
Asia Pacific 
Economic  
Forecast
3rd Quarter 2016



Global Economics Team
Ramani Moses 
Deloitte Services LP
India 
Tel: +1 615 718 5204
E-mail: rmoses@deloitte.com

Dr. Ira Kalish
Deloitte Touche Tohmatsu Limited
USA
Tel: +1.213.688.4765
E-mail: ikalish@deloitte.com

Dr. Rumki Majumdar
Deloitte Research 
Deloitte Services LP
India
Tel: +1 615 209 4090
E-mail: rmajumdar@deloitte.com

Lester Gunnion
Deloitte Research
Deloitte Services LP
India
Tel: +1 615 718 8559
E-mail: lgunnion@deloitte.com

Akrur Barua
Deloitte Research 
Deloitte Services LP 
India
Tel: +1 678 299 9766
E-mail: abarua@deloitte.com 

Chinese Services Group Leaders  
Global Chinese Services Group  
Lawrence Chia  
Deloitte Touche Tohmatsu Limited  
China Tel: +86 10 8520 7758  
E-mail: lawchia@deloitte.com.cn 
US Chinese Services Group 

Mark Robinson 
Deloitte Touche Tohmatsu Limited
Canada Tel: +1 416 601 6065
E-mail: mrobinson@deloitte.ca

Japanese Services Group Leaders 
Global Japanese Services Group 

Hitoshi Matsumoto 
Deloitte Touche Tohmatsu LLC 
Japan Tel: +09 09 688 8396  
E-mail: hitoshi.matsumoto@tohmatsu.co.jp
US Japanese Services Group  

John Jeffrey  
Deloitte LLP  
USA Tel: +1 212 436 3061  
E-mail: jjeffrey@deloitte.com 

Global Industry Leaders
Consumer Business

Antoine de Riedmatten
Deloitte Touche Tohmatsu Limited
France
Tel: +33.1.55.61.21.97
E-mail: aderiedmatten@deloitte.fr 

Energy & Resources

Carl Hughes
Deloitte Touche Tohmatsu Limited
UK
Tel: +44.20.7007.0858
E-mail: cdhughes@deloitte.co.uk 

Financial Services

Chris Harvey
Deloitte LLP
UK 
Tel: +44.20.7007.1829
E-mail: caharvey@deloitte.co.uk

Life Sciences & Health Care

Pete Mooney
Deloitte Touche Tohmatsu Limited
USA
Tel: +1.617.437.2933
E-mail: pmooney@deloitte.com

Manufacturing

Tim Hanley
Deloitte Touche Tohmatsu Limited
USA
Tel: +1.414.977.2520
E-mail: thanley@deloitte.com

CONTACT INFORMATION

Q3 2016Q3 2016



CONTENTS

03 Australia
 Positive in the near term, but a blurred horizon

07 Indonesia
 Struggling to grow faster

13 Singapore
 Through choppy waters with an eye on the future

21 South Korea
 Headwinds, and a policy response

25 Special topic
 In defense of Hong Kong’s currency peg

31 About the authors

32 Additional resources

Asia Pacific Economic Outlook

1





Australia
Positive in the near term, but a blurred horizon

By Dr. Rumki Majumdar

AFTER registering annual growth of 2.5 per-
cent in 2015, GDP surged in Q1 2016 as the 
economy grew 3.1 percent year over year. 

This is the fastest growth recorded in a quarter since 
Q1 2012, driven primarily by strong exports and 
household consumption (these two components 
of GDP have lately been the key growth drivers of 
the economy). On the other hand, business invest-
ment in engineering construction and new buildings 
fell sharply. 

A higher volume of iron and liquefied natural gas 
exports supported growth, offsetting the impact of 
lower commodity prices. A decade-long mining in-
vestment is now bearing fruit as exporters are able 
to continue production at low costs and maintain 
high profits despite falling prices. In addition, a 
steady depreciation of the Australian dollar has im-
proved export competitiveness and boosted exports. 
Trade in services exports, which grew 15.8 percent 

year over year in Q1 2016, has benefitted from the 
falling value of the currency. Tourism, health care, 
and education were the key drivers of the improve-
ment in the services sector balance. 

The recent appreciation of the Australian dollar 
since the beginning of this year may impact exports 
in the current quarter. However, the value of the 
currency is expected to reverse in the second half of 
the year. China’s economic slowdown and contin-
ued low commodity prices, together with the Fed’s 
decision to hike policy rates, will likely put down-
ward pressure on the Australian dollar.

Strong employment numbers and rising house 
prices increased household wealth and facilitated 
higher household consumption expenditure and 
residential housing construction. Household con-
sumption grew at a robust pace of 3.2 percent year 
over year, while dwelling investment grew 7.2 per-
cent in Q1 2016. 

GDP growth for Q1 2016 was the highest recorded since Q1 2012, 
driven mainly by exports and household consumption. Business 
investment in engineering construction and new buildings, how-
ever, fell sharply. This reliance on exports over investments makes 
the economy susceptible to external shocks, a cause for concern in 
the future.
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On the other hand, private business investment 
continued to contract sharply in the March quar-
ter. Growth in investment has been in the negative 
territory since Q1 2013 and shows no sign of recov-
ery anytime soon. In fact, the contraction is turn-
ing bigger with every passing quarter. Investments  
in non-mining sectors 
have failed to compensate 
for the slack created by 
falling investments in the 
mining and energy extrac-
tion sector. 

