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Executive Summary Asia is ticking along. Well, perhaps not quite at the stellar speed the region has become accustomed to over the decades, but remarkably resilient all considered. True, a determined stimulus in China, lifting property and infrastructure, helped to stabilise output across much of the region. Plus, record-low interest rates and extra fiscal outlays at the margin have helped as well. Trouble is: this will be as good as it gets for a while. Exports, perking up in recent months, are bound to fizzle again, given lacklustre demand in the West. At home, additional monetary easing is losing its punch, with liquidity already ample and balance sheets stretched. Outside of China and Japan, moreover, there is little appetite to deliver a more determined fiscal kick (the Philippines is the exception, but it will hardly turn the dial on regional demand). In order to return the customary shine to Asia’s economic prospects, reforms are needed… yes, we said it before, but we’ll say it again, and again, and again.



A little more poised Think back, if you dare, to those dark days in mid-January. Back then, things looked decidedly shaky. Chinese currency wobbles were one thing, but the deterioration in economic data more broadly, especially exports, equally rattled investor nerves. The talk was of the previously inconceivable: was emerging Asia heading for a hard landing? The Year of the Monkey, in short, got off to a rocky start. Well, here we are, at the beginning of the fourth quarter, and things turned out to be remarkably stable. Even China’s renewed currency slide over the summer left investors unimpressed. Brexit, too, didn’t overly rattle nerves in Asia. The region’s resilience, and greater confidence in financial markets, has much to do with the ability of China’s government to put a floor under growth by rolling out a determined infrastructure construction programme and stoking demand for property. In the meantime, exports also perked up in recent month, with headline growth looking far less worrying than at the start of the year. Policy easing also helped growth elsewhere, at least at the margin, with fiscal stimulus programmes announced in Korea and Japan, and rate cuts delivered almost across the entire region over the past two quarters. Not bad considering where we stood at the start of the year. Alas, don’t get too carried away. Growth is still proceeding at a disappointing pace. Plus, in a number of economies, debt continues to climb at a rapid clip. Meanwhile, whatever small lift came through on the external side is bound to quickly fizzle, with continued lacklustre demand in the West capping



1







ECONOMICS  ASIA Q4 2016



further improvement. In China, soaring property prices in many cities have prompted officials to gently tug the reins again in a bid to cool demand. The pace of newly started investment projects is also cooling again. To be sure, China maintains sufficient policy ammunition to put a floor under growth, but, over the coming year, output gains look set to ease once more at the margin. Japan, by contrast, could pick up a little steam next year thanks to another generous fiscal stimulus programme. However, the Bank of Japan, while remaining accommodative, will struggle to impress markets. Switching back to an interest rate-based monetary framework may have rendered its current stance more sustainable, but doubts linger about the scalability of monetary easing in Japan. For now, fiscal policy will have to do the heavy lifting. Australia and New Zealand are going strong, with the former still rebalancing successfully away from its multi-year mining investment boom. In both economies, housing demand also continues to be robust, driving up prices, thanks to low interest rates and net immigration. Property prices in Korea are holding up well, too, but growth is bound to suffer if export demand softens again and when the impact of corporate restructuring, particularly shipbuilding, affects the labour market. India’s big challenge is the lack of corporate investment. While growth appears robust, and the government is making some progress on reforms and infrastructure, credit availability is constrained by the impaired asset quality in the banking sector. Fortunately, a good monsoon helped keep food prices in check, bringing down inflation and opening room for further rate cuts. Growth in Hong Kong and Taiwan is stable, if disappointing. The former is suffering from a slide in retail and tourist spending, but a pick-up in property demand over the summer suggests that buyers remain undeterred. Taiwan’s economy benefitted from a tick-up in the electronics cycle in the last few months; but, like in Hong Kong, consumer spending is still a drag. The picture in ASEAN varies. Galloping ahead are the Philippines and Vietnam. In the former, growth has soared to 7%, helped by surging investment. Vietnam has bounced back from a drought-induced slowdown over the first half of the year. In Malaysia, things still look soggy, however, as they do next door in Thailand despite an uptick in public spending. In Indonesia, growth is stable, and the government is making progress on reforms, while the central bank has room to cut rates. Singapore, meanwhile, is riding out the weakness in external demand, patiently waiting for a global upswing. Well… isn’t everyone else?



HSBC GDP growth forecasts (%, red denotes above consensus, grey below)



Australia New Zealand Bangladesh* China Hong Kong India* Indonesia Japan Korea Malaysia Mongolia Philippines Singapore Sri Lanka Taiwan Thailand Vietnam Asia ex JP Asia ex JP & CN Asia ex JP CN & IN



2014



2015



2.7 3.7 6.6 7.3 2.6 7.2 5.0 0.0 3.3 6.0 7.0 6.2 3.3 4.9 3.9 0.8 6.0 6.4 5.0 4.0



2.4 2.5 7.1 6.9 2.4 7.6 4.8 0.5 2.6 5.0 2.3 5.9 2.0 4.8 0.6 2.8 6.7 6.1 4.7 3.5



2016f (old) 2.8 2.6 6.6 6.7 1.5 7.4 4.9 0.6 2.3 4.0 3.0 6.3 1.6 4.7 1.1 2.8 6.3 5.9 4.5 3.3



2016f 2016f (new) consensus 2.9 2.9 3.2 3.0 6.8 6.5 6.7 6.6 1.2 1.2 7.5 7.6 4.9 5.0 0.6 0.6 2.5 2.6 4.0 4.1 2.0 n/a 6.5 6.4 1.5 1.7 4.2 4.9 1.1 1.0 2.8 3.1 6.2 6.1 5.9 5.9 4.6 4.7 3.3 3.4



2017f (old) 2.8 2.4 6.9 6.5 2.0 7.2 5.1 0.8 2.2 3.8 1.0 6.3 1.8 5.4 1.7 2.8 6.6 5.8 4.6 3.4



2017f 2017f (new) consensus 2.9 2.8 3.0 2.8 6.9 6.6 6.5 6.3 1.8 1.5 7.3 7.7 5.1 5.3 0.9 0.8 2.4 2.6 3.8 4.3 1.0 n/a 6.3 6.1 1.4 1.8 5.1 5.1 1.7 1.7 2.8 3.2 6.5 6.5 5.8 5.7 4.6 4.8 3.5 3.6



2018f 3.2 2.9 7.0 6.5 2.4 7.6 5.3 0.5 2.4 4.0 1.0 6.4 1.6 5.5 1.6 3.0 6.6 5.8 4.8 3.6



Source: CEIC, Consensus Economics, HSBC forecasts, NB: *On a FYI basis. Regional averages are nominal USD GDP weighted. Old forecasts refers to those published in the Asian Economics Quarterly 3Q 2016: You know what to do, right?, 7 July 2016.
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Key forecasts (% y-o-y) Asia Average Real GDP* 2015 5.0 2016f 4.9 2017f 4.8 2018f 4.8 Real Private consumption 2015 5.1 2016f 5.2 2017f 5.3 2018f 5.2 Real Fixed investment** 2015 6.3 2016f 5.1 2017f 5.4 2018f 5.1 Current account balance*** (% of GDP) 2015 3.3 2016f 3.2 2017f 2.9 2018f 2.7 CPI (period average)* 2015 1.8 2016f 1.7 2017f 2.0 2018f 2.0 Money market interest rate**** (%, year-end) 2015 3.04 2016f 2.33 2017f 2.30 2018f 2.30 Exchange rate (vs. USD, year-end) 2015 n/a 2016f n/a 2017f n/a 2018f n/a



AU



CH



BA



HK



IN



ID



JA



KR



MA



MO



NZ



PH



SI



SL



TA



TH



VN



2.4 2.9 2.9 3.2



6.9 6.7 6.5 6.5



7.1 6.8 6.9 7.0



2.4 1.2 1.8 2.4



7.6 7.5 7.3 7.6



4.8 4.9 5.1 5.3



0.5 0.6 0.9 0.5



2.6 2.5 2.4 2.4



5.0 4.0 3.8 4.0



2.3 2.0 1.0 1.0



2.5 3.2 3.0 2.9



5.9 6.5 6.3 6.4



2.0 1.5 1.4 1.6



4.8 4.2 5.1 5.5



0.6 1.1 1.7 1.6



2.8 2.8 2.8 3.0



6.7 6.2 6.5 6.6



2.8 2.7 2.6 2.6



7.5 7.2 7.4 7.4



5.3 5.6 5.9 5.7



4.8 1.4 0.5 0.3



7.4 7.6 7.5 7.0



5.0 5.0 5.1 5.4



-1.2 0.4 0.7 0.7



2.2 2.3 2.4 2.5



6.0 6.2 4.6 4.9



n/a n/a n/a n/a



2.3 3.4 3.0 2.9



6.3 7.1 6.4 6.2



4.5 2.9 1.5 2.2



6.5 7.2 5.0 4.6



2.3 2.1 2.1 1.9



2.1 2.3 2.0 2.2



9.3 5.9 6.4 6.7



-4.3 10.0 -2.9 7.5 1.4 7.2 2.7 7.2



8.9 8.7 8.6 9.5



-2.2 -3.7 -3.9 -2.7



3.9 4.2 7.6 8.4



5.1 4.1 3.9 5.6



0.0 0.6 2.1 -0.7



3.8 3.4 2.5 2.3



3.7 2.8 4.5 4.8



n/a n/a n/a n/a



2.8 5.4 4.2 3.8



15.2 24.8 12.5 12.8



-0.9 -1.5 -0.6 0.1



1.4 6.5 7.1 7.1



1.2 0.6 1.8 1.0



4.7 2.0 1.5 2.4



9.3 7.0 7.8 7.3



-4.7 -3.5 -3.5 -3.2



3.1 3.0 2.6 2.3



1.5 2.0 3.0 4.0



3.1 2.3 3.3 5.5



-1.1 -1.0 -1.3 -1.5



-2.1 -2.0 -2.3 -2.3



3.3 3.3 2.9 2.7



7.9 7.6 6.7 6.7



3.0 1.2 1.5 2.0



-8.2 -5.1 -3.1 -0.6



-2.3 -2.7 -2.7 -2.9



2.6 1.3 0.9 0.5



19.8 19.8 21.1 22.5



-2.5 -3.3 -3.7 -3.0



14.5 8.1 14.0 10.5 13.6 8.1 13.3 7.5



0.5 -2.2 -3.3 -2.6



1.5 1.3 2.4 2.6



1.5 1.9 1.7 1.8



6.2 5.6 5.8 5.9



3.0 2.6 2.7 2.8



4.9 4.8 5.1 4.8



6.4 3.7 4.1 4.4



0.8 -0.2 0.4 0.5



0.7 0.7 1.3 1.7



2.1 2.1 2.7 2.6



6.6 1.0 2.0 2.0



0.3 0.6 1.7 1.9



1.4 1.7 3.2 3.6



-0.5 -0.5 1.1 1.8



0.9 3.8 5.2 5.6



-0.3 1.0 1.1 0.9



-0.9 0.3 2.0 2.1



0.6 2.3 4.5 4.7



2.10 1.80 1.80 1.80



3.00 5.00 0.39 7.23 2.80 n/a 0.60 7.50 2.70 n/a 0.70 7.20 2.70 n/a 0.70 7.20



8.86 6.80 6.80 6.80



0.10 -0.10 -0.10 -0.10



1.67 1.20 1.10 1.10



3.84 3.10 3.10 3.10



n/a n/a n/a n/a



2.60 1.90 1.90 1.90



2.30 1.20 1.20 1.20



1.70 0.80 1.00 1.00



n/a n/a n/a n/a



0.80 0.70 0.60 0.60



1.64 1.00 1.00 1.00



n/a n/a n/a n/a



0.73 0.70 0.70 0.70



6.49 6.80 6.90 6.90



13,795 13,000 12,600 12,600



120.4 95.0 95.0 95.0



1,172 1,090 1,070 1,070



4.29 3.95 3.85 3.85



1,995 2,261 2,261 2,261



0.68 0.68 0.68 0.68



46.7 46.2 45.5 45.5



1.41 1.38 1.38 1.38



144.1 150.0 150.0 150.0



33.1 31.1 30.5 30.5



36.0 34.6 33.8 33.8



22,485 22,300 22,300 22,300



78.5 81.0 81.0 81.0



7.75 7.80 7.80 7.80



66.3 66.0 65.0 65.0



Source: CEIC, HSBC forecasts. *India and Bangladesh GDP and CPI forecasts are on a fiscal year basis. **For China nominal growth. ***Hong Kong: current account refers to visible and invisible trade balance only. ****China: 3month time deposit; Bangladesh: Bank rate; Hong Kong: 3-month HIBOR; India: 3-month T-Bill; Indonesia: 3-month SBI; Korea: 3-month CD yield; Malaysia: 3-month KLIBOR; Philippines: 3-month T-bill; Singapore: 3-month SOR; Taiwan: 91-day secondary CP; Thailand: 3-month BIBOR. NB: Australia and New Zealand are not included in Asia aggregate and data are based on IMF nominal USD weights for the respective year, for which 2016, 2017 and 2018 use 2015 weights. FX rates for 2018 are all assumptions and not forecasts. Mongolia FX for 2016, 2017 and 2018 are assumptions and not forecasts. n/a – Not Applicable.
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Monetary policy assumptions Monetary Policy Period end % Australia Bangladesh China Hong Kong India Indonesia Japan Korea Malaysia Mongolia New Zealand Philippines Singapore Sri Lanka Taiwan Thailand Vietnam



RBA Cash Target rate Repo rate 1-year Base Lending rate Base Rate Repo rate 7-day Reverse Repo rate Overnight Call rate 7-day Repo rate Overnight rate Base Rate RBNZ Cash rate Reverse Repo rate 3 months rate Reverse Repo rate Discount rate 1-day Repo rate OMO rate



3Q 2016 1.50 6.75 4.35 0.75 6.50 5.00 -0.10 1.25 3.00 15.00 2.00 3.00 n/a 8.50 1.375 1.50 5.00



4Q 2016f 1.50 6.75 4.35 0.75 6.00 4.75 -0.20 1.00 2.75 15.00 1.75 3.00 n/a 8.50 1.250 1.25 5.00



1Q 2017f 1.50 6.75 4.10 0.75 6.00 4.75 -0.20 0.75 2.75 15.00 1.75 3.00 n/a 8.50 1.125 1.25 5.00



2Q 2017f 1.50 6.75 4.10 1.00 6.00 4.75 -0.20 0.75 2.75 15.00 1.75 3.00 n/a 8.50 1.125 1.25 5.00



3Q 2017f 1.50 6.75 4.10 1.00 6.00 4.75 -0.20 0.75 2.75 15.00 1.75 3.00 n/a 8.50 1.125 1.25 5.00



4Q 2017f 1.50 6.75 3.85 1.00 6.00 4.75 -0.20 0.75 2.75 15.00 1.75 3.00 n/a 8.50 1.125 1.25 5.00



1Q 2018f 1.50 6.75 3.85 1.00 6.00 4.75 -0.20 0.75 2.75 15.00 1.75 3.00 n/a 9.50 1.125 1.25 5.50



2Q 2018f 1.50 6.75 3.85 1.25 6.00 4.75 -0.20 0.75 2.75 15.00 1.75 3.00 n/a 10.50 1.125 1.25 5.50



Source: CEIC, HSBC forecasts



Headline inflation % y-o-y Australia Bangladesh China Hong Kong India Indonesia Japan Korea Malaysia New Zealand Philippines Singapore Sri Lanka Taiwan Thailand Vietnam



Target* 2 to 3 6.1 3.0 2.3 5.0 3 to 5 2.0 2.0 2.0 to 3.0 1 to 3 2 to 4 -1.0 to 0.0 Mid-single digits 1.1 1 to 4 less than 5



2Q 2016 1.0 5.5 2.1 2.7 5.7 3.5 -0.2 0.9 1.9 0.4 1.5 -0.9 4.7 1.3 0.3 2.2



3Q 2016e 1.2 5.8 1.5 2.3 5.3 3.0 -0.3 0.8 1.5 0.3 2.0 -0.4 4.5 0.5 0.3 2.8



4Q 2016f 1.5 5.4 1.7 2.3 4.2 3.7 -0.3 0.5 1.6 1.1 2.0 0.2 3.9 0.4 1.0 3.0



1Q 2017f 2.3 5.9 1.7 2.3 4.1 3.1 0.2 0.9 2.6 1.5 2.7 0.7 5.4 0.9 2.1 4.4



2Q 2017f 2.5 6.1 1.6 2.4 3.8 4.4 0.4 1.2 3.0 1.5 3.2 1.2 4.5 1.7 1.6 4.8



3Q 2017f 2.5 5.9 1.8 2.7 4.8 4.3 0.5 1.5 2.7 1.8 3.5 1.2 5.2 1.4 2.2 4.4



4Q 2017f 2.3 5.4 1.8 2.7 5.7 4.4 0.6 1.7 2.7 1.9 3.5 1.2 5.5 0.3 2.2 4.6



1Q 2018f 2.4 5.7 1.8 3.1 5.9 4.5 0.6 1.6 2.6 1.9 3.5 1.5 5.5 0.9 2.1 4.4



Source: Various central banks, CEIC, HSBC forecasts. Note: Australia and New Zealand are on quarterly data. China’s target is the government’s target. Sri Lanka does not have a specific target number; Malaysia has an implicit preference; Taiwan’s target is the Directorate General of Budget’s forecast for 2016. India’s annual data are for the fiscal year; and the target is for early 2017, en-route to the 4%, +/- 2% final target for early 2018 and beyond. Singapore’s target is a forecast by the MAS.



Foreign exchange rate Period end Australia Bangladesh China Hong Kong India Indonesia Japan Korea Malaysia New Zealand Philippines Singapore Sri Lanka Taiwan Thailand Vietnam



2-yr Average 0.83 77.82 6.25 7.75 63.66 12862 114.51 1104 3.69 0.76 45.19 1.33 134.45 31.41 33.54 21675.13



1Q 2016 0.77 78.40 6.45 7.75 66.33 13,276 112.93 1,154 3.92 0.69 47.70 1.35 145.13 32.28 35.21 22,293



2Q 2016 0.71 78.30 6.60 7.76 67.62 13,180 113.93 1,165 4.02 0.68 47.70 1.35 145.86 32.29 35.27 22,300



3Q 2016 0.76 80.50 6.67 7.76 66.71 13,118 101.78 1,108 4.11 0.73 47.43 1.36 145.46 31.46 34.71 21,942



4Q 2016f 0.70 81.00 6.80 7.80 66.00 13,000 95.00 1,090 3.95 0.68 46.20 1.38 150.00 31.10 34.60 22,300



1Q 2017f 0.70 81.00 6.85 7.80 66.00 12,900 95.00 1,090 3.92 0.68 46.00 1.38 150.00 31.00 34.40 22,300



2Q 2017f 0.70 81.00 6.85 7.80 65.50 12,800 95.00 1,080 3.90 0.68 45.80 1.38 150.00 30.80 34.20 22,300



3Q 2017f 0.70 81.00 6.90 7.80 65.50 12,700 95.00 1,080 3.87 0.68 45.60 1.38 150.00 30.70 34.00 22,300



4Q 2017f 0.70 81.00 6.90 7.80 65.00 12,600 95.00 1,070 3.85 0.68 45.50 1.38 150.00 30.50 33.80 22,300



Source: Bloomberg, HSBC forecasts
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Stable, at least  After looking wobbly at the start of the year, growth has stabilised lately across Asia, dispelling, at least for now, worries about a ‘hard landing’  Exports, too, have stabilised in recent months, but we caution that amid still sluggish demand in the West, a sustained upswing appears unlikely  Monetary policy is losing its punch across the region, putting the onus on fiscal policy; but few markets likely to launch stimulus programmes



Frederic Neumann Economist The Hongkong and Shanghai Banking Corporation Limited [email protected] +852 2822 4556 Abanti Bhaumik Economics Associate Bangalore



It looked worse, at one point Think back, for a moment, to the first few weeks of the year. Chinese currency wobbles fanned all sorts of worries about broader financial stability in Asia. Trade, too, stalled across the region, raising the spectre of a ‘hard landing’. No wonder, then, that markets took a dive. The Year of the Monkey was off to a rocky start. And yet, after the initial excitement, subsequent months have turned out to be largely uneventful – no recessions, no financial stress… kind of sleepy, really. That obviously provides plenty of relief. It could have been worse. But even if things have stabilised, it is hard to get overly thrilled about the near-term economic prospects for Asia. Take a look at Chart 1 below. This shows output growth for emerging Asia over time. Following the swift recovery after the Global Financial Crisis, growth settled at around five per cent, well below its mid-2000s average, but not too shabby, given the stiff economic headwinds blowing from the West. In mid-2014, however, growth sagged again, hitting a low in January (hence those market jitters). Since then, we’ve seen a steady improvement – not stellar by past standards, of course, but enough to reassure investors that the bottom isn’t about to fall out of the Asian growth engine. The question now, however, is: will growth accelerate further or simply settle into a subdued hum, steady yet disappointing by past standards? We think the latter. Chart 1: Emerging Asia industrial production growth (% y-o-y) 20 15 10 5



0 -5 -10 Jan-01 Source: CPB, HSBC
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Chart 2: EM Asia export vol. (% y-o-y)



Chart 3: EM Asia export vol. (2010 = 100)
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Export malaise, still Here is one reason: trade. What still makes Asia tick, if you look closely, is exports. And these haven’t done terribly well of late. In fact, shipments started to decelerate sharply in mid-2014, just around the time when output growth began to falter. Although we’ve seen a sprinkle of more positive data in recent months, we still don’t think Asia will experience a broad-based and lasting trade upturn any time soon. Hence the recent acceleration in output growth is bound to hit a ceiling soon. Take a look at Chart 2. This shows export volume growth for emerging Asia. Note the dip starting around mid-2014. The slight improvement in the last several months appears promising. However, at least in part, this tick-up is flattered by base effects. Chart 3 shows the same series in level terms; from this perspective, there has been no improvement; if anything the line started to turn lower again. China’s slowdown, of course, deserves some blame for Asia’s export malaise. However, shaky demand from the West is probably equally, if not more, responsible. Turn to Chart 4. This shows import growth from emerging Asia into the EU and the US (in nominal terms, but expressed in EUR and USD, respectively, to proxy volumes). Again, starting in mid-2014, there has been a sharp fall in import demand in the West, weighing on Asian shipments and thus explaining, at least to a large extent, sluggish production growth since.



Chart 4: EU and US import growth from EM Asia (% y-o-y, 3mma) 50 40 30
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Source: CEIC, HSBC
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Chart 5: EM Asia exports to the US and US durable capital goods orders (% y-o-y) 40



30



30



20



20



10



10



0



0



-10



-10



-20



-20



-30



-30 Jan-02 Feb-03 Mar-04 Apr-05 May-06 Jun-07 Jul-08 Aug-09 Sep-10 Oct-11 Nov-12 Dec-13 Jan-15 Feb-16



-40



EM Asia exports to US



US durable capital goods orders (ex transportation, RHS)



Source: CEIC, HSBC



Why has import demand in the West been so weak? That’s indeed a bit of a puzzle. One explanation might be that spending patterns are shifting away from the stuff that Asia traditionally exports. For example, as populations age, more is spent on healthcare and less on toys, electronics and home appliances. At the same time, capex has remained lacklustre. Chart 5, for instance, shows Asian export growth and US durable goods orders, with the latter contracting for the last 18 months or so (although, judging from this chart, Asian exports substantially “underperformed” US durable goods orders, suggesting that the problem is broader than simply contracting capex). Over the coming year, it appears unlikely that either consumption or investment demand accelerates meaningfully in the West. Janet Henry, HSBC’s Chief Global Economist, expects sluggish growth and low inflation to persist, not least because monetary policy has lost its punch and fiscal easing, which would be more appropriate in the current environment, will at best be rolled out only gradually (see Global Economics Quarterly: Monetary wears thin, fiscal weighs in, 27 September, 2016). In fact, while HSBC expects a gradual acceleration in the US, this will almost completely be offset by a corresponding deceleration in Europe. For Asia… that amounts to a wash. Another explanation for weak Asian export growth is that the global trade system has gummed up. Blame rising protectionism – or at least the absence of major trade liberalisation efforts – for that. From this perspective, failure to ratify the Trans-Pacific Partnership (TPP) agreement would be a major setback for the Asian economies involved: Japan, Brunei, Singapore, Australia, New Zealand, Malaysia, and Vietnam. One key development to watch in the coming months will be potential efforts to push the TPP through in the “lame duck” session of the US Congress at the end of the year (see Douglas Lippoldt, Trading up: Trans-Pacific Partnership - The ratification hurdle, 25 August, 2016).



Table 1: Growth above base-line due to TPP implementation by 2030 (%) Exports Real Income



Australia New Zealand 4.9 10.2 0.6 2.2



Brunei 9.0 5.9



Japan 23.2 2.5



Malaysia 20.1 7.6



Singapore 7.5 3.9



Vietnam 30.1 8.1



Source: Peter A Petri and Michael G Plummer, The Economic Effects of the Trans-Pacific Partnership: New Estimates, Peterson Institute for International Economics, Working Paper 16-2, Washington, DC, January 2016



Table 1 shows the potential gains of TPP implementation for Asian markets. Vietnam and Malaysia would have most to lose should the agreement never be ratified. Note, however, that these estimates likely understate the actual benefits over time. Take Japan. The TPP requires the opening of the sheltered services sector to foreign competition. This, in turn, is bound to accelerate efficiency gains that raise investment and further spur growth over time. In Vietnam and Malaysia, too, restrictions on aid to state-owned companies, as stipulated by the TPP, should help accelerate structural reforms and boost productivity, further raising economic gains that are arguably not adequately captured in the estimates presented above.
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The establishment of regional free trade agreements always entails the risk, of course, that nonparticipants might get hurt due to “trade diversion”. However, estimates suggest that the trade and income losses for Asian economies left out of TPP would be marginal, and some might even see gains due to the creation of more efficient regional supply chains and rising demand from markets within the TPP area (see Table 2).



Table 2: Growth relative to base-line due to TPP implementation by 2030 (%) China Hong Kong 0.2 1.0 -0.1 1.2



Exports Real Income



India 0.1 -0.1



Indonesia -1.0 -0.1



Korea The Philippines -1.0 -0.4 -0.3 -0.1



Taiwan 0.8 0.2



Thailand -1.6 -0.8



Source: Peter A Petri and Michael G Plummer, The Economic Effects of the Trans-Pacific Partnership: New Estimates, Peterson Institute for International Economics, Working Paper 16-2, Washington, DC, January 2016; NB: economies can experience an export boost but negative real income because of the impact TPP might have on FDI flows



In addition, negotiations for a “rival” free trade agreement, the Regional Comprehensive Economic Partnership (RCEP), are also making progress – although the initial goal to reach a deal by the end of this year is unlikely to be met, with talks possibly wrapping up only in 2017. The RCEP comprises all major Asian economies plus Australia and New Zealand. While less ambitious in terms of market access than the TPP, the agreement would still help to revive trade and investment flows across the region, in particular in conjunction with China’s Belt and Road initiative.



Temporary lift In recent months, as mentioned, headline trade numbers have improved somewhat. Chart 6 shows average 2015 USD export growth and the latest available three-month moving average. Except for China, Hong Kong, the Philippines, and Sri Lanka, things look a bit more reassuring. However, note that only in New Zealand and Vietnam, export growth has turned positive (recent trade numbers have been very choppy, so we use the three-month moving average as a more reliable indicator of the recent trend). Keep in mind as well that base effects should at this stage flatter annual growth numbers, suggesting that underlying volumes remain lacklustre. For the region overall, new export orders, as measured by manufacturing PMIs have stabilised of late. However, a closer look reveals a mixed picture, with some economies still experiencing an overall contraction in orders (Chart 7). Once the temporary lift from the latest electronics minicycle fades, and demand in the West fails to accelerate, we expect orders and export growth to cool again. In short, don’t expect much growth impulse from the external side any time soon.



Chart 6: Export growth, nominal USD (% y-o-y, average) 10 5 0 -5 -10 -15 -20 -25 AU
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Source: CEIC, HSBC. NB: In Australia, export volumes are actually rising briskly, with the headline USD number falling due to the decline in commodity prices, see for example Paul Bloxham’s Downunder digest: Australia’s strong export outlook, 29 September, 2016.
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Chart 7: Manufacturing PMI new export orders 58.0 56.0 54.0 52.0 50.0 48.0 46.0 44.0
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Japan, too, struggles with weak external demand. In fact, the country’s travails help to illustrate a broader challenge for Asia. Chart 8 shows that export volumes have essentially remained flat over the past 18 months or so. However, since January of this year, this has been accompanied by a sharp appreciation of the yen against the US dollar (Chart 9). While from the perspective of GDP growth flat shipment volumes are essentially neutral, exporters will have suffered a profit squeeze, given the strength of the yen (assuming that their products are predominantly priced in USD). This, in turn, tends to affect GDP growth indirectly by curtailing capex spending by companies (there might be, of course, a boost to consumer demand as households’ purchasing power improves, but in Japan, and Asia more generally, it is the impact on investment that usually dominates, hence resulting in a slowdown in growth).



Chart 8: Japan export vol. (2010 = 100, sa)



Chart 9: Yen vs. USD exchange rate
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It is therefore not surprising that Japanese policy makers have voiced concerns over the rapid climb of the yen against the dollar (in addition to the drag on growth, the BoJ is also concerned that exchange rate appreciation lowers inflation pressures, making it harder to lift the economy out of its deflation “trap”). But policy options to stem yen strength, short of outright FX market intervention, are limited, not least given monetary accommodation in other major economies. In fact, the yen has started to climb sharply this year after the BoJ’s adoption of a negative interest rates policy (NIRP) in January. Given lingering doubts about both the sustainability and scalability of the BoJ’s current policy framework (more about this below), it is difficult to see a reversal of recent yen strength any time soon, with HSBC’s FX strategists continuing to expect the currency to climb to 95 against the dollar by year-end 2016.
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Chart 10: Exchange rate changes against USD (% y-o-y, as of 30 September 2016) 20



appreciation 15



depreciation



10 5 0 -5 JPY



NZD



IDR



AUD



KRW



MYR



TWD



THB



SGD



VND



HKD



INR



PHP



CNY



Source: Bloomberg, HSBC



The broader point for Asia is that exchange rate strength, amid stagnating volumes, hurts exporters’ profits and thus curtails investment spending. Chart 10 shows the per cent y-o-y change of local currencies against the US dollar. Japan, clearly, has suffered the sharpest appreciation, but most economies in Asia have seen substantial exchange rate strength, although China’s currency and recently the Philippine peso have lagged the most. Thus, without a substantial rebound in export volumes, or weaker exchange rates, manufacturers are likely to continue to limit capex.



Investment wobbles Chart 11 shows investment spending growth for the major economies in the region. Note the sharp deceleration in recent years, with the exception of Korea, Thailand, and the Philippines. The latter now comfortably tops China, fuelled by public investment projects and record low interest rates. Ambitious spending plans by the government, including a doubling of infrastructure outlays, mean that investment will remain a key growth driver for the coming year and possibly beyond.



Chart 11: Gross fixed capital formation (real, % y-o-y) 20



27.2% 15 10 5 0 -5 AU



NZ



JN



CH



HK



IN



2012-14 avg



ID



KR



MA



PH



SI



TA



TH



Latest



Source: CEIC, HSBC. NB: For China, nominal FAI growth minus PPI inflation.
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Chart 12: China FAI (% y-o-y, 3mma)



Chart 13: Korea investment (% y-o-y) 20
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Elsewhere, however, the picture looks far less rosy. Australia (due to the unwinding of the mining investment boom), Hong Kong, India, Singapore, Japan, Taiwan, and Malaysia, have experienced comparatively sharp decelerations, if not outright contractions, in capex spending. Moreover, in many economies, gross fixed capital formation is currently supported mostly by infrastructure and housing investment, and thus highly dependent on fiscal stimulus programmes or strong housing demand, the latter underpinned by unusually low interest rates. Chart 12, for example, shows headline and private fixed asset investment (FAI) growth in China. What is notable is that private spending has decelerated much more than overall investment. This reflects, in part, subdued capex by exporters (often private firms), ongoing policy uncertainty, and, amid deteriorating cash flow, the inability to borrow at attractive interest rates (due to the imperfect monetary transmission process in the country). As a result, headline FAI growth over recent months was lifted by infrastructure and property construction, underlining the stimulus dependence of the economy. Chart 13 shows that facilities investment is contracting in Korea, while construction growth has picked up. Here, too, greater public outlays (helped in part by a mini-fiscal stimulus that has recently kicked in), as well as robust housing demand, are pushing up construction. Meanwhile, in India, there has also been a divergence in public and private investment, with the former rising to a record high last year and the latter constrained by tightened bank lending standards. Chart 14 shows the deep, recent contraction of capital goods IP, a proxy for private capex in India. Thailand is another example where overall investment growth is benefitting from extra public spending but where private firms have curtailed capex of late (Chart 15).
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Chart 15: Thai private investment (% y-o-y)
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Chart 16: Bank credit-to-GDP ratio (%, simple averages) 115 110 105 100 95 90 85 80 75 70
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The slowdown in private investment spending across Asia is one of the reasons why credit growth has slowed. Chart 16 shows one of our favourite charts on emerging Asia: the average bank creditto-GDP ratio. After a rapid rise since the Global Financial Crisis, aggregate leverage has started to stabilise. As we argued in a recent report, rather than being an indication of imminent financial stress, the stabilisation in the bank credit-to-GDP ratio in the region reflects “debt saturation”, with private sector borrowers, especially companies, being increasingly reluctant to stretch balance sheets further (see Frederic Neumann, et al., Asia Economics Quarterly: You know what to do, right?, 7 July 2016). However, there are important nuances to this overall picture. First, credit growth varies widely across the region (Chart 17). In Australia, New Zealand, Sri Lanka, Vietnam, and Korea bank lending in fact picked up steam since 2012-14. In the latter especially, this is largely due to the acceleration in lending to households, whereas borrowing by corporations has slowed (Chart 18). In China, too, consumer loan growth has been brisk, reflecting the government’s success in reviving property demand over the past year (Chart 19). However, corporate borrowing, especially by state-owned enterprises, still dominates, so relatively steady bank lending growth in China still largely reflects ongoing credit extension to public companies; overall leverage, in turn, is still climbing rapidly. By contrast, in Hong Kong and Singapore credit growth decelerated quite sharply, reflecting in both cases to a large extent big reductions in cross-border lending (which, incidentally, is why the regional average in Chart 16 levelled out of late). The slowdown in bank lending has also been marked in Indonesia, again reflecting the deceleration in private sector investment in recent years, although central bank easing since early 2016 – and signs the government is starting to tackle structural
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Chart 18: Korea lending growth (% y-o-y)



Chart 19: China lending growth (% y-o-y)
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bottlenecks in the economy – might help to stabilise credit growth with a lag. Thailand and Malaysia also experienced a slowdown in overall loan growth, although here it is not just private corporations that have reduced credit demand, but also households given their already substantial level of debt.



When central banks lose their punch The deceleration in Japan’s credit growth is perhaps the most remarkable. After all, it is the BoJ that has delivered what is arguably the largest monetary stimulus programme of any economy after the Global Financial Crisis. And yet, after an initial pick-up, lending has decelerated again over the past year (Chart 20). In addition, the BoJ has also not made any progress to date in meaningfully lifting inflation (or inflation expectations, for that matter). Chart 21 shows headline and core CPI changes over time. The former has turned negative again since March, while the latter, at 0.2% y-o-y, is barely keeping its head above water. The renewed deceleration of inflation in Japan has prompted the BoJ to undertake a comprehensive assessment of its monetary policy framework, which was published in conjunction with its policy decision on 21 September. In it, monetary officials argue that the recent drop in consumer inflation can largely be attributed to temporary factors, such as the fall in global oil prices and the appreciation of the yen. However, the fall in core CPI (excluding food and energy) suggests that challenges to boosting price pressures are more structural. As such, it is doubtful that monetary policy alone can cure Japan of deflation.
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Chart 21: Japan inflation (% y-o-y)
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Chart 22: Japan supplementary budgets (% of GDP) 3.50 3.00 2.50 2.00 1.50 1.00 0.50
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In fact, the government has recognised this and proposed an easing of fiscal policy alongside continued monetary accommodation. First, the administration postponed a VAT hike from 8% to 10%, which was originally scheduled to take effect in April 2017, to October 2019. Second, Prime Minister Shinzo Abe proposed another supplementary budget, to be passed in the current session of the Diet, to boost demand. However, its headline figure of 28 trillion yen (around 5.5% of GDP) is a little misleading, as it includes loan guarantees for long-term investment projects. Incremental spending commitments in the proposed budget amount to a mere 7.5 trillion yen (or 1.5% of GDP; Chart 22), with no specific time frame for disbursement – helpful at the margin, but in itself not a large and sustained enough boost to aggregate demand. Monetary and fiscal policies are, of course, useful counter-cyclical tools, even if the former is starting to lose its effectiveness. But neither one does much to address the structural problems that ail Japan, including a rigid labour market, sheltered service sector, and a rapidly ageing population. Thus, only a more determined stab at reforms can put Japan on a path to sustainable growth. The BoJ’s comprehensive assessment unveiled in September also led to a shift in its monetary policy framework. As we noted for a while, the central bank’s easing strategy had proved increasingly ineffective because of investors’ doubts about its sustainability and scalability (see, for example, Frederic Neumann et al, Bank of Japan Watch: Tweaks, at best, 9 September, 2016). The BoJ’s commitment to purchasing 80 trillion yen in assets, primarily JGBs, was difficult to sustain, given the growing reluctance of private financial institutions to sell government bonds, hence there loomed a divergence between non-BoJ JGB holdings, as implied by the central bank’s purchase pace, and the sustainable non-BoJ holding balance (chart 23). This constraint was already beginning to set in, it should be noted, well before the BoJ’s holding reached 35% of JGBs outstanding (Chart 24).



Chart 23: Non-BoJ holdings of JGBs



Chart 24: BoJ ownership



Non-BoJ holdings of JGBs in JPY trn



750



HSBC projection



700



JGB holdings share (% total outstanding)



100



Implied by current pace of BoJ purchases



80



650



60



600 550



40



500



20



450 10



11



12



13



14



15



16



17



18



19



20



Estimated sustainable non-BoJ JGB holding balance Non-BoJ JGB holding balance implied by central bank asset… Source: CEIC, BoJ, HSBC



0 10



11



12



13



Central bank



14



15



16



17



18



19



20



Non-central bank



Source: CEIC, BoJ, HSBC



15







ECONOMICS  ASIA Q4 2016



As a result, it became increasingly clear that the BoJ could neither sustain its current purchase pace of 80 trillion yen for very long, nor scale up the programme to impart an even greater monetary impulse. At its September meeting, therefore, Japan’s central bank changed strategy, announcing a new policy of “yield curve control” by unveiling a target to keep 10-year JGB yields at around zero per cent and relaxing its quantitative purchase target to “more or less” 80 trillion yen annually. Over the next few months, we suspect that the BoJ will further step away from quantitative purchase targets and strengthen its commitment to control yields across the curve, stepping into the market to buy (or even sell) JGBs merely as required to achieve the desired yields (see also Frederic Neumann, Japan Economics Comment: Regime shift, 26 September 2016). In effect, the BoJ’s new policy marks a shift back to an interest rate-based (instead of quantitative) monetary policy framework. But will this prove more successful in reviving inflation? We doubt it. In a sense, the BoJ’s new framework removes doubts over the sustainability of monetary easing in Japan, since officials have now bypassed quantitative constraints and can presumably cap yields at their desired level for a long time. However, the BoJ still faces doubts about the scalability of its framework since the appetite for, and indeed feasibility of, further rate cuts is limited. In fact, Bank of Japan (BoJ) officials, including Governor Haruhiko Kuroda, have acknowledged publicly in recent months that negative interest rates entail benefits as well as costs, with the latter presumably rising the lower interest rates fall. This, then, implies that monetary policy is losing its punch in Japan, at least under the current framework. Since the BoJ is unlikely to meet its target of lifting headline inflation to 2% by “some time in FY2017” (read Q1 2018), we expect another rate cut in the fourth quarter of this year, even if this will likely fail to impress markets. Eventually, a more radical approach may be need, such as “helicopter money”, but there seems little consensus, or desire, at the moment in Japan to adopt it. In its most likely form, helicopter money in Japan would involve direct purchases by the BoJ of JGBs, with the understanding that the proceeds are used to lift spending above regular budget plan. For this to occur, legislation may have to be changed, including Article 5 of Japan’s Finance Law that prohibits direct central bank financing of the government budget, a process that my take two years or so before enacted and before helicopter money will be explicitly adopted (see also, Frederic Neumann et al., Bank of Japan Watch: Chak-a-chak-a-chak, 21 July 2016).



