the index for new orders rose from 53.1 in
May to 54.7 the following month. The Bank of
Japan’s Tankan survey of business sentiments for
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Abe’s win also means that the government can now go
ahead with economic reforms, which might be painful
in the short term but will likely help the economy
sustain growth in the long term.
large enterprises in Q2 2013 indicated a significant
improvement over previous quarters, far exceeding the forecast numbers.1 The sentiments in large
enterprises in the manufacturing sector rose to
their highest level—and became positive—for the
first time in two years, indicating a favorable business environment. The Bank of Japan’s announcement of monetary stimulus in April has helped
contain the steep fall in consumer price inflation
and raise inflation expectations. In a survey by
the Bank of Japan, the number of respondents
who expect prices to rise by more than 2 percent
increased 15 percentage points, to around 60 percent, since Shinzo Abe became the prime minister
in December. Since the impact of monetary policy
on prices comes with a lag, prices are expected to
trend up by the end of 2013.
On the other hand, some of the monthly
releases indicate that the growth is inconsistent
and may even be susceptible to sudden shocks.
The average growth of monthly household consumption spending fell to -0.6 percent during
April–May from its rapid pace of 2.1 percent in
Q1 2013. After a positive average growth of 2.8
percent month on month in the first two months
of Q2 2013, the industrial output index fell by
3.3 percent in June. The growth in the equity
market, which shot up by more than 50 percent
since December 2012, came to a sudden halt in
late May and early June. The statement by the US
Federal Reserve that it might scale back its bond
purchases later this year led the equity index to
plunge, while the Japanese yen rose against the
US dollar to a two-month high. Equity index has
been falling since then, while the yen continues
to appreciate against the US dollar. In addition,

financial market volatility has led to uncertainty
about whether the Bank of Japan will reverse its
course of monetary easing. The Bank of Japan
opted not to provide additional monetary stimulus in the June monetary policy meeting, sending
mixed signals to investors worldwide.
That said, it is beyond doubt that Abe’s economic policies have improved economic activities
and sentiments, and the recent poorer-thanexpected monthly data may not be an immediate
concern. But the vulnerability of the economy
cannot be overlooked. Japan has the highest debtto-GDP ratio among developed nations, and government deficits are still high. High public debt
and the fiscal imbalance will continue to worry
investors, increasing the economy’s susceptibility
to external shocks.

The significance of Abe’s recent win
Abe’s government has adopted a series of
aggressive measures to boost domestic demand
and raise inflation since he was elected in
December 2012. The recent victory in the parliament’s upper-house election this month has given
him a stronger mandate to continue with his
economic policies, often termed “Abenomics,” to
revive the world’s third-biggest economy. Abe’s
win also means that the government can now go
ahead with economic reforms, which might be
painful in the short term but will likely help the
economy sustain growth in the long term.
However, enacting the reforms will not be easy.
One of the most challenging reforms is expected
to be the fiscal tightening that is planned for
next year. There is rising concern that sales tax
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increases next year may derail a nascent economic
recovery and impact consumer spending, which
has recently witnessed a turnaround. However,
it is Abe’s reform agenda that made him popular
and gain support in the upper-house election, so
retreating from reforms may result in the loss of
people’s confidence. The tax hike that is expected
to be effective from 2014 is likely to be the first
important step toward repairing Japan’s financial

situation, which in turn will likely pave the way
to sustainable growth. But the tax hike may also
harm growth and inflation prospects in the near
term, dampening hope that the economy can
overcome 15-year-old deflation and stagnated
growth. It will be a tough choice, and whether or
not the progress will be sustainable will entirely
depend on the government’s stand on the proposed reform agenda.

Endnote
1. Bank of Japan, Tankan Business Condition Index: 157th short-term economic survey of enterprises in Japan, June
2013, http://www.boj.or.jp/en/statistics/tk/gaiyo/2011/tka1306.pdf.
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Myanmar:
Open but rough road
By Navya Kumar

M

YANMAR, the new economic frontier,
is expected to continue its brisk pace of
expansion and liberalization this fiscal year. As
a result, the country is attracting the interest of
several foreign businesses keen on capitalizing on
its growth opportunities, nearly nascent market,
and significant natural resources. However, the
increasingly open market presents several hurdles
for investors. Not only do poor infrastructure and
regulatory weakness pose challenges, there are
also concerns over political stability and ethnic
strife. Consequently, while some foreign companies have taken the first steps into the economy,
others are adopting a wait-and-watch strategy.