Inflation has eased late-
ly since we last visited 
the economic outlook of 
Australia, reflecting the 
impact of low oil prices; 
appreciation of the Aus-
tralian dollar leading to 
dampened import prices; 
and subdued domestic 
price pressures. The Re-
serve Bank of Australia (RBA) has also slashed its 
underlying inflation forecast to 1–2 percent in 2016 
and 1.5–2.5 percent in 2017 during its release of the 
quarterly statement on monetary policy.1 

Policy actions and 
challenges to outlook
Falling prices, weakening business investments, 
and an appreciating currency prompted the RBA to 
cut policy rates in May 2016. With inflation expect-
ed to remain low, further interest rate cuts are still 
on the cards this year. By bringing down the cash 
policy rate to an unprecedented low of 1.5 percent, 
the bank intends to boost the credit cycle and raise 
consumption demand. This may help the economy 
rebalance as it gradually transitions away from the 

investment to the production phase of the mining 
boom. 

But the economy faces some inherent challenges, 
and monetary policy interventions may not be suf-
ficient to tackle those. Evidently, the economy is 

highly reliant on exports 
for growth rather than in-
vestments, which makes 
it susceptible to external 
shocks. Moreover, com-
modities are the biggest 
exported item, which 
makes exports vulnerable 
to international commod-
ity prices. Lower commod-
ity prices can potentially 
impact Australia’s GDP 
through a fall in the terms 
of trade, and can weaken 
export revenues, wage 
growth, and government 
revenues. At the same 

time, lackluster business investment may hinder 
growth in the medium and long term.

Historically, growth in GDP has improved employ-
ment as well as wages. However, in the past few 
quarters, robust economic growth has failed to gen-
erate strong income growth, as a result of which in-
come earned by households has come under pres-
sure. This does not bode well for future household 
consumption spending. 

Overall, the RBA expects GDP to grow 2.5–3.5 per-
cent over the year to December 2016, and to increase 
to 3–4 per cent over the year to June 2018, which is 
above the estimated potential growth of the Austra-
lian economy.2 However, if the economy does not 
transition away from export-led growth soon and if 
wages continue to remain stagnant, Australia may 
find it difficult to achieve these growth expectations. 

Growth in investment 
has been in the negative 

territory since Q1 2013 and 
shows no sign of recovery 
anytime soon. In fact, the 

contraction is turning bigger 
with every passing quarter. 
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1. Reserve Bank of Australia, “Statement of monetary policy—Overview,” May, 2016, http://www.rba.gov.au/publi-
cations/smp/2016/may/overview.html.

2. Reserve Bank of Australia, “Statement of monetary policy—Economic outlook,” May, 2016, http://www.rba.gov.
au/publications/smp/2016/may/economic-outlook.html.

ENDNOTES
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Indonesia
Struggling to grow faster

By Akrur Barua

IN 2014, President Widodo took office, and with 
it came hopes of a fresh beginning for Indonesia. 
The president’s target is to revive growth to 7.0 

percent annually through infrastructure spending, 
foreign investments, and easier businesses condi-
tions.1 The journey so far has been mixed. The gov-
ernment has boosted spending, but is facing declin-
ing revenues due to the lack of tax reforms. Without 
adequate infrastructure spending, the government 
has found it difficult to encourage foreign business-
es to set up a manufacturing base and create jobs. 
Economic activity, as a result, has slowed. Effective 
reforms, however, are a long-drawn struggle and In-
donesia will be better off sticking to that path. 

GDP growth slows in Q1 
The economy grew 4.9 percent year over year in 
Q1, down from a 5.0 percent rise in Q4 2015. Do-
mestic demand weighed on GDP growth (figure 1) 

as government spending and investments slowed. 
Despite the government’s focus on fiscal stimulus, 
government consumption grew just 2.9 percent in 
Q1, down from 7.3 percent in Q4 2015. During that 
period, growth in gross fixed capital formation fell 
to 5.6 percent from 6.9 percent. To add to growth 
woes, private consumption did not pick up pace in 
Q1, growing at just about the same rate as in the pre-
vious quarter. 

Exports contracted for the sixth straight quarter 
in Q1. The weak rupiah has not aided competitive-
ness, with exports of non-hydrocarbon goods con-
tracting 6.1 percent. Oil and gas exports, however, 
went up 4.8 percent. Slowing growth in key markets 
like China has dented Indonesia’s exports in recent 
times while low commodity prices have impacted 
export revenues. Imports also contracted in Q1, but 
less than in Q4 2015. As a result, the contribution 
of net exports to GDP growth in Q1 was marginally 
positive. 

Indonesia’s 4.9 percent year-over-year growth during the first quar- 
ter falls short of President Widodo’s target of 7.0 percent. Invest- 
ments are key to pushing GDP growth to targeted levels. But so far 
the pace of investments has been slow.  
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Households are not 
ramping up spending yet
Household spending has slowed down since Q3 
2011. With inflation under control and Bank Indo-
nesia (BI) cutting interest rates, spending was ex-
pected to strengthen in Q1. But, that did not happen. 
And latest indicators show that households are still 
being cautious. Real retail sales growth, for example, 

was lower in April than the average for Q1 (figure 2). 
Consumption loans by commercial and rural banks 
also slowed down in April (8.8 percent compared to 
9.2 percent in Q1). And imports of consumer goods 
fell for the first time in four months in April. 