Not just Japan Japan’s monetary travails are also instructive for the rest of the region, even if economic challenges in emerging Asia are nowhere near as pressing. For example, in Korea, both headline and core inflation continues to sag, with both now well below the central bank’s target band (Chart 25). The
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Chart 26: Korea policy rate (%)
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Chart 27: Emerging Asia headline and core CPI inflation (% y-o-y, simple average) 8 7
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drop in inflation, in turn, has recently pushed the real policy rate back up. Therefore, even if the nominal policy rate is at a record low, monetary conditions on the basis of real interest rates have in fact tightened. Barring a surge in inflation, further cuts in the policy rate thus appear likely, if only to prevent de facto tightening. We, therefore, continue to forecast two more policy rate cuts by the BoK in the coming months. This, however, leads to three questions. The first is whether further monetary easing will indeed spur growth across Asia. Or is monetary policy starting to lose its punch not just in Japan, but elsewhere, too? At the margin, further interest rate cuts certainly help. In Korea, for example, as we showed above, household credit continues to expand briskly, with low (and falling) interest rates helping to spur property demand. However, as discussed, there are also signs that corporate investment is softening across Asia despite a benign funding environment. In fact, as in Japan, companies in Korea and elsewhere in Asia are sitting on rising amounts of cash. Something more is, therefore, needed to repair the potency of monetary policy: confidence. And this, in part, depends on progress in structural reforms that improve prospects for future productivity gains. The second question concerns financial stability. If interest rate cuts do little to spur corporate investment and only fan property purchases, this does little to raise an economy’s future growth potential and can lead to a dangerous build-up of leverage among households. Monetary officials thus need to carefully weigh the (increasingly marginal) stimulative effects that rate cuts can still impart against risks of long-term financial stability. A tricky balance, and one which cannot be fully achieved by tweaks to macro-prudential rules alone.
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The third question relates to inflation. The drop in headline CPIs over the past year across the region, as in Japan, can partly be attributed to the collapse in oil prices and strengthening exchange rates. However, the concern among some investors now is that base effects from oil could once again drive up headline readings, limiting the scope for further rate cuts. We aren’t too worried. From a regional perspective, headline inflation remains extraordinarily low -- lower, in fact, than in the early 2000s, when deflation was a prominent risk for much of the region (Chart 27). More importantly, core inflation remains broadly flat, showing no signs of acceleration. In fact, with the exceptions of New Zealand and Sri Lanka, the latest core CPI readings are below their 2014-15 average (Chart 28). Without a meaningful pick-up in growth, in short, it is unlikely that a base effect-driven, temporary rise in headline inflation will impress central bankers. The overall bias, therefore, remains for further monetary easing, even if (a) growing doubts over its effectiveness, and (b) lingering worries about financial stability, will limit the scope of rate cuts being delivered (Table 3).



Table 3: HSBC policy and benchmark rate forecasts (%, red denotes rise, grey fall) Australia New Zealand Bangladesh China Hong Kong India Indonesia Japan Korea Malaysia Philippines Singapore Sri Lanka Taiwan Thailand Vietnam



Q1 16 2.00 2.25 6.75 4.35 0.75 6.75 5.50 -0.10 1.50 3.25 4.00 0.81 8.00 1.500 1.50 5.00



Q2 16 1.75 2.25 6.75 4.35 0.75 6.50 5.25 -0.10 1.25 3.25 3.00 0.81 8.00 1.375 1.50 5.00



Q3 16 1.50 2.00 6.75 4.35 0.75 6.50 5.00 -0.10 1.25 3.00 3.00 0.60 8.50 1.375 1.50 5.00



Q4 16f 1.50 1.75 6.75 4.35 0.75 6.00 4.75 -0.20 1.00 2.75 3.00 0.80 8.50 1.250 1.25 5.00



Q1 17f 1.50 1.75 6.75 4.10 0.75 6.00 4.75 -0.20 0.75 2.75 3.00 0.90 8.50 1.125 1.25 5.00



Q2 17f 1.50 1.75 6.75 4.10 1.00 6.00 4.75 -0.20 0.75 2.75 3.00 1.00 8.50 1.125 1.25 5.00



Q3 17f 1.50 1.75 6.75 4.10 1.00 6.00 4.75 -0.20 0.75 2.75 3.00 1.00 8.50 1.125 1.25 5.50



Q4 17f 1.50 1.75 6.75 3.85 1.00 6.00 4.75 -0.20 0.75 2.75 3.00 1.00 8.50 1.125 1.25 5.50



Source: CEIC, HSBC. NB: For Singapore and Hong Kong benchmark money market rates.



With monetary policy losing its effectiveness, fiscal policy should arguably play a bigger role in boosting demand. Outside of Japan and Korea, China has probably been the most aggressive in using public spending over the course of his year to stabilising growth, using local and central government balance sheets as well as policy banks. Qu Hongbin, HSBC’s Chief China Economist, argues that the government has sufficient room to step up its fiscal stimulus if needed. Elsewhere in Asia, governments are more constrained in using fiscal policy aggressively, with budget deficits (Chart 29) and public debt (Chart 30) already high or fiscal rules making it hard to ease significantly.
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Chart 30: Government debt (% of GDP) 249%



251%



AU NZ CH HK IN ID JN KR MA PH SI TA TH VN 2016f 2017f Source: IMF, HSBC







ECONOMICS  ASIA Q4 2016



The scope (or at least political appetite) for material fiscal stimulus packages is currently relatively constrained in Australia, New Zealand, India, Malaysia, Indonesia, Taiwan, and Vietnam, while greater room still exists in Thailand, the Philippines, Hong Kong and Taiwan. Table 4: Selected “fiscal rules” Country Australia Hong Kong India Indonesia Japan Malaysia New Zealand



Singapore Sri Lanka Taiwan Thailand Vietnam



Fiscal Rules The Charter of Budget Honesty requires fiscal strategy to be based on the ‘principles of sound fiscal management’, including maintaining government debt at ‘prudent levels’. There is no more specific target. Basic Law requires government to strive for balanced budget (although time frame isn’t specified); governmental preference for operating surplus. Fiscal Responsibility and Budget Management Act (FRBMA) requires the central government to cut its deficit to 3% of GDP. Aggregate state deficit target is also 3 per cent of GDP. Deficit to GDP ratio of 3%; it’s a binding cap. Not legally binding target: zero primary balance by 2020. Government debt-to-GDP ratio limited to 55%. Supposed to be a statutory cap but in practice the finance minister (who is currently PM) can easily amend. The Public Finance Act requires the government to reduce debt to a ‘prudent’ level, but doesn’t specify what exactly that level is. The current government has nominated a target for net debt of 20% of GDP. The Public Finance Act also requires that, once debt is at prudent levels, operating expenses do not exceed revenues ‘on average, over a reasonable period of time’. Government must end its term with a balanced budget (i.e. cover any deficits with surpluses). The president can allow the government to access Singapore’s fiscal reserves if necessary, such as during the Global Financial Crisis. Fiscal consolidation prescribed in the IMF deal is binding to some extent. Stipulation is to lower the fiscal deficit to 5.4% in 2016, 4.7% in 2017, and to 3.5% by 2020. Legally binding 50% debt-to-GDP ratio for general government and 40% for central government. Legally binding: Borrowing to finance fiscal deficit cannot exceed the sum of 20% of expenditure and 80% of debt principal repayment. Non-legally binding targets: debt to GDP not to exceed 60% of GDP, debt repayment not exceeding 15% of GPD, balanced budget over time. National Assembly has mandated that the debt-to-GDP ratio remains below 65%.



Source: HSBC



What, then, is left? As discussed with respect to Japan, fiscal and monetary policy only help so much in delivering sustained growth. Over time, what matters is that productivity rises. Unfortunately, in emerging Asia, total factor productivity continues to slide (Chart 31). No wonder, then, that companies are holding back investment. This highlights the need for structural reforms: without opening up room for further gains in efficiency, the pace of growth will remain restrained, no matter the size of stimulus public officials deliver. The laundry list is long, but public enterprise reforms are at the very top, whether in China, Vietnam, Malaysia, India, Thailand, or Indonesia. Oh, and trade liberalisation comes a close second, benefiting everyone. Time to roll up the sleeves.



Chart 31: Emerging Asia total factor productivity growth (% y-o-y) 3.5 3 2.5 2 1.5 1 0.5
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China’s fiscal ammunition  The policy baton is being passed from monetary easing to fiscal easing  In this chapter we explore Beijing’s various fiscal options, from the general budget deficit to Private Public Partnerships (PPP)  Fiscal expansion is more effective at supporting growth and can help to channel liquidity into the real economy, reducing concerns over asset bubbles



Qu Hongbin Economist The Hongkong and Shanghai Banking Corporation Limited [email protected] +852 2822 2025 Julia Wang Economist The Hongkong and Shanghai Banking Corporation Limited [email protected] +852 3604 3663



From monetary to fiscal In 2016, China’s economy again defied expectations of a sharp slowdown, and grew at a steady pace of 6.7% in the first half of the year. Instrumental to the growth stabilisation has been two factors. The first factor is the rebound of the housing market. This has begun as early as mid-2015 when national property sales started to stabilise and rebound amidst cumulative monetary and mortgage easing measures. Over the next 12 months, prices in Tier 1 cities (Beijing, Shanghai, Guangdong and Shenzhen) have increased by an average of over 20% y-o-y, fuelling talks about a ‘property price bubble’. In a recent report (see China Inside Out: How will the property boom affect macro policies?, 4 October 2016), we have argued that Tier 1 cities are hardly representative of the national property market. Price gains are far more modest outside of the four top cities, and house prices in urban areas are still more affordable than a generation ago. Therefore, the worries about ‘overheating’ prices are issues with select cities rather than the national market. This means that macro-prudential policies, which are tailored to local conditions are more appropriate policy responses compared with broad-based tightening of monetary policy.



Chart 1. Price gains more modest outside of Tier 1 cities Property prices, December 2009 = 100 250
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Chart 2. Household debt levels still relatively low % GDP 300
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Table 1. China’s fiscal framework at a glance Official Fiscal Budget Budget deficit % GDP Budget Deficit, RMBbn CGB + General Muni Bonds, RMBbn Designated Muni Bonds, RMBbn Policy banks Policy Bank Bonds (mostly CDB public placement) Bank lending Special Financial Bonds (private/public placement, development fund) Policy Bank Lending Commercial Bank Lending Others Private Public Partnerships Fiscal deposits



2015



2016



2017



2.3% 1,620 1,620 100



3.0% 4.0% 2,180 3,173 2,180 3,173 400 Depends on Fund Budget



1,059



>1,443



Flexible



800



>1,000



Flexible



1,265 1,000-2,000



>2,000 >2,000-3,000



Flexible Flexible



N/A 735



>1,000 Flexible



Flexible Flexible



Source: CEIC, MoF, HSBC. N/A – Not Applicable



Moreover, despite faster growth in mortgage lending, household debt is still relatively low. Mortgage debt accounted for a bigger share of new bank lending so far in 2016 (46%) compared with 2015 (33%); we estimate that this will add another 6ppt to household debt (as a percentage of GDP) in 2016, bringing total household debt (mortgages plus a smaller amount of short-term debt, such as credit card debt) to 45% of 2016 GDP. This means that the level of household debt in China will still remain significantly below most emerging markets in Asia, while its saving rate will remain amongst the highest. The second driver of the stabilisation, often talked about but less well understood, is fiscal expansion. As we head toward the end of 2016, there are still some downside risks on the horizon (although much less than at the beginning of the year). Moreover, the annual planning session is due to begin in two months’ time. So now is a good opportunity to take an in-depth look at China’s fiscal framework and the various tools Beijing can utilise to support growth. In Table 1 above, we list the key components of China’s fiscal framework, from the official fiscal budget (here we only discuss the general budget and the fund budget, which are relevant for fiscal expansion), to institutions, such as policy banks, commercial bank lending and Private Public Partnerships (PPP). We also show how each tool has supported fiscal expansion in 2015. The numbers for 2016 are our estimates based on how much these tools have been utilised so far in 2016. For many of these options, their usage is quite flexible and can be expanded during the year subject to growth requirement. Therefore, the fear that the degree of fiscal support will decrease due to ‘front-loading’ is not a particularly big concern for us. As for 2017, outside of the general budget, for which our deficit assumption is 4%, the mix and match of the various fiscal options is also quite flexible.



Understanding the fiscal framework The fiscal budget The most straightforward part of the fiscal framework is the consolidated national budget. Most of the ‘official’ fiscal expansion takes place on the general budget, which provides funding for everything from public administration to education and infrastructure investment at the local as well as central government level. The degree of fiscal expansion, for example from 2015 to 2016, is reflected in the bigger headline fiscal deficit target (from 2.3% of 2015 GDP to 3% of 2016 GDP). But there are two ways in which, within this constraint, fiscal policy can actually be more or less expansionary.
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Chart 3. How we get to the deficit target matters as much as the target itself 1,500 1,000 500 0 -500 -1,000 -1,500 -2,000 -2,500 -3,000
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The first is how evenly spread out fiscal spending is throughout the year. In Chart 1, we show the cumulative fiscal balance throughout the year. Historically, the fiscal process tends to be very inefficient because late planning means the budget is not set until March. Then throughout most the year the focus is often more on revenue collection rather than spending. 2014 (pink columns) is a good example. Despite a fiscal deficit target of RMB1131bn, the fiscal book ran a sizable surplus all the way until November, before spending RMB1460bn in December alone. Generally, more compressed spending patterns means that the economy does not get much of the ‘lift’ from fiscal expansion throughout the year, and that ultimately the spending tends to be inefficient. Since 2015, the spending process has become more evenly spread out, allowing the economy to benefit more from a given amount of fiscal expansion. The improvement is even more pronounced in 2016. Secondly, in 2015 fiscal spending actually exceeded the official deficit target by RMB735bn (hence the last black column exceeded the black line). The extra spending was financed by a transfer from the fiscal deposits (where years of unspent fiscal surplus are parked) to the fiscal budget. The ability to draw from the fiscal deposits is a key reason why we are not concerned about authorities ‘running out of fiscal ammunition’ to deal with potential downside risks due to a more consistent pace of spending so far in 2016. This is because China’s fiscal deposits amount to a total of RMB28trn (close to 40% of GDP). Around RMB4trn of these can be directly attributed to the fiscal surplus accumulated over the decade. These can be mobilised to finance additional fiscal spending. Greater mobilisation of the fiscal deposits (as was the case in 2015, see 2 Table 2, means more fiscal expenditures during the year).



Chart 4. The degree of fiscal deposit mobilisation also matters RMBbn 30,000 25,000 20,000
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Table 2. Drawing down from accumulated surplus means more spending during the year ______________________________ Carry over funds and fiscal stabilisation funds _______________________________ Withdraw (RMBbn) Injection (RMBbn) 2008 110 19 2009 50.5 261 2010 10 360 2011 150 481 2012 270 18 2013 100 116 2014 100 220 2015 805 70 Source: CEIC, MoF, HSBC



The annual deficit target is financed by issuance of China Government Bonds and General Municipal Bonds, both determined at the annual planning session in March. Similarly, the issuance of designated municipal bonds is also set at the same time, with the purpose of balancing the consolidated national fund budget. However, apart from the general budget and the fund budget, there are also two other budgets, the State Capital Management Budget and National Social Security Fund (NSSF) Budget. One way in which fiscal expansion can be expansionary outside of the general budget is through fee charges reductions. In a recent note (see China Economic Spotlight: Tapping state assets for social security funds, 24 August 2016), we have explored the implications of the recent proposal to transfer RMB4-5trn of SOEs’ equity to the NSSF over the next three years. This will help to reduce the NSSF’s reliance on fiscal subsidies (in 2015 that amounted to RMB1trn), and also open up room for a more meaningful reduction of fee burdens for the corporate sector. Generally speaking, the corporate sector pays 40-60% of an employee’s monthly salary in terms of social security contribution. This is a large cost in normal times and a significant burden when profit growth weakens. In Table 3 below, we have provided some estimates for the amount of savings these types of proposals can generate.



Table 3. A 1ppt cut to all social security fees could reduce corporate costs by RMB380bn Year 2016 Pension (urban workers) Medical insurance (urban workers) Unemployment insurance Fertility insurance Injury insurance



Coverage (m persons) 383 301 184 184 222



Total premium payment (RMBbn) 3324 899 58 28 66



Cost savings from 1ppt premium cut (RMBbn) 166 214 58 56 87



Source: HSBC calculations



Another source of additional fiscal revenue, although far more modest since 2015 has been interest savings for local governments as part of the debt-to-bond swap programme (which accounts for the majority of the municipal bond issuance in Chart 2). In Table 4 below, we have estimated the amount of savings based on local governments’ bonds maturity profile. A faster pace of swap, as has been the case so far in 2016, will mean more savings available, earlier, for fiscal use.



Table 4. Local governments save interest when LGFV debt is swapped into muni bonds



2015 2016 2017 2018 and after Overdue debt from previous years Total



Amount maturing, RMBbn 3,100 2,800 2,400 6,200 900 15,400



Original interest rate 10% 10% 10% 10% 10% 10%



New interest rate Interest payments saved, RMBbn 3.50% 202 3.50% 182 3.50% 156 3.50% 403 3.50% 59 3.50% 1,001



Source: CEIC, MoF, HSBC
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Chart 5. There is scope to do more fiscal expansion on the general budget % GDP
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And, despite the debt-to-bond swap, which has brought a lot of previously quasi-fiscal spending back onto the fiscal book, there is still significant scope for fiscal policy to play a more expansionary role. Using the latest available audit results from the National Audit Office and the Ministry of Finance, we had estimated that total government debt as a share of GDP will likely remain below 70% for 2016, suggesting room for fiscal policy to play a bigger role to support growth. The policy banks Apart from the official fiscal budget, another key element of the fiscal framework is policy banks. Policy banks are supposed to play a ‘quasi-fiscal’ role by supporting strategic sectors and the fiscal agenda. Their assets come mostly from bond issuance, which is not subject to fiscal constraints. Most of these bonds are sold to banks and mutual funds in public placements. In the onshore bond market, such bonds account for over a fifth of total bonds outstanding. These bonds allow banks, such as the China Development Bank (CDB), to extend loans for quasi-fiscal usage, such as funding infrastructure investment projects of local governments (in Chart 4, we summarise the main area of lending, total amount of lending outstanding, and flagship projects the CDB is currently supporting). On top of this traditional channel, there have been two recent innovations. The first is Special Financial Bonds, which are sold partly in private placements to the China Postal Saving Bank but will increasingly be sold via public placements as well. Funds raised through Special Financial Bunds go to the CDB Development Fund, which is used to provide seed capital for a variety of strategic investment projects, not only in infrastructure, but environmental protection, clean energy and high-end manufacturing. Commercial banks usually make up for the rest of the funding requirement (usually 80%). Chart 6. Faster pace of debt-to-bond swap means more fiscal savings available, earlier 2500
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Chart 7. Policy banks play a quasi-fiscal role through direct lending and capital financing Loans Banks and mutual funds China Postal Bank PBoC
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Another innovation was Pledged Supplementary Lending (PSL), which was a special loan extended by the People’s Bank of China (PBoC) to the CDB, exclusively for the purpose for loans to redevelop shanty-towns. Policy banks operate outside the commercial banking sector and, given their quasi-fiscal and quasi-sovereign status, are not constrained by commercial banking (or indeed, capital market) regulations. This leaves them with a relatively free hand in terms of bond issuance and lending decisions. Although much of the fiscal reforms over the past few years have been to consolidate more previously quasi-fiscal avenues (for example, LGFVs) back onto the fiscal books, policy banks’ functions have been broadened rather than reduced. Their operational flexibility means that they will likely play a key role in sustaining or even accelerating fiscal expansion when needed, either in late 2016 or in 2017.



Table 5. China Development Bank – sector lending and activities Total Loans (RMB) 121.6bn



Outstanding Loans 720.9bn



273bn



1.56trn



137.1bn



783.1bn



79.7bn



311.2bn



Petroleum and 278.9bn Petrochemical



590bn



Public Infrastructure



160.6bn



1.19trn



Central Enterprises Urban Renewal Projects



694.9bn



2.11trn



750.9bn



1.31trn



Railways Public Highways Electric Power



Water Resources



Key Business Involved Project List China Railway Passenger lines, intercity railways, urban railways, railways for resource Corporation exploration and development, mixed ownership railways. Hefei-Fuzhou Passenger Line and Nanning-Guangzhou Passenger Line States’ highway network, road constructions in disadvantaged regions, high-grade road constructions in remote areas, including the Shenzhen-Zhongshan Overpass Route and the Nyingchi-Lhasa Road in Tibet. Baise Highway, Guangxi Provided funding to facilitate the development of clean energy, construction of large energy bases and transmission channels, energy savings and emission reduction projects in the coal-fired power industry. Nuclear power projects that utilise China’s proprietary nuclear power technologies, such as “Hualong One” Reactors, electric power projects, such as the Shuangjiangkou Hydro-Power Plant, Suwalong Hydro Power Plant, Zhundong CoalFired Power Base, Longyangxia Gorge Hydro and Photovoltaic Power Generation Project (Phase 2), Rudong Offshore Wind-power Project of the China General Nuclear Power Group Ministry of Water Guangxi Datengxia Gorge Hydropower Hub, Xinjiang Atlas Resources Hydropower Hub, Gansu Taohe River Diversion and Water Supply Project (Phase 2), Huangshui River North Waterway Project (Phase 1) China National Hanas 1 Bcm/year LNG Project, Ningxia Offshore Oil Corporation, Sinochem Jilin and Ningxia Shenzhen Subway PPP Project, Foshan Subway BOT Project, Xi’an Governments Subway’s government procurement project, civil airport constructions, airline infrastructure construction in the Yangtze River Economic Zone and along the “One Belt, One Road” routes ChemChina’s successful acquisition of Pirelli Greater support to renewal projects in difficult regions, monetised relocation for urban renewal projects, support for government procurements, increased engagement of public and private funding. Urban renewal of Heilongjiang, Jilin City(Jilin),Kaifeng(Henan) Employee Housing Renewal Project (Phase 1) of Lanzhou LS Group



Source: CDB, HSBC
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Chart 8. Public Private Partnerships to play a bigger role in the fiscal framework 160
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Note: 1. PPP project investment included in the MoF’s database. 2. Debt ratio for June 2013. Source: MoF, NAO, CEIC, HSBC



Commercial banks Commercial banks have historically played an important supplementary role to the fiscal process. Every year, a sizable amount of commercial bank loans goes to support quasi-fiscal investment projects. In our estimation in Table 1, we had assumed (on the conservative side) that around 20% of monthly corporate lending goes to quasi-fiscal usage. This translates into around RMB12trn for 2015 and RMB2-3trn in 2016. With the innovations taking place through Special Financial Bonds as well as the policy push on Private Public Partnerships (PPP, more detail later), commercial banks are increasingly expected to play a part in helping these new initiatives as well. Private Public Partnerships Last, but not least, the last fiscal option we will discussion today is Private Public Partnerships, which have received a generous policy push over the past two years. This is partly in response to declines in private sector investment over the past years and partly also out of the stronger control the central government now has over local governments’ borrowing decisions. With private investment slowing and constrained by the annual debt ceilings, local governments, particularly those seeing much slower growth are under pressure to find alternative source of funding for important investment projects. Indeed, most of the existing PPP projects are in provinces with slower GDP growth and heavier debt burdens (Chart 5). In contrast with previous years, and indeed in most countries, most of the Private Public Partnership projects currently in the pipeline are joint ventures between local governments and state-owned enterprises (Chart 6), therefore, more quasi-fiscal in nature. There are currently two major fiscal sources of PPP funding: 1) the RMB180bn central government PPP fund; and 2) RMB500bn+ local governments PPP funds. Both are used to provide seed capital to leverage social funding into PPP funds from channels, such as commercial bank lending, venture capital and industrial funds. For example, Guizhou’s PPP fund is made up of RMB1bn in provincial government fiscal payments and RMB9bn of social capital. Additionally, there is also a degree of overlap between PPP and policy banks, such as the China Development Bank (CDB), The CDB, for example, may provide the seed capital through proceeds raised through aforementioned Special Financial Bonds. As usual, commercial banks are also expected to get involved although the idea hasn’t been met with universal enthusiasm as the returns on PPP projects are lower than those from typical quasi-fiscal projects. Some kind credit innovations may take place in the future (for example, special purpose vehicles (SPVs) and invite long-term real money investors, such as pension funds, to participate).
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Chart 9. Most PPP projects are with SOEs
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Source: MoF, HSBC



Joint venture of nonprivate and foreign enterprises , 16%



Chart 10. The MoF alone has RMB1trn worth of projects in progress 12
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As of end June 2016, as much as RMB1trn of PPP projects are now being implemented, according to data from the Ministry of Finance (MoF), although the actual amount may be larger, given a separate pipeline, overseen by the National Development and Reform Commission (NDRC), is also reportedly in progress.



Lots of room, but complex processes With fiscal policy now in vogue globally, we look at China’s fiscal easing options. Many of these, ranging from the expansion of the general budget deficit, utilisation of fiscal deposits, as well as reliance on quasi-fiscal institutions, such as policy banks, have already done a lot so far in 2016. The combined impact of these tools has been instrumental in bringing about the growth stabilisation so far in 2016. And a closer look at the nature of these policy options suggests that there is indeed a lot of room to do more and a lot of flexibility in terms of making the fiscal stimulus more targeted. In terms of our base case, we are expecting a reasonable expansion of the general deficit target to 4% of GDP in 2017, and for the additional fiscal support to come from the quasi-fiscal routes. Generally speaking, a bigger general deficit target will make fiscal policy easier to understand and reduce the degree of reliance on monetary levers, such as commercial bank lending. The reason why this should be a welcome development, if we see it in the 2017 budget, is not necessarily because monetary policy needs to tighten (we have argued in a recent report that overheating property markets in select cities does not warrant tighter overall monetary policy). Rather it is because a lot of the quasi-fiscal options are complex and time-consuming processes. Although there is a lot of room, if policy makers become concerned that these processes may not be activated in a timely enough manner, there may be a temptation to seek the expedience of further monetary easing, tilting the policy balance away, rather than more, toward fiscal policy.
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GDP % y-o-y China Hong Kong Japan Korea Mongolia Taiwan North Asia-ex Japan Australia Bangladesh India Indonesia Malaysia New Zealand Philippines Singapore Sri Lanka Thailand Vietnam Asia-ex China, India & Japan Asia-ex China & Japan Asia-ex Japan Asia



2009 9.2 -2.5 -5.5 0.7 -1.3 -1.6 7.0 1.8 5.6 8.5 4.6 -1.5 -1.6 1.1 -0.7 3.5 -0.7 5.4 0.9 3.2 6.4 2.3



2010 10.4 6.8 4.7 6.5 6.4 10.6 9.8 2.3 6.5 10.3 6.7 7.5 1.5 7.6 15.3 8.9 7.5 6.4 7.8 8.6 9.5 8.0



2011 9.3 4.8 -0.5 3.7 17.5 3.8 8.2 2.7 6.5 4.4 6.2 5.3 2.0 3.7 6.2 8.4 0.8 6.2 4.6 4.5 7.1 4.8



2012 7.7 1.7 1.7 2.3 12.2 2.1 6.7 3.6 6.0 5.6 6.0 5.5 2.6 6.7 3.7 9.1 7.2 5.2 4.3 4.7 6.4 5.1



2013 7.7 3.1 1.4 2.9 11.6 2.2 6.8 2.0 6.1 6.6 5.6 4.7 2.4 7.1 4.6 3.4 2.7 5.4 4.0 4.8 6.5 5.3



2014 7.3 2.6 0.0 3.3 7.0 3.9 6.6 2.7 6.6 7.2 5.0 6.0 3.7 6.2 3.3 4.9 0.8 6.0 4.1 5.0 6.4 5.0



2015 6.9 2.4 0.5 2.6 2.3 0.6 6.1 2.4 7.1 7.6 4.8 5.0 2.5 5.9 2.0 4.8 2.8 6.7 3.5 4.7 6.1 5.0



2016f 6.7 1.2 0.6 2.5 2.0 1.1 5.9 2.9 6.8 7.5 4.9 4.0 3.2 6.5 1.5 4.2 2.8 6.2 3.4 4.6 5.9 4.9



2017f 6.5 1.8 0.9 2.4 1.0 1.7 5.8 2.9 6.9 7.3 5.1 3.8 3.0 6.3 1.4 5.1 2.8 6.5 3.4 4.6 5.8 4.8



2018f 6.5 2.4 0.5 2.4 1.0 1.6 5.8 3.2 7.0 7.6 5.3 4.0 2.9 6.4 1.6 5.5 3.0 6.6 3.6 4.8 5.8 4.8



Source: CEIC, HSBC forecasts. Australia and New Zealand are not included in Asia aggregate. Data are based on IMF nominal USD GDP weights for the respective year. 2016, 2017 and 2018 use 2015 weights. India and Bangladesh data are FY.
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GDP (% y-o-y) Australia China Hong Kong India Indonesia Japan Korea Malaysia New Zealand Philippines Singapore Sri Lanka Taiwan Thailand Vietnam



_____________ 2016f______________ 1Q 2Q 3Qe 4Qf 3.0 3.3 2.8 2.7 6.7 6.7 6.7 6.8 0.8 1.7 0.3 2.2 7.9 7.1 7.4 7.5 4.9 5.2 4.9 4.8 0.2 0.8 0.5 1.1 2.8 3.3 2.1 1.9 4.2 4.0 4.0 3.8 3.0 3.6 3.3 3.1 6.8 7.0 6.4 6.0 1.7 2.2 1.5 0.7 5.2 2.6 2.6 6.4 -0.3 0.7 1.7 2.4 3.2 3.5 2.9 1.8 5.6 5.6 6.6 7.1



Source: CEIC, HSBC forecasts



30



_____________ 2017f _____________ 1Qf 2Qf 3Qf 4Qf 2.4 2.8 3.1 3.3 6.5 6.6 6.6 6.5 1.4 2.8 1.6 1.3 7.9 7.4 7.3 7.0 5.0 4.9 5.2 5.2 0.7 0.8 0.9 1.0 2.3 2.0 2.7 2.7 3.6 3.8 3.8 3.8 3.0 2.8 3.1 3.1 6.4 6.4 6.2 6.1 0.8 1.2 1.8 1.6 8.1 4.2 4.1 4.4 1.2 1.4 2.4 1.7 1.6 3.2 3.6 3.1 6.3 6.4 6.7 6.8



_____________ 2018f _____________ 1Qf 2Qf 3Qf 4Qf 3.4 3.2 3.1 3.1 6.6 6.5 6.5 6.6 2.1 2.4 3.0 2.2 7.5 7.5 7.5 7.6 5.2 5.3 5.3 5.4 0.9 0.5 0.3 0.4 2.5 2.6 2.3 2.3 3.8 4.0 4.1 4.1 3.1 3.0 2.8 2.8 6.1 6.4 6.4 6.7 1.4 1.5 1.7 1.7 6.3 7.5 5.2 3.3 2.1 1.3 0.9 2.2 3.6 2.2 4.0 2.0 6.4 6.6 6.8 6.5
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Inflation (% y-o-y) China Hong Kong Japan Korea Mongolia Taiwan North Asia-ex Japan Australia Bangladesh India Indonesia Malaysia New Zealand Philippines Singapore Sri Lanka Thailand Vietnam Asia-ex China, India & Japan Asia-ex China & Japan Asia-ex Japan Asia



2009 -0.7 0.6 -1.3 2.8 7.6 -0.9 -0.2 1.8 5.4 12.3 5.0 0.6 2.1 4.3 0.6 3.5 -0.9 6.7 2.3 5.3 2.1 0.9



2010 3.3 2.3 -0.7 2.9 10.2 1.0 3.1 2.9 8.1 10.7 5.1 1.7 2.3 3.8 2.8 6.2 3.3 9.2 3.5 5.7 4.5 2.8



2011 5.4 5.3 -0.3 4.0 9.1 1.4 5.0 3.3 11.7 9.2 5.3 3.2 4.0 4.7 5.2 6.7 3.8 18.7 4.8 6.1 5.7 3.9



2012 2.7 4.1 0.0 2.2 14.3 1.9 2.7 1.8 7.2 9.9 4.0 1.7 1.1 3.2 4.6 7.5 3.0 9.1 3.4 5.3 3.8 2.7



2013 2.6 4.3 0.4 1.3 10.4 0.8 2.4 2.4 7.5 9.4 6.4 2.1 1.1 2.9 2.4 6.9 2.2 6.6 3.2 5.0 3.6 2.8



2014 2.0 4.4 2.7 1.3 13.0 1.2 2.0 2.5 7.0 6.0 6.4 3.1 1.2 4.2 1.0 3.3 1.9 4.1 3.1 3.9 2.8 2.8



2015 1.5 3.0 0.8 0.7 6.6 -0.3 1.3 1.5 6.2 4.9 6.4 2.1 0.3 1.4 -0.5 0.9 -0.9 0.6 1.9 2.8 2.0 1.8



2016f 1.9 2.6 -0.2 0.7 1.0 1.0 1.7 1.3 5.6 4.8 3.7 2.1 0.6 1.7 -0.5 3.8 0.3 2.3 1.8 2.7 2.2 1.7



2017f 1.7 2.7 0.4 1.3 2.0 1.1 1.7 2.4 5.8 5.1 4.1 2.7 1.7 3.2 1.1 5.2 2.0 4.5 2.5 3.3 2.3 2.0



2018f 1.8 2.8 0.5 1.7 2.0 0.9 1.7 2.6 5.9 4.8 4.4 2.6 1.9 3.6 1.8 5.6 2.1 4.7 2.7 3.4 2.4 2.0



Source: CEIC, HSBC forecasts. Australia and New Zealand are not included in Asia aggregate. Data are based on IMF nominal USD GDP weights for the respective year. 2016 and 2017 use 2015 weights. India and Bangladesh data are FY.
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CPI (% y-o-y) Australia Bangladesh China Hong Kong India Indonesia Japan Korea Malaysia New Zealand Philippines Singapore Sri Lanka Taiwan Thailand Vietnam



_____________ 2016f _____________ 1Q 2Q 3Qe 4Qf 1.3 1.0 1.2 1.5 5.8 5.5 5.8 5.4 2.1 2.1 1.5 1.7 2.9 2.7 2.3 2.3 5.3 5.7 5.3 4.2 4.3 3.5 3.0 3.7 0.1 -0.2 -0.3 -0.3 1.0 0.9 0.8 0.5 3.4 1.9 1.5 1.6 0.4 0.4 0.3 1.1 1.1 1.5 2.0 2.0 -0.8 -0.9 -0.4 0.2 1.9 4.7 4.5 3.9 1.7 1.3 0.5 0.4 -0.5 0.3 0.3 1.0 1.3 2.2 2.8 3.0



_____________ 2017f______________ 1Qf 2Qf 3Qf 4Qf 2.3 2.5 2.5 2.3 5.9 6.1 5.9 5.4 1.7 1.6 1.8 1.8 2.3 2.4 2.7 2.7 4.1 3.8 4.8 5.7 3.1 4.4 4.3 4.4 0.2 0.4 0.5 0.6 0.9 1.2 1.5 1.7 2.6 3.0 2.7 2.7 1.5 1.5 1.8 1.9 2.7 3.2 3.5 3.5 0.7 1.2 1.2 1.2 5.4 4.5 5.2 5.5 0.9 1.7 1.4 0.3 2.1 1.6 2.2 2.2 4.4 4.8 4.4 4.6



_____________ 2018f ______________ 1Qf 2Qf 3Qf 4Qf 2.4 2.5 2.7 2.7 5.7 5.8 5.9 6.1 1.8 1.7 1.7 1.8 3.1 3.1 2.6 2.6 5.9 5.7 5.0 4.3 4.5 4.5 4.4 4.4 0.6 0.4 0.6 0.6 1.6 1.7 1.7 1.7 2.6 2.6 2.6 2.7 1.9 1.9 1.9 1.8 3.5 3.6 3.6 3.8 1.5 1.7 1.9 2.0 5.5 5.6 5.6 5.7 0.9 0.9 1.2 0.5 2.1 2.1 2.1 2.1 4.4 4.7 4.8 4.7



Source: CEIC, HSBC forecasts
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Industrial production & unemployment Industrial Production (% y-o-y) China (VAI) Hong Kong Japan Korea Taiwan North Asia-ex Japan Australia Bangladesh India Indonesia Malaysia New Zealand Philippines Singapore Sri Lanka Thailand Vietnam Asia-ex China, India & Japan Asia-ex China & Japan Asia-ex Japan Asia



2009 12.9 -8.3 -21.8 -0.8 -7.9 6.2 -1.1 6.4 5.3 1.3 -7.6 5.1 -4.8 -4.6 -0.2 -7.0 7.1 -2.7 -0.3 6.6 -3.1



2010 15.7 3.5 15.6 16.5 24.2 10.7 4.6 9.6 8.2 5.1 6.2 -4.5 11.2 29.9 15.4 14.2 10.9 13.6 12.0 13.9 14.4



2011 13.9 0.7 -2.8 6.0 4.4 8.3 1.2 16.3 2.9 4.1 2.4 0.6 4.7 7.9 7.3 -8.5 6.9 3.8 3.5 9.2 5.6



2012 10.0 -0.8 0.6 1.7 -0.2 5.8 3.3 8.7 1.1 4.1 4.2 0.5 5.4 0.3 1.6 10.6 3.6 3.1 2.5 6.8 5.0



2013 9.7 0.1 -0.8 0.4 0.7 5.8 2.1 9.4 -0.1 6.0 3.4 1.8 10.3 1.5 -0.4 2.4 7.2 2.8 2.0 6.5 4.8



2014 8.3 -0.4 2.1 0.7 6.4 5.2 4.5 9.7 2.8 4.8 5.1 2.9 8.3 2.8 6.0 -5.2 7.7 2.7 2.8 6.1 5.3



2015 6.1 -1.5 -1.2 -0.9 -1.7 3.6 1.6 11.8 2.4 4.8 4.5 0.9 5.7 -5.2 9.3 0.3 11.6 1.5 1.7 4.4 3.4



2016f 6.0 -0.4 -0.5 0.5 -0.9 3.7 3.0 13.7 5.2 4.3 3.9 0.7 5.5 -0.2 1.4 0.7 17.9 2.3 3.2 4.9 3.9



2017f 5.8 -0.1 2.6 1.2 -0.2 3.7 1.3 12.3 6.6 4.1 3.8 2.5 3.8 -1.8 5.4 1.3 16.7 2.5 3.8 5.0 4.6



2018f 5.7 -0.1 5.1 1.2 -0.5 3.6 3.8 11.8 7.0 4.3 4.0 2.1 4.5 0.3 3.9 1.2 15.0 2.9 4.1 5.1 5.1



Source: CEIC, HSBC forecasts. Australia and New Zealand are not included in Asia aggregate. Data are based on IMF nominal USD GDP weights for the respective year. 2016, 2017 and 2018 use 2015 weights.
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TH SI MA HK JA VN KR TA CH SL NZ ID AU PH MO 2015 2016f 2017f Source: CEIC, HSBC forecasts



Unemployment rate (average) % China Hong Kong Japan Korea Mongolia Taiwan North Asia-ex Japan Australia Indonesia Malaysia New Zealand Philippines Singapore Sri Lanka Thailand Vietnam Asia-ex China & Japan Asia-ex Japan Asia



2009 4.3 5.2 5.1 3.7 3.6 5.8 4.3 5.6 8.1 3.7 5.8 7.4 2.3 5.7 1.5 4.6 3.3 3.8 4.3



2010 4.1 4.4 5.1 3.7 3.6 5.2 4.1 5.2 7.5 3.3 6.2 7.4 2.2 4.5 1.1 4.3 3.1 3.6 4.1



2011 4.3 3.5 4.6 3.4 5.2 4.4 4.2 5.1 6.9 3.1 6.0 7.0 2.1 3.9 0.7 3.6 2.8 3.6 3.9



2012 4.1 3.3 4.3 3.2 7.1 4.2 4.0 5.2 6.4 3.0 6.4 7.0 1.9 3.9 0.7 3.2 2.7 3.5 3.7



2013 4.1 3.4 4.0 3.1 7.6 4.2 4.0 5.7 6.2 3.1 5.8 7.0 1.9 4.1 0.7 3.6 2.7 3.5 3.6



2014 4.2 3.2 3.6 3.5 7.6 4.0 4.1 6.1 6.1 2.9 5.4 7.1 1.9 4.4 0.8 3.4 2.6 3.6 3.6



2015 4.1 3.3 3.4 3.6 8.3 3.8 4.0 6.1 6.1 3.2 5.4 6.8 1.9 4.3 0.8 3.4 2.6 3.5 3.5



2016f 4.3 3.4 3.2 3.9 11.6 3.9 4.2 5.8 6.3 3.5 5.1 6.3 2.3 4.4 0.9 3.2 2.7 3.7 3.6



Source: CEIC, HSBC forecasts. Australia and New Zealand are not included in Asia aggregate. Data are based on IMF nominal USD GDP weights for the respective year. 2016, 2017 and 2018 use 2015 weights.
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2017f 4.3 3.5 3.1 4.0 12.0 4.0 4.2 5.6 6.2 3.7 4.8 6.0 2.5 4.4 0.9 3.1 2.7 3.7 3.6



2018f 4.4 3.5 3.0 4.1 11.0 4.0 4.3 5.3 5.9 3.7 4.5 5.9 2.6 4.2 0.9 3.0 2.7 3.8 3.6
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Consumption & saving Consumption Expenditure (% y-o-y) China Hong Kong Japan Korea Taiwan North Asia-ex Japan Australia Bangladesh India Indonesia Malaysia New Zealand Philippines Singapore Sri Lanka Thailand Vietnam Asia-ex China, India & Japan Asia-ex China & Japan Asia-ex Japan Asia



2009 11.3 0.2 -0.7 0.2 0.0 8.7 1.0 4.6 7.4 n/a 0.6 -0.6 2.3 -1.1 0.9 -1.3 2.3 n/a n/a n/a n/a