Robust growth, but with sliding
currency and price rise
Myanmar’s GDP grew an estimated 6.3–6.5
percent in the fiscal year ending March 2013

(FY 2012), and the pace is expected to quicken
to 6.5–6.75 percent in FY 2013—the fastest in
Southeast Asia.1 The growth is projected to be
driven by a robust increase in domestic consumption and investment, as well as exports. Natural
gas production, which accounts for nearly 41 percent of exports, will likely be the foremost growth
driver. Gas exports to China and Thailand could
rise significantly this fiscal year as two major
offshore gas fields become operational. In addition, trade should get a boost with the duty- and
quota-free access that Myanmar’s exports received
from the European Union in July 2013. To receive
similar access to the United States by the end of
the year, Myanmar’s government is working to
improve labor and intellectual property conditions in the country. Tourism is also trending
sharply upward, with visitor numbers and revenue increasing 1.5 times in FY 2012 to exceed
500,000 and $500 million respectively.2 All this
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Foreign companies can invest up to 100 percent in
nonrestricted industries and benefit from five-year
tax breaks.
economic growth is expected to spur government
revenue and keep the fiscal deficit close to the 5
percent target despite rising expenditure on health
and education.
However, with imports on the uptick, the
country’s current account deficit (CAD) is forecast
to widen. Imports are rising due to trade liberalization and to support investment-driven capital
goods demand. As a result, the CAD could reach
4.2 percent of GDP in FY 2013, from 4.0 percent
in FY 2012 and 2.5 percent in FY 2011. The deteriorating CAD is also stoking currency depreciation, with the Burmese kyat expected to weaken
8.7 percent against the US dollar this fiscal year.
The falling kyat is pushing up the fuel import bill,
and Myanmar is also facing higher housing costs
due to speculation in the real estate market. As a
result, inflation will likely remain above 5 percent
in FY 2013. Adding to the people’s challenges is
double-digit unemployment in Myanmar, especially among young people.

Increasingly open market . . .
The liberalized economy of Myanmar is welcoming private (especially foreign) investment
across sectors through several policy measures.
Foreign companies can invest up to 100 percent in
nonrestricted industries and benefit from fiveyear tax breaks. Even in restricted sectors, such
as some forms of agriculture and extraction, up
to 80 percent foreign investment is allowed. For
instance, in deep-water offshore oil explorations,
foreign companies are allowed to invest without
local partnerships, and the interest from investors

is evident. Nearly 60 bidders were shortlisted in
July 2013 for 30 offshore oil exploration licenses to
be awarded in early 2014.
Other sectors being opened include the
telecommunication sector, where mobile phone
network licenses were granted to Norwegian
and Qatari firms in June 2013. The government
is also considering opening the banking sector,
although initially foreign banks may only operate through local joint ventures. Consumer goods
majors from the United States and Europe are also
keen on tapping the potential of Myanmar, and
have committed to nearly $1 billion of investments over the next 10 years. The most ambitious
effort of all appears to be the development of
the 44,850-acre Dawei Special Economic Zone
(SEZ), with a 75-year phased implementation plan
unveiled in July 2013. The Myanmar government
is partnering with Japan and Thailand to develop
the SEZ, which will house not only a wide variety
of industries but also a port, power plants, and a
dam. Japanese companies, with their government’s
backing, are also eager to participate in other
infrastructure projects, such as a proposed rail
link modernization worth more than $1 billion.
Overall, FY 2012 saw 94 foreign enterprises—
the highest number in five years—receiving permits across sectors, especially manufacturing. This
is in contrast to previous years’ trends of a small
number of large mining, oil, or power investments. On the other hand, the absence of such
megaprojects resulted in the quantum of foreign
direct investment falling to $1.4 billion in FY 2012
from $4.7 billion in FY 2011 and $20 billion in
FY 2010.
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. . . But need to navigate
with caution
However, it is not all smooth sailing for investors in Myanmar. Bureaucratic procedures for
obtaining operating licenses, especially in extraction industries, appear cumbersome and opaque.
Electricity, transport, and telecommunication
infrastructure are weak. Furthermore, there
are labor challenges: The latest investment laws
mandate that all unskilled workers must be locals,
and Myanmar nationals must constitute at least 75
percent of the skilled workforce of a company by

the end of the sixth year of operation. Given the
current shortage of skilled talent in the country, meeting these conditions may be tough and
require substantial investments in training.
The current political situation is also a concern
for investors. The military continues to hold significant power in the legislature and could come
into conflict with entities seeking full democracy, blocking further political liberalization.
Furthermore, religious strife and the government’s
clashes with various rebel groups continue to
make Myanmar a volatile region.

Endnote
1. Oxford Economics and Asian Development Bank, Asian development outlook supplement, July 2013.
2. Myanmar Ministry of Hotels and Tourism, Myanmar tourism statistics 2012.
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Philippines:
A good year ahead
By Akrur Barua

T

HE past few months have been good for the
Philippines, with positive economic news
flowing in from several quarters. The first was
strong first-quarter GDP growth, which was
the highest in nearly three years. Another bit of
positive news was on the sovereign rating front,
with Standard & Poor’s (S&P) upgrading the
Philippines to investment grade in May, following a similar move by Fitch in March. Meanwhile,
monetary policy remains pro-growth, with the
Bangko Sentral ng Pilipinas (BSP) holding its
benchmark interest rate at a record low in July.
With fiscal policy also likely to remain accommodative and strong remittances aiding consumer
spending, GDP growth in 2013 is expected to hit
the government’s 6–7 percent target range.