Slowing household spending may seem at odds 
with labor market trends and rising consumer con-
fidence.2 Unemployment is low (5.5 percent in Q1) 
and the participation rate has edged up since 2015.3  

Graphic: Deloitte University Press  |  DUPress.com
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Figure 1. GDP growth slowed to 4.9 percent in Q1
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Figure 2. Growth in import values (in US$) and real retail sales slowed in April
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Moreover, real income gains for consumers have in-
creased due to lower inflation.4 So, why are consum-
ers not spending more? First, slowing economic ac-
tivity is likely weighing on consumers. Second, BI’s 
rate cuts are yet to impact consumption, given that 
the pass-through to consumers has been far from 
perfect.5 

Investments remain sluggish
To push GDP growth to Widodo’s 7.0 percent tar-
get, investments are the key. But the pace of invest-
ments so far has been relatively slow. Spending on 
equipment fell by 6.8 percent year over year in Q1, 
not a healthy sign for a nation keen to shore up in-
frastructure and create a manufacturing hub (figure 
3). Manufacturing growth, in fact, has been below 5 
percent for the past two years. The government has 
also been trying to woo foreign direct investment 
(FDI). However, direct investments in Indonesia 
have fallen in the last three quarters (figure 4). And 
current data on capital goods imports suggest that 
there is no upsurge yet in Q2.6 Clearly, foreign com-
panies are not yet flocking to Indonesia, given that 
the country has some distance to go in closing the 
gap with strong regional peers when it comes to ease 
of doing business.7 

Falling government 
revenues a worry 
Realized tax revenues in 2015 amounted to just 83 
percent of the government’s target (figure 5).8 This 
year is no better. In the first three months, revenues 
fell, and by March the impact was felt on the expen-
diture side. While the government can opt to bor-
row to fund infrastructure, it may be discouraged 
by relatively high yields and, hence, pressure on the 
fiscal deficit target—2.2 percent in the budget and 
3.0 percent by law. 

So far, there is not much headway in tax reforms. 
The tax amnesty bill, which the government hopes 
will raise revenues, is still stuck in parliament. The 
bill itself is not without its fair share of criticism.9 

The other worry will be rising global oil prices. If the 
government has to mirror global trends—fuel subsi-
dies were cut in 2014–15—it will have to raise petro-
leum prices, a politically difficult decision. 

Slowing household spending 
may seem at odds with labor 

market trends and rising 
consumer confidence. 

Graphic: Deloitte University Press  |  DUPress.com
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Figure 3. Investments in machinery and equipment contracted in Q1
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These fears notwithstanding, the government is 
sticking to its infrastructure focus. It has budgeted 
an 8 percent rise in infrastructure spending in 2016. 
In Q1, electricity production went up by 8.6 percent, 
the highest in three years. Construction growth—a 
key indicator of infrastructure spending—has also 
been going up over the past year.10 

Less room for further 
rate cuts this year
BI cut rates thrice this year by a total of 75 basis 
points, aided by slowing inflation (within BI’s target 
rate of 3–5 percent). However, it is not likely to go 
in for further cuts until the last quarter despite pres-

Graphic: Deloitte University Press  |  DUPress.com
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Figure 4. Imports of capital goods and FDI have been trending down of late
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sures from the government.11 It will likely gauge the 
lagged impact of rate cuts so far on the economy. 
Also, BI is likely to check how its new policy rate 
functions before further cuts. Effective August 19, BI 
will shift to the 7-day reverse repo rate as its policy 
rate instead of the current 12-month one. With this 
move, BI hopes to improve money market liquidity, 
ensure convergence between the policy rate and the 

overnight interbank rate, and develop a rate struc-
ture for 3-to-12-month securities.12 While the move 
to a new policy rate is not an easing—the new policy 
rate is lower than the old rate—it will help create 
a better policy transmission mechanism in future. 
That will certainly give a fillip to the economy in the 
medium term. 
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Singapore
Through choppy waters with an eye on the future

By Lester Gunnion

A WEAK and uneven global economy continues 
to burden Singapore’s economy, even as the 
country navigates the process of economic 

transition. Singapore’s economic problems are 
therefore both cyclical and structural. On the one 
hand is the cyclical problem of weak global demand 
(figure 1). On the other, an ageing population (figure 
2) and competition from economies with compara-
tive cost advantages make the case for a structural 
transition to higher value addition and value cre-
ation. However, businesses face problems, which 
include increasing labor costs as Singapore limits 
the entry of low-skill and low-wage foreign workers. 
This is coupled with muted growth in productivity 
even as the economy invests in education, technol-
ogy and infrastructure for future growth (figure 3). 
This report looks at Singapore’s economic perfor-
mance in Q1 2016, the economy’s fiscal response to 
short-term cyclical concerns and longer-term struc-
tural challenges, and the current state of monetary 

policy. Additionally, it takes a brief look at the prob-
lems that are likely to persist through the medium 
term and the growth outlook for 2016.

Singapore made a 
weak start to 2016
Real GDP grew at a year-over-year rate of 1.8 per-
cent in Q1, the same as the previous two quarters. 
However, seasonally adjusted annualized growth 
from Q4 2015 to Q1 2016 was muted, at just 0.2 
percent (figure 4).1 On the goods-producing side of 
the economy, manufacturing subtracted from over-
all GDP growth for the sixth straight quarter, while 
construction, driven by public sector construction of 
infrastructure, made a positive contribution to over-
all growth (figure 5). The slowdown in manufactur-
ing is underscored by a large drop (9.0 percent year 
over year) in non-oil domestic exports (NODX) in 

Singapore faces both the cyclical problem of weak global demand 
as well as the structural problems of an ageing population and 
competition from economies that have a cost advantage. Though 
the latter could be tackled through a transition to value creation 
and higher value addition, increasing labor costs and muted pro-
ductivity growth are significant barriers.
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Q1. NODX has declined for three straight quarters, 
and the trend is likely to continue due to weak de-
mand from Singapore’s export destinations (par-
ticularly due to slowing demand from China). The 
services-producing industries, led by wholesale and 
retail trade and finance and insurance, continued to 
contribute to GDP growth, albeit to a smaller degree 
than in previous quarters. The slowdown in services 

growth reflects a decline in consumer confidence 
and increasing operating costs. News of slowing 
external demand and soft economic growth in the 
goods-producing industries of the economy have 
probably hit consumer confidence. Additionally, 
consumers are likely to be wary of changes in job 
demands as Singapore transitions toward a technol-
ogy- and advanced-skills-driven economy.