2010 8.1 6.1 2.8 4.4 3.8 7.2 3.2 6.5 8.7 4.4 6.8 3.1 3.4 5.9 14.2 5.0 8.2 5.0 6.1 7.1 5.7



2011 9.3 8.4 0.3 2.9 3.1 8.1 3.2 4.1 7.7 5.1 6.9 2.6 5.6 4.3 9.9 1.8 4.1 4.3 5.3 7.5 5.3



2012 8.0 4.1 2.3 1.9 1.8 6.9 2.3 5.1 5.3 5.5 8.3 2.8 6.6 3.6 2.3 6.7 4.9 4.2 4.5 6.5 5.3



2013 6.4 4.6 1.7 1.9 2.3 5.7 1.7 4.0 6.8 5.4 7.2 2.9 5.6 3.1 7.8 1.0 5.2 3.6 4.5 5.7 4.7



2014 6.4 3.3 -0.9 1.7 3.3 5.7 2.8 5.8 6.2 5.2 7.0 2.7 5.5 2.2 5.7 0.6 6.1 3.5 4.3 5.6 4.2



2015 7.5 4.8 -1.2 2.2 2.3 6.7 2.8 5.3 7.4 5.0 6.0 2.3 6.3 4.5 6.5 2.1 9.3 4.0 5.0 6.6 5.1



2016f 7.2 1.4 0.4 2.3 2.1 6.4 2.7 5.6 7.6 5.0 6.2 3.4 7.1 2.9 7.2 2.3 5.9 3.6 4.8 6.3 5.2



2017f 7.4 0.5 0.7 2.4 2.1 6.5 2.6 5.9 7.5 5.1 4.6 3.0 6.4 1.5 5.0 2.0 6.4 3.4 4.6 6.3 5.3



2018f 7.4 0.3 0.7 2.5 1.9 6.5 2.6 5.7 7.0 5.4 4.9 2.9 6.2 2.2 4.6 2.2 6.7 3.5 4.5 6.3 5.2



Source: CEIC, HSBC forecasts. Australia and New Zealand are not included in Asia aggregate. Data are based on IMF nominal USD GDP weights for the respective year. 2016, 2017 and 2018 use 2015 weights.
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Gross Saving Ratio % GDP China Hong Kong Japan Korea Mongolia Taiwan North Asia-ex Japan Australia Bangladesh India Indonesia Malaysia New Zealand Philippines Singapore Sri Lanka Thailand Vietnam Asia-ex China, India & Japan Asia-ex China & Japan Asia-ex Japan Asia



2009 51.5 30.8 20.8 33.2 32.1 28.8 46.9 22.9 29.5 33.7 31.8 37.2 17.5 21.6 51.2 23.6 30.9 30.7 32.4 32.8 42.6 35.1



2010 51.8 29.9 22.4 35.2 26.0 32.0 47.7 23.6 28.1 33.7 35.8 39.3 24.6 27.4 54.3 21.9 32.0 31.9 34.9 34.5 43.5 36.7



2011 50.9 29.4 21.7 34.5 29.5 30.4 47.1 24.8 29.0 34.6 36.5 38.8 19.9 23.0 54.2 19.5 31.0 29.9 34.3 34.4 43.4 36.8



2012 50.5 28.8 21.4 33.8 30.1 29.9 47.0 24.5 30.0 33.8 35.4 36.5 17.5 21.0 53.4 20.5 30.8 33.3 33.6 33.6 43.3 37.0



2013 50.2 28.7 21.1 34.1 34.1 31.1 47.0 24.2 29.4 33.0 34.7 34.5 19.3 24.2 53.4 23.3 31.2 31.2 33.6 33.4 43.3 38.1



2014 49.6 28.9 21.6 34.5 34.3 32.1 46.7 23.7 28.0 33.0 34.6 34.3 19.4 24.3 53.4 25.0 30.3 31.9 33.7 33.5 43.1 38.6



2015 49.0 29.3 22.5 34.3 30.4 33.8 46.4 22.1 30.3 31.3 34.3 32.7 19.2 23.2 52.5 27.3 31.2 28.1 33.5 32.8 42.7 39.0



2016f 48.4 29.8 22.3 34.2 26.3 33.6 45.9 22.2 30.7 30.0 41.6 32.2 18.1 25.7 52.9 26.7 32.0 25.6 34.8 33.4 42.6 38.8



2017f 47.8 30.6 22.3 34.5 23.4 34.0 45.4 22.4 32.1 29.9 44.1 33.7 17.9 26.6 51.9 26.7 33.9 24.6 35.7 34.0 42.5 38.7



2018f 47.2 31.0 22.1 35.0 21.7 34.5 45.0 22.9 31.5 30.3 42.8 35.0 17.9 27.9 50.5 27.9 35.8 25.3 35.9 34.3 42.2 38.4



Source: CEIC, HSBC forecasts. Australia and New Zealand are not included in Asia aggregate. Data are based on IMF nominal USD GDP weights for the respective year. 2016, 2017 and 2018 use 2015 weights.
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Investment Total Investment (% y-o-y) China Hong Kong Japan Korea Taiwan North Asia-ex Japan Australia Bangladesh India Indonesia Malaysia New Zealand Philippines Singapore Sri Lanka Thailand Vietnam Asia-ex China, India & Japan Asia-ex China & Japan Asia-ex Japan Asia



2009 30.0 -3.5 -10.6 0.3 -8.8 22.5 -1.5 8.6 7.7 3.3 -2.7 -12.7 -1.7 3.5 1.3 -10.9 8.7 -1.1 1.6 16.5 7.2



2010 24.5 7.7 -0.2 5.5 19.3 21.0 4.2 9.6 11.0 8.3 12.1 0.6 19.1 8.0 7.0 11.6 10.9 9.9 10.2 17.6 11.9



2011 23.8 10.2 1.4 0.8 -1.1 19.2 7.0 10.6 7.0 8.9 6.4 6.5 -1.9 5.0 16.6 4.9 -7.8 3.9 4.8 15.2 11.0



2012 20.6 6.8 3.4 -0.5 -2.6 16.7 9.2 5.4 4.9 9.1 19.0 6.9 10.8 8.5 16.1 10.7 1.9 5.7 5.4 14.1 11.0



2013 19.6 2.6 2.5 3.3 5.3 16.7 -2.3 9.9 3.4 5.0 8.1 5.1 11.8 5.6 5.5 -1.0 5.3 4.7 4.3 13.4 10.8



2014 16.0 -0.1 1.3 3.4 1.8 13.6 -2.4 7.1 4.9 4.6 4.8 10.9 6.2 -2.7 -2.1 -2.4 9.3 2.9 3.5 11.0 9.0



2015 10.0 -2.2 0.0 3.8 1.2 8.7 -4.3 8.9 3.9 5.1 3.7 2.8 15.2 -0.9 1.4 4.7 9.3 4.2 4.1 7.7 6.3



2016f 7.5 -3.7 0.6 3.4 0.6 6.5 -2.9 8.7 4.2 4.1 2.8 5.4 24.8 -1.5 6.5 2.0 7.0 4.0 4.1 6.2 5.1



2017f 7.2 -3.9 2.1 2.5 1.8 6.2 1.4 8.6 7.6 3.9 4.5 4.2 12.5 -0.6 7.1 1.5 7.8 3.3 4.6 6.2 5.4



2018f 7.2 -2.7 -0.7 2.3 1.0 6.2 2.7 9.5 8.4 5.6 4.8 3.8 12.8 0.1 7.1 2.4 7.3 3.7 5.1 6.4 5.1



Source: CEIC, HSBC forecasts. Australia and New Zealand are not included in Asia aggregate. Data are based on IMF nominal USD GDP weights for the respective year. 2016, 2017 and 2018 use 2015 weights.
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Investment-to-GDP ratio % China Hong Kong Japan Korea Mongolia Taiwan North Asia-ex Japan Australia Bangladesh India Indonesia Malaysia New Zealand Philippines Singapore Sri Lanka Thailand Vietnam Asia-ex China, India & Japan Asia-ex China & Japan Asia-ex Japan Asia



2009 46.3 20.5 20.1 28.5 34.4 19.9 41.5 25.8 26.2 36.5 30.8 17.4 20.5 16.6 27.9 24.3 20.6 33.9 25.3 28.6 38.0 31.8



2010 47.9 21.8 19.1 32.0 40.8 25.0 43.6 26.3 27.4 36.5 32.9 23.4 20.2 20.5 26.1 23.8 25.4 32.6 28.4 30.9 39.7 33.1



2011 48.0 23.5 19.5 33.0 58.5 23.6 44.2 27.4 28.3 39.0 33.0 23.2 21.1 20.5 25.8 26.6 26.8 26.8 28.7 31.8 40.6 34.2



2012 47.2 25.4 19.8 31.0 61.4 22.5 43.6 28.9 28.4 38.6 35.1 25.7 22.0 18.2 27.1 26.3 28.0 24.2 28.7 31.5 40.5 34.6



2013 47.3 24.1 20.0 29.1 61.3 22.1 43.6 27.6 28.6 34.7 33.8 25.9 22.7 20.0 27.3 26.6 27.5 23.6 27.8 29.8 40.1 35.4



2014 46.7 23.5 20.3 29.3 46.2 21.8 43.2 26.3 28.9 34.2 34.6 25.0 24.3 20.5 25.7 27.5 24.1 23.8 27.4 29.4 39.8 35.7



2015 47.2 22.7 20.2 29.3 38.6 20.8 43.7 24.6 28.8 32.4 34.6 25.1 24.4 20.6 25.0 29.7 24.1 24.7 27.3 28.8 40.1 36.3



2016f 46.6 21.4 20.2 29.3 31.4 20.7 43.2 23.2 28.7 31.3 29.2 25.5 24.9 24.4 24.2 29.9 22.4 24.9 26.3 27.8 39.3 35.8



Source: CEIC, HSBC forecasts. Australia and New Zealand are not included in Asia aggregate. Data are based on IMF nominal USD GDP weights for the respective year. 2016, 2017 and 2018 use 2015 weights.
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2017f 45.9 21.0 20.4 28.4 28.0 20.2 42.5 22.8 29.1 31.4 27.7 24.9 25.2 25.8 23.7 30.4 24.0 25.1 25.8 27.5 38.8 35.4



2018f 45.2 19.1 20.2 27.4 25.7 19.7 41.7 22.7 27.5 31.6 28.8 24.5 25.4 27.3 23.2 30.9 23.8 25.2 25.5 27.4 38.3 34.9
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Trade Real Exports (% y-o-y) China Hong Kong Japan Korea Taiwan North Asia-ex Japan Australia Bangladesh India Indonesia Malaysia New Zealand Philippines Singapore Thailand Asia-ex China, India & Japan Asia-ex China & Japan Asia-ex Japan Asia



2009 -17.9 -10.0 -24.2 -0.3 -8.4 -14.6 2.3 0.9 -4.7 -9.7 -10.9 2.1 -7.8 -7.6 -12.5 -6.2 -5.7 -12.1 -16.3



2010 29.3 16.8 24.8 12.7 25.7 26.4 5.8 29.3 19.6 14.6 11.5 3.3 21.0 17.4 14.1 15.5 16.8 23.3 23.8



2011 18.3 3.9 -0.4 15.1 4.2 16.8 0.1 12.5 14.3 14.8 4.2 2.6 -2.5 5.7 9.2 9.6 11.0 15.0 10.4



2012 5.9 1.9 -0.2 5.1 0.4 5.5 5.8 2.5 6.7 1.6 -1.7 1.9 8.6 1.8 5.0 2.9 4.0 5.1 3.6



2013 5.8 6.2 1.2 4.3 3.5 5.5 5.9 3.2 7.8 4.2 0.3 0.8 -1.0 4.7 2.7 3.3 4.6 5.3 4.4



2014 4.0 0.9 8.3 2.0 5.9 3.8 6.7 -2.8 1.7 1.0 5.0 3.0 11.7 4.3 0.2 2.7 2.4 3.4 4.4



2015 -1.9 -1.5 2.8 0.8 -0.2 -1.5 6.0 -0.3 -5.2 -2.0 0.6 7.0 9.0 2.5 0.2 0.5 -1.2 -1.6 -0.8



2016f -5.0 -1.3 -2.5 1.3 -0.9 -4.1 7.4 4.0 5.6 -1.6 -2.5 2.6 6.6 -0.2 1.6 0.5 2.0 -2.3 -2.3



2017f -10.0 1.1 -4.7 1.5 -2.4 -8.3 8.2 5.0 6.0 0.4 1.0 2.7 6.9 0.0 0.2 1.0 2.5 -5.2 -5.1



2018f -7.7 1.4 1.3 1.4 -2.4 -6.3 9.1 4.0 8.5 2.2 2.0 3.5 7.3 1.6 1.6 1.6 3.7 -3.3 -2.4



Source: CEIC, HSBC forecasts. Real Exports for G&S. Australia and New Zealand are not included in Asia aggregate. Data are based on IMF nominal USD GDP weights for the respective year. 2016, 2017 and 2018 use 2015 weights.
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Current account balance % GDP China Hong Kong Japan Korea Mongolia Taiwan North Asia-ex Japan Australia Bangladesh India Indonesia Malaysia New Zealand Philippines Singapore Sri Lanka Thailand Vietnam Asia-ex China, India & Japan Asia-ex China & Japan Asia-ex Japan Asia



2009 4.9 9.9 2.9 3.7 -7.5 10.4 5.2 -4.6 3.2 -2.8 -2.9 15.1 -2.2 5.0 17.0 -0.5 7.3 -6.6 5.3 2.9 3.9 3.6



2010 4.0 7.0 4.0 2.6 -14.3 8.2 4.1 -3.5 0.7 -2.8 0.7 10.1 -2.3 3.6 23.8 -2.4 2.9 -4.1 4.7 2.4 3.2 3.5



2011 1.9 5.6 2.2 1.6 -32.2 7.8 2.2 -3.0 0.8 -4.4 0.2 10.9 -2.8 2.5 22.8 -7.1 2.4 0.2 4.1 1.5 1.7 1.9



2012 2.6 1.6 1.0 4.1 -31.2 8.9 3.0 -4.2 1.6 -4.8 -2.7 5.2 -7.1 2.8 18.1 -5.9 -0.4 6.1 3.4 1.0 1.9 1.7



2013 1.5 1.5 0.9 6.2 -27.4 10.0 2.4 -3.4 0.8 -1.8 -3.2 3.5 -6.8 4.2 17.9 -3.4 -1.2 4.6 3.9 2.3 1.8 1.6



2014 2.6 1.3 0.8 6.0 -11.5 11.7 3.3 -2.9 -0.8 -1.3 -3.1 4.4 -7.7 3.8 17.5 -2.5 3.8 5.0 4.5 2.8 2.7 2.3



2015 3.1 3.1 3.3 7.9 -8.2 14.5 4.0 -4.7 1.5 -1.1 -2.1 3.0 -2.3 2.6 19.8 -2.5 8.1 0.5 5.9 3.8 3.3 3.3



2016f 3.0 2.3 3.3 7.6 -5.1 14.0 3.9 -3.5 2.0 -1.0 -2.0 1.2 -2.7 1.3 19.8 -3.3 10.5 -2.2 5.6 3.6 3.2 3.2



2017f 2.6 3.3 2.9 6.7 -3.1 13.6 3.5 -3.5 3.0 -1.3 -2.3 1.5 -2.7 0.9 21.1 -3.7 8.1 -3.3 5.2 3.2 2.9 2.9



2018f 2.3 5.5 2.7 6.7 -0.6 13.3 3.3 -3.2 4.0 -1.5 -2.3 2.0 -2.9 0.5 22.5 -3.0 7.5 -2.6 5.4 3.3 2.7 2.7



Source: CEIC, HSBC forecasts. Australia and New Zealand are not included in Asia aggregate. Data are based on IMF nominal USD GDP weights for the respective year. 2016, 2017 and 2018 use 2015 weights.
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Australia



Paul Bloxham Economist HSBC Bank Australia Limited [email protected] +61 2 9255 2635 Daniel Smith Economist HSBC Bank Australia Limited [email protected] +61 2 9006 5729



Mining investment drag is set to fade Australia has completed 25 years of continuous GDP growth, a feat unmatched over this time period by any other OECD economy. The economy has successfully absorbed the impact of the significant fall in commodity prices and mining investment that has occurred in recent years. Overall business investment has been a drag on GDP growth of around 1.6ppt over the past year. But there has been a pick-up in growth in housing construction, resources and services exports, and household consumption. The rebalancing of activity in the economy has meant that GDP growth was 3.3% y-o-y in Q2 2016, which is an above-trend pace of growth for Australia. The fall in commodity prices has also weighed on the nominal economy. The 56% fall in commodity prices in USD terms over the past five years has weighed on national income growth, tax revenues, corporate profits and wages growth. However, this effect has been partly offset by lower interest rates, which have reduced interest payment burdens and thus helped to support profits and household disposable incomes. A lower AUD has also softened the blow from lower USD commodity prices and helped to improve Australia’s competitiveness, supporting services exports. Finally, the government has absorbed some of the negative effect, by running budget deficits in the face of falling commodity prices and lower tax revenues. The rebalancing of growth is now well-progressed and is expected to end within the forecast horizon. The drag from falling mining investment should gradually lessen from here, and we expect mining investment to level out by around H2 2017. At the same time, commodity prices appear to have passed the trough, which should start to support national income growth. A key result of the rebalancing of growth from mining to the housing and services sectors has been slower growth in wages, which has also weighed on domestic inflation. Higher paid mining jobs have been replaced by lower paid services jobs. As the rebalancing act comes to an end, we expect wages growth and domestic inflation to stabilise. We recently nudged up our GDP growth forecasts to 2.9% in 2016 and 2017 (from 2.8% each year) and added a forecast of 3.2% for 2018. CPI inflation is forecast at 1.3% in 2016, 2.4% in 2017 and 2.6% in 2018.



GDP has been growing for 25 years % 6



% 6



4



4



2



2



0



0



-2



-2 90



93



96



99



02



GDP growth q-o-q Source: ABS



38



Growth has been rebalancing
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Policy issues Australia’s 2016 federal election, held on 2 July, finally delivered a result on 10 July (although the final count for both houses was not finalised until 4 August), with the Liberal/National Coalition, led by Prime Minister Malcolm Turnbull, narrowly holding onto power. The Coalition won 76 of 150 seats in the lower house (down from 89 seats prior to the election), allowing it to form a majority government. In the upper house (senate), where all seats are allocated on a proportional representation system (by state), the Coalition won 30 of 76 seats – down from 33 previously and well short of a majority. The government’s reduced majority in the lower house and greater reliance on support from minor parties in the senate are expected to make significant fiscal policy changes unlikely. Given a sizable budget deficit, the overall stance of federal fiscal policy is likely to remain restrictive. Reserve Bank of Australia (RBA) Governor Glenn Stevens retired on 17 September after 10 years leading the central bank. He is succeeded by former Deputy Governor Phil Lowe. The shift to a new governor could have the potential to change the way policy is set; however, given Phil Lowe’s significant experience at the RBA (commencing in 1980) and involvement in the board decisions both as Deputy (February 2012-current) and in Assistant Governor roles (20042012) before that, we expect that the handover will be as close to a seamless transition as could be imagined. We do not view Lowe as any more hawkish or dovish than Stevens.



Risks We see the risks to the growth outlook as balanced. A sharper-than-expected slowdown in China could weigh on demand for commodities or, even more importantly, on demand for services exports, which we see as Australia’s next growth driver. On the upside, improving local business conditions, business credit and jobs growth, combined with low interest rates and a lower AUD are all supportive of a pick-up in non-mining business investment, which could come through faster than expected now that it is showing signs of getting going.



Key forecasts GDP (% y-o-y) GDP-sa (%q-o-q) Industrial production (% y-o-y) CPI, end quarter (% y-o-y) Core CPI, end quarter (%y-o-y) PPI, end quarter (% y-o-y) Trade balance (% GDP) Current account (% GDP) Policy rate, end quarter (%) 10yr yield, end quarter (%) USD/AUD, end quarter EUR/AUD, end quarter CPI, q-o-q ar Exports G& S (% y-o-y) Imports G & S (% y-o-y) Investment (% y-o-y) Private Consumption (% y-o-y) Government Consumption (% y-o-y) Exports of G&S, Volume (% y-o-y)



2Q 16 3.3 0.5 3.7 1.0 1.7 1.0 -1.9 -3.7 1.75 2.0 0.71 0.66 1.5 1.2 -2.9 -4.4 2.9 4.4 9.6



3Q 16e 2.8 0.5 1.7 1.2 1.8 0.9 -1.7 -3.4 1.50 2.10 0.76 0.68 2.4 -1.5 -2.9 -1.0 2.5 4.0 6.7



4Q 16f 2.7 0.6 2.0 1.5 1.8 1.3 -1.6 -3.4 1.50 1.90 0.70 0.64 3.0 4.0 -1.2 -1.2 2.5 3.6 8.4



1Q 17f 2.4 0.7 -1.0 2.3 2.0 2.2 -1.7 -3.4 1.50 1.90 0.70 0.64 2.4 8.0 5.7 0.2 2.3 2.8 7.3



2Q 17f 2.8 0.9 1.5 2.5 2.1 2.8 -1.7 -3.3 1.50 1.80 0.70 0.64 2.0 7.6 6.2 0.7 2.7 1.4 8.2



3Q 17f 3.1 0.8 2.0 2.5 2.2 2.8 -1.9 -3.6 1.50 1.80 0.70 0.64 2.4 6.8 7.8 2.0 2.7 1.6 8.5



4Q 17f 3.3 0.8 2.5 2.3 2.3 2.8 -1.8 -3.5 1.50 1.80 0.70 0.64 2.4 7.3 8.0 2.6 2.6 1.8 8.9



1Q 18f 3.4 0.8 3.5 2.4 2.5 2.8 -1.8 -3.4 1.50 1.80 0.70 0.64 2.8 8.0 8.2 2.8 2.7 2.0 9.1



2Q 18f 3.2 0.8 3.5 2.5 2.6 2.8 -1.7 -3.3 1.50 1.80 0.70 0.64 2.4 8.5 8.5 2.8 2.6 2.0 9.1



3Q 18f 3.1 0.7 4.1 2.7 2.7 2.8 -1.6 -3.2 1.50 1.80 0.70 0.64 3.2 9.1 7.4 2.7 2.6 2.0 9.1



4Q 18f 3.1 0.8 4.1 2.7 2.8 2.8 -1.5 -3.1 1.50 1.80 0.70 0.64 2.4 9.1 7.4 2.6 2.6 2.0 9.1



Source: ABS, RBA, Thomson Reuters Datastream, HSBC forecasts. NB: 2018 FX numbers are assumptions not forecasts.
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Net exports added 2.2ppt to GDP over the past year
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 Net exports have been the largest contributor to GDP growth over the past year. The main driver has been higher export volumes, which have risen fairly steadily at around 6% p.a. since 2012. Growth in import volumes has also been weak due to lower mining capital goods imports and the weaker AUD.  The major contributors to higher export volumes have been resources, which have been rising at around 7% p.a., a pace that is expected to continue into 2017. The growth is expected to be supported by rising LNG exports, which are expected to rise by around 50% in the 2016/17 financial year.  Services exports are also adding around 0.3-0.5ppt to annual GDP growth, led by exports of tourism and education services.



Source: ABS, HSBC



Business investment has been weak, even beyond mining AUD bn 100
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 Despite strong overall growth and low interest rates, business investment has been weak, even in the non-mining sectors. The most recent official capex survey suggests that mining investment is expected to fall by another 30% or so in 2016/17, while non-mining investment is expected to be flat.  Leading indicators of non-mining investment, such as capacity utilisation and capital investment intentions, have picked up recently, so we are currently forecasting a lift in non-mining business investment in the 2017/18 financial year.  Mining investment remains a significant drag on growth, but this drag should start to wane from here on out. By mid-2017, mining investment will have fallen to around 2.5% of GDP (down from a peak of around 8%), which we believe will be around its steadystate level. This should allow domestic demand to accelerate, which should generate greater inflation pressure.



Source: ABS



National income growth is accelerating as commodity prices lift
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 While GDP growth has been solid in recent years, national income growth has been much weaker. This was because the terms of trade was declining due to falling commodity prices. Despite stronger export volumes, Australia has not been earning more from its resources exports as the prices have been falling.  Income growth has now started to accelerate as commodity prices have lifted from the early 2016 trough. We believe that the rebound is sustainable for most commodities, so the gap between GDP growth and growth in incomes should continue to narrow.  Lower commodity prices and weak national income growth have contributed to slower growth in wages and domestic prices. As income growth strengthens, we expect this to generate greater wage growth and inflationary pressures.
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Australia: Macro framework Production, demand and employment GDP growth (% y-o-y) Nominal GDP (USDbn) GDP per capita (USD) Private consumption (% y-o-y) Government consumption (% y-o-y) Investment (% y-o-y) Stock building (% GDP) Business Investment (% y-o-y) Dwelling Investment (% y-o-y) Public Investment (% y-o-y) Exports of G&S (vol growth) % y-o-y Imports of G & S (vol growth)% y-o-y Net Exports % of GDP Net exports (contribution to GDP growth, ppt) Final Domestic demand % y-o-y Domestic Demand % y-o-y Industrial production (% y-o-y) Gross national saving (% of GDP) Household saving rate (%) Unemployment rate, avg (%) Prices & wages CPI (% y-o-y) PPI (% y-o-y) Core CPI (% y-o-y) Labour Cost Index, nominal (% y-o-y) Money, FX & interest rates Money Supply M1, average (% y-o-y) Broad money supply, average (% y-o-y) Private credit growth-nominal (% y-o-y) Policy rate, end year (%) 10yr yield, end year (%) USD/AUD, end year USD/AUD, average EUR/AUD, end year EUR/AUD, average Real Trade-Weighted-Index External sector Exports of G&S (USDbn) Imports of G&S (USDbn) Goods and Services Balance (USDbn) Current account balance (USDbn) Current account balance (% GDP) Net FDI (USDbn) Net FDI (% GDP) Exports (% y-o-y) Imports (% y-o-y) International FX reserves (USDbn) Import cover (months) Public and external solvency indicators Central government balance (% GDP) Net External debt (AUDbn) Net External debt (% GDP) Gross public domestic debt (AUDbn) Gross public sector debt (% GDP) Net public sector debt (% GDP) Macro-prudential indicators Capital Adequacy Ratios Non-performing loan ratio Household debt/Income (%) Total credit/GDP (%) House prices growth (%y-o-y) Loan/deposit ratio Stock market capitalisation/GDP (%)



2011



2012



2013



2014



2015



2016f



2017f



2018f



2.7 1,508 67,494 3.2 3.6 7.0 0.4 18.4 -0.4 -9.7 0.1 11.1 -2.8 -2.3 4.3 4.6 1.2 24.8 10.8 5.1



3.6 1,538 68,840 2.3 2.5 9.2 0.3 15.9 -6.7 6.8 5.8 6.1 -2.9 -0.2 4.2 4.1 3.3 24.5 10.4 5.2



2.0 1,550 66,527 1.7 1.2 -2.3 -0.1 -2.6 2.0 -6.5 5.9 -1.8 -1.3 1.6 0.5 0.2 2.1 24.2 10.2 5.7



2.7 1,469 62,076 2.8 0.6 -2.4 0.0 -4.2 7.4 -5.8 6.7 -1.7 0.4 1.7 1.0 1.1 4.5 23.7 9.4 6.1



2.4 1,258 52,564 2.8 2.9 -4.3 0.2 -9.2 9.7 -1.3 6.0 1.7 1.3 0.9 1.0 1.1 1.6 22.1 8.4 6.1



2.9 1,224 50,404 2.7 4.0 -2.9 0.2 -8.6 7.8 4.4 7.4 0.7 2.7 1.5 1.6 1.7 3.0 22.2 8.0 5.8



2.9 1,252 50,751 2.6 1.9 1.4 0.2 -1.5 3.7 8.0 8.2 6.0 3.3 0.7 2.2 2.3 1.3 22.4 8.0 5.6



3.2 1,327 52,935 2.6 2.0 2.7 0.2 4.6 -5.5 8.2 9.1 7.1 3.9 0.7 2.5 2.6 3.8 22.9 8.0 5.3



3.3 2.9 2.7 3.7



1.8 1.0 2.2 3.6



2.4 1.9 2.7 2.8



2.5 1.1 2.2 2.6



1.5 1.9 2.2 2.2



1.3 1.3 1.8 2.1



2.4 2.8 2.1 2.4



2.6 2.8 2.6 2.9



4.8 7.9 4.8 4.25 3.81 0.98 1.03 0.72 0.74 159.2



-3.3 7.3 4.7 3.00 3.28 1.05 1.02 0.81 0.78 163.9



2.9 5.8 3.7 2.50 4.26 0.93 1.00 0.69 0.76 152.8



7.7 6.7 5.1 2.50 2.81 0.87 0.92 0.69 0.68 147.2



10.8 6.6 6.4 2.00 2.96 0.73 0.77 0.67 0.68 133.4



n/a n/a 6.2 1.50 1.90 0.70 0.72 0.64 0.66 n/a



n/a n/a 5.2 1.50 1.80 0.70 0.70 0.64 0.64 n/a



n/a n/a 4.1 1.50 1.80 0.70 0.70 0.64 0.64 n/a



323.1 310.4 12.7 -44.5 -3.0 56.3 3.7 11.1 9.4 34.7 1.3



310.5 333.3 -22.9 -65.0 -4.2 62.6 4.1 -4.1 7.2 38.1 1.4



312.5 322.8 -10.3 -52.2 -3.4 55.5 3.6 5.7 1.7 44.7 1.7



297.4 305.9 -8.5 -43.3 -2.9 40.5 2.8 2.8 2.3 47.4 1.9



239.1 266.3 -27.2 -59.0 -4.7 38.8 3.1 -3.4 4.8 40.9 1.8



224.9 247.3 -22.4 -43.3 -3.5 n/a n/a -1.0 -2.5 n/a n/a



235.5 257.6 -22.1 -43.2 -3.5 n/a n/a 7.4 6.9 n/a n/a



255.9 277.8 -21.9 -43.0 -3.2 n/a n/a 8.7 7.9 n/a n/a



-3.4 718.3 49.3 352.5 24.2 6.0



-2.9 764.5 50.8 418.5 27.8 9.9



-1.2 871.1 56.0 479.3 30.8 10.1



-3.1 940.0 58.7 546.3 34.1 12.8



-2.4 1005.6 61.8 599.6 36.8 14.8



-2.4 n/a n/a 662.8 39.1 17.3



-2.2 n/a n/a 714.6 40.0 18.9



-1.4 n/a n/a 741.0 39.1 19.2



10.2 1.4 168.3 141.4 -2.1 1.1 89.4



10.7 1.2 167.9 141.7 -0.3 1.1 83.2



10.5 1.0 172.5 142.8 6.6 1.1 93.8



10.8 0.7 177.3 146.4 9.1 1.1 97.9



11.6 0.5 184.4 146.3 9.0 1.1 100.4



n/a n/a n/a n/a 3.8 n/a n/a



n/a n/a n/a n/a 2.4 n/a n/a



n/a n/a n/a n/a 1.7 n/a n/a



Source: ABS, RBA, Thomson Reuters Datastream, IMF, HSBC forecasts. Trimmed mean data represents Core CPI. 2018 FX numbers are assumptions not forecasts.
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Bangladesh



Frederic Neumann Economist The Hongkong and Shanghai Banking Corporation Limited [email protected] +852 2822 4556 Abanti Bhaumik Economic Associate Bangalore



Going strong, all considered The provisional estimate of FY2015-16 GDP growth proved rather robust. According to the Bangladesh Bureau of Statistics, the economy brushed past the 7.0% mark (7.05% to be precise), during the last fiscal year ending in June. Economic growth during the year exceeded expectations on the back of revived exports and sustained domestic consumption. Despite weak global demand, exports surged 20% y-o-y in August. Apparel exports, which typically account for 80% of total exports, were up by 8% y-o-y during the month. However, it is consumption that continues to be the mainstay of economic growth, even as remittances are declining. Remittances have trended downwards throughout the year, declining by 1% y-o-y in August (following a 27.6% fall in July). This is because more than half of Bangladesh’s remittances come from Gulf nations, which have been hit hard by the slump in oil prices. With the low oil price environment continuing, remittance inflows are likely to remain subdued in the near term. That is because, even if oil prices recover, it will take a while for labour demand in the Gulf nations to pick up. Worse, countries like Kuwait, Oman, and Saudi Arabia have imposed taxes on remittances, constricting them further. This may have negative implications, not just on household income, but also on the balance of payments position, which in turn may hurt the credit profile of the country Despite falling remittances, consumption is likely to do well on the back of higher public sector wages and lower inflation. Thanks to the easing of food prices, August inflation came in at 5.4%, the lowest print in more than a decade. Cooling inflation also opened room for a rate cut and early this year Bangladesh Bank lowered its policy rate by 50bp for the first time in nearly three years to spur economic growth. All considered, we recently raised our FY2017 GDP growth forecast to 6.8% (from 6.6%) and maintained our 6.9% forecast for FY2018.



FY2016-17 budget to complement… BDTbn 4,000



Budget



2,000 0 -2,000 -4,000 FY2015-16 FY2016-17 Non-development expenditure Development expenditure VAT Revenue Non-VAT Revenue Source: CIEC, HSBC
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Policy issues In early June, Finance Minister Abul Maal Abdul Muhith proposed the budget for FY2016-17, with an outlay of BDT3.41trn, of which about one-third is earmarked for development expenditure. About 70% of the outlay is expected to be financed by revenues, with VAT contributing 35%. The budget has a shortfall of BDT978.53bn, which represents less than 5% of GDP. One possible drawback of the proposed budget is the decision to continue with the “package VAT” system for small traders in FY2016-17, albeit with doubled rates. Package VAT is a square foot-based rate (as opposed to a uniform rate), which small stores enjoy by paying VAT annually based on a shop’s location and size, and it is fixed by the National Board of Revenue. Implementation of a uniform VAT rate is a key reform that would have helped broaden the revenue base. Currently, the country has only 2m registered taxpayers out of a population of 160m.



Risks Political uncertainty occasionally risks flaring up in Bangladesh, weighing on foreign investment. Other downside risks include shocks to Bangladesh’s external position, including sharp declines in remittances or exports. Weak global conditions continue to pose downside risks to foreign demand of Bangladesh’s goods and workers. Also, Bangladesh’s real effective exchange rate has been rising sharply, reflecting in part higher inflation locally comparted to trading partners. Should this persist, it could strain the competiveness of its export garment sector. Lastly, the narrow revenue base limits the government’s fiscal flexibility to mitigate the effects of economic downturns or other shocks.



Key forecasts Industrial production (% y-o-y) CPI, (% q-o-q saar) CPI, average (% y-o-y) Exports, value (% y-o-y) Imports, value (% y-o-y) Trade balance (USDbn) Remittances (% y-o-y) Current account (USDbn) International reserves (USDbn) Policy rate, end quarter (%) BDT/USD, end quarter BDT/EUR, end quarter BDT/USD, end quarter



2Q 16 14.2 5.6 5.5 10.0 14.0 -2.6 -4.6 0.32 30.1 6.75 78.3 86.9 78.3



3Q 16e 11.2 7.0 5.8 13.0 9.0 -0.7 3.5 2.22 27.8 6.75 80.5 88.6 80.5



4Q 16f 12.1 4.0 5.4 15.0 12.0 -2.4 2.3 0.58 27.8 6.75 81.0 89.1 81.0



1Q 17f 12.2 7.0 5.9 11.0 10.0 -1.4 0.0 1.42 28.0 6.75 81.0 89.1 81.0



2Q 17f 11.8 6.4 6.1 14.0 6.0 -2.0 1.1 0.68 28.3 6.75 81.0 89.1 81.0



3Q 17f 12.2 6.2 5.9 16.0 7.0 0.0 -1.1 2.87 29.2 6.75 81.0 89.1 81.0



4Q 17f 13.1 2.0 5.4 18.0 9.0 -1.7 2.2 1.30 29.9 6.75 81.0 89.1 81.0



1Q 18f 11.5 8.2 5.7 17.0 8.0 -0.7 0.0 2.16 31.0 6.75 81.0 89.1 81.0



2Q 18f 12.3 6.8 5.8 15.0 7.0 -1.4 3.4 1.69 31.0 6.75 81.0 89.1 81.0



3Q 18f 11.2 6.6 5.9 17.0 9.0 0.8 1.1 3.72 32.0 6.75 81.0 89.1 81.0



4Q 18f 12.1 2.8 6.1 19.0 12.0 -1.2 1.1 1.91 32.8 6.75 81.0 89.1 81.0



Source: CEIC, HSBC forecasts. NB: 2018 FX numbers are assumptions not forecasts.
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Remittances are trending downwards …



…and are unlikely to rebound soon
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 Remittances have trended downwards throughout the year, declining by 1% y-o-y in August following a 27.6% fall in July.  This is hardly surprising, as more than half of these come from Gulf nations, which have been hit hard by the slump in oil prices.  Worryingly, remittances are unlikely to rebound soon, even if oil prices recover, as it will take a while for labour demand in the Gulf nations to pick up.  Additionally, countries like Kuwait, Oman, and Saudi Arabia have imposed taxes on remittances, constricting them further.



Overseas Workers Remittances-% y-o-y, 3mma (LHS) Overseas Workers Remittances-USD m, 3mma (RHS)



Source: CEIC, HSBC



Amidst external weaknesses, private sector credit growth… % y-o-y, 3mma 30



…has continued to tick up
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 Domestic banks are flush with liquidity and are trying to woo the private sector by slashing both deposit rates and lending rates.  Following the US Fed hike, foreign loans have become slightly more expensive for local entrepreneurs, facilitating local credit growth, which improved to 16% in July 2016.  This implies that private capital spending is likely to strengthen further.  However, lower import payment obligations and higher NPLs are likely to keep a lid on credit growth.