Investments to keep economic
momentum strong
GDP growth came in strong at 7.8 percent year
over year in Q1 2013, up from 7.1 percent in the
previous quarter. Investments (16.8 percent) and
government expenditure (13.2 percent) were key
contributors to growth in Q1 2013. Both received
a boost from policy focus on infrastructure development. The government plans to initiate about
80 public-private partnership (PPP) projects by
2016, mostly in the transportation space, with
investments close to $18 billion. Foreign direct
investment (FDI) is also set to receive a boost
as companies relocate from China due to rising costs and focus on the Philippines’ strong
domestic economy, local value chain linkages, and
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Already, Moody’s has praised the country for its strong
economic growth, improved public finances, and greater
political stability due to recent electoral gains.
English-speaking workforce. As a result, investment is expected to remain a strong force in the
economy in the medium term, growing by 8–10
percent in 2013 before slowing to a sustainable 6
percent over 2014–17.
Interestingly, GDP growth in Q1 2013 was the
fastest since Q2 2010, and continued from the
strong momentum of 2012 when the economy
expanded by 6.8 percent. This perhaps indicates
that the economy is probably moving to a higher
growth trajectory, up from the previous decade’s
average growth of less than 5.0 percent. Going
forward, growth is likely to stay close to the 6 percent mark in the medium term as the government
focuses on aiding manufacturing, infrastructure
development, macroeconomic stability, and public
finance management.

Healthy economy and
rising remittances to aid
private consumption
Although consumer spending growth eased in
the first quarter, it nevertheless remained healthy
at 5.1 percent. Consumption growth is likely to
gain momentum in the coming quarters, given
high remittances this year, government handouts,
and positive economic expectations. Consumer
confidence posted its highest reading in Q2 2013
since the BSP’s survey began in 2007. Meanwhile,
remittances climbed to a little less than $8.8 billion in the January–May period, up 5.6 percent
year over year and above the central bank’s 5 percent growth projection for the whole year. Overall,

consumption growth is likely to be in the range of
5.5–6.0 percent in 2013, and will remain close to
that figure in the next few years as well.

Rating upgrade enables BSP to
keep monetary policy loose
In March, Fitch upgraded the Philippines to
investment grade, and this was followed by a similar move by S&P in May. An upgrade by Moody’s
to investment grade is also on the cards. Already,
Moody’s has praised the country for its strong
economic growth, improved public finances, and
greater political stability due to recent electoral
gains. An expected healthy current account
surplus is another positive for the Philippines
even as reforms in revenue collection are likely to
push the fiscal deficit to below 2 percent of GDP
this year.
A move to investment grade and healthy economic fundamentals were likely the main reasons
behind the central bank’s decision to keep interest
rates unchanged in July. This is despite a 5 percent
decline in the Philippine peso relative to the US
dollar after the US Federal Reserve Chairman Ben
Bernanke’s comments on a likely tapering off of its
asset purchases program. Also aiding a continuation of loose monetary policy is low inflation (2.8
percent in June), which is below the BSP’s target
range of 3–5 percent. However, the central bank
expects inflation to move up partially this year,
given peso depreciation and the rise in prices of
utilities. It has raised its inflation forecast for 2013
to 3.3 percent from an earlier figure of 3.1 percent.
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Exports to face pressure
due to a slowing China
Peso depreciation is not likely to aid export
competitiveness much. In fact, exports are likely
to face pressure from a shaky external environment, especially slowing growth in China. In the
first five months of 2013, exports totaled $21.1
billion, down 6.0 percent year over year. Exports
of electronics goods, a critical segment, continue
to remain weak (a 9.3 percent decline in May). A
pickup in the segment is expected in the second
half of 2013, aided by higher shipments of smartphones and tablets. However, growth for 2013 is
likely to be lower than the electronics industry
group’s projection of 5–6 percent. Meanwhile, the
impact of lower exports on the current account
is likely to be offset by strong remittances and
services exports. Earnings from both are likely to
push the current account surplus above 3.0 percent of GDP this year from 2.8 percent in 2012.

Key challenges remain
In the medium to long term, the economy
faces a number of challenges. First, infrastructure
is the biggest detriment to industrial progress and
therefore to tackling poverty and unemployment
(7.5 percent). Although the government has made
a start with an objective of initiating 80 PPPs by
2016, currently it seems to be behind its target.
Second, developing high-end manufacturing is
another challenge. Currently, most manufacturing activity is in the low-value-added car and
electronics assembly segments. On a positive note,
however, foreign companies are starting to move
into high-value manufacturing, especially sectors
with strong domestic linkages down the value
chain. FDI in manufacturing grew to $1 billion in
2012 from a mere $0.1 billion in 2011. The third
problem is with regard to fiscal management. The
tendency to underspend on the allocated budget and frequent shortfalls in revenue collection
ensure suboptimal impact of fiscal policies on the
economy. Fourth, there is a risk to political stability if peace negotiations between the government
and rebels in Mindanao fail. Fortunately, both
parties seem committed, and any risk of a breakdown in talks appears low.
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