Graphic: Deloitte University Press  |  DUPress.com
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Singapore’s expansionary 
fiscal policy seeks to 
address both short-term 
and long-term obstacles

Singapore’s budget for 2016–17, declared in March, 
is designed to boost the economy. The Ministry of 
Finance seeks to address both short-term cyclical 
concerns and long-term structural challenges. The 
expansionary fiscal policy approach includes busi-
ness promotion measures, which seek to address 

Graphic: Deloitte University Press  |  DUPress.com
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the short-term concerns of small and medium-sized 
enterprises (SMEs). For instance, fiscal support 
through the Wage Credit scheme aims at helping 
SMEs adjust to quick increases in wages in a tight 
labor market. Similarly, an expansion of the corpo-
rate income tax rebate is likely to benefit SMEs. The 
budget also contains measures aimed at enabling 
the long-term vision of becoming a value-creating 
economy. The Automation Support Package, Na-
tional Robotics Programme, and research plans 
such as the Research, Innovation and Enterprise 
2020 plan are likely to contribute toward enabling 
the transformation of Singapore’s economy over 
the medium to long term. Furthermore, the budget 
seeks to address Singapore’s demographic chal-
lenge of an ageing population by introducing quar-
terly payouts under the Silver Support scheme that 
focuses on the welfare of Singaporeans above the 
age of 65 years. Additionally, the extension of the 
Special Employment Credit scheme through which 
the government offsets a percentage of the wages for 
employees above the age of 55 is likely to support 
Singapore’s relatively high rate of labor force par-
ticipation among cohorts above the age of 55 years. 
Finally, Singapore continues to invest in the Skills-
Future initiative along with new initiatives such as 
the TechSkills Accelerator to address the problem of 
weak growth in productivity.2

Risk of fiscal shortfall is not 
grave in the near term
Initial concerns about the fiscal plans for 2016–17 
center on the rise in expenditure. The increase in 
expenditure over the previous budget is S$ 5 billion 
(an increase of 7.3 percent).3 In fact, the economy is 
projected to run the largest primary budget deficit in 
its history (figure 6). This will also be the first time 
in a decade that Singapore has recorded a primary 
deficit for two consecutive years. However, the over-
all budget balance is projected to remain in surplus 
(0.8 percent of GDP).4 This is primarily because of 
the inclusion of Temasek Holdings in Singapore’s 
National Investment Returns (NIR) framework (fig-
ure 7). Temasek is a state-owned investment fund, 
which now joins Government of Singapore Invest-
ment Corporation (GIC—another state-owned in-
vestment fund) and the Monetary Authority of Sin-
gapore (MAS) as part of the NIR framework. The 
NIR framework, implemented in 2009, allows the 
government to spend up to 50 percent of expected 
long-term real returns on the net assets managed 
by Temasek, GIC, and the MAS.5 The NIR’s contri-
bution to the budget for 2016 is S$ 14.7 billion, up 
from S$ 9.9 billion in the previous fiscal.6 
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Other sources of increased revenue in fiscal 2016 
are the contributions from autonomous govern-
ment agencies (especially from the MAS), revenue 
from motor vehicles tax, and revenue from personal 
income tax. However, the Ministry of Finance has 

identified these as one-off factors.7 Therefore, de-
spite a budget surplus in fiscal year 2016, the long-
term concern is that growth in expenditure will 
likely outpace growth in revenue. This has been the 
case since 2013. The other fiscal years during which 
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Figure 6. Growth in expenditure has outpaced growth in revenue since 2013
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growth in expenditure outpaced growth in revenue 
are the early 2000s (2000 to 2003, marked by the 
dotcom crash and the SARS epidemic), 2008 and 
2009—in general, years marked by an economic 
downturn or external shocks. However, expansion 
in expenditure in recent years, though aimed at ad-
dressing a slowdown in GDP growth, focuses on de-
velopment spending as an investment for the future.

A financial advantage that Singapore has in ad-
dressing possible budgetary shortfalls in the future 
is access to returns on investments made by its large 
sovereign wealth funds. Along with prudent man-
agement of expenditure, this advantage could pos-
sibly save future generations the burden of fiscal 
debt. Another advantage is Singapore’s competitive 
indirect tax structure. The Goods and Services Tax 
(GST) stands at 7 percent, which is low relative to 
other developed economies. In fact, the GST rate 
was last increased in 2007, leaving room for a tax 
raise, if required, in the future.

Most of Singapore’s long-term fiscal decisions, how-
ever, will depend on the success of the transforma-
tion plan outlined in the current budget.