Source: CEIC, HSBC



Meanwhile, cooling inflation has ceded room for a rate cut … % y-o-y 10
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…to spur economic growth
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 Headline inflation cooled as food prices eased on the back of a sharp drop in global commodity prices and good agricultural output.  In the last fiscal year, headline inflation averaged 5.9%, the lowest in twelve years.  The government aims to cap inflation at 5.8% for the current financial year.
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Bangladesh: Macro framework Production, demand and employment GDP growth (% y-o-y)* Nominal GDP (USDbn)* GDP per capita (USD)* Private consumption (% y-o-y)* Government consumption (% y-o-y)* Investment (% y-o-y)* Net Exports (contribution to GDP growth, ppt)* Industrial production (% y-o-y) Gross domestic saving (% GDP)* Prices & wages CPI, average (% y-o-y) CPI, end year (% y-o-y) Non-food CPI, average (% y-o-y) Non-food CPI, end year (% y-o-y) Manufacturing wages, nominal (% y-o-y) Money, FX & interest rates Central bank money M0, end year (% y-o-y)* Broad money supply M2, average (% y-o-y) Real private sector credit growth (% y-o-y)* Policy rate, end year (%) 5yr yield, end year (%) BDT/USD, end year BDT/USD, average BDT/EUR, end year BDT/EUR, average External sector Merchandise exports (USDbn) Merchandise imports (USDbn) Trade balance (USDbn) Remittances (% y-o-y) Current account balance (USDbn) Current account balance (% GDP)* Net FDI (USDbn) Net FDI (% GDP)* Current account balance plus FDI (% GDP)* Exports, value (% y-o-y) Imports, value (% y-o-y) International FX reserves (USDbn) Import cover (months) Public and external solvency indicators Gross external debt (USDbn)* Gross external debt (% GDP)* Central government balance (% GDP)* Primary balance (% GDP)* Government domestic debt (BDTbn) Government domestic debt (% GDP)* Government debt (% GDP)* Macro-prudential indicators Capital adequacy ratio Non-performing loan ratio Total Credit/GDP (%)* Loan/Deposit ratio Stock Market Capitalisation/GDP (%)*



2011



2012



2013



2014



2015



2016f



2017f



2018f



6.5 133.4 880.0 4.1 3.1 10.6 0.0 16.3 29.0



6.0 150.0 976.0 5.1 5.8 5.4 0.2 8.7 30.0



6.1 172.9 1,110.0 4.0 7.9 9.9 0.4 9.4 29.4



6.6 195.1 1,236.0 5.8 8.8 7.1 -1.3 9.7 28.0



7.1 220.3 1,394.1 5.3 10.7 8.9 1.9 11.8 30.3



6.8 244.1 1,528.6 5.6 9.8 8.7 -0.3 13.7 30.7



6.9 269.4 1,687.2 5.9 9.5 8.6 -0.2 12.3 32.1



7.0 303.4 1,896.0 5.7 9.0 9.5 -0.1 11.8 31.5



11.7 11.1 9.1 12.5 8.6



7.2 7.1 7.8 7.1 14.5



7.5 7.3 7.5 7.3 11.3



7.0 6.1 7.0 6.1 10.1



6.2 6.1 6.2 6.1 9.8



5.6 5.5 5.7 5.5 7.9



5.8 5.2 6.0 5.5 8.7



5.9 6.1 5.8 6.0 7.9



9.0 17.1 9.1 7.25 8.5 81.9 74.5 106.1 103.0



15.0 17.8 4.1 7.75 11.5 79.8 81.8 105.4 105.7



15.5 15.5 4.9 7.25 11.3 77.8 78.0 107.1 103.1



8.9 12.4 6.8 7.25 9.6 78.0 77.6 94.3 102.9



13.1 14.8 10.6 7.25 n/a 78.5 78.0 85.6 86.9



13.8 16.5 8.2 6.75 n/a 81.0 79.1 89.1 87.9



14.8 17.5 9.0 6.75 n/a 81.0 80.8 89.1 88.9



13.0 15.5 9.9 6.75 n/a 81.0 81.0 89.1 89.1



23.9 33.8 -9.9 10.6 1.0 0.8 1.2 0.7 1.4 24.4 34.8 9.6 3.4



24.7 32.2 -7.4 16.5 2.4 1.6 1.7 0.9 2.5 3.4 -4.9 12.8 4.8



28.7 34.5 -5.8 -2.4 1.4 0.8 1.4 0.6 1.5 16.0 7.2 18.1 6.3



30.0 37.7 -7.8 8.0 -1.6 -0.8 1.8 0.7 -0.2 4.4 9.4 22.3 7.1



31.8 37.5 -5.7 2.5 3.2 1.5 2.4 0.8 2.3 6.1 -0.5 27.5 8.8



35.5 42.6 -7.1 -1.1 4.9 2.0 2.9 0.9 2.9 11.7 13.4 27.8 7.8



40.8 46.0 -5.2 0.5 8.0 3.0 2.9 0.9 3.8 14.8 8.0 29.9 7.8



47.7 50.2 -2.4 1.4 12.0 4.0 2.9 0.8 4.7 17.0 9.1 32.8 7.8



22.1 16.6 -4.1 -2.8 910 8.6 42.7



22.4 14.9 -4.4 -2.8 994 8.3 43.2



23.5 13.6 -3.6 -2.8 1,148 8.5 43.2



26.3 13.5 -5.0 -2.8 1,120 7.4 43.2



29.1 13.2 -5.0 -3.5 1,580 9.2 43.5



32.2 13.2 -4.9 -3.5 1,796 9.3 43.5



35.0 13.0 -4.6 -3.5 2,112 9.7 43.5



39.4 13.0 -4.6 -3.5 2,334 9.5 43.5



10.1 6.1 40.8 87.9 30.8



9.5 10.0 43.0 86.0 23.5



8.8 8.9 42.6 82.0 21.1



n/a 9.7 42.1 79.0 21.9



n/a n/a n/a n/a 21.1



n/a n/a n/a n/a n/a



n/a n/a n/a n/a n/a



n/a n/a n/a n/a n/a



Source: CEIC, Bangladesh Bank, Bangladesh Bureau of Statistics, IMF, World bank, HSBC forecasts. Note: *Data on fiscal year basis (July-June), e.g., fiscal year 2012-13 refers to 2012 in the table, 2018 FX numbers are assumptions, not forecasts.
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China



Qu Hongbin Economist The Hongkong and Shanghai Banking Corporation Limited [email protected] +852 2822 2025 Julia Wang Economist The Hongkong and Shanghai Banking Corporation Limited [email protected] +852 3604 3663 Aakanksha Bhat Economics Associate Bangalore



From monetary to fiscal easing Despite the uncertainty about China’s economy early in the year, it has shown further signs of stabilisation over the past few months. Q2 GDP growth surprised the market on the upside, growing 6.7% y-o-y. Some of the lift came from the housing market, which, despite a slowdown from Q1, still supported activity growth. But the bigger contributor to aggregate demand was infrastructure investment, which grew at a robust pace of nearly 20% y-o-y in the first eight months of the year. This is the result of more fiscal support, in the form of municipal, policy bank bonds and bank lending. Eight months into a more expansionary policy setting, the economy is showing some positive responses. Industrial profits are growing and deflationary pressures are easing. Producer prices, in particular, continue to show sustained improvement. Import growth also picked up strongly in August, which, notwithstanding some tech-cycle distortion, suggests underlying demand is recovering. However, the economy is not yet out of the woods. Although private investment rebounded to 2.3% y-o-y in August, the subdued pick-up comes after a year-long decline. There are multiple factors at play, including technical reasons, such as the re-classification of previously quasi-fiscal investment that put it back onto the government’s book. However, such a sustained period of decline as China has seen since 2012 also points to more fundamental negative developments, such as poor business confidence after four years of steady weakening in growth and inflation. This is to some extent reflected in a monetary phenomenon, with increasing divergence between M1 and M2 growth. We had argued in a recent report that the corporate sector is showing a strong preference for shortterm deposits over time deposits or even structured deposits, as businesses are increasingly unwilling to make long-term investments amid pessimistic expectations (see China Inside Out, 2 September 2016). Lastly, uncertainties in the housing market have increased as regulators take an increasingly tougher stance to rein in property price increases in first and second tier cities. Given lingering downside risks, we believe discussions of policy tightening are highly premature. Overall, the monetary stance will likely remain accommodative, but the People’s Bank of China (PBoC) may opt for a variety of liquidity tools, such as reverse repos and the Mid-Term Loan Facility, as substitutes for cuts to the policy rate or reserve requirement ratio. Meanwhile, fiscal policy should do more of the heavy lifting for growth in 2016 and possibly in 2017 as well. The stabilisation of growth should provide a more favourable environment for faster reforms in terms of shutting down zombie companies and restructuring their debt.



Weak business confidence has constrained private investment growth % Yr
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The rising divergence between M1 and M2 also points to a “confidence trap”



2011 2013 2015 2017 Non-State investment (LHS) Entrepreneur's confidence (RHS)
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Policy issues We expect the PBoC to keep monetary conditions accommodative, given the need to support growth. But the central bank has multiple tools to achieve this objective. In its open market operations, the PBoC is increasingly drawing on a broad toolkit that ranges from the conventional reverse repo to newly created tools, such as the Mid-Term Loan Facility (MLF). As the market becomes more sensitive to the short-term rates, the PBoC could also use these tools to influence the cost of funding. Meanwhile, the exchange rate has shown a greater degree of flexibility since 2015, increasingly acting as a counter-cyclical shock absorber, rather than amplifying cyclical pressures. Given the changing monetary policy framework, we expect the PBoC to deliver more easing through these newly created tools rather than relying on headline policy rate or reserve requirement ratio (RRR) reductions. We now expect no rate cut and only a 50bp RRR cut in the remainder of 2016, instead of the 50bp rate cut and 350bp RRR cut we forecast previously. For 2017, we now expect 50bp rate cuts and 200bp RRR cuts (vs 25bp rate cuts and 300bp RRR cuts previously). Given the increasingly sophisticated financial system, it is better to refer to broader metrics to measure monetary conditions, rather than relying on a single indicator. Fiscal policy is expected to do more of the heavy lifting in supporting growth in the remainder of 2016, and possibly in 2017 as well. We now expect fiscal deficit as a share of GDP to rise to 4% in 2017, up from 3% in 2016. On top of the budgeted deficit and local government ‘debt ceiling’, policy makers have additional fiscal room in the form of policy bank bond issuance and sizable fiscal reserves.



Risks With activity as well as inflation data showing signs of continued improvement over the past few months, the risks around our forecasts have become more balanced. The downside risks to growth remain larger though, and they can be manifested in weaker-than-expected property sector or external demand. In addition, the slowdown in private sector investment over the past years means that the organic growth momentum of the economy may have declined, requiring policy makers to be more vigilant in terms of keeping policies as supportive as possible.



Key forecasts GDP (% y-o-y) GDP sa (% q-o-q) Industrial production* (% y-o-y) CPI, (% q-o-q saar) CPI, average (% y-o-y) PPI, average (% y-o-y) Exports, value (% y-o-y) Imports, value (% y-o-y) Trade balance (% GDP) International reserves (USDbn) Policy rate, end quarter (%) 5yr lending rate, end quarter (%) RMB/USD, end quarter RMB/EUR, end quarter



2Q 16 6.7 1.8 6.1 2.0 2.1 -2.6 -4.4 -6.7 5.3 3,205 4.35 2.8 6.60 7.33



3Q 16e 6.7 1.6 6.0 1.0 1.5 -1.2 -2.0 -6.0 6.6 3,175 4.35 2.6 6.67 7.47



4Q 16f 6.8 1.6 6.1 1.6 1.7 -0.5 -1.0 -7.0 6.3 3,145 4.35 2.4 6.80 7.48



1Q 17f 6.5 1.4 5.8 2.0 1.7 0.2 -7.0 -7.5 4.7 3,125 4.10 2.3 6.85 7.54



2Q 17f 6.6 1.8 5.8 1.7 1.6 0.6 -9.5 -8.5 4.5 3,105 4.10 2.2 6.85 7.54



3Q 17f 6.6 1.6 5.9 1.9 1.8 0.7 -8.5 -9.0 5.8 3,085 4.10 2.2 6.90 7.59



4Q 17f 6.5 1.5 5.8 1.7 1.8 0.6 -7.0 -11.0 6.1 3,065 3.85 2.2 6.90 7.59



1Q 18f 6.6 1.5 5.9 1.8 1.8 0.8 -6.5 -7.5 4.2 3,055 3.85 2.2 6.90 7.59



2Q 18f 6.5 1.7 5.8 1.4 1.7 1.0 -5.0 -6.5 4.1 3,045 3.85 2.2 6.90 7.59



3Q 18f 6.5 1.6 5.8 1.9 1.7 1.0 -5.5 -6.0 5.2 3,035 3.85 2.2 6.90 7.59



4Q 18f 6.6 1.6 5.9 2.1 1.8 1.0 -6.0 -5.5 5.2 3,025 3.85 2.2 6.90 7.59



Source: CEIC, HSBC forecasts. *Industrial production is the output of companies with annual sales over RMB20m. NB: 2018 FX numbers are assumptions not forecasts.
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Housing investment reversed a four-month decline in August



The property market will be watched closely by regulators



% YoY 3mma 50



% YoY 3mma 50 40



40



30



30



20



20



10



10



0



0



-10



-10



-20



-20 11



12



13



14



15



Property investment Floor space sold



16



 Latest activity data showed a recovery in growth momentum over August. While the rebound in infrastructure investment was expected, amidst the continued pace of fiscal expansion, the sharp recovery in property investment was a big upside surprise, given the implementation of macro-prudential tightening measures especially in first and second tier cities.  Housing investment growth reversed a four-month long decline and recovered to 6.2% y-o-y in August. Housing sales grew by 19.8% y-o-y, as transaction volume rebounded and developers’ financing conditions improved.  Given policy makers increased weariness towards asset price inflation, the property market is likely to be keenly watched over the coming months.



Source of fund



Source: CEIC, HSBC



…and is likely to be supportive of fiscal financing and growth



Monetary policy remains accommodative…



25 20 15 10 5 0 -5 -10 -15 -20



Index



Index



Loosening



Tightening



06



07



08



09



10



11



12



13



14



15



25 20 15 10 5 0 -5 -10 -15 -20



16



HSBC Monetary Condit ions Indicator



 The HSBC China Monetary Conditions indicator signals that monetary policy has remained accommodative since the start of the year, as the PBoC has employed a variety of tools to ensure that liquidity remains adequate.  However, there are increasing concerns that the flush liquidity in the economy is giving rise to “asset bubbles”. We, however, continue to believe that any wholesale tightening of monetary policy at this stage would be premature.  At this stage, therefore, we believe that instead of tightening monetary policy makers should continue to focus on fiscal expansion to channel liquidity from the financial system to the real economy.



Source: CEIC, HSBC



…also remains a downside risk to growth



The fragile state of external demand…
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 The weakness in external demand remains a key downside risk to growth. The PMI readings continue to suggest that sluggish global demand will weigh on growth.
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 As of August, exports were down 6.0% YTD y-o-y and we expect export growth to contract by 4.0% y-o-y for the full-year 2016. Meanwhile, while import growth surprised on the upside in August, rising 1.5% y-o-y, up from a contraction of 12.5% in July, imports have contracted by 8.8% YTD y-o-y , underscoring the persistent weakness in demand conditions.
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13 14 15 Caixin PMI - New Export Orders Caixin PMI - New Orders
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 Given the fragile state of both external and domestic demand, more policy support is warranted to bring about a more sustained recovery.
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China: Macro framework Production, demand and employment GDP growth (% y-o-y) Nominal GDP (USDbn) GDP per capita (USD) Retail sales (% y-o-y) Fixed Asset Investment (nominal, % y-o-y) Net Exports (contribution to GDP growth, ppt) Industrial production (% y-o-y) Gross domestic saving (% GDP) Unemployment rate, average (%) Prices & wages CPI, average (% y-o-y) CPI, end year (% y-o-y) Core CPI, average (% y-o-y) Core CPI, end year (% y-o-y) PPI, average (% y-o-y) PPI, end year (% y-o-y) Manufacturing wages, nominal (% y-o-y) Money, FX & interest rates Central bank money M0, average (% y-o-y) Broad money supply M2, average (% y-o-y) Policy rate, end year (%) 5yr yield, end year (%) Real private sector credit growth (% yr) RMB/USD, end year RMB/USD, average RMB/EUR, end year RMB/EUR, average External sector Merchandise exports (USDbn) Merchandise imports (USDbn) Trade balance (USDbn) Current account balance (USDbn) Current account balance (% GDP) Net FDI (USDbn) Net FDI (% GDP) Current account balance plus FDI (% GDP) Exports, value (% y-o-y) Imports, value (% y-o-y) International FX reserves (USDbn) Import cover (months) Public and external solvency indicators Gross external debt (USDbn) Gross external debt (% GDP) Short-term external debt (% of int’l reserves) Consolidated government balance (% GDP) Public Sector Debt (% GDP) Macro-prudential indicators Capital adequacy ratio Non-performing loan ratio Household Debt/GDP (%) Total Credit/GDP (%) Residential House prices (% y-o-y) Loan/Deposit ratio Stock Market Capitalisation/GDP (%)



2011



2012



2013



2014



2015



2016f



2017f



2018f



9.3 7,323 5,351 17.1 23.8 -0.4 13.9 50.9 4.3



7.7 8,283 6,015 14.3 20.6 1.0 10.0 50.5 4.1



7.7 9,577 6,912 13.1 19.6 0.3 9.7 50.2 4.1



7.3 10,514 7,543 12.0 16.0 1.3 8.3 49.6 4.2



6.9 10,801 7,706 10.7 10.0 2.0 6.1 49.0 4.1



6.7 11,089 7,870 10.4 7.5 0.4 6.0 48.4 4.3



6.5 11,581 8,180 10.0 7.2 -0.3 5.8 47.8 4.3



6.5 12,379 8,705 10.0 7.2 -0.2 5.7 47.2 4.4



5.4 4.1 2.2 1.6 6.1 1.7 18.6



2.7 2.5 1.5 1.6 -1.7 1.9 13.6



2.6 2.9 1.7 1.8 -1.9 -1.4 11.5



2.0 1.5 1.6 1.7 -1.9 -3.3 10.6



1.5 1.6 1.6 1.5 -5.1 -5.9 9.5



1.9 1.7 1.5 1.5 -2.3 -0.5 8.7



1.7 1.8 1.5 1.5 0.5 0.6 8.7



1.8 1.8 1.6 1.6 0.9 1.0 8.6



16.0 16.4 6.56 3.89 13.7 6.30 6.46 8.17 8.93



9.6 13.4 6.00 6.40 12.5 6.23 6.27 8.22 8.10



9.4 14.8 6.00 5.48 14.0 6.05 6.14 8.34 8.12



6.1 13.0 5.60 4.10 14.0 6.20 6.13 7.50 8.12



2.9 12.3 4.35 3.00 12.4 6.49 6.35 7.08 7.08



6.5 12.0 4.35 2.40 11.5 6.80 6.65 7.48 7.39



6.0 11.5 3.85 2.20 11.0 6.90 6.85 7.59 7.54



5.5 11.5 3.85 2.20 11.0 6.90 6.90 7.59 7.59



1,898 1,743 154.9 136 1.9 49.3 0.7 2.5 20.3 24.9 3,181 27.7



2,049 1,818 230.3 215 2.6 33.3 0.4 3.0 7.9 4.3 3,312 27.2



2,209 1,950 259.0 148 1.5 16.1 0.2 1.7 7.8 7.2 3,821 29.0



2,342 1,959 383.1 277 2.6 5.4 0.1 2.7 6.0 0.5 3,843 30.2



2,274 1,683 591.4 331 3.1 5.9 0.1 3.1 -2.9 -14.1 3,330 31.0



2,183 1,547 636.7 329 3.0 6.2 0.1 3.0 -4.0 -8.1 3,145 32.2



2,008 1,406 602.4 303 2.6 6.2 0.1 2.7 -8.0 -9.1 3,065 34.9



1,894 1,317 576.5 285 2.3 6.5 0.1 2.4 -5.7 -6.3 3,025 37.2



695.0 9.5 15.7 -1.8 47.8



737.0 8.9 16.3 -1.5 53.5



863.2 9.0 17.7 -2.0 56.2



1,779.9 16.9 33.8 -2.1 63.1



1,416.2 13.1 27.6 -2.3 62.3



1,359.6 12.3 30.3 -3.0 62.7



1,305.2 11.3 29.8 -4.0 66.6



1,318.2 10.6 30.5 -5.0 70.8



12.7 1.0 28.0 187.7 6.5 70.4 66.8



13.3 1.0 30.1 203.0 8.1 71.3 67.7



12.2 1.0 33.5 219.9 7.7 71.6 67.6



13.2 1.3 36.1 234.2 1.4 73.9 88.7



13.5 1.7 38.8 248.6 9.1 71.1 121.0



n/a n/a n/a n/a n/a n/a n/a



n/a n/a n/a n/a n/a n/a n/a



n/a n/a n/a n/a n/a n/a n/a



Source: CEIC, HSBC forecasts. *Industrial production is the output of companies with annual sales over RMB20m. NB: 2018 FX numbers are assumptions not forecasts.
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Hong Kong



Julia Wang Economist The Hongkong and Shanghai Banking Corporation Limited [email protected] +852 3604 3663 Aakanksha Bhat Economics Associate Bangalore



A brief respite After a slow start to the year when financial market volatility weighed heavily on activity and sentiment in Hong Kong, things seem to have stabilised somewhat. The economy expanded at a faster-than-expected rate of 1.7% y-o-y in Q2, although most of the upside surprise appears to have come from inventory accumulation. A more benign global market environment, always an important determinant for a small, open economy, such as Hong Kong, likely contributed to the stability. With fears of an immediate hard landing in China receding, and the chances of an imminent rate hike from the US Fed (Federal Reserve) fading, sentiment in the local financial and property market has stabilised. Property transaction volumes picked up and prices started to recover in early Q2. Accounting for 15% of economic output (excluding construction) and a barometer of consumer sentiment, the stabilisation in the property market has supported growth over the past months. Retail sales also stabilised somewhat, partly as the sharp contraction in tourist arrivals seems to have eased in recent months. However, sales of luxury goods, which account for 16% of total retail sales, are still contracting at a sharp double-digit pace. With our fairly benign view on China and the Fed for this year (we are looking for continued fiscal expansion in the former and no rate rise from the latter), it looks likely that the current period of stability will continue. We are, nonetheless, lowering our 2016 GDP forecast to 1.2% from 1.5% previously on the assumption that the positive boost from inventory building will fade in H2 2016. However, going into 2017 and 2018, the external environment remains uncertain. Anxieties over the Fed and China’s growth could both easily make a comeback, weighing on financial and property market sentiment and private consumption. Despite the recent lift from electronics, regional trade remains sluggish at best, putting pressure on the logistics sector. For these reasons, we lower our 2017 GDP forecast to 1.8% from 2.0%. However, given a relatively tight labour market and prudent financial regulations, the economy should be able to withstand these challenges. Fiscal room remains ample as well, and can be used to help cushion the impact of slower growth on the local economy.



More stability in housing prices



Retail sales decline easing
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Policy issues The Hong Kong dollar’s peg to the US dollar means that Hong Kong’s interest rates will go up as the Federal Reserve normalises policy. HSBC’s US economists now expect no rate rise in 2016 and only one 25bp hike in the Fed Funds target rate in 2017. The Hong Kong Monetary Authority (HKMA) will follow suit. Although policy makers do not have monetary policy independence, there is room to act in terms of fiscal policy. We forecast that Hong Kong will likely continue to run a sizable budget surplus in 2016-18, implying that it has a sizeable stock of fiscal reserves to guard against lower growth.



Risks The risks to our forecast are very much centred on growth stability in China and the pace and magnitude of the Fed interest rate hikes. Our baseline scenario is one of relatively stable (albeit slower) growth in China in 2017 at 6.5%, down from 6.7% in 2016, as growth remains supported by expansionary fiscal policy, and a relatively cautious Fed, which will only raise rates again in mid-2017. If China’s growth slows more than expected, and the Fed surprises the market with more hawkish forward guidance, these will likely translate into downside risks to the Hong Kong economy.



Key forecasts GDP (% y-o-y) GDP sa (% q-o-q) Industrial production (% y-o-y) CPI, average (% y-o-y) PPI, average (% y-o-y) Exports, value (% y-o-y) (BOP, goods) Imports, value (% y-o-y) (BOP, goods) Trade balance (% GDP) (BOP, goods) Current account (% GDP) International reserves (USDbn) Policy rate, end quarter (%) 5yr yield, end quarter (%) HKD/USD, end quarter HKD/EUR, end quarter



2Q 16 1.7 1.6 -0.8 2.7 -1.8 3.0 2.5 -12.8 -2.1 360.7 0.75 0.80 7.76 8.61



3Q 16e 0.3 0.2 0.0 2.3 -2.8 1.0 1.4 -1.7 7.1 368.1 0.75 0.60 7.76 8.69



4Q 16f 2.2 1.2 -0.5 2.3 -3.3 -1.0 1.4 -6.5 1.4 375.7 0.75 0.60 7.80 8.58



1Q 17f 1.4 -0.1 -0.1 2.3 -3.2 3.0 3.0 -3.7 7.3 383.5 0.75 0.80 7.80 8.58



2Q 17f 2.8 1.1 0.2 2.4 -1.7 2.0 0.0 -1.7 8.9 391.7 1.00 1.00 7.80 8.58



3Q 17f 1.6 -0.5 -0.2 2.7 -2.0 0.0 0.0 -11.8 -3.5 400.1 1.00 1.00 7.80 8.58



4Q 17f 1.3 0.7 -0.1 2.7 -2.6 0.0 0.0 -6.4 1.1 408.4 1.00 1.00 7.80 8.58



1Q 18f 2.1 0.9 -0.1 3.1 -2.2 0.5 -1.0 -1.0 9.9 417.2 1.00 1.00 7.80 8.58



2Q 18f 2.4 1.1 -0.1 3.1 -2.1 0.8 0.1 -0.4 9.9 426.0 1.25 1.00 7.80 8.58



3Q 18f 3.0 0.3 -0.1 2.6 -3.1 1.9 0.1 -8.8 -0.7 434.9 1.25 1.00 7.80 8.58



4Q 18f 2.2 -0.2 -0.1 2.6 -3.0 2.2 0.7 -4.1 3.4 443.8 1.25 1.00 7.80 8.58



Source: CEIC, HSBC forecasts. NB: 2018 FX numbers are assumptions not forecasts.
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Hong Kong’s economy picked up momentum in Q2 2016…
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...but challenges remain
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 Hong Kong’s economy picked up momentum in Q2 2016, as GDP grew by 1.7% y-o-y, up from 0.8% y-o-y in Q1 2016. In real terms, exports returned to modest growth of 0.6% y-o-y, after remaining in contraction for a year. Investment growth also improved over the quarter.  That said, the rebound in growth also came on the back of inventory accumulation, the impact of which will likely fade, in the absence of any meaningful pick-up in demand over coming months.  Meanwhile, private consumption weakened considerably and faces continued headwinds, especially from the state of recovery in the housing market. If property prices remain flat or renew their decline in 2017, then this could put more pressure on private consumption and, therefore, GDP growth.



Source: CEIC, HSBC



A sustained uptick in inbound tourism…
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...will help provide some cushion to the retail sector
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 Overall tourist arrivals rebounded in July, rising 2.6% y-o-y, up from a contraction of 1.7% in June. The pick-up comes after over a year of falling tourist arrivals, more specifically those from mainland China.  Inbound tourism spending is a key determinant of the health of the retail sector in Hong Kong. Recently, the contraction in the retail sector has eased and should the improvement in inbound tourist arrivals continue, it will definitely spell some positive news for the retail sector.  Over the medium term, however, the retail sector will likely need to be more innovative to stay competitive. The sector also faces pressures from increased competition from other more exotic locations and the strength in the Hong Kong dollar due to its peg with the US dollar.



Source: CEIC, HSBC



External demand continues to remain sluggish…
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…and remains a key downside risk
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Net exports services, RHS



 The tradable sector is one of the key pillars of Hong Kong’s economy. Exports and Imports are both over 200% of GDP (although net trade is negligible) and a continued downturn in global trade would spell headwinds to economic growth.  Both export and import growth remains in contraction and, as of July, exports were down 4.1% YTD y-o-y, while imports contracted 5.3% YTD y-o-y.  The fate of Hong Kong’s tradables sector is closely tied to the global growth story. Global demand remains subdued and the pace of recovery continues to be sluggish. Against this backdrop, we expect the external sector to remain a challenge to Hong Kong’s growth at least in the near term.
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Hong Kong: Macro framework Production, demand and employment GDP growth (% y-o-y) Nominal GDP (USDbn) GDP per capita (USD) Private consumption (% y-o-y) Government consumption (% y-o-y) Investment (% y-o-y) Net Exports (contribution to GDP growth, ppt) Industrial production (% y-o-y) Gross domestic saving (% GDP) Unemployment rate, end year (%) Prices & wages CPI, average (% y-o-y) CPI, end year (% y-o-y) Core CPI, average (% y-o-y) Core CPI, end year (% y-o-y) PPI, average (% y-o-y) PPI, end year (% y-o-y) Manufacturing wages, nominal (% y-o-y) Money, FX & interest rates Central bank money M1, average (% y-o-y) Broad money supply M3, average (% y-o-y) Real private sector credit growth (% y-o-y) Policy rate, end year (%) 5yr yield, end year (%) HKD/USD, end year HKD/USD, average HKD/EUR, end year HKD/EUR, average External sector Merchandise exports (USDbn) (BOP, goods) Merchandise imports (USDbn) (BOP, goods) Trade balance (USDbn) (BOP, goods) Current account balance (USDbn) Current account balance (% GDP) Net FDI (USDbn) Net FDI (% GDP) G & S balance plus FDI (% GDP) Exports, value (% y-o-y) (BOP, goods) Imports, value (% y-o-y) (BOP, goods) International FX reserves (USDbn) Import cover (months) Public and external solvency indicators Commercial banks’ FX assets (USDbn) Gross external debt (USDbn) Gross external debt (% GDP) Consolidated government balance (% GDP) Public Sector Debt (% GDP) Macro-prudential indicators Capital adequacy ratio (local Authorised Institutions) Non-performing loan ratio Household Debt/GDP (%) Total Credit/GDP (%) Residential House prices (% y-o-y) Loan/Deposit ratio Average Mortgage Loan to Value Ratio Stock Market Capitalisation/GDP (%)



2011



2012



2013



2014



2015



2016f



2017f



2018f



4.8 249 35,143 8.4 2.5 10.2 -1.2 0.7 29.4 3.3



1.7 263 36,706 4.1 3.6 6.8 -8.0 -0.8 28.8 3.2



3.1 276 38,350 4.6 2.7 2.6 -3.5 0.1 28.7 3.2



2.6 291 40,213 3.3 3.0 -0.1 -0.7 -0.4 28.9 3.3



2.4 309 42,325 4.8 3.4 -2.2 3.0 -1.5 29.3 3.3



1.2 319 43,323 1.4 3.3 -3.7 0.1 -0.4 29.8 3.4



1.8 327 44,108 0.5 -1.1 -3.9 4.3 -0.1 30.6 3.5



2.4 335 44,880 0.3 -1.0 -2.7 11.9 -0.1 31.0 3.5



5.3 5.7 4.3 5.1 8.3 6.6 9.3



4.1 3.8 3.5 3.0 0.1 -1.0 5.2



4.3 4.3 3.6 3.6 -3.1 -5.5 4.1



4.4 4.8 3.5 3.6 -1.7 -1.2 4.1



3.0 2.4 2.2 1.8 -2.7 -3.2 4.2



2.6 2.4 2.1 2.3 -2.7 -3.3 3.8



2.7 2.6 2.5 2.6 -2.3 -2.6 3.9



2.8 2.9 2.6 2.5 -2.6 -3.0 4.0



13.2 12.8 14.9 0.50 0.96 7.77 7.78 10.06 10.76



13.6 10.3 5.5 0.50 0.32 7.75 7.76 10.23 10.03



15.6 11.7 11.7 0.50 1.40 7.75 7.76 10.68 10.25



12.8 12.6 8.3 0.50 1.44 7.76 7.76 9.38 10.28



17.2 7.1 0.5 0.75 1.20 7.75 7.75 8.45 8.64



15.2 6.5 3.5 0.75 0.60 7.80 7.78 8.58 8.64



15.1 7.8 1.6 1.00 1.00 7.80 7.80 8.58 8.58



15.8 8.0 6.3 1.25 1.00 7.80 7.80 8.58 8.58



437.7 445.2 -7.5 13.8 5.6 0.2 0.1 5.7 12.6 15.5 285.4 7.7



468.5 487.4 -18.9 4.1 1.6 -13.2 -5.0 -3.5 7.0 9.5 317.3 7.8



506.2 534.1 -27.9 4.2 1.5 -6.5 -2.4 -0.8 8.1 9.6 311.2 7.0



515.7 548.0 -32.4 3.8 1.3 -11.1 -3.8 -2.5 1.9 2.6 328.5 7.2



505.8 528.6 -22.8 9.6 3.1 119.7 38.7 41.8 -1.9 -3.5 358.8 8.1



502.2 524.6 -22.4 7.4 2.3 -10.0 -3.1 -0.8 -0.7 -0.8 375.7 8.6



536.4 555.9 -19.5 10.9 3.3 -7.0 -2.1 1.2 6.8 6.0 408.4 8.8



543.6 555.8 -12.2 18.4 5.5 -5.0 -1.5 4.0 1.3 0.0 443.8 9.6



1,109 985 396 3.9 0.6



1,202 1,031 392 3.6 0.5



1,423 1,161 421 3.0 0.5



1,552 1,301 447 1.0 0.1



1,571 1,304 422 3.4 0.1



n/a n/a n/a 0.6 0.1



n/a n/a n/a 0.3 0.1



n/a n/a n/a 0.8 0.1



15.8 0.8 59.1 174 20.7 66.9 54.6 902



15.7 0.8 61.3 177 13.2 67.1 55.1 1,074



15.9 0.8 62.7 186 17.6 70.3 54.7 1,118



16.8 0.8 65.5 200 6.0 72.2 55.2 1,102



18.3 n/a 67.1 200 0.0 70.1 51.6 1,019.0



n/a n/a 66.0 180 n/a 68.0 n/a n/a



n/a n/a 65.0 180 n/a 65.0 n/a n/a



n/a n/a 65.0 180 n/a 65.0 n/a n/a



Source: CEIC, HSBC. IMF, ADB, HK Censtad. Note: Public debt refers to government debt only. NB: 2018 FX numbers are assumptions not forecasts.
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India



Pranjul Bhandari Chief India Economist HSBC Securities and Capital Markets (India) Private Limited [email protected] +91 22 2268 1841 Dhiraj Nim Economics Associate Bangalore



Balancing perils and possibilities A lot has happened over the last quarter. Dr Urjit Patel took over as the Reserve Bank of India’s (RBI) Governor on 4 September, replacing Dr Rajan. Monsoon rains have been near-normal after two years of drought. And the Goods and Services Tax Act (constitutional amendment) finally got passed in parliament after a decade-long wait. Each of these impacts the economy in various ways. The markets seem to have taken the selection of Governor Patel as neutral to positive. Dr Patel, in our view, will bring continuity in monetary policy making (see India Economics Comment: Dr Urjit Patel appointed next RBI governor, 21 August 2016). After all, he was the author of the inflationtargeting report, which formed the bedrock of the reform. His recommendation of targeting inflation in a band (4% +/-2%), with the policy decisions being made by a monetary policy committee, was accepted by the government. Under him, the inflation-targeting regime is likely to strengthen. Meanwhile, India’s official Q2 GDP growth came in lower than expected at 7.1% y-o-y (see India Q2 GDP slows to 7.1%, puzzles mount, 31 August 2016). However, growth is likely to have bottomed out at this level. A bounce-back in rural consumption on the back of normal rains, higher urban consumption supported by government wage hikes, sufficient banking sector liquidity, and robust FDI inflows are likely to keep growth buoyant. On the other hand, normalising manufacturing growth, weak private investment, and banking sector stress are likely to be a drag (see India’s GDP to auto-correct: As prices normalise, GDP overestimation will narrow, 3 May 2016). All considered, GDP growth is expected to be flat at 7.5% y-o-y in FY2017. The recently passed Goods and Services Tax (GST) Act is a game-changing reform (see India GST reform: Big win, but hurdles remain, 3 August 2016). By unifying all indirect taxes into one, it has the potential to transform India into ‘a single common market’, bringing with it large efficiency gains. Over the medium term, the GST, by our estimate, could add 80bp to GDP growth and be unambiguously positive for investment, tax revenues, foreign inflows and jobs. Over the short term (FY2018), however, growth could be dampened and inflation could rise temporarily as service providers pass on some possible tax increases to final consumers. Accordingly, GDP growth is likely to moderate temporarily to 7.3% y-o-y in FY2018. Thereafter, we expect investment growth to improve (as buoyant consumption growth closes the slack in select sectors, incentivising investment). GDP is expected to rise by 7.6% y-o-y in FY2019.



Normal rains after two drought years are likely to raise agriculture growth % Yr



Growth in agriculture
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Inflation has spiked recently, but it is likely to moderate as food prices begin to fall



2 2 Jun-15 Sep-15 Dec-15 Mar-16 Jun-16 Sep-16 Dec-16 Headline Core (refined) Food



Source: CEIC, HSBC
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Policy issues The first few challenges Governor Patel faces will be an elevated inflation print and the market stress associated with the USD24bn-odd non-resident Indian (NRI) deposit outflows in the September to December period. According to our assessment, both challenges can be easily overcome (see India’s FCNR(B) outflows: For each problem, there is a solution, 17 August 2016). The dramatic run-up in CPI inflation between April and July was mainly driven by food prices. However, thanks to normal rains, the 110bp fresh food price rise and the 40bp excess pulse inflation could reverse quickly, taking inflation to well below the RBI’s early 2017 target of 5%. Going by the RBI’s view that real rates now fall in the 1.25-1.5% range, we expect another 25bp repo rate cut in December 2016 before India’s central bank goes on hold. As per plan, the RBI has stepped up on its government bond purchases over the last few months. As a consequence, the seasonal liquidity deficit has narrowed significantly. So far, much of the excess funds within the banking system are not being given out as higher credit. Rather they are being parked back at the RBI in its reverse repo window. Since the funds are not reaching the real economy, we do not see them becoming inflationary yet. However, as and when credit picks back up in late 2017 (as per our analysis), we will need to become watchful on inflation (see India Economics Comment: Three burning questions on investment demand, 20 July 2016). Additionally, the temporary impact of GST and the second round effects of government wage hikes could stoke inflation around late 2017. Given the 6-9 months monetary transmission lag, the expected rate cut in Q1 2017 is likely to be the last in the cycle. Finally, alongside higher (7%-plus) GDP growth, India has also preserved hard-won macro stability gains. The overall fiscal deficit is likely to remain unchanged over the year, as higher deficits by India’s states are likely to be offset by a disciplined central government. The current account deficit is likely to narrow further to 1% of GDP in FY2017, and be fully financed by FDI inflows alone. And, finally, India now can boast of record FX reserves, amounting at over USD360bn.



Risks Poor crop production despite strong sowing patterns and weak winter rains are the main downside risks to growth this year. A loss of momentum in financial sector reforms and a more severe than expected contagion from Brexit are downside risks to India’s medium-term growth.



Key forecasts GDP (% y-o-y) Industrial production (% y-o-y) WPI, (% q-o-q saar) CPI, average (% y-o-y) WPI, average (% y-o-y) Exports, value (G&S) (% y-o-y) Imports, value (G&S) (% y-o-y) Trade balance (% GDP) Current account (% GDP) International reserves (USDbn) Policy rate, end quarter (%) 5yr yield, end quarter (%) INR/USD, end quarter INR/EUR, end quarter



2Q 16 7.1 0.6 8.6 5.7 1.4 -0.3 -10.7 -3.9 0.8 336.6 6.50 7.6 67.62 74.5



3Q 16e 7.4 7.0 4.9 5.3 4.1 4.2 3.9 -6.8 -1.8 336.8 6.50 6.9 66.7 74.7



4Q 16f 7.5 6.6 0.5 4.2 3.3 12.8 14.5 -6.8 -1.7 339.1 6.00 6.5 66.0 72.6



1Q 17f 7.9 6.6 2.2 4.1 3.8 13.3 20.7 -6.5 -1.2 346.5 6.00 6.4 66.0 72.6



2Q 17f 7.4 6.6 2.8 3.8 2.6 14.4 27.3 -6.6 -1.3 350.8 6.00 6.5 65.5 72.1



3Q 17f 7.3 6.7 4.5 4.8 2.5 12.8 10.7 -6.6 -1.4 354.2 6.00 6.5 65.5 72.1



4Q 17f 7.0 6.6 6.2 5.7 3.9 11.4 9.6 -6.2 -1.3 362.7 6.00 6.5 65.0 71.5



1Q 18f 7.5 6.6 7.7 5.9 5.3 12.4 13.1 -6.0 -1.3 375.6 6.00 6.5 65.0 71.5



2Q 18f 7.5 6.9 3.3 5.7 5.4 14.6 17.6 -7.1 -1.9 381.6 6.00 6.5 65.0 71.5



3Q 18f 7.5 7.0 2.9 5.0 5.0 14.3 18.3 -7.2 -2.3 385.4 6.00 6.5 65.0 71.5



4Q 18f 7.6 7.0 4.3 4.3 4.5 15.4 16.8 -6.5 -1.5 393.5 6.00 6.5 65.0 71.5



Source: CEIC, HSBC forecasts. 2018 FX numbers are assumptions not forecasts.
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E-commerce could create 12m new jobs over 10 years… India's e-commerce is running seven years behind China's



Online purchases/total consumption
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…filling half of India’s ‘missing jobs’



 India needs to create 80m new jobs in the next decade. Business-as-usual suggests that there could be a shortfall of 24m jobs. Luckily, a new source of jobs on the horizon, e-commerce, can fill half of that gap.  Lagging China by seven years in terms of internet penetration and online purchases, e-commerce in India could experience a similar take-off. A young population, rapid smartphone adoption and a digital payments revolution could support the rise.  We find that the combination of higher wages and the convenience of buying online can increase online purchases notably over the next decade.  This could create 12m new jobs across logistics and delivery (70%), and customer care, IT and management (30%).



Source: World Bank, HSBC estimates



Over the medium term, the GST tax regime…
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…could add 80bp to India’s GDP growth



Impact of GST on GDP growth
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 The passage of the GST constitutional amendment bill, which promises to make India one national common market, is a big win, but hurdles remain in the run-up to its implementation. In our view, the April 2017 deadline is tough, though not impossible. Implementing it in the second half of 2017 would be easier.  Over the medium term, the GST, by our estimate, could add 80bp to GDP growth and be unambiguously positive for investment (by lowering the cost of capital goods), tax revenues (by raising tax buoyancy and widening the tax net), foreign inflows (by improving sentiment and the business environment) and jobs (across manufacturing and services), while bringing down inflation as well (by increasing the supply capacity of the economy.  Some short-term growth disruption and temporarily higher inflation could be a price worth paying.