Monetary policy is likely to 
remain accommodative, 
further easing is unlikely 
The MAS eased monetary policy in October 2015 by 
reducing the rate of appreciation of the Singapore 
dollar’s nominal effective exchange rate (S$NEER) 
with the aim of propping up the external-facing sec-
tors of Singapore’s economy. However, given the 
weak economic performance in Q1 2016, the MAS 
chose to further ease monetary policy in April by re-
ducing the S$NEER rate of appreciation to 0.0 per-
cent, stalling the appreciation of the S$NEER policy 
band. This represents a shift from a policy of mod-
est and gradual appreciation of the S$NEER adopt-
ed in April 2010 to a neutral policy. This move is 
likely to benefit Singapore’s external-facing sectors, 
particularly as global economic growth and global 
trade remain weak. The move is also likely to prop 
up consumer prices, especially since Singapore im-
ports much of its consumer goods. Singapore’s con-
sumer price index has declined every month since 

November 2014, primarily due to lower oil prices, 
falling home prices, and relatively weak economic 
growth. The MAS’s core inflation measure, which 
excludes private transport and accommodation, has 
indeed picked up since November 2015 but remains 
very low at 0.8 percent (April 2016).8 However, 
this indicates that much of the decline in headline 
consumer prices is because of falling energy prices 
(private road transport) and falling home prices. In 
fact, Singapore’s home prices have dropped for ten 
consecutive quarters.9

Given that the MAS measure of core inflation is on 
a gradual upward trend and the Ministry of Finance 
has chalked out an expansionary investment bud-
get, it is unlikely that the MAS will ease monetary 
policy any further in the near term.

GDP growth likely to 
be modest in 2016
It is likely that Singapore will continue to face obsta-
cles in the near to medium term. Cyclical challenges 
due to weak global demand, particularly due to the 
slowdown in China, are likely to persist through 
2016. Additionally, certain structural challenges, 
such as weak gains in productivity, are also likely to 
continue until broad-based investment in education 
and skill building reaps returns. Weak productivity 

A financial advantage that 
Singapore has in addressing 
possible budgetary shortfalls 

in the future is access to 
returns on investments made 
by its large sovereign wealth 
funds. Along with prudent 

management of expenditure, 
this advantage could possibly 
save future generations the 

burden of fiscal debt. 
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ENDNOTES

growth (averaging -0.3 percent over the last eight 
quarters) is likely to exacerbate Singapore’s demo-
graphic challenge of a rapidly ageing population. It 
is estimated that by 2025, approximately 30 percent 
of Singapore’s population will be above the age of 
50 years,10 and Singapore’s fertility rate of 1.2 falls 
short of the required replacement rate of 2.1.11  Giv-

en the current economic backdrop, the Ministry of 
Trade and Industry expects GDP growth to moder-
ate to between 1 percent and 3 percent in 2016.12 The 
composite median forecast for GDP growth in 2016 
in Singapore is 1.8 percent, slower than the 2.0 per-
cent growth in 2015.13 
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South Korea
Headwinds, and a policy response

By Dr. Ira Kalish

The South Korean economy has recently faced 
headwinds, culminating in a central bank decision 
on June 9 to cut the benchmark interest rate for the 
first time in a year. This comes at a time when the 
government is also engaged in a modest fiscal ex-
pansion aimed at stimulating growth. The economic 
weakness comes from two factors: poor export per-
formance and a weakening of domestic demand. 
Let’s consider both.

Export challenges
First, exports have lately been declining. This is 
important given that exports of goods account for 
roughly half of economic activity, while exports of 
services account for another 10 percent of GDP. The 
Korean won has appreciated against the Japanese 
yen due to Japan’s policy of quantitative easing, 

which resulted in a sharp drop in the yen.  Although 
the yen has risen lately, its value against the won 
remains low compared to the past. The effect has 
been to hurt the competitiveness of Korean manu-
factured goods versus Japanese goods. The recent 
cut in South Korea’s benchmark interest rate should 
have the effect of suppressing the value of the cur-
rency. If this persists, it could help effect a rebound 
in exports.

South Korea’s largest export markets are China and 
the United States, and in both markets its manu-
factured goods compete with goods from Japan. In 
addition, Korean exports to China, which are about 
25 percent of Korean exports, have likely been hurt 
by the weakness of the Chinese economy where 
domestic demand has been poor. Moreover, Korea 
produces goods that are used as inputs in final prod-
ucts that are assembled in China for export to the 

Two factors are driving economic weakness in South Korea: declin-
ing exports and a weakening of domestic demand. The central 
bank has cut the benchmark interest rate for the first time in a 
year, in the hope that it will suppress the value of the Korean won, 
thus lifting exports.
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rest of the world. These inputs account for about 80 
percent of Korea’s exports to China, according to the 
Export-Import Bank of Korea. Yet Chinese exports 
have lately been declining, owing to an overvalued 
currency and weak global demand. Thus, Korea’s 
external sector has faced negative factors that are 
largely beyond its own control.  

The weakness of exports has contributed to a de-
celeration in the growth of the industrial side of the 
economy. However, this has been offset by contin-
ued strong growth of the services sector. This is not 
surprising as Korea, like other developed economies 
before, transitions away from dependence on indus-
try toward greater growth from services.  Moreover, 
there is considerable room for improvement in the 
productivity of the services sector.  

Domestic demand
Korean domestic demand has been growing mod-
estly. Consumer spending has been restrained by 
the high level of consumer debt. Indeed through-
out the past decade, consumer spending has grown 
more slowly than the overall economy. On the other 

hand, business investment has lately accelerated, 
providing a boost to economic growth. In addition, 
the government’s fiscal stimulus has played a role in 
maintaining growth at a moderate level.

On the positive side, inflation remains subdued, the 
result of declining oil prices and the strength of the 
currency. This has given the central bank room to 
engage in a more expansive monetary policy. How-
ever, as oil prices rise and as the currency depre-
ciates in the coming year, inflation will ultimately 
accelerate. Still, it will take a long time before this 
happens, especially as producer prices continue to 
fall. Thus, monetary policy could remain expansive 
for some time to come. As for fiscal policy, the good 
news is that government debt as a share of GDP re-
mains low at about 35 percent. Thus, there is plenty 
of room for fiscal stimulus without concerns about 
excessive debt. On the other hand, the government 
has generally run a relatively tight fiscal policy, if 
only to be in a position to handle the cost of reunifi-
cation should North Korea implode. That remains a 
concern, especially given the increasing aggressive-
ness of North Korea.  

The recent cut in South Korea’s benchmark interest rate should 
have the effect of suppressing the value of the currency. If 

this persists, it could help effect a rebound in exports.
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Future prospects
Going forward, the economy is likely to accelerate 
somewhat in the coming year given the mixture of 
monetary and fiscal stimulus. However, in the lon-
ger term, it is clear that South Korea is becoming 
a more mature economy and, therefore, can expect 
more modest growth. In addition, demographic 
trends suggest slower growth absent an expansion 
of productivity. The greatest opportunity for pro-
ductivity growth is in the increasingly important 
services sector. 

The biggest risk to the South Korean economy re-
mains China. Given the country’s considerable de-
pendence on exports to China, the future path of 
Asia’s behemoth will make a big difference for South 
Korea. If Chinese growth decelerates more than an-
ticipated, or if its currency depreciates more than 
currently expected, it will have an onerous impact 
on South Korea.   
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Special topic
In defense of Hong Kong’s currency peg

By Akrur Barua

A CURRENCY peg has its fair share of critics 
and not without reason. Economic theory 
suggests that with no capital controls, a fixed 

exchange rate regime means that monetary policy 
cannot be independent—referred to as the Impossi-
ble Trinity in economic parlance.1 In such a scenar-
io, monetary policy is focused purely on defending 
the currency peg, and not on inflation and economic 
growth. As economies across the world ride the ebb 
and flow of business cycles, fixed exchange rate re-
gimes sometimes come under immense pressure, 
mostly due to the limited ability of their central 
banks to respond to these cycles. Over the past year, 
questions have been asked about existing currency 
pegs in Asia and the Middle East, none more impor-
tant than the Hong Kong dollar’s peg to the US dol-
lar (HKD-US$ peg). 

Given Hong Kong’s strong economic links to China, 
the HKD-US$ peg recently came under pressure due 
to an economic slowdown in the mainland and loss-

es in equity markets there. China’s devaluation of 
the renminbi in August 2010 also did not help mat-
ters.2 The resultant capital outflow from the main-
land, in turn, pushed up the difference between on-
shore (China) and offshore (Hong Kong) renminbi 
values, thereby posing problems for policymakers.3 
Moreover, Hong Kong itself is bracing itself against 
a property downturn and declining trade revenues. 
In such a scenario, concerns about existing policies, 
including the HKD-US$ peg are natural. However, 
breaking the peg is not the ideal response. 

Currency stability has 
aided Hong Kong’s role 
as one of the world’s 
leading trade hubs
Hong Kong’s external sector has played a key part 
in its economic success. In 2015, for example, ex-

As economies across the world ride the ebb and flow of busi-
ness cycles, fixed exchange rate regimes sometimes come under 
immense pressure, mostly due to the limited ability of their central 
banks to respond to these cycles. And, given its strong economic 
links to China, Hong Kong’s currency peg with the US dollar has come 
under pressure due to the economic slowdown in the mainland.
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ports amounted to 201.6 percent of the territory’s 
GDP (figure 1); total trade (exports and import) was 
400.9 percent of GDP. A large share of Hong Kong’s 
exports is re-exports—goods imported from one 
part of the world and exported to another after min-
imal or no value addition. Over the last two years re-
exports made up about 98.6 percent of Hong Kong’s 
merchandise exports, one reason why the territory 
is regarded as the world’s leading trade hub. While 
liberal economic and trade policies—along with his-
tory—have aided Hong Kong’s trade, currency sta-
bility through the HKD-US$ peg has also played a 
major role. Policymakers would be loath to change 
that, especially at a time when international trade 
faces headwinds from a slowing world economy. 
The peg also makes sense since a large volume of 
global trade is priced in US dollars, as is evident 
from the predominance of the greenback in global 
financial transactions. According to the Society for 
Worldwide Interbank Financial Telecommunica-
tion (SWIFT), the US dollar had a 41.9 percent share 
(April 2016 data) of customer-initiated and institu-
tional payments using the SWIFT platform.  Data 
from the Bank of International Settlements (BIS) 
also confirms this trend (figure 2).5 

The HKD-US$ peg has also 
helped Hong Kong’s ascent 
as a global financial center
Hong Kong is also one of the world’s leading finan-
cial centers, competing with the likes of New York 
and London. By the end of 2015, Hong Kong had a 
net investment position of HKD 7.6 trillion or US$ 
1.0 trillion. This amounted to about 316.6 percent of 
GDP, much higher than Singapore (209.8 percent 
of GDP)—the other major financial center in Asia. 
Hong Kong’s capital flows—both assets and liabili-
ties—are also higher than those of Singapore (figure 
3). Any change in the HKD-US$ peg will therefore 
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Figure 1. Hong Kong’s trade amounts to a large share of the territory’s GDP

Over the last two years re-
exports made up about 

98.6 percent of Hong Kong’s 
merchandise exports, one 
reason why the territory 

is regarded as the world’s 
leading trade hub.
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create large volatility in currency returns, especially 
for the territory’s financial institutions whose as-
sets are mostly denominated in US dollars.6 For ex-
ample, Hong Kong had total claims on banks and 
non-bank customers worth HKD 9.0 trillion (US$ 
1.2 trillion); the liabilities amounted to HKD 6.3 
trillion (US$ 0.8 trillion).7 Abandoning the peg will 
also spark uncertainty for global banks and financial 
institutions seeking to use Hong Kong as a base to 
expand into fast-growing Asia.8 