Source: HSBC estimates



Overestimation in manufacturing GDP… ppt 10
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Source: CEIC, HSBC estimates



Jun 17



Forecast



Dec 17



Dec 16



Jun 16



Jun 15



Dec 15



0 Dec 14



2



0 Jun 14



2 Dec 13



4



Jun 13



6



4



Dec 12



8



6



Jun 12



8



CPI-WPI (ppt) long term average



56



…is likely to auto-correct, as prices normalise  India’s new GDP series seems to exaggerate the economy’s true growth rate. We find that the practice of ‘single deflation’ instead of ‘double deflation’ during a period of falling commodity prices and sticky output inflation artificially exaggerated growth prints.  We estimate that real manufacturing growth may have been overestimated by 450bp in FY2016 as the divergence between output and input prices soared. We also believe that this divergence has peaked and will normalise over the next six quarters. During this period, the overestimation in India’s manufacturing growth should narrow.  Users of GDP data should not read weaker manufacturing growth prints as renewed weakness on the ground. Rather, calculated growth will finally begin to converge towards true values.
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India: Macro framework Production, demand and employment GDP growth (% y-o-y)* Nominal GDP (USDbn)* GDP per capita (USD)* Private consumption (% y-o-y)* Government consumption (% y-o-y)* Investment (% y-o-y)* Net Exports (contribution to GDP growth, ppt)* Industrial production (% y-o-y) Gross domestic saving (% GDP)* Prices & wages CPI, average (% y-o-y)* CPI, end year (% y-o-y)* Core CPI, average (% y-o-y)* Core CPI, end year (% y-o-y)* WPI, average (% y-o-y)* WPI, end year (% y-o-y)* Money, FX & interest rates Central bank money M0, average (% y-o-y) Broad money supply M3, average (% y-o-y) Real private sector credit growth (% y-o-y) Policy rate, end year (%) 5yr yield, end year (%) INR/USD, end year INR/USD, average INR/EUR, end year INR/EUR, average External sector Merchandise exports (USDbn)* Merchandise imports (USDbn)* Trade balance (USDbn)* Current account balance (USDbn)* Current account balance (% GDP)* Net FDI (USDbn)* Net FDI (% GDP)* Current account balance plus FDI (% GDP)* Exports, value (% y-o-y)* Imports, value (% y-o-y)* International FX reserves (USDbn) Import cover (months) Public and external solvency indicators Commercial banks’ FX assets (USDbn) Gross external debt (USDbn) Gross external debt (% GDP) Short-term external debt (% of int’l reserves) Consolidated government balance (% GDP)* Central government balance (% GDP)* Primary balance (% GDP)* Gross public sector debt (% GDP)* Macro-prudential indicators Capital adequacy ratio (system wide)* - tier 1* Non-performing loan ratio Household Debt/GDP (%) Residential house price index (Mumbai metropolis, % y-o-y)** Loan/Deposit ratio Stock Market Capitalisation/GDP (%) Total Credit/GDP (%)



2011



2012



2013



2014



2015



2016f



2017f



2018f



4.4 1,764 1,446 7.7 7.5 7.0 -3.2 2.9 34.6



5.6 1,824 1,477 5.3 0.5 4.9 -0.2 1.1 33.8



6.6 1,844 1,474 6.8 0.4 3.4 4.5 -0.1 33.0



7.2 2,017 1,592 6.2 12.8 4.9 0.2 2.8 33.0



7.6 2,071 1,615 7.4 2.2 3.9 -0.5 2.4 31.3



7.5 2,288 1,762 7.6 12.4 4.2 0.3 5.2 30.0



7.3 2,624 1,997 7.5 7.5 7.6 -0.3 6.6 29.9



7.6 2,987 2,246 7.0 6.6 8.4 -0.4 7.0 30.3



9.2 9.0 10.9 10.1 8.9 7.7



9.9 9.4 8.7 7.0 7.4 5.7



9.4 8.2 7.3 8.1 6.0 6.0



6.0 5.3 5.6 4.2 2.0 -2.3



4.9 4.8 4.6 4.7 -2.5 -0.5



4.8 4.4 4.8 4.8 3.1 3.5



5.1 6.0 5.9 7.0 3.6 5.8



4.8 3.9 5.0 3.3 4.7 3.7



15.9 16.5 6.4 8.50 8.59 51.2 48.1 68.9 65.5



12.4 13.7 6.0 7.50 7.95 54.4 54.5 72.3 69.2



10.4 13.3 4.8 8.00 8.86 60.1 60.9 85.4 78.6



10.3 12.7 3.1 7.50 7.75 62.6 61.2 77.0 80.7



11.2 10.8 6.4 6.75 7.60 66.3 65.7 72.2 71.5



n/a n/a 6.9 6.00 6.40 66.0 66.6 72.6 74.0



n/a n/a 8.4 6.00 6.50 65.0 65.4 71.5 71.9



n/a n/a 8.8 6.00 6.50 65.0 65.0 71.5 71.5



309.8 499.5 -189.8 -78.2 -4.4 22.1 1.3 -3.2 20.9 30.3 260.1 6.2



306.6 502.2 -195.7 -88.2 -4.8 19.8 1.1 -3.7 -1.0 0.5 259.7 6.2



318.6 466.2 -147.6 -32.4 -1.8 21.6 1.2 -0.6 3.9 -7.2 276.4 7.1



316.5 461.5 -144.9 -26.8 -1.3 31.3 1.5 0.2 -0.6 -1.0 316.2 8.2



266.4 396.4 -130.1 -22.2 -1.1 36.0 1.7 0.7 -15.9 -14.1 332.1 10.1



282.0 421.0 -139.0 -22.7 -1.0 31.5 1.4 0.4 5.9 6.2 346.5 9.9



323.5 489.5 -166.0 -33.9 -1.3 35.0 1.3 0.0 14.7 16.3 375.6 9.2



369.5 564.0 -194.5 -45.5 -1.5 42.0 1.4 -0.1 14.2 15.2 406.1 8.6



331.7 360.8 20.4 30.1 -7.8 -5.9 -2.8 66.6



299.7 409.4 22.4 37.2 -6.9 -4.9 -1.8 66.3



311.6 446.2 24.2 33.2 -6.7 -4.5 -1.1 65.5



340.4 475.0 23.5 27.0 -6.5 -4.1 -0.9 67.0



369.1 485.6 23.4 31.2 -7.2 -3.9 -0.7 68.2



n/a 507.7 23.6 33.0 -6.2 -3.5 -0.3 68.1



n/a 529.5 23.3 34.9 -5.7 -3.0 -0.3 66.4



n/a 555.0 23.0 36.8 -5.7 -3.0 -0.3 64.8



13.0 9.2 2.8 8.6 28.3 78.0 71.1 52.8



13.9 10.3 3.2 8.8 23.3 77.9 64.2 52.9



13.0 10.1 3.8 9.0 9.5 77.8 65.8 53.2



12.9 10.3 4.3 9.2 11.8 76.3 81.3 53.0



n/a n/a 7.6 n/a 11.0 77.7 69.8 53.7



n/a n/a n/a n/a n/a n/a n/a n/a



n/a n/a n/a n/a n/a n/a n/a n/a



n/a n/a n/a n/a n/a n/a n/a n/a



Source: Central Statistical Organisation, Reserve Bank of India, Bloomberg, ADB, IMF, CEIC, HSBC forecasts. Note:*Data on a fiscal year basis (April-March), e.g. fiscal year 2010-11 refers to 2010 in the table. **RBI. 2018 FX numbers are assumptions not forecasts.
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Indonesia



Su Sian Lim Economist The Hongkong and Shanghai Banking Corporation Limited, Singapore Branch [email protected] +65 6658 8783 Maitreyi Das Economics Associate Bangalore



Plodding along Since our last quarterly report, Indonesia’s economy has continued to amble along, with data suggesting that the nascent economic recovery remains intact but still very gradual. GDP rose 5.2% y-o-y in Q2 2016, or 1.3% q-o-q sa. Although the headline beat market expectations, the upside surprise stemmed mainly from government consumption and weak imports, which boosted net exports. In contrast, consumer spending and investment – the two largest components of GDP – maintained the pace seen in Q1 2016, rising 1.2% q-o-q sa (5.0% y-o-y) and 0.4% q-o-q sa (5.1% y-o-y), respectively. Data since then suggests that for the remainder of 2016, consumer spending is likely to plod along at this slightly sub-potential pace. As of August, Markit’s PMI still pointed to a marginal expansion of activity in the manufacturing sector, as has been the case since March. Judging by how overall new orders outpaced new export orders, domestic rather than external demand remained the larger support (interestingly, however, new export orders increased slightly, the first expansion in nearly two years). Other indicators, such as consumer confidence and passenger car sales, continue to point to stable domestic demand conditions, although the downward trend in motorbike sales persists. Meanwhile, investment growth is likely to remain weak, as state revenues continue to constrain the government’s infrastructure plans. Although the government’s tax amnesty programme is seeing better momentum, the disbursement of state revenues from the programme is more a story for 2017 than 2016. As of 28 September – slightly over two months into the nine-month programme – the government had collected IDR84.6trn in revenues, or 51.3% of the IDR165trn revenue boost the government had projected for 2016. Against this backdrop, we maintain our 2016 and 2017 GDP growth forecasts at a conservative 4.9% and 5.1%, respectively. Nevertheless, we remain upbeat over Indonesia’s long-term prospects. Politically, President Widodo should be able to push his reform agenda with greater ease, now that nearly 70% of parliament is in his coalition. Indeed, in an impressive display of his political strength, he appointed Sri Mulyani as Finance Minister in a meaningful cabinet reshuffle in July. Under her watch, there is always the possibility that declarations and repatriations could surge towards end-2016, as more Indonesians feel reassured about the programme. In turn, S&P, which has the sovereign on positive outlook, could finally upgrade Indonesia to investment grade. In addition to fiscal reforms, external vulnerabilities appear low, with external debt low and stable, the current account deficit narrower than expected and FX reserves more than adequate.
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Policy issues Since November, Bank Indonesia (BI) has cut its minimum (or primary) reserve requirement ratio twice, by a total of 150bp, to 6.50%. So far this year it has also delivered five 25bp rate cuts, bringing its seven-day reverse repo rate (RRP) to 5% as of September. The central bank remains eager to do its part to support growth and the infrastructure push, and its tone has remained dovish. Although the September monetary policy statement was not explicit about further cuts, in comments to the media BI said that monetary easing may continue until end2016. With inflation set to remain benign – we have tweaked our 2016 CPI forecast to 3.7% from 3.6%, and trimmed our 2017 forecast to 4.1% from 4.5% – there is certainly room for more easing. Further policy scope comes from a more dovish US Federal Reserve, which we think will hold off lifting the Fed funds rate until mid-2017. To this end we continue to have two more 25bp rate cuts pencilled in for H2 2016, taking the seven-day reverse repo rate to 4.75%. Meanwhile, with the response to the tax amnesty window still lagging targets, we conservatively maintain our budget deficit forecast of 2.6% for this year, and widening our 2017 forecast to 2.4% – in line with President Widodo’s proposed budget – from an earlier 2.2% of GDP. In contrast to our previous reports, based on collections so far, we now assume that the government will receive a modest boost to its revenues this year from the tax amnesty, helping total revenues to rise by 2.8% to IDR1,550.2trn. This compares to a 2.7% decline in 2015. We also assume a 3.8% rise in expenditures to IDR1,874.2trn, against a 1.7% increase in 2015.



Risks Much of the growth and fiscal outlook continues to hinge on the success of the tax amnesty bill. If state revenues are significantly boosted by the time the amnesty programme ends in March 2017, the government’s infrastructure push could become stronger, offsetting the external drag from the UK’s Brexit vote.



Key forecasts GDP (% y-o-y) GDP sa (% q-o-q) Industrial production (% y-o-y) CPI, (% q-o-q saar) CPI, average (% y-o-y) Exports, value (% y-o-y) Imports, value (% y-o-y) Trade balance (% GDP) Current account (% GDP) International reserves (USDbn) Policy rate, end quarter (%) 5yr yield, end quarter (%) IDR/USD, end quarter IDR/EUR, end quarter



2Q 16 5.2 1.3 5.5 3.2 3.5 -8.7 -8.5 1.6 -2.0 109.8 5.25 7.3 13,180 14,630



3Q 16e 4.9 1.1 3.9 3.3 3.0 1.9 1.2 1.8 -1.6 115.0 5.00 6.8 13,118 14,692



4Q 16f 4.8 1.3 3.8 4.6 3.7 10.6 5.6 1.5 -2.1 115.7 4.75 6.4 13,000 14,300



1Q 17f 5.0 1.2 4.0 1.6 3.1 10.2 9.6 1.3 -2.2 116.7 4.75 6.2 12,900 14,190



2Q 17f 4.9 1.3 3.9 8.5 4.4 4.0 9.0 0.8 -2.8 115.8 4.75 6.2 12,800 14,080



3Q 17f 5.2 1.3 4.2 2.7 4.3 3.9 7.1 1.3 -1.9 117.2 4.75 6.2 12,700 13,970



4Q 17f 5.2 1.3 4.2 5.1 4.4 4.3 8.0 1.0 -2.4 117.2 4.75 6.2 12,600 13,860



1Q 18f 5.2 1.3 4.2 1.9 4.5 5.2 5.6 1.1 -2.3 117.4 4.75 6.2 12,600 13,860



2Q 18f 5.3 1.3 4.3 8.3 4.5 4.7 5.2 0.7 -2.7 116.2 4.75 6.2 12,600 13,860



3Q 18f 5.3 1.3 4.3 2.5 4.4 4.2 4.3 1.2 -1.9 117.2 4.75 6.2 12,600 13,860



4Q 18f 5.4 1.3 4.4 5.0 4.4 3.7 3.3 1.0 -2.3 116.9 4.75 6.2 12,600 13,860



Source: CEIC, HSBC forecasts. NB: 2018 FX numbers are assumptions not forecasts.
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Q2 GDP growth beats estimates…



12



…but key components of consumption, investment still weak
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 The economy expanded 5.2% y-o-y in Q2 2016, beating market and HSBC expectations of 5.0% and 4.9%, respectively. On a seasonally adjusted sequential basis, GDP rose 1.3% q-o-q, slightly faster than the 1.1-1.2% pace seen over most of the past two years.  The upside surprise stemmed mainly from government consumption and the net exports contribution, but these are not necessarily positive developments, considering the government’s promise to reduce operational expenditure. Meanwhile, private consumer spending remained on an even keel, while investment remained weak.  We maintain our 2016 and 2017 GDP forecasts at 4.9% and 5.1%, respectively, and expect growth to pick up a touch to 5.3% in 2018. BI’s revised growth forecasts are converging towards ours, at 4.95.3% for 2016 from 5.0-5.4% earlier.



Source: CEIC, HSBC



Benign inflation gives BI room to loosen monetary policy… %
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…which will be needed until infrastructure spending accelerates 10
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 Headline consumer prices rose 2.8% y-o-y in August – the lowest print since the Global Financial Crisis in late 2009, and below BI’s 3-5% target for the first time since December 2011. Core inflation also cooled, to 3.3% y-o-y in August. We expect headline inflation to remain within BI’s target range for the remainder of 2016, taking full-year inflation to below 4%.  The tax amnesty programme has picked up speed, but with the boost to government coffers still lagging the IDR165trn targeted, it is likely more a story for state revenues – and the infrastructure push – in 2017 rather than 2016. Until then, the onus will remain on BI to support growth through looser monetary policy.  With economic activity stable but still sub-potential, we expect BI to ease once more in Q4 2016, taking the seven-day RRP to 4.75%.



Source: CEIC, HSBC



Credit growth remains slow…



…possibly prompting further macro-prudential easing
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 Loan growth has continued to slow, with lending by commercial bank and rural banks up just 7.7% y-o-y in July – the slowest pace since late 2009. To this end, BI in August revised down its 2016 loan growth projection to 7-9% from 10-12%.  BI Governor Agus Martowardojo has indicated that, in addition to interest rate cuts, further cuts in the reserve requirement ratio (currently at 6.50%) or further macro-prudential easing is possible.  Banks’ loan-to-funding ratios as well as purchasers’ loan-to-value ratios on property were eased from August; the next measure BI has been mulling for some months now is a lowering of down-payments for car and motorcycle purchases.
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Indonesia: Macro framework Production, demand and employment GDP growth (% y-o-y) Nominal GDP (USDbn) GDP per capita (USD) Private consumption (% y-o-y) Government consumption (% y-o-y) Investment (% y-o-y) Net Exports (contribution to GDP growth, ppt) Industrial production (% y-o-y) Gross domestic saving (% GDP) Unemployment rate, end year (%) Prices & wages CPI, average (% y-o-y) CPI, end year (% y-o-y) Core CPI, average (% y-o-y) Core CPI, end year (% y-o-y) Manufacturing wages, nominal (% y-o-y) Money, FX & interest rates Broad money supply M2, average (% y-o-y) Real private sector credit growth (% y-o-y) Policy rate, end year (%) 5yr yield, end year (%) IDR/USD, end year IDR/USD, average IDR/EUR, end year IDR/EUR, average External sector Merchandise exports (USDbn) Merchandise imports (USDbn) Trade balance (USDbn) Current account balance (USDbn) Current account balance (% GDP) Net FDI (USDbn) Net FDI (% GDP) Current account balance plus FDI (% GDP) Exports, value (% y-o-y) Imports, value (% y-o-y) International FX reserves (USDbn) Import cover (months) Public and external solvency indicators Gross external debt (USDbn) Gross external debt (% GDP) Short-term external debt (% of int’l reserves) Private sector external debt (USDbn) Central government balance (% GDP) Primary balance (% GDP) Central government domestic debt (USDbn) Central government domestic debt (% GDP) Public sector external debt (USDbn) Public sector external debt (% GDP) Public sector debt (% GDP) Macro-prudential indicators Capital adequacy ratio Non-performing loan ratio Household Debt/GDP (%) Total Credit/GDP (%)* Residential House prices (% y-o-y) Loan/Deposit ratio Stock Market Capitalisation/GDP (%)



2011



2012



2013



2014



2015



2016f



2017f



2018f



6.2 893.1 3,690 5.1 5.5 8.9 0.2 4.1 36.5 6.6



6.0 918.1 3,741 5.5 4.5 9.1 -1.5 4.1 35.4 6.1



5.6 915.8 3,681 5.4 6.7 5.0 0.6 6.0 34.7 6.3



5.0 890.2 3,530 5.2 1.2 4.6 -0.3 4.8 34.6 5.9



4.8 861.6 3,373 5.0 5.4 5.1 0.9 4.8 34.3 6.2



4.9 940.5 3,634 5.0 3.9 4.1 0.3 4.3 41.6 6.5



5.1 1,067.6 4,073 5.1 3.6 3.9 0.1 4.1 44.1 5.9



5.3 1,192.5 4,491 5.4 3.9 5.6 0.0 4.3 42.8 5.9



5.3 3.8 4.6 4.3 3.5



4.0 3.7 4.3 4.4 14.0



6.4 8.1 4.4 4.5 23.7



6.4 8.4 4.5 4.9 1.3



6.4 3.4 4.9 4.0 6.7



3.7 3.2 3.5 3.4 5.5



4.1 4.5 3.7 4.0 7.1



4.4 4.4 3.9 3.9 7.5



16.0 21.0 n/a 5.35 9,068 8,775 11,753 12,127



18.5 21.7 n/a 4.70 9,670 9,384 12,764 12,131



13.8 18.4 n/a 8.03 12,189 10,454 16,795 13,821



11.5 7.2 n/a 7.75 12,440 11,872 15,052 15,737



12.8 5.4 6.25 8.86 13,795 13,395 15,037 14,935



7.4 3.7 4.75 6.40 13,000 13,259 14,300 14,734



7.8 3.7 4.75 6.20 12,600 12,800 13,860 14,080



8.7 4.2 4.75 6.20 12,600 12,600 13,860 13,860



191.1 157.3 33.8 1.7 0.2 11.5 1.3 1.5 27.4 32.2 110.1 8.4



187.3 178.7 8.7 -24.4 -2.7 13.7 1.5 -1.2 -2.0 13.6 112.8 7.6



182.1 176.3 5.8 -29.1 -3.2 12.2 1.3 -1.8 -2.8 -1.3 99.4 6.8



175.3 168.3 7.0 -27.5 -3.1 14.7 1.7 -1.4 -3.7 -4.5 111.9 8.0



148.4 135.1 13.3 -17.7 -2.1 10.6 1.2 -0.8 -15.4 -19.7 105.9 9.4



144.5 129.9 14.6 -18.4 -2.0 11.3 1.2 -0.8 -2.6 -3.8 115.7 10.7



152.4 140.8 11.6 -24.8 -2.3 13.6 1.3 -1.0 5.4 8.4 117.2 10.0



159.2 147.2 11.9 -27.3 -2.3 14.4 1.2 -1.1 4.4 4.6 116.9 9.5



225.4 25.2 34.7 106.7 -1.1 0.1 109.4 12.3 118.6 13.3 25.5



252.4 27.5 39.2 126.2 -1.8 -0.6 113.4 12.3 126.1 13.7 26.1



266.1 29.1 43.0 142.6 -2.2 -1.0 103.5 11.3 123.5 13.5 24.8



293.3 33.0 40.3 163.6 -2.1 -0.9 118.5 13.3 129.7 14.6 27.9



310.0 36.0 36.4 167.3 -2.6 -1.2 126.9 14.7 142.7 16.6 31.3



328.3 34.9 42.6 170.7 -2.6 -1.1 150.2 16.0 157.7 16.8 32.7



344.5 32.3 44.1 175.8 -2.4 -0.8 160.7 15.1 168.7 15.8 30.9



366.7 30.8 47.0 181.1 -2.4 -0.5 176.8 14.8 185.7 15.6 30.4



16.1 2.2 10.5 28.4 4.7 78.8 45.2



17.4 1.9 11.5 31.8 4.6 83.6 47.9



18.1 1.8 11.8 34.8 12.0 89.7 44.2



19.6 2.2 11.9 35.1 7.0 89.4 49.5



21.4 2.5 11.9 35.4 5.6 92.1 42.2



n/a n/a n/a n/a n/a n/a n/a



n/a n/a n/a n/a n/a n/a n/a



n/a n/a n/a n/a n/a n/a n/a



Source: CEIC, World Bank, HSBC forecasts. *Credit refers to commercial and rural bank loans. NB: 2018 FX numbers are assumptions not forecasts.
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Japan



Frederic Neumann Economist The Hongkong and Shanghai Banking Corporation Limited [email protected] +852 2822 4556 Abanti Bhaumik Economics Associate Bangalore



Not good enough After years of aggressive monetary easing, and periodic fiscal stimulus packages as well, Japan’s economy is still struggling to generate inflation. The sharp appreciation of the yen in recent months is partly to blame, of course. And so is the sudden drop in commodity prices. Meanwhile, weak global demand hasn’t helped either, with exports performing poorly so far this year. However, there is a deeper problem. Wages and inflation expectations have failed to ratchet up. In the end, this is what drives price pressures. Despite a sharp drop in the unemployment rate -- which is back down to lows last seen in the mid-1990s -- wages have only increased slightly. This can be explained by the rise in part-time employment, which commands generally lower compensation. It is, therefore, also a reflection of Japan’s dual labour market, with full-time employees still protected by formal and informal arrangements. Among the structural reform priorities, therefore, is a rejigging of labour laws to make the job market more flexible and, ultimately, allow for a faster increase in wages. It is easy to be dismissive about Japan’s ambitious reflation programme. After all, GDP growth over the first half of 2016 averaged a mere 0.5% y-o-y. Exports, as mentioned, have performed especially poorly, falling on average 2.4%. Household consumption and private capex, too, have fallen short of expectations. Yet there are also signs of progress. For example, bank lending growth has picked up, especially for housing, one of the few sectors directly benefitting from the fall in yields (and the Bank of Japan’s (BoJ) negative marginal deposit rate) since January. Surveys of small- and medium-sized businesses have also stabilised in recent months, pointing possibly to a pick-up in consumer spending into year-end 2016. Overall, 0.5% growth may look paltry by world standards, but it’s still above Japan’s trend, implying that, if sustained, the output gap should gradually close by next year. In itself, however, that may not be enough to meaningfully lift inflation expectations. In a sense, Japan is stuck in a “low expectations equilibrium”. Even a closed output gap, therefore, many not push inflation back up to 2%, the BoJ’s stated goal, if price expectations are anchored much lower. More, therefore, needs to be done to unmoor these. Prime Minister Abe recently proposed a generous fiscal stimulus package – by some measures Japan’s third largest ever – to be rolled out over the coming years. He has also postponed a planned VAT hike to support spending further. Inflation still far away from the 2% goal % y-o-y 4
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Labour market continues to tighten
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Unfortunately, the impact of such fiscal measures is bound to fizzle out quickly without a more decisive stab at reforms. And the labour market would be as good a place to start as any.



Policy issues The BoJ can hardly be accused of sitting on its hands in recent years. It has rolled out what is arguably the most aggressive monetary easing programme among advanced economies. The trouble is that inflation remains stuck, unlikely to lift to the stated goal of 2% any time soon. In principle, this suggests that yet more aggressive easing is on its way. But things aren’t quite as straight forward as this. First, monetary policy on its own is arguably not sufficient to shake loose inflation expectations. As mentioned, other policies are needed as well. Fiscal easing is obvious (although it also has its limits amid high public debt). But equally important are structural reforms, not least of the labour market. A concerted effort on all these fronts would go a long way to reflate Japan’s economy. Unfortunately, there are few signs that structural reforms will be performed with equal vigour to monetary and fiscal easing any time soon. Second, the BoJ is gradually running out of bullets. Its bond buying programme is already running into liquidity constraints and the appetite for pushing benchmark interest rates deeper into negative territory is limited -- not least in a population of ageing savers. Short of foreign bond buying or helicopter money, both of which seem unlikely for now, given political and legal reasons, the BoJ will only be able to tweak its easing programme, not deliver more “shock and awe”.



Risks A sharp appreciation of the yen tops the risks for Japan. Should this occur, it would delay further the recovery in headline inflation. Moreover, it would curtail export and tourism revenues, the latter especially a bright spot in recent years. Perhaps most importantly, it would raise questions about the potency of the BoJ’s easing, vastly complicating macro-economic policy. In addition, there is a risk that economic reforms will be subsumed to other legislative goals over the coming years. Uniquely in recent history, the governing coalition commands a big majority in both houses of parliament, providing it with a relatively free hand in the governing process. This has raised expectations that the administration may speed up structural reforms -- including greater labour market flexibility, (somewhat) relaxed immigration rules, and a health care overhaul. However, other priorities may intrude, delaying, yet again, the changes needed to revive Japan’s economy.



Key forecasts GDP (% y-o-y) GDP sa (% q-o-q) Industrial production (% y-o-y) CPI, (% q-o-q saar)* CPI, average (% y-o-y)* Dom. CGPI, average (% y-o-y)* Exports, value (% y-o-y) Imports, value (% y-o-y) Trade balance (% GDP) Current account (% GDP) International reserves (USDbn) Policy rate, end quarter (%) 10-yr yield, end quarter (%) JPY/USD, end quarter JPY/EUR, end quarter



2Q 16 0.8 0.2 -1.1 0.1 -0.2 -3.7 1.2 -8.1 1.2 3.7 1,254 -0.10 -0.2 113.93 126.5



3Q 16e 0.5 0.2 -0.3 -0.4 -0.3 -3.7 5.3 2.8 0.1 3.6 1,222 -0.10 0.0 101.8 114.0



4Q 16f 1.1 0.2 1.0 -0.1 -0.3 -2.6 10.3 11.1 0.0 4.2 1,250 -0.20 -0.1 95.0 104.5



1Q 17f 0.7 0.2 1.5 1.3 0.2 -1.5 4.2 6.4 0.3 3.8 1,257 -0.20 -0.1 95.0 104.5



2Q 17f 0.8 0.2 1.5 0.7 0.4 -0.7 -0.3 1.5 0.8 4.2 1,258 -0.20 -0.1 95.0 104.5



3Q 17f 0.9 0.4 3.6 0.1 0.5 0.2 -2.2 -0.3 -0.2 3.3 1,241 -0.20 -0.1 95.0 104.5



4Q 17f 1.0 0.2 3.8 0.3 0.6 0.5 -3.3 -1.6 -0.2 4.0 1,258 -0.20 -0.1 95.0 104.5



1Q 18f 0.9 0.0 5.5 1.3 0.6 0.4 -0.6 1.7 0.1 3.6 1,286 -0.20 -0.1 95.0 104.5



2Q 18f 0.5 -0.1 5.3 0.1 0.4 0.3 0.6 3.9 0.5 3.7 1,299 -0.20 -0.1 95.0 104.5



3Q 18f 0.3 0.2 4.8 0.5 0.6 0.3 0.7 4.5 -0.6 2.7 1,266 -0.20 -0.1 95.0 104.5



4Q 18f 0.4 0.3 5.0 0.5 0.6 0.4 0.8 4.5 -0.7 3.5 1,260 -0.20 -0.1 95.0 104.5



Source: CEIC, Cabinet Office, MoF, BoJ, HSBC forecasts. NB: 2018 FX numbers are assumptions not forecasts.
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Export volume growth has recovered in recent months… % y-o-y, 3mma 10



…but the level of shipments remains depressed



% y-o-y, 3mma 10
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 Despite the sharp appreciation of the yen in recent quarters, export volume growth has recovered of late.  This is in line with the broader stabilisation of the regional trade cycle and highlights that, over the short term at least, currency swings tend to have less impact on trade volumes than, say, on corporate profits.  However, trade volumes remain depressed, still well below the level of shipment seen until early 2015.
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 The fall in commodity prices, meanwhile, has held down the value of imports, prompting a sharp recovery in the trade balance despite relatively lacklustre export volume growth.



-10



Title ExportAxis volumes Source: CEIC, HSBC



Monthly earnings ticking up…



…finally
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 Monthly cash earnings at establishments with more than five employees have increased over the past year.  At last, labour market tightness is pressuring wages higher, which should provide some tailwind for household consumption growth.  However, the improvement in employee earnings needs to be kept in perspective: at below 1% y-o-y it amounts to only a tepid increase, in line with spikes that occurred over the previous two decades.  For a continued acceleration in wage growth, essential to lift Japan out of deflation, labour market reforms are essential.



Axis earnings Title Monthly cash Source: CEIC, HSBC



…with visitors arriving in Japan at record numbers
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Tourism is still booming…



 Since 2013, Japan’s tourism industry has seen an uninterrupted boom in foreign visitors, with monthly arrival numbers more than tripling.  So far, there are no signs that the appreciation of the yen in recent months has put a dent into the arrivals numbers, and the government has promised to build out infrastructure to accommodate the influx of visitors.  To a large extent, visitors from China account for the latest jump in arrivals, boosting not only the tourism industry but also retail sales growth.
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Japan: Macro framework Production, demand and employment GDP growth (% y-o-y) Nominal GDP (USDbn) GDP per capita (USD) Private consumption (% y-o-y) Government consumption (% y-o-y) Investment (% y-o-y) Net Exports (contribution to GDP growth, ppt) Industrial production (% y-o-y) Gross domestic saving (% GDP) Unemployment rate, average (%) Prices & wages CPI, average (% y-o-y)* CPI, end year (% y-o-y)* Core CPI, average (% y-o-y)** Core CPI, end year (% y-o-y)** Dom. CGPI, average (% y-o-y)*** Dom. CGPI, end (% y-o-y)*** Total wages, nominal (% y-o-y) Money, FX & interest rates Central bank money M0, average (% y-o-y) Broad money supply M2+CDs, average (% y-o-y) Policy rate, end year (%) 10yr yield, average (%) Nominal credit growth (% y-o-y) JPY/USD, end year JPY/USD, average JPY/EUR, end year JPY/EUR, average External sector Merchandise exports (USDbn) Merchandise imports (USDbn) Trade balance (USDbn) Current account balance (USDbn) Current account balance (% GDP) Net FDI (USDbn) Net FDI (% GDP) Current account balance plus FDI (% GDP) Exports, value (% y-o-y) Imports, value (% y-o-y) International FX reserves (USDbn) Import cover (months) Public and external solvency indicators Gross external debt (USDbn) Gross external debt (% GDP) Private sector external debt (USDbn) General government balance (% GDP) Primary balance (% GDP) Gross public domestic debt (JPYtrn) Gross public domestic debt (% GDP) Gross public external debt (USDbn) Gross public external debt (% GDP) Gross public sector debt (% GDP) Macro-prudential indicator Capital adequacy ratio Non-performing loan ratio Household Debt/GDP (%) Total Credit/GDP (%) Loan/Deposit ratio Stock Market Capitalisation/GDP (%)



2011



2012



2013



2014



2015



2016f



2017f



2018f



-0.5 5,929 46,385 0.3 1.2 1.4 -0.8 -2.8 21.7 4.6



1.7 5,935 46,527 2.3 1.7 3.4 -0.8 0.6 21.4 4.3



1.4 4,898 38,468 1.7 1.9 2.5 -0.2 -0.8 21.1 4.0



0.0 4,579 36,025 -0.9 0.1 1.3 0.3 2.1 21.6 3.6



0.5 4,127 32,499 -1.2 1.2 0.0 0.4 -1.2 22.5 3.4



0.6 4,835 38,130 0.4 2.0 0.6 -0.2 -0.5 22.3 3.2



0.9 5,385 42,767 0.7 1.2 2.1 -0.3 2.6 22.3 3.1



0.5 5,417 43,192 0.7 1.2 -0.7 0.0 5.1 22.1 3.0



-0.3 -0.2 -0.3 -0.1 1.5 0.8 -0.2



0.0 -0.1 -0.1 -0.2 -0.9 -0.7 -0.8



0.4 1.6 0.4 1.2 1.3 2.5 0.0



2.7 2.4 2.6 2.6 3.2 1.8 0.8



0.8 0.2 0.5 0.1 -2.3 -3.5 -0.9



-0.2 -0.1 -0.2 -0.1 -3.4 -2.6 0.9



0.4 0.6 0.4 0.6 -0.6 0.5 1.0



0.5 0.6 0.6 0.6 0.4 0.4 1.0



13.5 2.2 0.05 1.1 0.7 77.6 79.6 100.5 110.0



11.8 2.2 0.05 0.8 1.9 86.3 80.1 113.9 103.5



46.6 0.7 0.10 0.7 2.8 105.4 97.9 145.2 129.4



38.2 2.8 0.10 0.5 3.2 119.8 106.5 145.0 141.2



29.5 3.0 0.10 0.4 3.3 120.4 121.0 131.3 134.9



23.0 2.6 -0.20 0.0 3.2 95.0 105.2 104.5 116.9



13.7 2.7 -0.20 -0.1 3.2 95.0 95.0 104.5 104.5



7.7 2.7 -0.20 -0.1 3.2 95.0 95.0 104.5 104.5



791.8 796.2 -4.4 125.0 2.2 117.9 2.0 4.2 7.0 26.2 1,296 19.5



774.1 827.3 -53.2 62.4 1.0 116.7 2.0 3.0 -2.2 3.9 1,268 18.4



693.1 782.5 -89.3 34.4 0.9 144.9 3.0 3.9 -10.5 -5.4 1,267 19.4



695.8 795.4 -99.6 36.0 0.8 117.3 2.6 3.4 0.4 1.6 1,261 19.0



622.3 627.5 -5.2 134.9 3.3 130.9 3.2 6.5 -10.6 -21.1 1,233 23.6



635.0 613.5 21.5 185.5 3.3 120.9 2.5 5.9 2.0 -2.2 1,250 24.5



631.7 621.4 10.3 203.4 2.9 129.8 2.4 5.3 -0.5 1.3 1,258 24.3



634.2 644.2 -10.1 184.1 2.7 135.1 2.5 5.2 0.4 3.7 1,260 23.5



3,041 51 1,902 -9.8 -9.0 993 210.5 1138.4 19.2 229.7



3,260 55 2,092 -8.7 -7.8 1,032 217.0 1167.9 19.7 236.6



3,033 62 2,035 -8.5 -7.8 1,073 223.9 997.8 20.4 243.1



3,088 67 2,100 -7.7 -7.0 1,104 226.7 988.0 21.6 246.9



2,884 70 1,962 -4.4 -3.8 1,119 224.2 922.7 22.4 245.2



3,508 73 2,386 -4.1 -3.7 1,135 224.3 1122.4 23.2 246.3



4,094 76 2,784 -3.8 -3.5 1,149 224.6 1309.7 24.3 247.7



4,305 79 2,928 -3.8 -3.2 1,162 225.9 1377.0 25.4 250.0



13.8 2.4 66.4 108.4 69.7 60.7



14.2 2.4 65.7 110.6 69.3 57.4



15.2 2.1 66.0 114.8 68.2 85.0



15.6 n/a 65.5 115.0 68.4 97.2



15.6 n/a 64.5 115.7 68.8 116.6



15.6 n/a 64.3 117.9 68.7 119.8



15.6 n/a 64.2 120.2 68.6 123.3



15.6 n/a 64.4 123.3 68.5 127.5



Source: CEIC, ADB, IMF, MoF, BoJ, HSBC forecasts. *Includes the effects of the April 2014 VAT hike. **Period end. NB: 2018 FX numbers are assumptions not forecasts.
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Korea



James Lee Economist The Hongkong and Shanghai Banking Corporation Limited [email protected] +852 2822 1647 Joseph Incalcaterra Economist The Hongkong and Shanghai Banking Corporation Limited [email protected] +852 2822 4687



Growth likely to end on a soft note On the surface, it is clear that Korea’s economy is going through a soft patch. Subdued business investment and tepid consumer import demand in the West continue to weigh on Korea’s exports. Recent headlines, detailing the nascent restructuring of heavy industries, the bankruptcy of Korea’s largest shipping company, and smartphone recalls, are clear reminders of some of the issues facing Korea’s industries. However, the most recent data somewhat belies this state of affairs. Following a strong second half of the year in 2015, GDP expanded by a not-too-shabby 3% in the first half of 2016, with a sequential acceleration to 0.8% q-o-q in the second quarter (not far from trend). However, a closer look shows that growth was driven by resilient private consumption (following a strong H2 2015) – partly driven by an extension in automobile tax cuts – alongside an ongoing boom in private construction. Import compression also led to a pick-up in net exports. Unfortunately, this mix of growth drivers is unlikely to be sustained. We draw your attention instead to the confluence of weak exports and tepid business investment, which will likely keep the lid on growth in the coming quarters. Private consumption will likely settle at a more modest pace in the coming quarters, but will likely still be a relative driver of growth as the composition of Korea’s economy tilts increasingly in favour of private consumption and services. Given the stronger-than-expected growth outcome in the first half of the year, we recently raised our 2016 growth forecast to 2.5% from 2.3%, and slightly increased our 2017 growth estimate to a still below-consensus 2.4% (from 2.2%). We expect this subdued pace to be maintained into 2018, when Korea’s next president is scheduled to be inaugurated. While there is a significant policy uncertainty when we forecast out to 2018, given the currently difficult political environment and lack of political visibility, we nonetheless believe that most of Korea’s current growth woes are structural in nature and are unlikely to change with the next administration.



Growth held up better than expected in H1 2016 thanks in part to private construction and consumption % q-o-q 3.0
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Headline inflation decelerated sharply in August; 2% target out of reach for now…



2015



2016 Change in Stocks Gover nment consumption q-o-q sa



Source: CEIC, HSBC
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In short, as private consumption moderates somewhat and the supply-demand imbalance in the housing market starts to correct, Korea’s growth will likely return to being slightly more sensitive to exports and investment, and the subdued global outlook is the main growth risk to the economy. As we highlight on the next page, monetary and fiscal policy still have a counter-cyclical role to play, but the weak political stance of the government suggests more work ahead for the Bank of Korea (BoK).



Policy issues The BoK cut the policy rate to a historical low of 1.25% in June, the day after the government released plans for the restructuring of heavy industries. We believe that part of the rationale for the rate cut was to pre-empt the impact that the restructuring may have on employment conditions, thus impacting private consumption. The central bank is in a tight spot. Household debt continued to climb in recent years. Apart from the impact on housing construction and debt servicing, it is not entirely clear that a lower policy rate would help spur growth: the main drag for the moment is weak exports, largely a reflection of weak demand. That said, we think high frequency data will start to deteriorate following the mini electronics cycle and the impact this has had on manufacturing output. Moreover, the supplementary budget approved at end-August will be front-loaded in September. Consequently, growth will likely deteriorate into 2017, spurring the BoK to re-embark on an easing cycle, cutting 25bp in both Q4 2016 and Q1 2017.



Risks The sharp downturn in global trade at the beginning of 2016 raises the spectre of a prolonged global trade and manufacturing recession. Korea’s economy is especially exposed to such development, given its high reliance on exports. Greater government spending would be helpful, but officials have generally been reluctant to apply a forceful fiscal stimulus to smooth out the cycle, and the lack of a parliamentary majority restricts the policy options of the current government. A perennial risk for South Korea is the potential for tensions with North Korea. In the past months, tensions have remained high, entailing among other things the closure of South Korean production sites across the border. While geopolitical tensions periodically inject volatility into financial markets, the broader impact on South Korea’s growth should remain contained for the time being.



Key forecasts GDP (% y-o-y) GDP sa (% q-o-q) Industrial production (% y-o-y) CPI, (% q-o-q saar) CPI, average (% y-o-y) PPI, average (% y-o-y) Exports, value (% y-o-y) Imports, value (% y-o-y) Trade balance (% GDP) Current account (% GDP) International reserves (USDbn) Policy rate, end quarter (%) 5yr yield, end quarter (%) KRW/USD, end quarter KRW/EUR, end quarter



2Q 16 3.3 0.8 1.2 0.5 0.9 -2.9 -10.0 -12.5 9.1 7.0 481 1.25 1.4 1,165 1,339



3Q 16e 2.1 0.1 0.5 0.4 0.8 -2.4 -8.1 -10.6 8.8 7.4 504 1.25 1.4 1,108 1,241



4Q 16f 1.9 0.5 0.5 1.0 0.5 -0.8 -4.5 -7.1 8.5 7.0 529 1.00 1.3 1,090 1,199



1Q 17f 2.3 0.9 1.0 1.9 0.9 0.9 2.5 5.9 8.3 6.7 544 0.75 1.1 1,090 1,199



2Q 17f 2.0 0.5 1.2 1.6 1.2 1.0 1.1 1.1 8.4 6.4 568 0.75 1.1 1,080 1,188



3Q 17f 2.7 0.9 1.2 1.7 1.5 1.9 1.9 1.3 8.3 7.0 591 0.75 1.1 1,080 1,188



4Q 17f 2.7 0.5 1.2 1.5 1.7 1.8 2.1 1.4 8.3 6.9 617 0.75 1.1 1,070 1,177



1Q 18f 2.5 0.6 1.2 1.8 1.6 1.7 2.3 1.5 8.2 6.7 634 0.75 1.1 1,070 1,177



2Q 18f 2.6 0.6 1.2 1.8 1.7 1.7 2.4 1.6 8.3 6.4 660 0.75 1.1 1,070 1,177



3Q 18f 2.3 0.6 1.2 1.8 1.7 1.8 2.4 1.6 8.3 7.0 684 0.75 1.1 1,070 1,177



4Q 18f 2.3 0.5 1.2 1.5 1.7 0.0 2.4 1.6 8.3 6.9 712 0.75 1.1 1,070 1,177



Source: CEIC, HSBC forecasts. NB: 2018 FX numbers are assumptions not forecasts.
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Korea’s labour market may weaken further in the coming year…
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 Weak manufacturing and subdued global demand will keep employment conditions tepid. However, the unemployment rate stabilised somewhat in Q2 following a marked deterioration in Q1, and we aren’t expecting any sharp deterioration.  The government’s restructuring programme for heavy industries, such as shipbuilding, will likely lead to some job losses in the coming quarters. This will worsen conditions in the labour market further after the pick-up in electronics output fades.  However, the BoK will likely not resume its easing cycle before Q4 2016. We forecast a 25bp cut in both Q4 2016 and Q1 2017, bringing the policy rate to 0.75% by end-2017.