Strong links with mainland 
China not reason enough 
to break the peg
Hong Kong’s strong economic links to China raise 
valid concerns about the future of the HKD-US$ 
peg. In 2015, China had shares of 49.0 percent 
and 53.7 percent in Hong Kong’s imports and ex-
ports, respectively. China also accounts for a sizable 
amount of Hong Kong’s external claims and liabili-
ties (figure 4). This raises questions about a possible 
change in the HKD-US$ peg to a HKD-renminbi 
peg, a peg to a basket, or even a managed float in 
future. However, it would not be prudent to do so in 
the short to medium term. First, there is still great 
disparity between the economies of Hong Kong and 
mainland China. The gap has to be brought down 
before any change in Hong Kong’s exchange rate 

policy. Second, a peg to the renminbi in the short 
term does not make sense, given that the renminbi 
itself is heavily managed with respect to the US dol-
lar. Third, the renminbi is not freely convertible and 
its offshore liquidity is low. For example, the ren-
minbi made up just 1.8 percent of total transactions 
in the SWIFT platform in April 2016.9 While the 
renminbi’s inclusion in the International Monetary 
Fund’s (IMF’s) Special Drawing Rights is a good be-
ginning, China has a long way to go before the cur-
rency is made fully convertible.10 

A new currency regime is 
not the answer to asset 
market problems 
The recent decline in property prices in Hong Kong 
has put pressure on the Hong Kong Monetary Au-
thority (HKMA) once again. Ideally, in such a sce-
nario, monetary easing helps to revive demand. 
However, due to the currency peg, the HKMA has 
to mirror the US Federal Reserve (Fed), which in-
stead is seeking to raise interest rates this year.11 In 
2013, there were similar pressures on the HKD-US$ 
peg when the peg prevented monetary tightening to 
counter the rising cost of living—the Fed was on an 
easing spree then.12 As worrying as it might seem at 
first reading, a breaking of the peg—and hence inde-
pendent monetary policy—will not necessarily help 
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Figure 5. Breaking the peg will not help in stemming the decline in property prices in 
Hong Kong

Hong Kong’s real estate sector. Given the level of 
Hong Kong’s property prices (prior to declining late 
last year), a correction was always on the cards.13 
For example, between November 2008 (the last 
major trough) and September 2015 (the last peak), 
property prices had gone up an astounding 183.9 
percent (figure 5) before heading down. In fact, 
declining house prices might help stoke demand 
in the medium term by increasing affordability. 
Also, monetary policy intervention to deal with as-
set bubbles have not always been successful, as the 
Fed would vouch, given its experience in 2007–08. 
The answer, as central banks are learning, is more 
macro-prudential measures, even in fixed exchange 
rate regimes.14 

The peg is essential for 
Hong Kong’s stability
Changing from a fixed exchange rate to something 
like a managed float would have made sense for a 

large economy trying to liberalize and shore up 
competitiveness. A good example is India, which 
has reaped the benefits of a managed float when 
it adopted liberalization in the early 1990s. Often, 
abandoning a currency peg is also suggested for 
commodity-dependent countries trying to diversify 
their economies. Saudi Arabia, which is under pres-
sure from declining oil revenues, is an example.15  
None of the above arguments, however, makes 
sense for Hong Kong. The territory is not commod-
ity-rich, has a vibrant private sector, is highly com-
petitive, and is one of the world’s most liberalized 
economies.16 To top it all, it has a healthy current 
account and is armed with about US$ 360 billion 
worth of foreign exchange reserves. And the HKD-
US$ peg, which is now about 33 years old, has been 
one of the key reasons for this economic success. 
It has helped propel Hong Kong as Asia’s premier 
trade and financial services hub. That equilibrium 
shouldn’t be disturbed. 

Asia Pacific Economic Outlook

29



1. Stanley Fischer, “Mundell-Fleming Lecture: Exchange rate systems, surveillance, and advice,” IMF Staff Papers, 
July 1, 2008, https://www.imf.org/External/Pubs/FT/staffp/2008/03/pdf/fischer.pdf. 

2. Bloomberg News, “China rattles markets with yuan devaluation,” August 11, 2015, http://www.bloomberg.com/
news/articles/2015-08-11/china-weakens-yuan-reference-rate-by-record-1-9-amid-slowdown. 

3. Jennifer Hughes and Patrick McGee, “Gap between renminbi rates widens to record,” Financial Times, January 6, 
2016, http://www.ft.com/intl/cms/s/0/91647e04-b43c-11e5-b147-e5e5bba42e51.html#axzz4BMdXe7pi. 

4. SWIFT, “RMB adoption improves across India,” May 26, 2016, https://www.swift.com/insights/press-releases/
rmb-adoption-improves-across-india. 

5. Haver Analytics (sourced from the Triennial Bank Survey: Global Foreign Exchange Market Turnover from the 
Bank of International Settlements), June 6, 2016. 

6. Tom Holland, “The HK$1 trillion reason to keep Hong Kong’s US dollar peg,” South China Morning Post, October 
15, 2013, http://www.scmp.com/business/article/1331710/hk1-trillion-reason-keep-hong-kongs-us-dollar-peg. 

7. Haver Analytics, June 2016.

8. Akrur Barua, Packing a mightier punch: Asia’s economic growth among global markets continues, Deloitte 
University Press, December 18, 2016, http://dupress.com/articles/asia-pacific-economic-outlook-q1-2016 
-asia-economic-growth-continues/. 

9. SWIFT, “RMB adoption improves across India,” May 26, 2016, https://www.swift.com/insights/press-releases/
rmb-adoption-improves-across-india.