Unemployment



Source: CEIC, HSBC



Consumer confidence has started to pick up in past 2 months… 120
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…likely due to reduction in automobile tax cut  Consumer sentiment remained upbeat in July and August as economic conditions improved. Sentiment around current and future economic conditions strengthened. The reduction in automobile and consumption taxes this year likely supported sentiment and boosted private consumption in Q2.  However, high household debt, which continues to grow at a trend of 11% y-o-y in recent quarters, will likely weigh down consumption somewhat in the coming quarters.  Moderate fiscal stimulus in H2 2016 should support household sentiment somewhat, preventing a sharp deterioration.



Source: CEIC, HSBC



Growth in household debt is a key concern for the BoK… 14
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…as nominal disposable income remains weak
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Household debt
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 Recent rate cuts have fuelled household debt growth. This has been partly offset by new measures implemented by the FSC to tighten borrowing requirements.  There are signs that the housing market is starting to slow, particularly in Seoul, which should stunt mortgage demand.  We think that future easing measures by the BoK will be complicated by the household debt dynamic; that said, a strong deterioration in growth conditions could offset those concerns and, as growth weakens into 2017, we expect the BoK to further cut rates (by 25bp in both Q4 2016 and Q1 2017).
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Korea: Macro framework Production, demand and employment GDP growth (% y-o-y) Nominal GDP (USDbn) GDP per capita (USD) Private consumption (% y-o-y) Government consumption (% y-o-y) Investment (% y-o-y) Net Exports (contribution to GDP growth, ppt) Industrial production (% y-o-y) Gross domestic saving (% GDP) Unemployment rate, end year (%) Prices & wages CPI, average (% y-o-y) CPI, end year (% y-o-y) Core CPI, average (% y-o-y) Core CPI, end year (% y-o-y) PPI, average (% y-o-y) PPI, end year (% y-o-y) Manufacturing wages, nominal (% y-o-y) Money, FX & interest rates Central bank money M0, average (% y-o-y) Broad money supply M3, average (% y-o-y) Real private sector credit growth (% y-o-y) Policy rate, end year (%) 5yr yield, end year (%) KRW/USD, end year KRW/USD, average KRW/EUR, end year KRW/EUR, average External sector Merchandise exports (USDbn) Merchandise imports (USDbn) Trade balance (USDbn) Current account balance (USDbn) Current account balance (% GDP) Net FDI (USDbn) Net FDI (% GDP) Current account balance plus FDI (% GDP) Exports, value (% y-o-y) Imports, value (% y-o-y) International FX reserves (USDbn) Import cover (months) Public and external solvency indicators Gross external debt (USDbn) Gross external debt (% GDP) Short-term external debt (% of int’l reserves) Private sector external debt (USDbn) Central government balance (% GDP) Primary balance (% GDP) Gross public domestic debt (USDbn) Gross public domestic debt (% GDP) Gross public external debt (USDbn) Gross public external debt (% GDP) Gross public sector debt (% GDP) Macro-prudential indicators Capital adequacy ratio Non-performing loan ratio Household Debt/GDP (%) Total Credit/GDP (%) Residential House prices (% y-o-y) Loan/Deposit ratio Stock Market Capitalisation/GDP (%)



2011



2012



2013



2014



2015



2016f



2017f



2018f



3.7 1,203 24,172 2.9 2.2 0.8 0.8 6.0 34.5 3.0



2.3 1,226 24,520 1.9 3.4 -0.5 1.6 1.7 33.8 2.9



2.9 1,306 26,006 1.9 3.3 3.3 1.5 0.4 34.1 3.0



3.3 1,413 28,027 1.7 3.0 3.4 0.4 0.7 34.5 3.4



2.6 1,355 26,744 2.2 3.4 3.8 -1.2 -0.9 34.3 3.2



2.5 1,396 27,406 2.3 3.6 3.4 -0.1 0.5 34.2 3.9



2.4 1,520 29,758 2.4 2.4 2.5 0.0 1.2 34.5 4.1



2.4 1,601 31,243 2.5 3.0 2.3 0.2 1.2 35.0 4.1



4.0 4.2 3.2 3.6 6.7 4.3 1.7



2.2 1.4 1.7 1.1 0.7 -1.2 3.8



1.3 1.1 1.6 1.9 -1.6 -0.4 4.4



1.3 0.8 2.0 1.6 -0.5 -2.1 5.0



0.7 1.3 2.2 2.4 -1.3 -4.0 3.8



0.7 0.4 1.5 0.9 -2.4 -0.4 2.0



1.3 1.6 1.3 1.5 1.4 1.7 2.5



1.7 1.7 1.5 1.5 1.7 1.8 2.5



7.4 5.2 3.7 3.25 3.51 1,153 1,108 1,517 1,541



12.3 7.7 1.2 2.75 2.98 1,071 1,125 1,405 1,446



11.6 6.8 3.7 2.50 3.30 1,055 1,095 1,447 1,455



11.7 7.1 7.0 2.00 2.34 1,099 1,052 1,355 1,355



14.6 9.9 7.0 1.50 1.90 1,172 1,133 1,276 1,264



12.6 7.3 4.9 1.00 1.30 1,090 1,137 1,199 1,264



8.7 5.4 2.8 0.75 1.10 1,070 1,083 1,177 1,191



7.0 4.6 2.4 0.75 1.10 1,070 1,070 1,177 1,177



587 558 29 19 1.6 19.9 1.7 3.2 26.6 34.2 309 6.6



604 554 49 51 4.1 21.1 1.7 5.9 2.8 -0.7 326 7.0



618 535 83 81 6.2 15.6 1.2 7.4 2.4 -3.4 345 7.7



613 524 89 84 6.0 18.8 1.3 7.3 -0.8 -2.1 363 8.3



549 429 120 108 7.9 -3.1 -0.2 7.7 -10.5 -18.2 436 12.2



501 375 126 106 7.6 -10.0 -0.7 6.9 -8.7 -12.4 529 16.9



511 384 126 102 6.7 -10.0 -0.7 6.1 1.9 2.4 617 19.3



523 391 133 108 6.7 -10.0 -0.6 6.1 2.4 1.6 712 21.9



400 33.2 45.3 317 1.9 2.8 355 29.5 8.6 0.7 30.2



409 33.4 39.3 312 2.0 2.8 371 30.3 7.4 0.6 30.9



424 32.4 32.4 321 0.9 1.9 417 31.9 7.1 0.5 32.5



425 30.1 31.7 322 0.7 1.6 471 33.4 6.8 0.5 33.9



470 34.7 36.1 365 0.6 1.6 485 35.8 6.4 0.5 36.2



490 35.1 31.1 300 1.4 2.2 490 35.1 11.5 0.8 36.0



490 32.2 26.6 306 1.2 2.2 498 32.8 11.7 0.8 33.6



490 30.6 23.1 312 1.1 0.5 489 30.5 11.5 0.7 31.3



14.0 1.1 68.7 77.6 5.3 113.3 84.3



14.3 1.1 70.0 78.8 2.9 112.1 81.2



14.5 1.2 71.3 78.9 -0.4 112.9 80.7



13.9 1.2 73.0 81.0 1.5 115.2 80.4



13.9 1.0 77.2 83.4 3.4 116.4 81.1



n/a n/a n/a n/a n/a n/a n/a



n/a n/a n/a n/a n/a n/a n/a



n/a n/a n/a n/a n/a n/a n/a



Source: CEIC, ADB, IMF, MoSF, HSBC forecasts. Note: Public debt refers to government debt only. NB: 2018 FX numbers are assumptions not forecasts.
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Malaysia
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No acceleration Malaysia’s economy has not collapsed, but activity continues to weaken, given limited policy options to boost growth. For a third straight quarter, q-o-q GDP growth decelerated, to 0.7% q-o-q sa (4.0% y-o-y) in Q2 2016. The sub-potential print leaves intact our forecasts of 4.0% growth this year (from 5.0% in 2015) and 3.8% in 2017. But vulnerabilities remain, with all expenditure-side components disappointing in Q2 2016. The only exception was government consumption, which, as we will elaborate later, is not a positive development. In contrast to the curiously strong sequential gains seen in Q4 2015 and Q1 2016, private consumption in Q2 2016 finally appeared to be more accurately reflecting softening labour market conditions, slowing to just 0.7% q-o-q sa, less than half of the long-term trend pace. Quarterly gains in total investment, exports and imports also disappointed. In fact, imports were down sharply in H1 2016 – a disconcerting reflection of weak domestic demand. Data released since the GDP report does not suggest any imminent turnaround. The PMI showed manufacturing activity contracting in July and August, and an ongoing reduction in employment in the sector – the largest hirer in the country alongside wholesale and retail trade. July trade data was also weaker than we expected, again underscoring soft demand externally and domestically. The trade surplus narrowed to MYR1.9bn (unadjusted), the smallest surplus since October 2014. This was in line with our low-end estimate, but both exports and imports contracted more sharply than we expected. Exports plunged 10% m-o-m sa (-5.3% y-o-y), giving back nearly all of the gains made in June, while imports fell 9.2% m-o-m sa (-4.8% y-o-y). Amid moderating demand-pull pressures, inflation has stayed below Bank Negara Malaysia’s (BNM) 2-3% comfort range, and is likely to continue to do so for most of the remainder of 2016. Admittedly, the y-o-y contraction in transport and fuel prices is partly to blame. But even after stripping out food and energy prices, core inflation, too, has cooled. But the most worrying indicator of all is bank lending growth, which has decelerated sharply in recent months. In both m-o-m and y-o-y terms, loan growth is now near to or even lower than the rate during the Global Financial Crisis in 2008-09. The largest sources of drag are property loans (both residential and non-residential) and working capital loans, all of which are now at multi-year lows.



Inflation below BNM’s comfort range



Bank lending growth slowing % 3mma/3mma 5
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Policy issues In an earlier-than-expected move, on 13 July, BNM eased for the first time since 2009, trimming its Overnight Policy Rate (OPR) by 25bp to 3.00% as it cited risks from the UK’s Brexit vote to the domestic economy. With activity continuing to slow and loan growth at multi-year lows, we think there is a pressing need for BNM to deliver meaningful policy accommodation in this easing cycle. Consequently, we look for BNM to cut the OPR by another 25bp to 2.75% at the 23 November meeting – its last meeting of the year. Unfortunately, there is limited scope for rate cuts beyond that. Although low inflation does provide room for easing, overly aggressive cuts could result in capital outflows, which BNM might find challenging to counter with its thin FX reserves. While Malaysia has enjoyed net capital inflows for three straight quarters since Q4 2015, amid uncertainty over the global environment spikes in global risk aversion remain a possibility. In the event, interest rate differentials could start to matter. Capital outflow risks have also become all the more pertinent because the current account surplus has narrowed much more significantly than we expected so far this year, coming to just 1.2% of GDP in the first half of 2016. We have, therefore, materially downgraded our 2016 and 2017 current account forecasts to 1.2% and 1.5% of GDP from earlier estimates of 2.9% and 2.8%, respectively. Meanwhile, the government will not be able to afford any meaningful fiscal stimulus. Despite the downgrade in the oil price assumption for the revised 2016 budget to USD30-35/bbl (from USD48/bbl), revenue has lagged targets, while expenditure has overshot, leaving the deficit at a hefty 5.6% of GDP for H1 2016; significant expenditure cuts will have to be made in the second half of 2016 since revenues will likely remain weak to achieve the government’s 3.1% deficit goal (we think some slippage is likely, at 3.2%). But it is clear that the government will face similar fiscal constraints in 2017, with the budget to be tabled on 21 October likely to contain more or less the same limited measures for low- and middle-income earners as the 2016 budget.



Risks The economy’s external vulnerabilities have risen, with the current account surplus much thinner than expected, and the budget deficit under pressure. In the event that oil prices fall further, Malaysia is exposed to the risk of running twin deficits – not the best dynamics in the current global uncertainty.



Key forecasts GDP (% y-o-y) GDP sa (% q-o-q) Industrial production (% y-o-y) CPI, (% q-o-q saar) CPI, average (% y-o-y) PPI, average (% y-o-y) Exports, value (% y-o-y) Imports, value (% y-o-y) Trade balance (% GDP) Current account (% GDP) International reserves (USDbn) Policy rate, end quarter (%) 5yr yield, end quarter (%) MYR/USD, end quarter MYR/EUR, end quarter



2Q 16 4.0 0.7 3.7 1.1 1.9 -2.1 -0.3 2.4 6.6 0.6 97.5 3.25 3.37 4.02 4.46



3Q 16e 4.0 1.0 3.9 2.9 1.5 -0.7 -5.9 -5.1 7.9 1.3 97.3 3.00 3.20 4.11 4.60



4Q 16f 3.8 1.0 4.6 2.5 1.6 -0.8 -9.4 -6.8 7.4 1.1 97.9 2.75 3.00 3.95 4.35



1Q 17f 3.6 0.9 3.7 3.9 2.6 2.0 0.3 -1.2 8.2 2.2 100.2 2.75 2.90 3.92 4.31



2Q 17f 3.8 0.9 3.8 2.6 3.0 2.4 0.9 0.1 6.6 1.1 101.0 2.75 2.90 3.90 4.29



3Q 17f 3.8 1.0 3.8 1.9 2.7 2.5 2.8 2.8 7.6 1.3 101.0 2.75 2.90 3.87 4.26



4Q 17f 3.8 1.0 3.8 2.2 2.7 2.5 3.2 2.8 7.4 1.5 102.8 2.75 2.90 3.85 4.24



1Q 18f 3.8 1.0 3.8 3.8 2.6 2.4 3.2 2.9 8.1 3.0 103.5 2.75 2.90 3.85 4.24



2Q 18f 4.0 1.0 4.0 2.7 2.6 2.4 3.2 2.9 6.5 1.2 102.4 2.75 2.90 3.85 4.24



3Q 18f 4.1 1.0 4.1 1.9 2.6 2.4 2.0 2.9 6.9 1.8 102.4 2.75 2.90 3.85 4.24



4Q 18f 4.1 1.0 4.1 2.3 2.7 2.4 2.0 2.9 6.7 1.8 102.9 2.75 2.90 3.85 4.24



Source: CEIC, HSBC forecasts. NB: 2018 FX numbers are assumptions not forecasts.
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Beyond the headlines, Q2 GDP growth was a disappointment



pp contrib, % y -o-y 12



…as private consumption growth moderated
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 Q2 2016 GDP growth slowed to 4.0% y-o-y from 4.2% y-o-y in Q1 206, in line with our forecast. However, on a seasonally adjusted sequential basis – which captures the near-term momentum of the economy – growth slowed to 0.7% q-o-q, weaker than our forecast.  The only upside surprise was government consumption expenditure, which is not necessarily a good thing, considering the current pressures on the budget deficit. Private consumption expenditure was up just 0.7% q-o-q sa (6.3% y-o-y), less than a third of that seen in Q1 2016.  We maintain our 2016 and 2017 growth forecasts at 4.0% and 3.8%, respectively, the former remaining at the bottom of the official 4.0-4.5% forecast range. Additionally, we forecast 2018 GDP to grow at 4.0%.



Source: CEIC, HSBC



BNM likely to ease at its final meeting this year in November…
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…making its easing cycle more meaningful



4.00



3.50



3.50



3.00



3.00



2.50



2.50



2.00



2.00



1.50



1.50 2006



2008



2010



3mth KLIBOR



2012



2014



2016



 BNM surprised in July with an earlier-than-expected 25bp cut, trimming its OPR to 3.00%. But it paused in September.  Nevertheless, it did not close the door on further easing. Although BNM said that the domestic economy “is expected to expand within expectations in 2016, and to remain on a steady growth path in 2017”, it also mentioned that downside risks to global growth remain “high”.  Furthermore, BNM reiterated that it would “continue to monitor and assess the balance of risks surrounding the outlook for domestic growth and inflation”.  But the three-month interbank rate has stopped declining versus the OPR, suggesting rate cut expectations may not be fully priced in.



BNM overnight policy rate



Source: CEIC, HSBC



Capital outflow risks persist… 160
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 Malaysia’s FX reserves remain one of the thinnest in Asia, at USD97.5bn as of end-August, equivalent to just 1.2 times shortterm external debt or 8.1 months of retained imports.  This suggests that, in the event of further spikes in global risk aversion − which could well occur, given the uncertain global environment − BNM may have a less than desirable level of control over capital outflows and the ringgit.  BNM has space for one more 25bp rate cut this year, but scope for easing beyond that appears limited, particularly given our expectation that the US Federal Reserve will raise the Fed funds target rate in mid-2017.
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Malaysia: Macro framework Production, demand and employment GDP growth (% y-o-y) Nominal GDP (USDbn) GDP per capita (USD) Private consumption (% y-o-y) Government consumption (% y-o-y) Investment (% y-o-y) Net Exports (contribution to GDP growth, ppt) Industrial production (% y-o-y) Gross domestic saving (% GDP) Unemployment rate, end year (%) Prices & wages CPI, average (% y-o-y) CPI, end year (% y-o-y) Core CPI, average (% y-o-y) Core CPI, end year (% y-o-y) PPI, average (% y-o-y) PPI, end year (% y-o-y) Manufacturing wages, nominal (% y-o-y) Money, FX & interest rates Central bank money M0, end year (% y-o-y) Broad money supply M3, average (% y-o-y) Real private sector credit growth (% y-o-y) Policy rate, end year (%) 5yr yield, end year (%) MYR/USD, end year MYR/USD, average MYR/EUR, end year MYR/EUR, average External sector Merchandise exports (USDbn) Merchandise imports (USDbn) Trade balance (USDbn) Current account balance (USDbn) Current account balance (% GDP) Net FDI (USDbn) Net FDI (% GDP) Current account balance plus FDI (% GDP) Exports, value (% y-o-y) Imports, value (% y-o-y) International FX reserves (USDbn) Import cover (months) Public and external solvency indicators Gross external debt (USDbn) Gross external debt (% GDP) Short-term external debt (% of int’l reserves) Private sector external debt (USDbn) Central government balance (% GDP) Primary balance (% GDP) Government domestic debt (MYRbn) Government domestic debt (% GDP) Government external debt (USDbn) Government external debt (% GDP) Government debt (% GDP) Macro-prudential indicators Capital adequacy ratio Non-performing loan ratio Household Debt/GDP (%) Total Credit/GDP (%)* Residential House prices (% y-o-y) Loan/Deposit ratio Stock Market Capitalisation/GDP (%)



2011



2012



2013



2014



2015



2016f



2017f



2018f



5.3 298.2 10,260 6.9 14.2 6.4 -0.8 2.4 38.8 3.0



5.5 314.8 10,666 8.3 5.4 19.0 -3.6 4.2 36.5 3.1



4.7 323.4 10,705 7.2 5.8 8.1 -1.0 3.4 34.5 3.2



6.0 338.2 11,014 7.0 4.3 4.8 1.2 5.1 34.3 2.8



5.0 296.4 9,504 6.0 4.4 3.7 -0.4 4.5 32.7 3.2



4.0 302.1 9,564 6.2 7.5 2.8 -1.0 3.9 32.2 3.7



3.8 335.1 10,470 4.6 4.3 4.5 -0.4 3.8 33.7 3.7



4.0 362.0 11,168 4.9 3.9 4.8 -0.4 4.0 35.0 3.7



3.2 3.0 1.8 2.0 9.0 6.2 3.8



1.7 1.2 1.3 1.1 0.0 -5.0 6.4



2.1 3.2 1.3 1.9 -1.9 4.3 7.2



3.1 2.7 2.2 2.1 1.2 -4.5 4.7



2.1 2.7 3.3 4.5 -4.8 -2.5 5.9



2.1 1.6 2.9 1.7 -2.0 0.2 6.1



2.7 2.6 1.8 1.5 2.4 2.5 5.2



2.6 2.7 1.5 1.6 2.4 2.4 5.2



57.3 10.9 9.8 3.00 3.23 3.18 3.06 4.12 4.23



9.9 13.3 9.2 3.00 3.24 3.06 3.09 4.04 3.99



9.4 8.3 8.1 3.00 3.66 3.28 3.15 4.52 4.16



7.7 5.9 6.3 3.25 3.84 3.50 3.27 4.23 4.34



10.1 5.2 6.1 3.25 3.47 4.29 3.90 4.68 4.35



1.7 2.2 2.1 2.75 3.00 3.95 4.05 4.35 4.50



3.3 3.2 1.1 2.75 2.90 3.85 3.90 4.24 4.29



3.1 3.1 1.6 2.75 2.90 3.85 3.85 4.24 4.24



215.3 169.4 46.0 32.5 10.9 -3.1 -1.0 9.9 9.3 8.2 134.5 9.5



209.0 172.4 36.6 16.3 5.2 -7.9 -2.5 2.7 -2.1 2.7 139.9 9.7



202.5 171.8 30.7 11.3 3.5 -2.0 -0.6 2.9 -1.1 1.7 137.8 9.6



207.5 172.9 34.6 14.8 4.4 -5.5 -1.6 2.8 6.5 4.5 120.5 8.4



175.6 147.5 28.1 8.9 3.0 1.2 0.4 3.4 1.0 1.8 95.5 7.8



162.1 139.4 22.7 3.6 1.2 1.9 0.6 1.8 -4.3 -2.0 97.9 8.4



171.3 146.4 24.9 5.1 1.5 0.8 0.2 1.8 1.8 1.1 102.8 8.4



177.9 152.5 25.4 7.1 2.0 0.2 0.1 2.0 2.6 2.9 102.9 8.1



175.8 58.9 62.4 135.8 -4.7 -2.7 333.8 36.6 40.0 13.4 50.0



195.1 62.0 65.7 146.7 -4.3 -2.3 352.4 36.3 48.4 15.4 51.6



221.2 68.4 78.1 170.9 -3.8 -1.7 381.4 37.4 50.3 15.6 53.0



228.6 67.6 92.3 177.2 -3.4 -1.3 414.7 37.5 51.4 15.2 52.7



213.6 72.1 94.4 163.0 -3.2 -1.1 433.1 37.4 50.6 17.1 54.5



217.1 71.8 93.1 162.8 -3.2 -1.2 468.5 38.3 49.6 16.4 54.7



234.5 70.0 95.8 173.5 -3.0 -1.0 495.6 38.0 54.5 16.3 54.2



247.0 68.2 100.9 182.8 -3.0 -1.0 524.6 37.6 58.4 16.1 53.8



n/a 13.7 76.1 106.8 9.8 80.9 132.3



n/a 9.7 80.5 111.4 11.8 82.1 143.9



14.9 8.1 86.1 118.1 10.9 84.6 153.8



15.9 6.6 86.8 119.1 8.5 86.2 142.7



16.1 5.9 89.1 123.0 7.5 88.7 138.6



n/a n/a n/a n/a n/a n/a n/a



n/a n/a n/a n/a n/a n/a n/a



n/a n/a n/a n/a n/a n/a n/a



Source: CEIC, ADB, BNM, HSBC forecasts. *Credit refers to Banking System loans. NB: 2018 FX numbers are assumptions not forecasts.
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Mongolia



Julia Wang Economist The Hongkong and Shanghai Banking Corporation Limited [email protected] +852 3604 3663



Lessons for the future It has been a tumultuous three months. A confluence of events, including an election that brought in an avowedly more business-friendly government, public revelations of continued fiscal slippage (which we have warned about repeatedly), and a very large repayment of close to USD4bn intercompany loan has triggered a sharp squeeze on Mongolia’s balance of payments positions. In Q2 2016, Mongolia saw its biggest single quarterly direct investment outflow on record. To mitigate the impact on FX reserves, a USD4.6bn external loan was brought in. The Mongolian tugrik (MNT) depreciated by close to 10% in August, forcing the Bank of Mongolia to raise interest rate by a 450bp. The sharp monetary policy response has halted the currency’s slide, at least temporarily. The central bank’s new monetary policy committee also promised to study further measures. We have long flagged Mongolia’s precarious ‘twin deficits’, but have held the view that, while difficult, the economy could over time move toward a more sustainable position through current account improvement, if external environment allows. External sentiment, however, has deteriorated sharply and the market’s focus is now squarely on further balance of payments vulnerability. With USD2.5bn of short-term debt, the market will expect some kind of external debt relief over the coming year. More adjustment, either through the currency or the economy, also cannot be ruled out. But monetary tightening is not an optimal answer to fiscal slippage. The cost of the sharp interest rate hikes will undoubtedly hurt growth, and by extension fiscal revenue growth, making fiscal discipline even harder to achieve. As demonstrated by past month’s event, monetary tightening may sometimes be inevitable. But it clearly should not be the first port of call. Therefore, if available, or if not at the same time, policy makers should take the medium-term view. The new government should have a firm commitment to stop fiscal slippage, and a medium-term fiscal target. Mining development should also happen faster, to allow more shipment of mineral resources that holds the key for Mongolia’s to escape the current account deficit.



Fiscal slippage remains an issue MNTbn 8000



But monetary tightening not a permanent solution MNTbn 8000
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Policy issues After having steadily deteriorated over the past few years, Mongolia’s public finances weakened further going into 2016. From below 2% of GDP in 2013, the fiscal deficit widened to 5.8% in 2015 and increased further to 7.3% of GDP as of August 2016, spurring officials to publicly voice their anxiety. Given Mongolia’s ‘twin deficit’, a bigger fiscal deficit inevitably entails greater borrowing requirements from the international market. This was one factor in the squeeze on the balance of payments position over the past few months. The factors behind the fiscal slippage are more complex, including various (unconsolidated) government books, less discipline, particularly when it comes to hand-outs, and weaker economic (and, therefore, fiscal revenue) growth. The new government has promised to change all of this, starting with fiscal consolidation, which should lead to some medium-term fiscal goals, such as a (new) self-imposed deficit ceiling. The balance of payments volatility brought a sharp end to the easing cycle. The Bank of Mongolia hiked the policy rate by 450bp in August 2016 to arrest the currency’s slide. But such emergency measures should hardly be repeated. Inflation has fallen below 0% in August 2016, and the drag on activity will likely become more evident in the coming months. Provided that fiscal progress is made, we think the Bank of Mongolia should stay put for the near term.



Risks In the near term, the market’s focus will remain squarely on the balance of payments situation. In particular, Mongolia does have USD2.5bn of short-term debt, which over the course of the next year may require some degree of external relief. This may entail further volatility in the asset markets. Medium-term risks are very much policy-related. Fiscal consolidation will now be a priority for the new government. However, more importantly, the development of the mining sector holds the key to growth and by extension a more sustainable balance of payments position.



Key forecasts GDP (% y-o-y) CPI, national (average, % y-o-y) Exports, value (% y-o-y) Imports, value (% y-o-y) Trade balance (% GDP) Current account (% GDP) International reserves (USDbn) Policy rate, end quarter (%) MNT/USD, average MNT/EUR, average



2008 8.9 28.0 30.1 57.4 -12.6 -12.3 0.6 9.8 1,166 1,682



2009 -1.3 7.6 -25.6 -34.1 -5.5 -7.5 1.2 10.0 1,438 2,006



2010 6.4 10.2 54.3 49.7 -4.7 -14.3 2.1 11.0 1,357 1,781



2011 17.5 9.1 65.6 103.1 -19.7 -32.2 2.2 12.3 1,266 1,761



2012 12.2 14.3 -9.0 3.7 -21.9 -31.2 3.9 13.3 1,358 1,749



2013 11.6 10.4 -2.6 -5.7 -17.9 -27.4 2.0 10.5 1,530 2,189



2014 7.0 13.0 25.6 -25.9 5.6 -11.5 1.5 12.0 1,814 2,189



2015 2.3 6.6 -20.9 -27.5 7.0 -8.2 1.2 13.0 1,968 2,234



2016f 2.0 1.0 -5.0 -20.0 11.6 -5.1 1.1 15.0 2,128 2,540



2017f 1.0 2.0 -3.0 -13.0 14.1 -3.1 1.1 15.0 2,261 2,540



2018f 1.0 2.0 -1.0 -13.0 16.0 -0.6 0.7 15.0 2,261 2,540



Source: National Statistics Office, Bank of Mongolia, ADB, World Bank, HSBC forecasts. 2016, 2017 and 2018 FX numbers are assumptions not forecasts.
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Trade balance remains in marginally positive territory… 800 USDm 600 400 200 0 -200 -400 -600 -800 13
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…but the pace of improvement is slow
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 Mongolia has managed to sustain a positive trade balance throughout the first eight months of 2016.  Export volumes of several key commodities, such as coal, copper and iron ore, have more than doubled, increasing by 143%, 118% and 121% y-o-y, respectively.  But sluggish commodity prices are still weighing on export revenue and delaying the time it takes to build a stronger current account.



16 Trade balance (RHS)



Source: National Statistics Office, HSBC



…although external help will likely be available



Balance of payments vulnerability remains… 3,000
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 A confluence of event, including election, public revelation of continued fiscal slippage and a large repayment of intercompany loan, led to the biggest direct investment outflow on record (USD4.5bn) in Q2 2016.
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 To plug the gap, about USD4.6bn worth of an external loan was brought in, which helped to prevent a sharp drawdown of FX reserves.
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 In the near term, Mongolia’s balance of payments vulnerability, now firmly on the radar, remains. But external help, especially from supranational organisations, will likely be available.



Fin Acct: Portf Invt Currt Acct: Income Reserves



Source: National Statistics Office, HSBC
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…but long-term debt sustainability requires current account improvement USDbn
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Short-term debt relief possible…



 Despite having played a part in triggering the recent balance of payments squeeze, the decline (i.e., repayment) of around USD4bn of an inter-company loan actually reduces rather than increases Mongolia's debt burden. This is, however, now potentially neutralised by the additional external loan taken on to offset and stabilise reserves.  Close to 90% of Mongolia’s external debt is in the form of longterm debt obligation. In absolute terms, short-term debt amounted to USD2.5bn, as of the end of H1 2016.  Short-term debt is around 20% of Mongolia’s estimated 2016 GDP, which, while not excessive, could further strain FX reserves. Policies must focus on quickening the pace of current account improvement.
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Mongolia: Macro framework Production, demand and employment Real GDP growth (% y-o-y) Nominal GDP (USDm) Nominal GDP growth (% y-o-y) GDP per capita (USD) Nominal Private consumption (% y-o-y) Nominal Government consumption (% y-o-y) Nominal Investment (% y-o-y) Net Exports (contribution to Nominal GDP growth, ppt) Gross domestic saving (% GDP) Unemployment rate (%) Prices CPI, national (period average, % y-o-y) CPI, Ulaanbaatar (average, % y-o-y) LME Copper price, USD/tonne Hard coking coal price, USD/tonne Gold price, USD/oz Money, FX & interest rates M1, end year (% y-o-y) M2, end year (% y-o-y) Nominal credit growth (total, % y-o-y) Policy rate, end year (%) RRR, average (%) MNT/USD, average MNT/EUR, average External sector Merchandise exports (USDbn) Merchandise imports (USDbn) Trade balance (USDbn) Current account balance (USDbn) Current account balance (% GDP) Net FDI (USDbn) Net FDI (% GDP) Current account balance plus FDI (% GDP) Exports, value (% y-o-y) Imports, value (% y-o-y) International FX reserves (USDbn) Public and external solvency indicators Government overall budget balance, MNTbn Government overall budget balance, % GDP Macro-prudential indicators Non-Performing loan (% total loan) Total Credit/GDP (%)



2011



2012



2013



2014



2015



2016f



2017f



2018f



17.5 7,755 28.7 3,067 21.9 31.3 92.2 -21.5 29.5 5.2



12.2 10,763 35.0 3,758 27.5 56.2 68.4 -11.8 30.1 7.1



11.6 11,662 22.0 4,046 22.0 16.0 21.9 -4.5 34.1 7.6



7.0 12,184 20.0 4,126 18.0 10.0 -9.7 15.6 34.3 7.6



2.3 11,845 8.9 3,951 10.0 10.0 -9.2 7.0 30.4 8.3



2.0 11,283 3.0 3,708 9.0 5.0 -16.5 4.3 26.3 11.6



1.0 10,938 3.0 3,542 8.0 4.0 -8.2 0.9 23.4 12.0



1.0 11,266 3.0 3,634 7.0 3.0 -5.7 0.4 21.7 11.0



9.1 11.1 8,820 289 1,570



14.3 15.0 8,000 210 1,668



10.4 12.0 7,328 158 1,411



13.0 13.6 6,955 126 1,266



6.6 7.0 6,283 102 1,234



1.0 2.0 4,771 87 1,275



2.0 3.0 4,960 88 1,310



2.0 3.0 5,060 88 1,310



50.4 37.0 72.8 12.25 8.33 1,266 1,761



5.4 18.8 42.0 13.25 11.50 1,358 1,749



8.1 19.0 40.0 10.50 n/a 1,530 2,189



0.3 25.6 37.0 12.00 n/a 1,814 2,189



-10.0 -2.0 -0.1 13.00 n/a 1,968 2,234



10.0 10.0 3.0 15.00 n/a 2,128 2,540



3.0 8.0 3.0 15.00 n/a 2,261 2,540



3.0 8.0 3.0 15.00 n/a 2,261 2,540



4.8 6.5 -1.7 -2.8 -32.2 4.6 54.0 21.8 65.6 103.1 2.2



4.4 6.7 -2.4 -3.4 -31.2 4.4 41.0 9.7 -9.0 3.7 3.9



4.3 6.4 -2.1 -3.2 -27.4 2.0 17.1 -10.3 -2.6 -5.7 2.0



5.4 4.7 0.7 -1.4 -11.5 0.3 2.3 -9.3 25.6 -25.9 1.5



4.2 3.4 0.8 -1.0 -8.2 0.2 1.5 -6.6 -20.9 -27.5 1.2



4.0 2.7 1.3 -0.6 -5.1 -4.0 -35.5 -40.5 -5.0 -20.0 1.1



3.9 2.4 1.5 -0.3 -3.1 0.1 0.9 -2.2 -3.0 -13.0 1.1



3.9 2.1 1.8 -0.1 -0.6 0.1 0.9 0.3 -1.0 -13.0 0.7



-769.8 -7.1



-1,130.7 -7.7



-297.3 -1.7



-379.0 -1.8



-1,526.2 -6.5



-3,039.1 -12.7



-2,655.8 -10.7



-2,203.9 -8.7



6.1 52.1



4.2 47.8



5.3 60.4



n/a 58.4



n/a 51.4



n/a 49.0



n/a 48.0



n/a 47.5



Source: National Statistics Office, Bank of Mongolia, ADB, World Bank, HSBC forecasts. 2016, 2017 and 2018 FX numbers are assumptions not forecasts.
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New Zealand



Stronger growth than expected



Paul Bloxham Economist HSBC Bank Australia Limited [email protected] +61 2 9255 2635



New Zealand’s economy is going from strength to strength, driven by a construction boom, strong population growth, buoyant housing markets and strong growth in tourist arrivals. While none of these factors are new developments, the sheer strength of building activity, in particular, has led us to recently upgrade our growth forecasts.



Daniel Smith Economist HSBC Bank Australia Limited [email protected] +61 2 9006 5729



After surging by 5.7% q-o-q in Q1, the volume of building activity lifted by a further 5.5% q-o-q in Q2, well ahead of expectations. Residential construction is now 19% higher than a year ago, while non-residential activity is up 12%. The outlook for home-building has also strengthened following the approval of a new zoning plan for Auckland, which includes scope for over 400,000 new dwellings in the next 25 years – equivalent to around an 85% rise in the housing stock. Meanwhile, consumer demand remains strong, supported by rapid population growth, employment gains and strong house price inflation in most regions. Adding further to demand, tourist arrival numbers continue to set records, driven by increased arrivals from China and Australia. Retail sales volumes rose by 6.1% over the past year. The construction boom still has much further to run as both private and public sectors meet the demands for housing and public services created by the recent migration surge. Although dairy production volumes are being cut back in the short term, prices have started to recover and the long-term outlook for New Zealand’s exports to Asia (both goods and services) remains positive. Given the better-than-expected activity indicators and expected on-going momentum in the economy, we recently raised our GDP growth forecast to 3.1% in 2016 (from 2.6% previously) and to 3.0% in 2017 (from 2.4% previously). We expect GDP growth of 2.9% in 2018. Although growth has been strong, it is still not generating sufficient inflation. Most measures of underlying inflation are near the bottom edge of the Reserve Bank of New Zealand’s (RBNZ) 13% target band. Given low inflation, we expect the cash rate to be cut once more in Q4, to a record low of 1.75%. For CPI inflation, we expect 0.6% in 2016 and 1.7% for 2017 rising to 1.9% in 2018.



GDP growth has accelerated to 3.6% y-o-y NZD m 3000
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Construction activity is up 16% y-o-y
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Policy issues The housing market continues to pose a challenge for policy makers. In Auckland, the average sale price has now risen by 94% in the past five years and, after a lull in late 2015 and early 2016, recent months have seen prices once again rising at an annualised rate of over 20%. The RBNZ has announced that it plans to introduce another round of macro-prudential restrictions on 1 October (although the major domestic banks are already adhering to the new rules), requiring almost all property investors to have a deposit of at least 40%. This will be the third round of macro-prudential tightening since late 2013, and experience so far suggests the impact will be modest and temporary. New zoning rules will boost supply and reduce the existing undersupply of around 30,000 homes in Auckland, but this will take time.



Risks Following sizeable upward revisions to our growth forecasts, we see the risks as balanced. It is difficult to judge how quickly residential construction will continue to increase following the recent zoning changes in Auckland and there may be some upside risk to our forecasts in this regard over coming quarters. The major downside risk to our growth forecasts would be a fall in house prices. This remains a small possibility, in our view, but a real one nonetheless, given the scale of the price increases seen over the past few years. Although the financial system is robust and macro-prudential rules have limited the occurrence of ‘risky’ lending, significant house price declines would weigh on sentiment and household spending. Another key downside risk has diminished lately. After two years of very low dairy prices, recent auctions have seen a strong recovery underway. Dairy production volumes are still likely to be a slight drag on growth over the rest of 2016, but the boost to incomes from higher prices should remove a significant downside risk to overall economic activity.



Key forecasts GDP (% y-o-y) GDP-sa (% q-o-q) Industrial production (% y-o-y) CPI (% y-o-y) PPI (% y-o-y) G & S Balance (% GDP) Current account (% GDP) Policy rate, end quarter (%) 10yr yield, end quarter (%) USD/NZD, end quarter EUR/NZD, end quarter CPI, q-o-q ar Exports G & S (% y-o-y) Imports G & S(% y-o-y)



2Q 16 3.6 0.9 2.9 0.4 0.3 1.1 -2.8 2.25 2.40 0.68 0.60 1.7 2.8 0.6



3Q 16e 3.3 0.5 0.0 0.3 -0.9 0.5 -2.6 2.00 2.50 0.73 0.65 1.0 -3.5 -2.3



4Q 16f 3.1 0.7 1.2 1.1 0.8 0.3 -2.7 1.75 2.00 0.68 0.61 1.1 0.7 1.4



1Q 17f 3.0 0.8 2.2 1.5 2.6 0.4 -2.7 1.75 1.80 0.68 0.61 2.3 2.9 6.2



2Q 17f 2.8 0.8 2.1 1.5 2.3 0.4 -2.6 1.75 1.80 0.68 0.61 1.8 1.8 4.3



3Q 17f 3.1 0.8 2.8 1.8 2.6 0.5 -2.7 1.75 1.80 0.68 0.61 2.0 4.4 4.4



4Q 17f 3.1 0.7 2.8 1.9 2.7 0.5 -2.7 1.75 1.80 0.68 0.61 1.6 4.4 3.6



1Q 18f 3.1 0.7 2.5 1.9 2.7 0.4 -2.8 1.75 1.80 0.68 0.61 2.3 3.9 3.9



2Q 18f 3.0 0.7 2.2 1.9 2.7 0.4 -3.0 1.75 1.80 0.68 0.61 1.8 3.6 3.9



3Q 18f 2.8 0.7 1.9 1.9 2.7 0.3 -3.0 1.75 1.80 0.68 0.61 2.0 3.4 4.1



4Q 18f 2.8 0.7 1.6 1.8 2.6 0.3 -3.0 1.75 1.80 0.68 0.61 1.1 3.2 4.1



Source: RBNZ, StatsNZ, Thomson Reuters Datastream, HSBC forecasts. 2018 FX numbers are assumptions not forecasts.
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Retail sales have been rising strongly 10
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Retail sales volumes y-o-y%



 Retail sales volumes rose by 2.3% q-o-q in Q2, taking annual growth to 6.1%. Sales have been particularly strong in housing and construction-related sectors, such as hardware/building supplies and durable goods. Spending on hospitality services has also been growing quickly.  The key factors underpinning retail demand have been population growth, rising employment and strong growth in house prices. Record numbers of tourists are also supporting increased retail sales.  Strong sales volumes are not a new story; since the beginning of 2013 growth has averaged 4.9% y-o-y. But retail prices have not risen at all over that period (as evidenced by slower growth in sales values than volumes) as retailers have been unwilling or unable to lift prices.