10. Economist, “The yuan joins the SDR: Maiden voyage,” December 5, 2015, http://www.economist.com/
news/business-and-finance/21679341-its-new-status-might-make-weaker-yuan-chinese-renminbi-joins-
imfs; Lingling Wei, “IMF pressing China to disclose more data on currency operations,” Wall Street Journal, 
March 21, 2016, http://www.wsj.com/articles/imf-pressing-china-to-disclose-more-data-on-currency-oper-
ations-1458563063; Jing Yang, “Managed float to continue for Chinese yuan despite milestone IMF decision,” 
South China Morning Post, December 1, 2015, http://www.scmp.com/business/markets/article/1885595/
managed-float-continue-chinese-yuan-despite-milestone-imf-decision. 

11. Dr. Daniel Bachman, US Economic Forecast: 2016 Q1, Deloitte University Press, March 22, 2016, http://dupress.
com/articles/us-economic-forecast-2016-q1/. 

12. Holland, “The HK$1 trillion reason to keep Hong Kong’s US dollar peg.”  

13. Akrur Barua, Realty check: Asian real estate market feels the heat, Deloitte University Press, April 6, 2016, http://
dupress.com/articles/asian-real-estate-market-outlook/.

14. Otaviano Canuto and Matheus Cavallari, “Asset prices, macroprudential regulation, and monetary policy,” The 
World Bank, May 2013, http://siteresources.worldbank.org/EXTPREMNET/Resources/EP116.pdf; Ong Chong Tee, 
“An exchange-rate-centred monetary policy system: Singapore’s experience,” Bank of International Settlements, 
June 2016, http://www.bis.org/publ/bppdf/bispap73w.pdf; Zsofia Arvai, Ananthakrishnan Prasad and Kentaro 
Katayama, “Macroprudential policy in the GCC countries,” IMF Staff Discussion Note, March 2014, https://www.
imf.org/external/pubs/ft/sdn/2014/sdn1401.pdf.

15. Holly Ellyatt, “Will Saudi Arabia now abandon its dollar peg,” CNBC, December 29, 2015, http://www.cnbc.
com/2015/12/29/will-saudi-arabia-now-abandon-its-dollar-peg.html; Ahmed Al Omran and Nikhil Lohade, “Saudi 
Arabia says it remains committed to the dollar peg,” Wall Street Journal, January 11, 2016, http://www.wsj.com/
articles/saudi-arabia-says-remains-committed-to-dollar-peg-1452505319. 

16. World Economic Forum, “Competitiveness rankings,” June 2016, http://reports.weforum.org/global-competitive-
ness-report-2015-2016/competitiveness-rankings/; The World Bank, “Ease of doing business: Hong Kong SAR, 
China,” June 2016, http://www.doingbusiness.org/data/exploreeconomies/hong-kong-china; Haver Analytics, 
June 2016. 

ENDNOTES

Q3 2016

30



ABOUT THE AUTHORS

Akrur Barua is an economist and a manager 
at Deloitte Research, Deloitte Services LP.

Lester Gunnion is an economist and 
a senior analyst at Deloitte Research, 
Deloitte Services LP.

Dr. Ira Kalish is the chief global  economist 
of Deloitte Touche Tohmatsu Limited.

Dr. Rumki Majumdar is a macroeconomist and a 
manager at Deloitte Research, Deloitte Services LP.

Asia Pacific Economic Outlook

31



ADDITIONAL RESOURCES

Deloitte Research thought leadership
Global Economic Outlook, Q2 2016:  
United States, Eurozone, China, Japan, India, United Kingdom, and a special topic

United States Economic Forecast, Q3 2016

Issue by the Numbers, June 2016:  
In whose interest? Examining the impact of an interest rate hike

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.

Q3 2016

32

http://dupress.com/periodical/issues-by-the-numbers/june-2016/
http://dupress.com/periodical/global-economic-outlook/q2-2016/
http://dupress.com/articles/us-economic-forecast-2016-q2/




About Deloitte University Press 
Deloitte University Press publishes original articles, reports and periodicals that provide insights for businesses, the public sector and 
NGOs. Our goal is to draw upon research and experience from throughout our professional services organization, and that of coauthors in 
academia and business, to advance the conversation on a broad spectrum of topics of interest to executives and government leaders.

Deloitte University Press is an imprint of Deloitte Development LLC. 

About this publication  
This publication contains general information only, and none of Deloitte Touche Tohmatsu Limited, its member firms, or its and their 
affiliates are, by means of this publication, rendering accounting, business, financial, investment, legal, tax, or other professional advice 
or services. This publication is not a substitute for such professional advice or services, nor should it be used as a basis for any decision or 
action that may affect your finances or your business. Before making any decision or taking any action that may affect your finances or 
your business, you should consult a qualified professional adviser.

None of Deloitte Touche Tohmatsu Limited, its member firms, or its and their respective affiliates shall be responsible for any loss 
whatsoever sustained by any person who relies on this publication.

About Deloitte 
Deloitte refers to one or more of Deloitte Touche Tohmatsu Limited, a UK private company limited by guarantee, and its network of 
member firms, each of which is a legally separate and independent entity. Please see www.deloitte.com/about for a detailed description 
of the legal structure of Deloitte Touche Tohmatsu Limited and its member firms. Please see www.deloitte.com/us/about for a detailed 
description of the legal structure of Deloitte LLP and its subsidiaries. Certain services may not be available to attest clients under the rules 
and regulations of public accounting.

Copyright © 2016 Deloitte Development LLC. All rights reserved. 
Member of Deloitte Touche Tohmatsu Limited

  Follow @DU_Press

Sign up for Deloitte University Press updates at DUPress.com.