Retail sales values y-o-y%



Source: Statistics New Zealand
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Tourism is booming thanks to record visitor arrivals  New Zealand recorded a record 3.36m short-term visitor arrivals in the past 12 months, up 11% on the previous year. The biggest sources of growth have been China (+26% or 83,700 for the year), Australia (+6% or 81,100) and the US (+13% or 30,000).  Tourism exports rose 18% in the year to June, to NZD9.1bn, not far behind dairy exports at NZD11.1bn. Collectively, travel services (tourism, education and business travel) have surpassed dairy at NZD13.8bn annually.  Not only is the economy benefitting from increased tourism revenues, but there should also be a boost to growth from greater business investment. For instance, hotel capacity is becoming stretched in some regions following a long period in which little new capacity has been added.



Source: Statistics New Zealand



Despite strong growth, inflation remains too low
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RBNZ factor model



 Despite strong growth – GDP rose 3.6% y-o-y in Q2 – inflation remains too low. Headline inflation is currently 0.4% y-o-y. That is partly a result of lower petrol prices and soft food prices, but even when those factors are removed, CPI excluding food and energy is just 1.0% y-o-y, which is the bottom edge of the RBNZ’s 1-3% target band.  Inflation is likely to rise once the temporary impact of the historical decline in petrol prices wears off. However, measures of underlying inflation are likely to remain below the RBNZ’s ‘near 2%’ medium-term target for an extended period of time.  The RBNZ is clearly worried that low inflation is becoming embedded in lower inflation expectations. The most recent cash rate cuts have been primarily motivated by this concern.
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New Zealand: Macro framework Production, demand and employment GDP growth (% y-o-y) Nominal GDP (USDbn) GDP per capita (USD) Private consumption (% y-o-y) Government consumption (% y-o-y) Investment (% y-o-y) Exports of G&S (vol growth) % y-o-y Imports of G & S (vol growth)% y-o-y Net Exports % of GDP Contribution of Net exports to Growth, ppt Final Domestic demand % y-o-y Domestic Demand % y-o-y Industrial production (% y-o-y) Gross national saving (% of GDP) Unemployment rate, average (%) Prices & wages CPI (% y-o-y) PPI (% y-o-y) Core CPI (% y-o-y) Labour Cost Index (% y-o-y) Money, FX & interest rates Money Supply M1, average (% y-o-y) Broad money supply M3, average (% y-o-y) Private credit growth (% y-o-y) Policy rate, end year (%) 10yr yield, end year (%) USD/NZD, end year USD/NZD, average EUR/NZD, end year EUR/NZD, average External sector Exports (G&S, USDbn) Imports (G&S, USDbn) G&S Balance (USDbn) Current Account Balance (USDbn) Current account balance (% GDP) Net FDI (USDbn) Net FDI (% GDP) Exports (NZD, % y-o-y) Imports (NZD, % y-o-y) International FX reserves (USDbn) Import cover (months) Public and external solvency indicators Central government balance (% GDP) Gross External Debt (NZDbn) Gross External Debt (% GDP) Gross public sector debt (NZDbn) Gross public sector debt (% GDP) Macro-prudential Indicators Capital Adequacy Ratios - Tier 1 capital ratio Capital Adequacy Ratios - Total capital ratio Non-performing loan ratio Household debt/Income (%) Total credit/GDP (%) House prices growth - Dwelling sales price (%y-o-y) Stock market capitalisation/GDP (%)



2011



2012



2013



2014



2015



2016f



2017f



2018f



2.0 165.8 37,698 2.6 2.7 6.5 2.6 7.0 -0.7 -1.3 3.4 3.2 0.6 19.9 6.0



2.6 175.9 39,739 2.8 -0.4 6.9 1.9 2.8 -1.0 -0.3 3.1 3.2 0.5 17.5 6.4



2.4 185.4 41,414 2.9 1.7 5.1 0.8 6.2 -2.5 -1.6 3.2 3.2 1.8 19.3 5.8



3.7 197.2 43,378 2.7 2.7 10.9 3.0 7.9 -4.0 -1.6 4.5 4.5 2.9 19.4 5.4



2.5 169.0 36,906 2.3 1.9 2.8 7.0 3.7 -3.2 0.8 2.3 2.0 0.9 19.2 5.4



3.2 177.7 38,343 3.4 2.2 5.4 2.6 3.0 -3.3 -0.2 3.6 3.5 0.7 18.1 5.1



3.0 187.8 40,031 3.0 2.9 4.2 2.7 4.3 -3.8 -0.6 3.3 3.6 2.5 17.9 4.8



2.9 197.9 41,697 2.9 2.8 3.8 3.5 4.0 -3.9 -0.3 3.1 3.1 2.1 17.9 4.5



4.0 4.7 1.6 2.0



1.1 1.0 1.4 2.1



1.1 1.5 1.4 1.7



1.2 0.1 1.5 1.8



0.3 -2.1 1.3 1.8



0.6 -0.2 1.5 1.7



1.7 2.6 1.5 2.0



1.9 2.7 1.8 2.3



8.0 6.5 1.6 2.50 4.20 0.77 0.78 0.58 0.57



7.0 6.0 2.8 2.50 3.51 0.83 0.80 0.63 0.62



9.5 5.0 4.6 2.50 4.70 0.83 0.82 0.60 0.61



6.2 6.3 4.6 3.50 3.95 0.78 0.83 0.65 0.63



8.9 8.1 6.5 2.50 3.46 0.68 0.70 0.63 0.63



n/a n/a 7.3 1.75 2.00 0.68 0.68 0.61 0.61



n/a n/a 5.4 1.75 1.80 0.68 0.68 0.61 0.61



n/a n/a 4.1 1.75 1.80 0.68 0.68 0.61 0.61



51.0 47.6 3.4 -4.6 -2.8 1.7 1.0 8.3 9.8 17.0 4.3



50.9 50.1 0.8 -6.9 -7.1 3.9 2.2 -3.6 1.7 17.8 4.3



53.1 51.1 2.0 -5.7 -6.8 1.3 0.7 3.5 1.3 16.5 3.9



56.2 54.0 2.2 -6.3 -7.7 2.3 1.2 4.6 4.4 15.8 3.5



48.0 46.8 1.2 -5.6 -2.3 -1.0 -2.7 2.9 4.3 14.6 3.7



47.7 46.4 1.4 -4.8 -2.7 n/a n/a 0.2 -0.2 n/a n/a



49.2 48.3 0.8 -5.0 -2.7 n/a n/a 3.3 4.6 n/a n/a



50.9 50.3 0.6 -5.8 -2.9 n/a n/a 3.5 4.0 n/a n/a



-9.0 238.7 113.0 66.6 31.5



-4.4 242.4 111.9 69.2 32.0



-2.0 234.2 103.3 69.8 30.8



-1.3 243.5 102.2 73.3 30.8



0.1 249.8 101.6 74.7 30.4



0.3 n/a n/a 76.5 29.9



0.5 n/a n/a 77.1 29.0



0.7 n/a n/a 73.9 26.6



10.0 12.7 1.9 149.7 141.5 1.3 22.8



11.2 13.1 1.5 147.0 141.4 4.7 32.6



11.3 12.5 1.2 150.1 143.3 9.1 37.4



11.4 12.5 0.9 153.7 142.6 6.5 41.4



11.9 13.0 0.7 159.9 147.9 11.8 n/a



n/a n/a n/a n/a 149.3 15.7 n/a



n/a n/a n/a n/a 147.3 6.7 n/a



n/a n/a n/a n/a 145.4 7.2 n/a



Source: RBNZ, StatsNZ, Thomson Reuters Datastream, ADB, IMF, HSBC forecasts. 2018 FX numbers are assumptions not forecasts.
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The Philippines



Joseph Incalcaterra Economist The Hongkong and Shanghai Banking Corporation Limited [email protected] +852 2822 4687 Maitreyi Das Economics Associate Bangalore



Fiscal policy to set the pace The Philippines continues to stand out as one of Asia’s strongest performers. Despite an uncertain external environment and decelerating regional growth, the economy expanded 7.0% y-o-y in Q2 2016, the fastest pace in three years, bringing growth in the first half of the year to 6.9% and placing the government’s 6-7% growth target for 2016 well within reach. The acceleration was due to a sharp increase in government infrastructure spending coupled with the impact of election spending on private consumption. Although growth will moderate in y-o-y terms through the second half as the impact from the elections and budget front-loading wears off, overall domestic demand will nonetheless remain resilient as government spending continues to fuel growth. Following the strong outturn of growth in the first half of 2016, we recently raises our full-year forecast from 6.3% to 6.5%, and forecast growth of 6.3% in 2017 and 6.4% in 2018. This isn’t to say there aren’t challenges to growth. After all, exports have been contracting rather sharply as of late – while imports of capital equipment surged – and the trend growth of remittances has also moderated to approximately 3.5%. While remittances may not provide the same boost to consumption as before, we think that the improvement in domestic employment opportunities, mostly from construction, BPO and tourism, are more than able to offset the effect for now. We are confident that growth in the Philippines will continue to outpace growth in the region in coming years as the country plays infrastructure catch-up and builds a larger fixed capital base. The government’s proposed PHP3.35trn 2017 budget will prioritise infrastructure (5.4% of GDP), investments in social services and modernisation of agriculture. Moreover, public-private partnership (PPP) projects will continue to be prioritised and the programme may be accelerated. Of all these factors, public infrastructure will have the largest impact on growth, and Budget Secretary Diokno has pledged to increase the infrastructure allotment to 7% of GDP by 2022, the end of the government’s term in office. As well as promoting infrastructure growth, the government is hoping to push a reform agenda. The government has selected tax reform to be the top priority, and the final reform will likely include lower income and corporate taxes, while closing VAT ‘loopholes’ and increasing ‘sin taxes’. Upcoming reforms will likely focus on decreasing limits on foreign ownership to increase FDI. Growth picked up in H1 due to robust private demand and a surge in public investment % Yr 15
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Policy issues Monetary policy remains fairly accommodative after the implementation of Interest Rate Corridor (IRC) by the Bangko Sentral Ng Pilipinas (BSP) in June 2016. The BSP cut the policy rate by 100bp alongside the introduction of the IRC, while introducing a term deposit facility that is expected to mop up liquidity at a higher interest rate than the overnight deposit facility. However, term deposit facility (TDF) rates remain low due to the small volumes of term deposits currently auctioned off. The continuation of the high-growth, low-inflation environment suggests that there is little need for the BSP to tweak its monetary policy stance anytime soon, apart from operational changes, such as increasing the volume of the term deposit facility. However, the BSP has signalled that it may lower the reserve ratio requirement (RRR) for banks over the next year as more funds migrate from the overnight deposit facility to the new term deposit facility. In short, this change is not meant to spur liquidity growth, but instead is expected to lower intermediation costs in the banking system.



Risks As mentioned earlier, the economic outlook for the Philippines is robust; underpinned by resilient domestic demand. However, there are long-term issues that may come back to haunt the country if not resolved. For example, the Philippines has a structural trade deficit, and the outlook for manufacturing exports does not look too bright outside of electronics, despite policy efforts to encourage other exports. The Philippines remains highly vulnerable to weather trends. Fortunately, risk stemming from the onset of La Niña after El Niño are relatively contained, thanks to government efforts to ramp up rice imports in Q3 2016 (250,000 tonnes) and 2017 (750,000 tonnes).



Key forecasts GDP (% y-o-y) GDP sa (% q-o-q) Industrial production (% y-o-y) CPI, (% q-o-q saar) CPI, average (% y-o-y) PPI, average (% y-o-y) Exports, value (% y-o-y) Imports, value (% y-o-y) Trade balance (% GDP) Current account (% GDP) International reserves (USDbn) Policy rate, end quarter (%) 10yr yield, end quarter (%) PHP/USD, end quarter PHP/EUR, end quarter



2Q 16 7.0 1.8 6.3 2.2 1.5 -4.0 -6.6 23.6 -0.2 0.1 85.3 3.00 4.6 47.7 52.9



3Q 16e 6.4 1.0 4.0 2.1 2.0 1.0 0.6 7.6 -0.2 2.4 84.8 3.00 3.3 47.4 53.1



4Q 16f 6.0 1.8 4.0 2.9 2.0 1.0 2.3 8.9 -0.2 1.5 84.7 3.00 3.8 46.2 50.8



1Q 17f 6.4 1.6 3.5 3.5 2.7 1.3 1.1 7.2 -0.3 1.2 84.4 3.00 4.0 46.00 50.6



2Q 17f 6.4 1.8 4.0 4.3 3.2 1.6 3.5 5.4 -0.2 1.0 83.6 3.00 3.8 45.80 50.4



3Q 17f 6.2 0.8 4.0 3.2 3.5 1.7 0.9 12.2 -0.3 0.5 82.5 3.00 3.8 45.60 50.2



4Q 17f 6.1 1.7 3.8 2.8 3.5 1.7 1.2 8.4 -0.2 0.8 81.7 3.00 3.8 45.50 50.1



1Q 18f 6.1 1.6 4.5 3.9 3.5 1.8 8.1 9.0 -0.3 1.1 81.1 3.00 3.8 45.50 50.1



2Q 18f 6.4 2.1 4.5 4.7 3.6 1.8 8.7 10.2 -0.2 0.7 80.2 3.00 3.8 45.50 50.1



3Q 18f 6.4 0.8 4.5 3.2 3.6 1.8 9.4 10.7 -0.3 0.1 78.8 3.00 3.8 45.50 50.1



4Q 18f 6.7 2.0 4.5 3.3 3.8 1.9 9.8 10.8 -0.2 0.5 77.8 3.00 3.8 45.50 50.1



Source: CEIC, HSBC forecasts. NB: 2018 FX numbers are assumptions not forecasts.
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Remittances have displayed volatility… % ppt cont to y-o-y growth 20



….and we expect trend growth to slow % y-o-y 20
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 Remittances have become more volatile lately on the back of increased financial regulations and risk aversion by banks alongside the rise in unconventional forms of payments (such as Bitcoin-based apps).  While there have been ongoing concerns about the status of OFWs in the Middle East for some time, the issues are concentrated in Saudi Arabia and involve a small sub-set of workers.  That said, OFW deployment has slowed this year and we continue to expect the trend of remittances to decelerate to 3.5% for 2016 and 2017.



Source: CEIC, HSBC



Inflation remained benign so far in 2016… 8.0



% y -o-y
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…but will likely pick up in 2017 and 2018 8.0



 Headline inflation remained soft so far in 2016, primarily due to lower fuel prices. Even food prices remained subdued, thanks to cheaper import prices. To this end, we have revised down our CPI forecast to 1.7% in 2016.
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 An increase in fiscal spending next year, and latent expectations of food price increases stemming from any adverse weather will likely increase inflation. However, it should likely remain within the BSP’s 24% target, mainly due to still-subdued commodity prices.



0.0



 We forecast inflation to remain within the BSP’s target range, rising by 3.1% and 3.6% in 2017 and 2018, respectively.
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Source: CEIC, HSBC



The BSP will remain on hold for now…



…but it will likely increase the volume of TDF PHPbn
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 Since adopting an Interest Rate Corridor in June, the BSP has kept rates on hold at highly accommodative levels. After cutting the policy rate by 100bp, the focus has been on increasing rates in the term deposit facility to bring market rates closer to the policy rate.  Despite increasing the volume of the weekly auctions from PHP30bn in June to PHP90bn in September, the volumes are still too small and the auctions are oversubscribed. As such, the 7- and 28-day tenor term deposit rates are only marginally higher than the overnight deposit facility (which has no restriction on volume).  We see the central bank standing pat into next year as it continues to tweak the operational aspects of the IRC (increasing volumes over the coming months) and a likely RRR cut in 2017.
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The Philippines: Macro framework Production, demand and employment GDP growth (% y-o-y) Nominal GDP (USDbn) GDP per capita (USD) Private consumption (% y-o-y) Government consumption (% y-o-y) Investment (% y-o-y) Net Exports (contribution to GDP growth, ppt) Industrial production (% y-o-y) Gross domestic saving (% GDP) Unemployment rate, average* (%) Prices & wages CPI, average (% y-o-y) CPI, end year (% y-o-y) Core CPI, average (% y-o-y) Core CPI, end year (% y-o-y) PPI, average (% y-o-y) PPI, end year (% y-o-y) Manufacturing wages, nominal** (% y-o-y) Money, FX & interest rates Central bank money M0, average (% y-o-y) Broad money supply M3, average (% y-o-y) Real private sector credit growth (% y-o-y) Policy rate, end year (%) 10yr yield, end year (%) PHP/USD, end year PHP/USD, average PHP/EUR, end year PHP/EUR, average External sector Merchandise exports (USDbn) Merchandise imports (USDbn) Trade balance (USDbn) Current account balance (USDbn) Current account balance (% GDP) Net FDI (USDbn) Net FDI (% GDP) Current account balance plus FDI (% GDP) Exports, value (% y-o-y) Imports, value (% y-o-y) International FX reserves (USDbn) Import cover (months) Public and external solvency indicators Commercial banks’ FX assets (USDbn) Gross external debt (USDbn) Gross external debt (% GDP) Short-term external debt (% of int’l reserves) Private sector external debt (USDbn) Consolidated government balance (% GDP) Central government balance (% GDP) Primary balance (% GDP) Gross public domestic debt (PHPbn) Gross public domestic debt (% GDP) Gross public external debt (USDbn) Gross public external debt (% GDP) Gross public sector debt (% GDP) Macro-prudential measures Capital adequacy ratio Non-performing loan ratio Household Debt/GDP (%) Total Credit/GDP (%) Loan/Deposit ratio Stock Market Capitalisation/GDP (%)



2011



2012



2013



2014



2015



2016f



2017f



2018f



3.7 224 2561 5.6 2.1 -1.9 -1.0 4.7 23.0 7.0



6.7 250 2595 6.6 15.5 10.8 1.4 5.4 21.0 7.0



7.1 272 2766 5.6 5.0 11.8 -2.6 10.3 24.2 7.0



6.2 285 2851 5.5 3.3 6.2 0.9 8.3 24.3 7.1



5.9 292 2868 6.3 7.8 15.2 -2.5 5.7 23.2 6.8



6.5 309 2973 7.1 10.5 24.8 -5.7 5.5 25.7 6.3



6.3 345 3254 6.4 8.5 12.5 -3.2 3.8 26.6 6.0



6.4 381 3527 6.2 8.5 12.8 -3.3 4.5 0.0 5.9



4.7 4.2 4.3 4.2 1.0 1.5 6.0



3.2 3.0 3.7 3.4 -0.6 -4.0 4.5



2.9 4.1 2.9 3.2 -7.5 -4.1 5.2



4.2 2.7 3.0 2.3 -0.9 -1.4 4.4



1.4 1.5 2.0 2.1 -6.7 -7.4 4.7



1.7 1.9 1.8 1.9 -2.1 1.0 2.8



3.2 3.4 2.9 3.2 1.6 1.7 4.7



3.6 3.8 3.5 3.6 1.8 1.9 4.7



7.2 7.1 9.6 4.50 5.08 43.9 43.4 56.9 59.9



8.5 9.4 11.8 3.50 4.85 41.2 41.2 54.4 53.3



14.6 31.8 11.7 3.50 3.70 44.4 44.4 61.2 58.7



11.5 11.2 15.2 4.00 4.21 44.6 44.6 54.0 59.1



10.9 9.4 11.7 4.00 3.70 46.7 46.7 50.9 52.1



10.0 9.0 16.3 3.00 3.80 46.2 46.2 50.8 51.3



10.0 9.0 14.8 3.00 3.80 45.5 45.5 50.1 50.1



10.0 9.0 14.4 3.00 3.80 45.5 45.5 50.1 50.1



38.3 58.7 -20.4 5.6 2.5 -1.6 -0.7 1.8 4.1 -3.9 75.3 15.4



46.4 65.3 -18.9 6.9 2.8 -0.3 -0.1 2.6 21.2 11.3 83.8 15.4



44.5 62.2 -17.7 11.4 4.2 -1.0 -0.4 3.8 -4.0 -4.8 83.2 16.1



49.8 67.2 -17.3 10.8 3.8 0.1 0.0 3.8 11.9 8.0 79.5 14.2



43.2 66.5 -23.3 7.7 2.6 -1.0 -0.3 2.3 -13.3 -1.0 80.7 14.6



42.4 75.1 -32.8 3.9 1.3 0.1 0.0 1.3 -1.9 13.0 84.7 13.5



43.1 81.4 -38.3 3.0 0.9 2.1 0.6 1.5 1.7 8.3 81.7 12.0



46.9 89.7 -42.7 2.2 0.5 -0.2 0.0 0.5 9.0 10.2 77.8 10.4



22.3 60.4 27.0 9.3 12.5 -2.0 -2.0 0.8 2,873.4 29.6 60.4 21.4 51.0



24.5 60.3 24.1 10.1 5.1 -2.3 -2.3 0.7 3,612.6 34.2 60.3 22.0 56.3



25.9 58.5 21.5 13.5 5.2 -1.4 -1.4 1.4 3,864.9 33.5 58.5 19.8 52.8



26.6 77.7 27.3 20.4 27.5 -0.6 -0.6 2.0 3,938.7 31.1 77.7 17.6 48.8



28.1 77.5 26.5 20.1 25.8 -0.9 -0.9 1.4 4,022.7 30.2 77.5 17.8 47.7



29.6 75.9 24.6 18.8 23.8 -2.5 -2.5 -0.4 4,321.2 30.0 75.9 16.9 46.8



30.5 76.7 22.2 19.7 32.0 -3.0 -3.0 -1.1 4,626.7 29.4 76.7 16.5 45.8



0.0 77.5 20.3 20.9 32.0 -3.3 -3.3 -1.5 4,988.1 28.8 77.5 16.2 44.9



17.6 2.4 5.6 31.0 56.7 89.6



18.4 2.8 6.0 32.8 60.8 103.5



17.7 2.1 6.3 34.4 53.5 103.4



16.4 1.8 7.0 37.5 56.8 112.7



16.1 1.6 8.0 40.3 58.9 101.2



n/a n/a n/a 43.9 63.8 n/a



n/a n/a n/a 47.3 69.2 n/a



n/a n/a n/a 50.8 74.9 n/a



Source: CEIC, ADB, IMF, HSBC forecasts. *September 2005: The ILO definition of unemployment has been adopted by official sources. **Refers to minimum wage index. NB: 2018 FX numbers are assumptions not forecasts.
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Singapore



Joseph Incalcaterra Economist The Hongkong and Shanghai Banking Corporation Limited [email protected] +852 2822 4687



More data deterioration, but no need to panic Growth in Singapore decelerated sharply so far this year. Following a blockbuster ending to growth last year – the economy grew at an average pace of 3.3% q-o-q saar in the second half – GDP growth slowed to a pace of 0.2% in H1 2016. Weak services growth in the first half was partly offset by a surge in manufacturing (related to pharmaceutical production) and public construction spending. As expected, there was a fair degree of payback in services output during Q1 following the surge in finance and insurance output in Q4 last year. However, much more ominously, services output contracted for the second consecutive quarter in Q2, and services GDP was revised downwards in the final reading – a rare event. Seeing that the services industry has been the main driver of growth in Singapore in a weak global trade environment, this is cause for concern. To add to the negative news, most high frequency data have deteriorated in Q3 – in particular NODX and IP. It has been clear for some time that growth would slow this year, and the weakness in services in the first half was partly to be expected following the surge late last year. We expect manufacturing growth to weigh down GDP in Q3 – while services will only partly offset the contraction, resulting in a likely 0.4% q-o-q saar contraction. Despite this less-than-comforting outlook, growth is still expected to come within the revised 1-2% government growth forecast for 2016 – and HSBC expects 1.5% growth for 2016. As for 2017, the growth headwinds will likely persist, and we see growth decelerating to 1.4%, followed by stabilisation to 1.6% in 2018. Sequentially, we expect growth to average 1.2% q-o-q saar in the second half of the year, allowing Singapore to evade recession. However, we do not see any strong rebound on the horizon; instead, we forecast a sustained deceleration in externally-oriented industries – including finance and insurance (which will, nonetheless, continue to be a driver of growth, albeit to a lesser degree) – which will be partly offset by sustained increases in infrastructure spending, particularly over the next two years. We believe the Monetary Authority of Singapore (MAS) anticipated a deceleration of growth in H2 2016 when it opted to move to a flat slope in April. The bar for further easing this year is high – and likely hasn’t been breached yet, despite the deterioration in employment data in Q2. We believe labour market data would have to weaken materially to prompt the MAS to change policy in October, and job data for Q3 will not be out until after the October policy review.



Labour market indicators have weakened alongside slower GDP growth Change in employ ment, 45
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But the MAS still expects core CPI to rise into 2017
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Policy issues In its April Monetary Policy Statement, the MAS adopted a flat slope – removing the ‘modest and gradual appreciation’ stance that the central bank had had in place since 2010, while keeping other settings on hold. The policy outcome was a surprise because in previous easing cycles, the MAS would only implement a flat slope alongside a technical recession. We believe this was a reflection of both the MAS’s view of the structural headwinds that Singapore faces and a different response function by the central bank. Although recent data shows deterioration, we do not believe the bar has been reached to trigger further easing in October. In July, MAS Managing Director Ravi Menon revealed a more optimistic outlook for Core CPI – which the MAS tracks – and re-affirmed the policy outlook. While the September edition of ‘Recent Economic Developments in Singapore’ hinted at a softer growth outlook, the changes were not material. All in all, there is clearly a risk of a downward re-centring in October, but our base case is that the MAS will await signs of a much sharper downturn in growth before opting for this policy option. After all, the overall impact on growth is small and outright currency devaluation is a significant move in the current global environment.



Risks The main risk to Singapore is contagion from weak growth in the immediate region, particularly in Malaysia and China. Moreover, Singapore’s oil-related manufacturing and services industries are sensitive to a further deterioration in oil prices – or lack of a strong recovery. A suppressed global trade environment will continue to put pressure on Singapore’s trade services and portrelated activities. The US Fed is also a risk, given the strong correlation of interest rates in the US with short-term rates in Singapore. Fortunately, we expect the Fed to remain relatively cautious in raising rates; HSBC’s US economist, Kevin Logan does not expect any rate hike in 2016, and only forecasts one hike in 2017, in the second quarter.



Key forecasts GDP (% y-o-y) GDP sa (% q-o-q) Industrial production (% y-o-y) CPI, (% q-o-q saar) CPI, average (% y-o-y) PPI, average (% y-o-y) Exports, value (% y-o-y) Imports, value (% y-o-y) Trade balance (% GDP) Current account (% GDP) International reserves (USDbn) 3M interbank rate, end quarter (%) 5yr yield, end quarter (%) SGD/USD, end quarter SGD/EUR, end quarter



2Q 16 2.2 0.1 1.8 -1.0 -0.9 -7.9 -5.2 -9.5 30.6 21.0 248.9 0.81 1.5 1.35 1.50



3Q 16e 1.5 -0.1 -0.8 0.7 -0.4 -4.2 -1.1 1.8 22.4 15.1 243.0 0.60 1.3 1.36 1.52



4Q 16f 0.7 0.7 0.5 1.9 0.2 -3.0 1.7 -0.1 29.9 24.0 246.5 0.80 1.1 1.38 1.52



1Q 17f 0.8 0.2 -3.8 1.2 0.7 -3.0 0.3 -1.3 27.2 19.9 248.4 0.90 1.2 1.38 1.52



2Q 17f 1.2 0.4 -3.9 0.9 1.2 -3.0 -2.9 -4.2 30.8 22.8 252.4 1.00 1.3 1.38 1.52



3Q 17f 1.8 0.5 0.2 0.9 1.2 -3.0 -2.6 -3.8 22.8 16.2 251.8 1.00 1.3 1.38 1.52



4Q 17f 1.6 0.5 0.3 1.9 1.2 -3.0 0.0 -1.4 30.5 25.2 258.5 1.00 1.3 1.38 1.52



1Q 18f 1.4 0.0 0.4 0.0 1.5 -3.0 1.2 1.0 26.9 20.2 261.1 1.00 1.3 1.38 1.52



2Q 18f 1.5 0.6 0.4 0.0 1.7 -3.0 3.0 1.8 31.8 24.5 267.0 1.00 1.3 1.38 1.52



3Q 18f 1.7 0.6 0.3 0.0 1.9 -3.0 3.7 2.8 23.7 17.7 268.1 1.00 1.3 1.38 1.52



4Q 18f 1.7 0.5 0.2 0.0 2.0 -3.0 5.2 4.0 32.0 27.5 277.2 1.00 1.3 1.38 1.52



Source: CEIC, HSBC forecasts. NB: 2018 FX numbers are assumptions not forecasts.
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Sluggish growth in H1 2016, but no recession…



…primarily due to a slowdown in service output



ppts, q-o-q saar



q-o-q saar 10



10



8



8



6



6



4



4



2



2



0



0



-2



-2



-4



-4



-6



-6 4Q11 2Q12 4Q12 2Q13 4Q13 2Q14 4Q14 2Q15 4Q15 2Q16 Manufacturing Other services q-o-q saar (RHS)



Finance and insurance Other



 GDP in H1 2016 was essentially flat. While this was partly negative pay-back from the surge in services activity – particularly finance and insurance – in H2 2015, the fact that there were two consecutive q-oq declines in services output (a services recession, if you will) is extremely rare and hadn’t occurred since the Asian Financial Crisis.  However, data at the outset of Q3 suggests that the manufacturing sector will weigh on growth in H2 2016, only partially offset by services as IP and NODX deteriorated. But GDP should remain well within the official forecast range for 2016.  We expect 1.5% growth for 2016 (previously 1.6%). As for 2017, the growth headwinds will likely persist, and we see growth decelerating to 1.4%, followed by stabilisation to 1.6% in 2018.



Source: CEIC, HSBC



Most leading indicators suggest a slower contraction… %, Net w eighted balance
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…mainly in the service sector



% q-o-q saar
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 The services expectations index points to a continuation of sluggish conditions into Q3, albeit at a slower pace.



5



 The second quarter contraction in services GDP was mostly due to negative pullback from volatile sectors, but domestic-oriented services like finance and insurance are also showing signs of slowing, which will weigh down growth.
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 Tourism has been a relative bright spot for the economy, but reports of Zika will likely impact sentiment in the sector and possibly cause visitor arrivals to slow in H2.



Source: CEIC, HSBC



Despite recent weak data, it’s not time for re-centring yet…
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Default policy settings: "modest and gradual" appreciation
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January 2015: Slope reduction to an estimated 0.5%
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120 October 2015: MAS "slightly" reduced the slope (HSBC estimate 0.5%)
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April 2016: MAS adopts a flat slope
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…as a negative impact on domestic interest rate



14



14



15



15



16



Policy Band
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 The MAS has performed two rounds of calibrated easing since January 2015 and adopted a flat slope at the April 2016 meeting.  In July, the MAS released a more upbeat outlook on core and headline CPI as compared to April and expects both measures to converge to their historical averages.  However, weakness in H2 2016 growth and higher unemployment could allow for the MAS to make a significant change to its core CPI view next year, possibly justifying a recentring in 2017.







ECONOMICS  ASIA Q4 2016



Singapore: Macro framework Production, demand and employment GDP growth (% y-o-y) Nominal GDP (USDbn) GDP per capita (USD) Private consumption (% y-o-y) Government consumption (% y-o-y) Investment (% y-o-y) Net Exports (contribution to GDP growth, ppt) Industrial production (% y-o-y) Gross domestic saving (% GDP) Unemployment rate end year (%) Prices & wages CPI, average (% y-o-y) CPI, end year (% y-o-y) Core CPI, average (% y-o-y) Core CPI, end year (% y-o-y) PPI, average (% y-o-y) PPI, end year (% y-o-y) Manufacturing wages, nominal (% y-o-y) Money, FX & interest rates Central bank money M0, average (% y-o-y) Broad money supply M3, average (% y-o-y) Real private sector credit growth (% y-o-y) 3M interbank rate, end year (%) 5yr yield, end year (%) SGD/USD, end year SGD/USD, average SGD/EUR, end year SGD/EUR, average External sector Merchandise exports (USDbn) Merchandise imports (USDbn) Trade balance (USDbn) Current account balance (USDbn) Current account balance (% GDP) Net FDI (USDbn) Net FDI (% GDP) Current account balance plus FDI (% GDP) Exports, value (% y-o-y) Imports, value (% y-o-y) International FX reserves (USDbn) Import cover (months) Public and external solvency indicators Budget balance (% GDP) Gross external debt (USDbn) Gross external debt (% of GDP) Public sector debt (% of GDP) Macro-prudential indicators Capital adequacy ratio (system-wide) - tier 1 Non-performing loan ratio Household Debt/GDP (%) Residential House prices (% y-o-y) Loan/deposit ratio Stock Market Capitalisation/GDP (%)



2011



2012



2013



2014



2015



2016f



2017f



2018f



6.2 272.0 52,476 4.3 -2.6 5.0 4.3 7.9 54.2 1.8



3.7 290.6 54,693 3.6 -2.3 8.5 -1.5 0.3 53.4 1.6



4.6 298.7 55,326 3.1 10.9 5.6 1.9 1.5 53.4 1.6



3.3 304.2 55,619 2.2 1.2 -2.7 1.7 2.8 53.4 1.6



2.0 289.5 52,304 4.5 6.3 -0.9 1.3 -5.2 52.5 1.6



1.5 295.9 53,304 2.9 11.0 -1.5 -0.6 -0.2 52.9 2.3



1.4 299.3 53,802 1.5 6.8 -0.6 -1.1 -1.8 51.9 2.5



1.6 309.3 55,599 2.2 3.4 0.1 0.4 0.3 50.5 2.6



5.2 5.5 2.2 2.6 6.3 5.2 6.0



4.6 4.3 2.6 1.9 -2.4 -4.4 2.3



2.4 1.5 1.7 2.0 -0.3 0.4 4.2



1.0 -0.1 1.9 1.5 -7.5 -9.7 2.3



-0.5 -0.6 0.5 0.3 -8.2 -7.7 3.5



-0.5 0.2 1.0 1.3 -3.6 -3.0 3.7



1.1 1.3 1.6 1.7 -3.0 -3.0 3.1



1.8 2.1 1.9 2.1 -3.0 -3.0 2.6



9.5 10.4 6.2 0.55 0.60 1.30 1.26 1.69 1.74



8.3 8.7 7.5 0.35 0.31 1.22 1.25 1.61 1.61



10.0 9.4 4.1 0.22 1.08 1.27 1.25 1.74 1.65



8.8 5.2 -0.2 0.74 1.60 1.32 1.27 1.60 1.68



8.4 7.2 4.7 1.70 1.90 1.41 1.37 1.54 1.53



7.0 4.7 3.4 0.80 1.10 1.38 1.37 1.52 1.53



7.0 6.1 3.2 1.00 1.30 1.38 1.38 1.52 1.52



7.0 6.1 3.2 1.00 1.30 1.38 1.38 1.52 1.52



434.5 360.4 74.1 62.9 22.8 -16.9 -6.1 16.7 17.1 17.0 237.7 7.9



437.7 367.3 70.4 52.3 18.1 -38.9 -13.4 4.7 0.7 1.9 259.3 8.5



437.4 361.7 75.6 53.8 17.9 -26.6 -8.8 9.1 -0.1 -1.5 273.1 9.1



438.0 358.3 79.6 53.5 17.5 -29.3 -9.6 7.9 0.1 -0.9 256.9 8.6



377.3 294.7 82.6 57.9 19.8 -29.8 -10.2 9.6 -13.9 -17.8 247.7 10.1



360.1 279.8 80.4 58.0 19.8 -34.5 -11.8 8.0 -4.5 -5.1 246.5 10.6



355.4 272.2 83.2 63.0 21.1 -43.3 -14.5 6.6 -1.3 -2.7 258.5 11.4



367.2 278.8 88.4 69.5 22.5 -54.0 -17.5 5.0 3.3 2.5 277.2 11.9



1.4 1,150 432 102



1.9 1,245 421 107



1.4 1,331 448 104



1.1 1,341 456 100



-0.7 1,258 442 105



-0.9 1,321 452 111



-0.2 1,346 450 112



0.0 1,371 443 110



16.0 13.5 1.2 72.7 5.9 86.1 226.4



18.1 14.9 1.2 73.3 2.8 94.6 258.5



16.1 13.5 1.1 75.0 1.1 106.8 252.1



16.0 13.5 0.9 75.9 -4.4 110.0 244.5



15.9 13.6 1.0 75.0 -3.7 107.1 224.8



n/a n/a n/a n/a n/a n/a n/a



n/a n/a n/a n/a n/a n/a n/a



n/a n/a n/a n/a n/a n/a n/a



Source: CEIC, IMF, ADB, HSBC forecasts. NB: 2018 FX numbers are assumptions not forecasts.
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Sri Lanka



Pranjul Bhandari Chief India Economist HSBC Securities and Capital Markets (India) Private Limited [email protected] +91 22 2268 1841



The way forward Sri Lanka has embarked on a path to put the economy back on track under a new IMF programme. We believe that the government’s continued need to access capital markets is a strong enough incentive to walk the straight and narrow on this plan. Restoring stability is at the heart of the IMF programme. This is the 15th IMF credit facility for the country. However, this will be the first structural programme after the end of the three-decade long civil war conflict unrest in 2009. We have to wait to see if this programme ends differently, for example, similar efforts in the past achieved mixed success in raising tax revenue and exports share in the economy. We think the result has to be different this time since post-war Sri Lanka aspires to be a regional hub for trade and finance, a goal that requires a solid domestic macro base. Sri Lanka’s Q2 2016 GDP growth slowed in annual terms as expected (4.4% y-o-y vs 5.5% in Q1 2016). This is largely due to a strong base from last year since growth continues to rise in sequential terms, which is an indication of continued to support to domestic demand from last year’s accommodative fiscal policy. For example, credit demand has stayed elevated despite the sharp rise in bank lending rates. The roll-back of VAT tax hikes has also helped by leaving household incomes untouched. A large part of the credit demand stems from construction, which is also seen in the steady rise in housing approvals. Apart from policy support, the revival of large projects following their suspension last year is also supporting the growth momentum. Given these factors, we expect growth to prove stronger than anticipated in 2016. GDP growth has been revised upwards to 4.9% in 2016 (vs 4.7% earlier); however, forceful tightening measures required later this year are likely to weaken growth next year to 5.0% (vs 5.4% earlier). On the external front, we expect some deterioration in the trade deficit this year on the back of resumption in investments, which are more import intensive than consumption. However, near-term risks to the external outlook have abated on the back of financing commitments, although they have not disappeared altogether as it depends on follow-through on the IMF programme commitments.



Inflation has started to correct due to food and VAT roll-back Sri Lanka (Colombo CPI) % q-o-q % q-o-q 15 saar 15 saar 10 10 5 5 0 0 -5 -5 -10 -10 Aug 14 Feb 15 Aug 15 Feb 16 Aug 16 Headline CPI Core CPI (ex. food & transport) Official core CPI Source: CEIC, HSBC
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Meanwhile, broad money growth has turned despite tighter monetary policy 25
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Policy Headline inflation has dropped dramatically in the last two readings (July and August) after rising with equal intensity in preceding months. Reversal in the food price acceleration and the roll-back of the VAT hikes are partly the reason. Some pull-back in international commodity prices, such as crude oil, has also helped. We expect inflation to undershoot our earlier projection this year, but pick up next year on the back of tax hikes and strengthening growth momentum. However, we still think that the tightening bias in Sri Lanka’s policy stance should help in containing inflation within the inner band of the IMF’s Colombo CPI target. The new central bank governor surprised markets with a 50bp rate hike in July, making it the second such dosage this year. We had come to the conclusion that tight liquidity conditions and the tightening bias in monetary policy had enough bite to restrain credit demand, especially when you consider that significant tightening is expected from fiscal policy this year. Stubborn appetite for credit despite the 400bp y-o-y increase in prime lending rates seems to be the main concern. Some of the urgency in the central bank’s action could also have been motivated by the back and forth seen on fiscal measures, e.g. VAT hikes were annulled by the court since parliament approval was missing. It is reassuring to know that the new governor is not willing to leave anything to chance, given the nascent nature of stability seen in markets. Policy makers’ intention to restrain domestic demand is unsurprising, given the requirements under the IMF deal – how and how much are the only unknowns.



Risks Proactive policy action and execution of the IMF programme are crucial for addressing underlying risks in the economy.



Key forecasts GDP (% y-o-y) GDP sa (% q-o-q) Industrial production (% y-o-y) CPI, (% q-o-q saar) CPI, average (% y-o-y) WPI, average (% y-o-y) Exports, value (% y-o-y) Imports, value (% y-o-y) Trade balance (% GDP) International reserves (USDbn) Policy rate, end quarter (%) LKR/USD, end quarter LKR/EUR, end quarter



2Q 16 2.6 2.0 -3.9 10.0 4.7 6.0 -6.3 -0.6 -11.7 5.3 8.00 145.9 160.6



3Q 16e 2.6 1.8 4.1 4.0 4.5 4.5 7.9 5.5 -10.1 6.5 8.50 145.5 162.9



4Q 16f 6.4 1.7 5.9 4.2 3.9 3.7 15.1 14.7 -12.1 6.9 8.50 150.0 165.0



1Q 17f 8.1 0.7 5.8 5.7 5.4 5.2 7.1 16.4 -10.8 7.1 8.50 150.0 165.0



2Q 17f 4.2 0.8 5.5 5.5 4.5 4.1 10.0 15.5 -13.3 7.8 8.50 150.0 165.0



3Q 17f 4.1 1.3 5.2 5.5 5.2 6.2 10.0 13.1 -10.9 8.5 8.50 150.0 165.0



4Q 17f 4.4 1.3 4.9 5.5 5.5 6.2 10.0 10.8 -12.4 8.9 8.50 150.0 165.0



1Q 18f 6.3 0.8 4.5 5.6 5.5 6.2 11.0 9.5 -10.3 9.0 9.50 150.0 165.0



2Q 18f 7.5 0.7 4.1 5.7 5.6 6.2 11.0 9.5 -12.7 9.5 10.50 150.0 165.0



3Q 18f 5.2 0.7 3.6 5.7 5.6 6.2 11.0 9.5 -10.6 9.6 11.50 150.0 165.0



4Q 18f 3.3 0.7 3.2 5.7 5.7 6.2 11.0 9.5 -12.2 9.7 12.50 150.0 165.0



Source: CEIC, HSBC forecasts. NB: 2018 FX numbers are assumptions not forecasts.
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Q1 2016 GDP growth improves, backed by… GDP growth contribution (ppt)



12 10 8 6 4 2 0 -2



Net taxes Industry GDP % yy



…stimulus from last year



12 10 8 6 4 2 0 -2



Services Agriculture



 Annual GDP growth in Q1 has been lifted to some extent by a weak base from last year when investment and construction activity slowed. However, it does not take away from the fact that activity on the ground is improving on a sequential basis, led by stronger manufacturing.  Industry improved substantially, driven by wood products, furniture, paper products, refined petroleum, metal products, ‘machinery & equipment’ and construction.  We don’t have demand-side details of GDP yet to understand the source of demand, but high frequency indicators like trade and credit data suggest that the improvement is led by both external and domestic demand.



Source: CEIC, HSBC



Risks to fiscal targets have increased…



… due to the roll-back of the VAT hikes  The fiscal deficit is to be lowered to 5.4% of GDP in 2016 from 6.9% in 2015 (downwardly revised). This will be achieved by keeping revenue share flat as VAT hikes and potential direct tax increases compensate for revenue buoyancy gained last year through one-off measures.



Fiscal deficit % of GDP (IMF projection)
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 However, risks to this target have increased with the delay in the VAT’s implementation. The court annulled the move due to improper procedure followed while implementing the tax change (cabinet nod rather than parliament nod).



-3.5



 This should not be a problem due to the government’s majority, but there could be delays, given the large coalition. The delay further endangers the fiscal targets agreed with the IMF and may entail spend restrictions. Inadequate progress on fiscal consolidation also risks the nascent improvement in investor confidence built around the IMF’s programme.



-6.9



Source: World Bank



SOE reforms are necessary…



Financial obligations of SOEs



% of GDP



– Cey lon Electricity Board



2.1



– Cey lon Petroleum Corporation



3.8



– Sri Lanka Ports Authority



2.2



– Sri Lankan Airlines



2.8



– Others



0.6



Total



Source: IMF article IV June 2016
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…for debt sustainability



11.4



 SOEs represent a significant part of economic activity in Sri Lanka; 17% of GDP in 2010, according to the IMF.  While some SOEs are profitable, collectively they are not. As a result, mounting losses have increased debt levels to 11.4% of GDP (in 2015). Nearly all of this debt is held by four SOEs – Ceylon Electricity Board, Ceylon Petroleum Corporation, Sri Lankan Airlines and Sri Lankan Ports Authority.  The government will most likely have to take over some existing SOE debt, at least in the case of Sri Lankan Airlines since the resolution could involve a stake sale to the private sector. This is an additional strain on the budget, which is itself constrained by high debt levels.
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Sri Lanka: Macro framework Production, demand and employment GDP growth (% y-o-y) Nominal GDP (USDbn) GDP per capita (USD) Private consumption (% y-o-y) Government consumption (% y-o-y) Investment (% y-o-y) Net Exports (contribution to GDP growth, ppt) Industrial production (% y-o-y) Gross domestic saving (% GDP) Unemployment rate, average (%) Prices & wages CPI, average (% y-o-y) CPI, end year (% y-o-y) Core CPI, average (% y-o-y) Core CPI, end year (% y-o-y) WPI, average (% y-o-y) WPI, end year (% y-o-y) Minimum wages, nominal (% y-o-y) Money, FX & interest rates Central bank money M1, end (% y-o-y) Broad money supply M2, end (% y-o-y) Real private sector credit growth (% y-o-y) Policy rate, end year (% y-o-y) LKR/USD, end year LKR/USD, average LKR/EUR, end year LKR/EUR, average External sector Merchandise exports (USDbn) Merchandise imports (USDbn) Trade balance (USDbn) Current account balance (USDbn) Current account balance (% GDP) Net FDI (USDbn) Net FDI (% GDP) Current account balance plus FDI (% GDP) Exports (% y-o-y) Imports (% y-o-y) International FX reserves (USDbn) Import cover (months) Public and external solvency indicators Gross external debt (USDbn) Gross external debt (% GDP) Short-term external debt (% of int’l reserves) Budget balance (% GDP) Gross public domestic debt (USDbn) Gross public domestic debt (% GDP) Gross public external debt (USDbn) Gross public external debt (% GDP) Gross public sector debt (% GDP) Macro-prudential indicators Capital adequacy ratio (system-wide) - tier 1 Non-performing loan ratio Household Debt/GDP (%) Loan/deposit ratio Stock Market Capitalisation/GDP (%) Total Credit/GDP (%)



2011



2012



2013



2014



2015



2016f



2017f



2018f



8.4 65.2 3,123 9.9 -2.1 16.6 -4.3 7.3 19.5 3.9



9.1 68.0 3,331 2.3 6.0 16.1 -0.2 1.6 20.5 3.9



3.4 74.0 3,598 7.8 0.1 5.5 1.6 -0.4 23.3 4.1



4.9 79.9 3,847 5.7 6.1 -2.1 -1.8 6.0 25.0 4.4



4.8 81.8 3,900 6.5 10.3 1.4 -2.1 9.3 27.3 4.3



4.2 82.7 3,906 7.2 6.8 6.5 -1.5 1.4 26.7 4.4



5.1 89.7 4,198 5.0 4.8 7.1 -1.0 5.4 26.7 4.4



5.5 99.9 4,635 4.6 4.8 7.1 -0.6 3.9 27.9 4.2



6.7 4.9 6.9 4.7 11.0 -6.1 9.2



7.5 9.2 5.8 7.5 3.9 13.8 0.0



6.9 4.7 4.5 2.1 9.2 6.0 32.9



3.3 2.1 3.5 3.2 3.2 2.1 8.4



0.9 2.8 3.1 4.5 1.0 3.0 0.0



3.8 4.0 5.1 4.9 4.1 3.8 6.0



5.2 5.5 3.9 3.6 5.4 6.2 8.0



5.6 5.7 3.6 3.6 6.2 6.2 8.0



7.7 20.9 27.8 8.50 114.0 111.1 147.5 152.9



2.6 18.3 10.0 9.50 127.2 129.6 168.1 168.6



7.7 18.0 0.5 8.50 130.9 130.0 180.5 172.7



26.3 13.1 5.5 8.00 131.9 130.8 160.5 170.8



16.8 17.2 24.1 7.50 144.1 138.0 157.3 152.5



15.4 18.4 8.7 8.50 150.0 147.3 165.0 163.7



15.3 12.9 9.8 8.50 150.0 150.0 165.0 165.0



15.5 14.5 12.4 9.50 150.0 150.0 165.0 165.0



10.6 20.3 -9.7 -4.6 -7.1 0.9 1.4 -5.7 22.4 50.7 6.0 3.5



9.8 19.2 -9.4 -4.0 -5.9 0.8 1.2 -4.7 -7.4 -5.3 6.9 4.3



10.4 18.0 -7.6 -2.5 -3.4 0.9 1.2 -2.3 6.3 -6.2 7.5 5.0



11.1 19.4 -8.3 -2.0 -2.5 0.8 1.0 -1.5 7.1 7.9 8.2 5.1



10.5 18.9 -8.4 -2.0 -2.5 0.6 0.8 -1.7 -5.6 -2.5 7.3 4.6



10.8 19.7 -8.9 -2.7 -3.3 0.6 0.7 -2.5 2.5 3.8 6.9 4.2



11.8 22.4 -10.6 -3.3 -3.7 1.0 1.1 -2.6 9.3 13.8 8.9 4.8



13.1 24.5 -11.4 -3.0 -3.0 1.0 1.0 -2.0 11.0 9.5 9.7 4.8



32.7 50.2 121.6 -6.2 25.3 38.8 21.0 32.3 71.1



37.1 54.5 93.3 -5.6 25.2 37.0 21.6 31.7 68.7



39.9 53.9 90.3 -5.4 29.6 40.0 22.8 30.9 70.8



42.9 53.7 88.5 -5.7 32.7 40.9 23.8 29.8 70.7



44.8 54.8 103.7 -7.4 36.3 44.3 25.9 31.7 76.0



45.0 54.5 115.9 -5.5 38.8 46.9 26.1 31.5 78.4



48.1 53.7 89.9 -4.7 39.9 44.5 28.7 32.0 76.5



50.7 50.8 82.5 -4.0 41.3 41.3 31.3 31.3 72.6



16 14.4 3.8 27.8 80.7 30.7 42.1



16.4 14.7 3.7 27.0 82.4 24.8 42.3



16.3 13.7 5.6 26.4 78.3 25.6 43.8



15.6 13.1 4.2 26.4 76.3 29.7 44.4



14.2 11.9 3.2 30.8 81.1 26.3 51.3



n/a n/a n/a n/a n/a n/a n/a



n/a n/a n/a n/a n/a n/a n/a



n/a n/a n/a n/a n/a n/a n/a



Source: CEIC, ADB, IMF, HSBC forecasts. NB: 2018 FX numbers are assumptions not forecasts.
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Tentative stabilisation Taiwan’s economy returned to modest growth in Q2 2016, ending three consecutive quarters of contraction. Q2 GDP expanded by 0.7% y-o-y, up from a 0.7% decline in Q1. This is also the fastest pace of growth in the economy in over a year. The rebound was driven primarily by an improvement in external demand for electronic goods, which account for over a quarter of Taiwan’s export orders. Indeed, the PMI readings have been above 50 since June and in August exports rose by 1.0% y-o-y, expanding for the second consecutive month, after July’s rise ended a sustained 17-month slump. Following this welcome break from a string of bad news, the Central Bank of China (Taiwan) left the policy rate unchanged at 1.375%, as expected, at its September meeting. With our core view remaining that the US Fed will stay put in 2016 and that the mainland China economy will continue to stabilise in H2 2016, it seems likely the recent stabilisation may go on for another few months. That said, the improvement in the data may prove to be short-lived without more fundamental improvement in global demand. By historical standards, global trade flows remain tepid with few positive economic or policy-related catalysts on the horizon. As a result, the improvement in exports has been far from broad-based. Meanwhile, the domestic sectors are not looking too strong either. Both private consumption and government spending weakened in Q2 2016 and consumer confidence has also deteriorated sharply over the year. And, there are increasing signs of slack in the once resilient labour market as the unemployment rate rose to 4.02% in July, touching a 23-month high. Subdued demand conditions have also translated into steeper falls in property prices and a benign inflation outlook for the rest of the year. Therefore, we are still pencilling in two more 12.5bp policy rate cuts in Q4 2016 and Q1 2017, respectively. We maintain our 2016 GDP forecast at 1.1%. With the help of further easing and stability in the mainland economy, we expect growth to be 1.7% in 2017 and 1.6% in 2018.



There have been some positive signs…



…however, domestic demand has softened
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Policy issues In September, as expected, the Central Bank of China (Taiwan) left the policy rate on hold at 1.375%. The central bank cited moderate global growth and renewed growth momentum in the domestic economy, along with a mild inflation outlook as conducive to keeping rates on hold. The CBC also judged that a policy rate hold is conducive to price and financial stability at this stage , but stated that it will continue to closely monitor both international and domestic economic and financial conditions and take actions as warranted. We are still pencilling in two more 12.5bp policy rate cuts in Q4 2016 and Q1 2017, respectively. It seems likely the improvement over the past few months may prove short-lived, and pressures to ease again to support growth could rise in early 2017. As well as monetary easing, Taiwan can also use a more flexible application of macroprudential measures, more fiscal help and structural reforms. Admittedly, the fiscal room is ultimately limited by the statutory debt ceiling of 40% of GDP (the debt in 2015 was around 38% of GDP), but it does not completely eliminate the room for manoeuvre.



Risks The weakness in global demand remains the biggest downside risk to growth at least in the near term. A more subdued growth outlook in Taiwan’s main trading partners, especially China and the US, could lead to a deeper contraction in exports, weighing on growth. Another downside risk stems from deteriorating domestic demand conditions. The unemployment rate currently stands at close to a two-year high. House prices have been contracting since May 2015 and there is a risk of a further knock-on impact on already-soft consumer spending and related sectors, such as construction.



Key forecasts GDP (% y-o-y) GDP sa (% q-o-q) Industrial production (% y-o-y) CPI, average (% y-o-y) WPI, average (% y-o-y) Exports, value (% y-o-y) Imports, value (% y-o-y) Trade balance (% GDP) Current account (% GDP) International reserves (USDbn) Policy rate, end quarter (%) 5yr yield, end quarter (%) TWD/USD, end quarter TWD/EUR, end quarter



2Q 16 0.7 0.1 -0.2 1.3 -3.3 -9.3 -10.8 11.3 13.5 433.6 1.375 0.54 32.29 37.5



3Q 16e 1.7 -0.1 0.0 0.5 -2.5 2.0 -1.0 13.4 15.0 437.2 1.375 0.60 31.46 35.2



4Q 16f 2.4 0.5 1.0 0.4 -2.0 2.0 -1.0 13.3 15.2 440.7 1.250 0.50 31.10 34.2



1Q 17f 1.2 0.2 -2.0 0.9 -1.5 0.1 -7.0 14.1 17.0 447.4 1.125 0.40 31.00 34.1



2Q 17f 1.4 1.2 -1.0 1.7 -1.0 -5.6 -6.4 10.3 12.0 447.0 1.125 0.40 30.80 33.9



3Q 17f 2.4 0.9 1.0 1.4 -0.5 -7.4 -5.4 10.5 12.1 447.4 1.125 0.40 30.70 33.8



4Q 17f 1.7 0.2 1.0 0.3 0.0 -7.3 -7.1 11.7 13.3 449.8 1.125 0.40 30.50 33.6



1Q 18f 2.1 0.0 1.0 0.9 0.8 -7.8 -6.9 12.0 14.5 454.0 1.125 0.40 30.50 33.6



2Q 18f 1.3 0.4 0.5 0.9 1.0 -6.4 -5.8 9.0 11.4 453.2 1.125 0.40 30.50 33.6



3Q 18f 0.9 0.4 -1.6 1.2 1.2 -4.7 -7.5 11.1 13.3 456.0 1.125 0.40 30.50 33.6



4Q 18f 2.2 1.6 -1.6 0.5 1.5 -4.7 -6.2 11.6 13.9 459.9 1.125 0.40 30.50 33.6



Source: CEIC, HSBC forecasts. NB: 2018 FX numbers are assumptions not forecasts.
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Taiwan’s economy regained some momentum over recent months…



ratio 2.2



Taiw an, sales/inventories ratio



…and demand has stabilised relative to supply
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 Latest data indicates that Taiwan’s economy staged a modest rebound over Q2, with GDP growing by 0.7% y-o-y, compared with a contraction of 0.7% over Q1. The improvement was driven primarily by increased foreign demand for electronic products from Taiwan.  The improvement in external demand has helped support a pickup in manufacturing activity over recent months. The manufacturing PMI readings have remained above the 50 waterline for three consecutive months, signalling expansionary activity in the sector. The sales-to-inventory ratio has also stabilised, reflecting a pick-up in demand relative to supply.  Against this backdrop of more positive data, the government raised it official growth forecast for 2016 to 1.22%, up from a previous 1.06%.



Source: CEIC, HSBC



Export growth has been ticking up…
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...however, beyond the lift from electronics, growth remains weak
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 Exports rose for the second straight month in August, growing 1.0% y-o-y, after July’s rise of 1.1%, broke a prolonged 17month long slump in exports.  August export orders staged an impressive recovery, growing by 8.3% y-o-y, up from a contraction of 3.4% in July. This is the first positive reading in 16 months and is also the highest since October 2014. The rebound was driven by a sharp rebound of electronic product exports, which account for over a quarter of all export orders.  That said, aside from the lift to electronic exports, thanks to the launch of the new iPhone model in September, external demand remains subdued, and we expect the weakness in exports to persist as the electronics boom starts to fade.



Source: CEIC, HSBC



The unemployment rate has been inching up…
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...and is likely to weigh on domestic demand conditions as well  External challenges aside data on the domestic front isn’t looking too positive either. The once resilient labour market is now showing increasing signs of strain. The unemployment rate has been inching up and now stands at a two-year high.  Meanwhile, consumer confidence has weakened considerably over the year. Both private consumption and government spending also weakened in Q2 2016. Furthermore, the continued contraction in property prices is also a reflection of weak domestic demand conditions.  The recent string of positive data aside, continued policy support may remain necessary to bring about a sustained and more balanced growth recovery.
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Taiwan: Macro framework Production, demand and employment GDP growth (% y-o-y) Nominal GDP (USDbn) GDP per capita (USD) Private consumption (% y-o-y) Government consumption (% y-o-y) Investment (% y-o-y) Net Exports (contribution to GDP growth, ppt) Industrial production (% y-o-y) Gross domestic saving (% GDP) Unemployment rate, average (%) Prices & wages CPI, average (% y-o-y) CPI, end year (% y-o-y) Core CPI, average (% y-o-y) Core CPI, end year (% y-o-y) WPI, average (% y-o-y) WPI, end year (% y-o-y) Manufacturing wages, nominal (% y-o-y) Money, FX & interest rates Central bank money M0, average (% y-o-y) Broad money supply M2, average (% y-o-y) Real private sector credit growth (% y-o-y) Policy rate, end year (%) 5yr yield, end year (%) TWD/USD, end year TWD/USD, average TWD/EUR, end year TWD/EUR, average External sector Merchandise exports (USDbn) (BOP, goods) Merchandise imports (USDbn) (BOP, goods) Trade balance (USDbn) (BOP, goods) Current account balance (USDbn) Current account balance (% GDP) Net FDI (USDbn) Net FDI (% GDP) Current account balance plus FDI (% GDP) Exports, value (% y-o-y) (BOP, goods) Imports, value (% y-o-y) (BOP, goods) International FX reserves (USDbn) Import cover (months) Public and external solvency indicators Financial institutions’ FX assets (USDbn) Gross external debt (USDbn) Gross external debt (% GDP) Private sector external debt (USDbn) Central government balance (% GDP) Central government domestic debt (TWDbn) Central Government domestic debt (% GDP) Gross public external debt (USDbn) Gross public external debt (% GDP) Gross public sector debt (% GDP) Macro-prudential indicators CAR - Tier 1 CAR - Total Non-performing loan ratio Household Debt/GDP (%) Total Credit/GDP (%) Residential house price - Taipei city (%y-o-y) Residential house price - Taiwan area (%y-o-y) Loan/deposit ratio Stock Market Capitalisation/GDP (%)



2011



2012



2013



2014



2015



2016f



2017f



2018f



3.8 485.4 20,939 3.1 2.0 -1.1 3.4 4.4 30.4 4.4



2.1 497.3 21,308 1.8 2.2 -2.6 1.5 -0.2 29.9 4.2



2.2 510.8 21,916 2.3 -0.8 5.3 0.3 0.7 31.1 4.2



3.9 529.0 22,648 3.3 3.6 1.8 0.6 6.4 32.1 4.0



0.6 522.2 22,294 2.3 -0.3 1.2 -0.7 -1.7 33.8 3.8



1.1 529.3 22,626 2.1 2.6 0.6 -0.7 -0.9 33.6 3.9



1.7 566.7 24,181 2.1 1.5 1.8 0.2 -0.2 34.0 4.0



1.6 587.1 25,007 1.9 1.2 1.0 0.4 -0.5 34.5 4.0



1.4 2.0 1.3 1.3 4.3 4.3 2.3



1.9 1.6 1.0 1.1 -1.2 -4.0 0.8



0.8 0.3 0.7 0.2 -2.4 0.0 0.3



1.2 0.6 1.3 1.4 -0.6 -4.8 3.2



-0.3 0.1 0.8 0.8 -8.9 -7.3 3.4



1.0 0.7 0.6 0.5 -3.2 -1.8 2.0



1.1 0.2 0.6 0.9 -0.8 0.4 2.2



0.9 0.3 0.7 0.7 1.1 1.5 2.1



9.2 5.8 3.1 1.875 0.99 30.3 29.5 39.3 41.0



5.9 4.2 0.3 1.875 0.89 29.1 29.5 38.4 38.0



7.9 4.8 2.3 1.875 1.12 30.0 29.8 41.3 39.6



5.9 5.7 2.7 1.875 1.09 31.7 30.4 38.4 40.4



4.9 6.3 2.6 1.625 0.61 33.1 32.0 35.9 35.5



4.6 5.1 1.5 1.250 0.50 31.1 32.1 34.2 35.7



3.4 5.2 1.0 1.125 0.40 30.5 30.8 33.6 33.9



3.3 5.3 1.2 1.125 0.40 30.5 30.5 33.6 33.6



325.8 286.1 39.7 37.9 7.8 -14.7 -3.0 4.8 12.6 13.4 386 16.2



388.4 338.8 49.6 44.4 8.9 -9.9 -2.0 6.9 19.2 18.4 403 14.3



382.1 327.5 54.6 51.3 10.0 -10.7 -2.1 7.9 -1.6 -3.3 417 15.3



379.0 318.8 60.2 61.9 11.7 -9.9 -1.9 9.8 -0.8 -2.7 419 15.8



336.9 264.1 72.8 75.8 14.5 -12.3 -2.4 12.2 -11.1 -17.2 426 19.4



319.9 244.4 75.5 74.3 14.0 -13.0 -2.5 11.6 -5.0 -7.4 432 21.2



301.9 226.7 75.3 77.0 13.6 -11.1 -2.0 11.6 -5.6 -7.3 447 23.7



282.9 209.6 73.2 78.1 13.3 -11.1 -1.9 11.4 -6.3 -7.5 460 26.3



665.5 122.5 25.2 118.0 -0.4 4,755 33.2 4.5 0.9 38.3



699.2 130.8 26.3 127.5 -1.5 5,001 34.1 3.3 0.7 39.3



785.5 170.1 33.3 167.8 -0.8 5,151 33.8 2.3 0.5 39.1



891.1 177.9 33.6 176.1 -0.8 5,281 32.8 1.9 0.4 38.9



959.0 159.0 30.4 157.8 -0.1 5,302 31.8 1.1 0.2 38.3



1,060.7 183.0 34.6 180.0 -1.0 5,465 32.1 3.0 0.6 38.2



1,235.5 203.0 35.8 200.0 -1.7 5,764 33.0 3.0 0.5 37.3



1,411.4 213.0 36.3 210.0 -2.2 6,161 34.4 3.0 0.5 36.0



9.08 12.1 0.42 81.2 138.5 11.0 13.9 72.0 134.3



9.49 12.6 0.39 81.2 138.7 7.1 8.9 71.7 145.4



9.14 11.9 0.36 83.5 137.7 11.7 14.5 70.5 161.0



9.60 12.4 0.24 84.0 136.3 2.0 6.4 69.9 167.1



10.34 12.9 0.22 n/a 135.5 -4.0 -2.4 68.1 146.7



n/a n/a n/a n/a n/a n/a n/a n/a n/a



n/a n/a n/a n/a n/a n/a n/a n/a n/a



n/a n/a n/a n/a n/a n/a n/a n/a n/a



Source: CEIC, ADB, IMF, HSBC. Note: Public debt refers to government debt only. NB: 2018 FX numbers are assumptions not forecasts.
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Cruise control at a moderate speed Q3 2016 has been an exciting quarter for Thailand, politically speaking. However, after the public voted to accept the proposed draft constitution at the 7 August referendum, and with the next election about five quarters away, the market’s focus has returned to the economy. In Q2 2016, GDP grew at an above-consensus pace of 3.5% y-o-y after expanding by 3.2% in Q1. At a seasonally-adjusted q-o-q pace, GDP slowed slightly from 1.0% to 0.8%. Three key support factors were private consumption, public investment, and tourism (exports of services). The end of a severe drought also helped to ease farmers’ concerns, improved farm income, and supported consumer spending. Infrastructure investment, meanwhile, increased as much as 20.5% y-o-y in the quarter (and 20.4% in H1 2016). Yet, we note that growth was also supported by a large contribution from net exports that resulted from a significant fall in imports, which partly reflects subdued private investment, industrial production and exports. Recent high-frequency data also suggest that overall growth momentum has slowed, especially for business loans, industrial orders and exports, while consumer-related indicators, such as wage growth and household debt, still point to cautious consumer spending in the medium run. Therefore, we maintain our cautious outlook on the economic recovery and hold our GDP growth forecasts for both 2016 and 2017 at 2.8%. Should Thailand’s economy begin to slow more than expected for reasons, such as weaker global demand, there is still sufficient fiscal power to keep growth going at a moderate pace. The planned FY2017 budget deficit of THB390bn (2.7% of GDP) can be legally raised by as much as 50%, if needed. The government also has some flexibility to bring forward some of the more ready and smaller infrastructure projects in the event larger projects are held back by regulatory or procurement procedures. With regard to inflation, we have reduced our 2016 and 2017 forecasts to 0.3% and 2.0%, from 0.7% and 2.1%, respectively. We continue to see a possibility of a 25bp policy rate cut to 1.25% in Q4 2016, due to limited inflationary pressures and the remaining downside risks to growth.
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Private investment likely to remain weak
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Policy issues Bank of Thailand (BoT) Governor Veerathai reiterated in his recent speeches that there is a preference among the Monetary Policy Committee members to maintain sufficient policy room to mitigate any potential adverse impacts or events in the foreseeable future. Thus, while we expect a further rate cut, we think the BoT will refrain from aggressive easing when growth momentum slows. Meanwhile, Governor Veerathai said that the BoT will continue to prevent excessive financial market volatility from becoming a deterrent to the economic recovery. This suggests that, as the large current account surplus puts more pressure on the baht, the BoT will mostly likely continue to manage the baht’s appreciation to allow time for the business sector to adjust. The BoT has been supporting the economy through changes in Thailand’s financial architecture in recent years, with the aim of improving financial accessibility and literacy, and lowering transaction costs. Examples are deregulation to increase the flexibility of FX hedging and capital movements, support for the SME database upgrade and implementation of the Business Security Act to lower credit costs, and co-establishing a new retail fund transfer platform. For fiscal policy strategies, we expect a continued application of both short-run stimulus measures (such as public transport and agriculture subsidies) and long-run economic restructuring and reforms. Some of the key programmes include the transport system infrastructure investment master plan, Digital Economy plan (more in More ‘fiscal’ workout, 27 July 2016). Additional regulatory changes to make Thailand attractive for private investment are also likely to emerge, such as the Ministry of Industry’s recent proposal to extend working permits and lower income taxes for foreign experts and researchers for the Eastern Economic Corridor development plan.



Risks The outlook for exports remains weak and will likely impact private investment, as well as industrial sector income and restructuring. Meanwhile, the implementation of large infrastructure projects, such as high-speed railways, remains hard to predict, although we expect the overall public investment trend to stay robust. Last, but not least, ensuring healthy growth in tourism will be important since domestic demand is tepid, and potential political or security events always raise the risk that tourism could be negatively impacted.



Key forecasts GDP (% y-o-y) GDP sa (% q-o-q) Industrial production (% y-o-y) CPI, (% q-o-q saar) CPI, average (% y-o-y) PPI, average (% y-o-y) Exports, value (% y-o-y) Imports, value (% y-o-y) Trade balance (% GDP) Current account (% GDP) International reserves (USDbn) Policy rate, end quarter (%) 5yr yield, end quarter (%) THB/USD, end quarter THB/EUR, end quarter



2Q 16 3.5 0.8 1.7 2.4 0.3 -1.3 -3.1 -7.8 9.9 8.5 170 1.50 1.83 35.27 39.15



3Q 16e 2.9 0.2 1.0 -0.4 0.3 n/a -3.6 -4.3 9.7 7.5 170 1.50 1.90 34.71 38.88



4Q 16f 1.8 0.1 1.0 3.0 1.0 n/a -2.5 -1.4 8.6 9.4 173 1.25 1.50 34.60 38.06



1Q 17f 1.6 0.3 1.1 3.5 2.1 n/a -3.2 3.9 9.5 12.1 179 1.25 1.20 34.40 37.84



2Q 17f 3.2 2.3 1.3 0.2 1.6 n/a -0.2 3.1 7.9 5.8 178 1.25 1.20 34.20 37.62



3Q 17f 3.6 0.8 1.6 2.1 2.2 n/a -0.5 4.6 6.9 5.4 177 1.25 1.20 34.00 37.40



4Q 17f 3.1 -0.3 1.2 3.0 2.2 n/a 1.3 1.5 8.0 9.1 180 1.25 1.20 33.80 37.18



1Q 18f 3.6 0.9 1.3 3.4 2.1 n/a -0.6 2.6 7.6 10.6 186 1.25 1.20 33.80 37.18



2Q 18f 2.2 0.9 1.2 0.1 2.1 n/a 0.7 2.7 6.7 5.1 184 1.25 1.20 33.80 37.18



3Q 18f 4.0 2.4 1.2 2.0 2.1 n/a 3.3 3.9 6.4 5.9 184 1.25 1.20 33.80 37.18



4Q 18f 2.0 -1.7 1.1 3.0 2.1 n/a 1.3 5.5 6.2 8.4 187 1.25 1.20 33.80 37.18



Source: CEIC, HSBC forecasts. 2018 FX numbers are assumptions and not forecasts.
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Consumption grew; farm income still a worry % y-o-y 60
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 Although GDP did grow more strongly in Q2 2016, the overall pace of growth as measured by seasonally-adjusted q-o-q growth remained at the average of the past eight quarters – at 0.8%.  Thus, while downside risks to growth remain, especially from weak farm income and uncertain external demand, the cabinet has announced more short-term stimulus measures in AugustSeptember to shore up growth momentum, including cash injections for farmers, small local development projects, etc.  It appears that the reduced political uncertainty after the referendum has helped to lift consumer confidence lately, as well as private consumption. Looking ahead, farm income and wage rises will be important, as household debt remains high. The recent decline in rice, rubber, and cassava prices do not bode well for the agricultural sector’s income for the near term.



Source: CEIC, HSBC calculation. NB: The above PCI series is re-calculated based on both 2000 and 2010 series. Last data point for both farm income and PCI is July 2016.



Encouraging rebound in exports and imports million/mth
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 Thailand managed to maintain its export market share so far this year and recorded a strong rebound in August, partly thanks to the BoT curbing FX volatility and the recovery of global demand in electronics. In the first eight months of the year, customcleared exports fell by 1.2% y-o-y, but the sustainability of the recovery will depend on the strength of the global economy.  Customs imports fell 8.8% y-o-y in the first eight months, partly due to weak demand for capital goods and manufacturing inputs.  The increased infrastructure investment will likely lead to higher equipment imports only towards the end of the decade, so the current account surplus is likely to remain high. This is partly thanks to robust tourism growth. Yet, tourism may slow as Thai authorities are looking to regulate zero-dollar tours from China.



Source: CEIC, HSBC calculations. Imports and exports data are in BPM6 basis.



Continued deficit but limited fiscal stress % of GDP 55
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Source: CEIC, HSBC forecasts. NB: Pre-finance balance = (budget + off-budget) balance.
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 Despite sluggish economic growth, the government’s revenue collection in the first 11 months of FY2016 (up to August 2016) grew 9.1% y-o-y, lifted by higher oil tax, auto sales tax (now emission-based), personal income taxes, and SOE profits.  Fiscal expenditure also grew strongly (7.9% y-o-y) due to the acceleration of public disbursement, and led to a fiscal deficit of THB442bn (THB511bn, including the off-budget deficit), close to our own forecast, which is equivalent to about 3.2% of GDP.  In FY2017, the government plans to maintain its spending pace, but with a larger weight on investment. We expect a similar level of deficit (3.2%) but since the public debt-to-GDP ratio remained at a manageable level, there should be little concern about financing and fiscal health for the near term, especially with interest rates likely to stay low for an extended period.
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Thailand: Macro framework



Production, demand and employment GDP growth (% y-o-y) Nominal GDP (USDbn) GDP per capita (USD) Private consumption (% y-o-y) Government consumption (% y-o-y) Investment (% y-o-y) Net Exports (contribution to GDP growth, ppt) Industrial production (% y-o-y) Gross domestic saving (% GDP) Unemployment rate, end year (%) Prices & wages CPI, average (% y-o-y) CPI, end year (% y-o-y) Core CPI, average (% y-o-y) Core CPI, end year (% y-o-y) PPI, average (% y-o-y) PPI, end year (% y-o-y) Manufacturing wages, nominal (% y-o-y) Money, FX & interest rates Central bank money M0, end (% y-o-y) Broad money supply M2, end (% y-o-y) Real private sector credit growth (% y-o-y) Policy rate, end year (%) 5yr yield, end year (%) THB/USD, end year THB/USD, average THB/EUR, end year THB/EUR, average External sector Merchandise exports (USDbn) Merchandise imports (USDbn) Trade balance (USDbn) Current account balance (USDbn) Current account balance (% GDP) Net FDI (USDbn) Net FDI (% GDP) Current account balance plus FDI (% GDP) Exports, value (% y-o-y) Imports, value (% y-o-y) International FX reserves (USDbn) Import cover (months) Public and external solvency indicators* Gross external debt (USDbn) Gross external debt (% GDP) Short-term external debt (% of int’l reserves) Private sector external debt (USDbn) Central government balance (% GDP) Public domestic debt (THBbn) Public domestic debt (% GDP) Public external debt (USDbn) Public external debt (% GDP) Public sector debt (% GDP) Macro-prudential indicators CAR: Capital Funds/Risk Assets (%) CAR: Tier 1 Capital/Risk Assets (%) Non-performing loan ratio Household Debt/GDP (%) Total Credit/GDP (%)** Residential House prices (% y-o-y) Loan/Deposit ratio Stock Market Capitalisation/GDP (%)



2011



2012



2013



2014



2015



2016f



2017f



2018f



0.8 370.9 5,536 1.8 3.4 4.9 -1.8 -8.5 31.0 0.6



7.2 397.7 5,914 6.7 6.8 10.7 -0.3 10.6 30.8 0.5



2.7 420.2 6,225 1.0 2.5 -1.0 0.9 2.4 31.2 0.6



0.8 404.5 5,971 0.6 2.1 -2.4 4.1 -5.2 30.3 0.6



2.8 395.3 5,815 2.1 2.2 4.7 0.4 0.3 31.2 0.7



2.8 399.3 5,854 2.3 2.7 2.0 2.9 0.7 32.0 0.9



2.8 430.6 6,291 2.0 2.1 1.5 -1.4 1.3 33.9 0.9



3.0 458.2 6,670 2.2 2.3 2.4 0.5 1.2 35.8 0.9



3.8 3.5 2.4 2.7 5.4 4.5 6.4



3.0 3.6 2.1 1.8 1.0 0.9 20.6



2.2 1.7 1.0 0.9 0.3 1.0 9.6



1.9 0.6 1.6 1.7 0.1 -3.6 9.2



-0.9 -0.9 1.1 0.7 -4.1 -2.7 1.5



0.3 1.6 0.8 1.0 n/a n/a 1.2



2.0 2.2 1.1 1.1 n/a n/a 3.0



2.1 2.1 1.1 1.1 n/a n/a 3.0



9.8 15.1 10.6 3.25 3.12 31.17 30.47 40.41 42.11



9.7 10.4 12.6 2.75 3.18 30.62 31.05 40.41 40.14



5.6 7.3 9.4 2.25 3.50 32.35 30.70 44.58 40.59



5.4 4.7 1.5 2.00 2.47 32.89 32.47 39.79 43.04



2.6 4.4 6.3 1.50 2.21 35.99 34.24 39.23 38.18



n/a 4.2 5.0 1.25 1.50 34.60 35.16 38.06 39.07



n/a 4.9 3.5 1.25 1.20 33.80 34.20 37.18 37.62



n/a 7.3 3.4 1.25 1.20 33.80 33.80 37.18 37.18



219.1 202.1 17.0 8.9 2.4 -4.7 -1.3 1.1 14.3 24.9 165.2 9.8



225.7 219.1 6.7 -1.5 -0.4 -1.4 -0.3 -0.7 3.0 8.4 171.1 9.4



225.4 218.7 6.7 -5.2 -1.2 3.8 0.9 -0.3 -0.1 -0.1 159.0 8.7



224.8 200.2 24.6 15.4 3.8 -0.6 -0.1 3.7 -0.3 -8.5 149.1 8.9



212.1 177.5 34.6 32.0 8.1 -3.5 -0.9 7.2 -5.6 -11.3 149.3 10.1



206.5 165.0 41.5 42.0 10.5 -5.0 -1.3 9.3 -2.6 -7.1 172.6 12.6



205.1 170.4 34.7 34.9 8.1 -3.0 -0.7 7.4 -0.7 3.3 180.3 12.7



207.5 176.7 30.8 34.4 7.5 -3.0 -0.7 6.9 1.2 3.7 187.2 12.7



104.3 28.1 28.6 88.1 -1.0 4,098 36.3 11.3 3.0 39.1



130.7 32.9 34.0 104.5 -2.6 4,597 37.2 11.1 2.8 41.9



141.9 33.8 38.9 116.7 -1.9 5,052 39.2 12.0 2.9 42.2



140.1 34.6 37.6 114.9 -2.8 5,333 40.6 11.0 2.7 43.6



129.4 32.7 34.3 108.8 -2.4 5,423 40.1 9.9 2.5 43.1



132.2 33.1 30.7 112.0 -3.2 6,055 43.1 11.0 2.8 45.9



134.9 31.3 30.5 114.0 -3.2 6,671 45.3 12.5 2.9 48.2



136.5 29.8 29.9 116.0 -3.1 7,303 47.2 13.8 3.0 50.2



15.5 15.4 3.2 62.6 85.8 3.3 124.4 73.4



15.6 15.4 2.7 70.1 90.7 4.9 113.7 89.5



15.9 15.7 2.4 73.9 94.3 6.5 111.8 96.8



16.3 16.0 2.4 78.2 96.5 8.1 109.4 103.2



17.0 16.7 2.6 80.7 97.8 5.5 107.6 99.7



n/a n/a n/a 82.0 n/a n/a n/a n/a



n/a n/a n/a 82.6 n/a n/a n/a n/a



n/a n/a n/a 82.4 n/a n/a n/a n/a



Source: CEIC, ADB, IMF, HSBC forecasts. *on a FY basis (October to September). **Credit refers to commercial bank loans. 2018 FX numbers are assumptions and not forecasts.
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Vietnam



Frederic Neumann Economist The Hongkong and Shanghai Banking Corporation Limited [email protected] +852 2822 4556 Abanti Bhaumik Economics Associate Bangalore



In good shape Vietnam’s economy picked up pace in the third quarter, expanding by 6.6% y-o-y. This is a sharp improvement from the 5.6% growth rate registered in the earlier quarters of this year. During the first half of the year, the economy grew at a disappointingly slow pace. In part, this reflected widespread drought and, therefore, declining output in agriculture (further constraining rural consumption spending). However, these supply-side disruptions have eased over the last few months, with production conditions normalising. Growth in the third quarter, therefore, bounced back, although it will be a challenge to meet the government’s full-year target of around 6.7%. Manufacturing and exports continue to be the twin bright spots of the economy. The September PMI report points to further improvements in the manufacturing sector. Both internal and external demand accelerated during the month, as did output and employment. In fact, employment rose at the fastest pace in over five years. This, and the fact that firms are trying to build inventory, suggests that manufacturers remain optimistic. The external sector also remains resilient. Exports rose by 9.0% y-o-y in September, again outpacing regional peers. During the first nine months of the year, Vietnam received about USD11bn in FDI, up 12.4% from a year ago. With new factories commencing operations this year, we expect such FDI to drive further gains in exports. Vietnam remains highly competitive, especially in apparel and electronics assembly, and should gain further global market share even as world trade remains lacklustre. Still, lingering bad debts, potential upside risks to inflation, and a slower-than-planned pace of public divestment pose headwinds to the economy. The government is gradually tackling the required reforms to put growth on a more sustainable path. However, for the time being, the scope for either monetary or fiscal easing is rather limited. Therefore, we pare back our forecasts slightly (to 6.2% from 6.3% for 2016, and to 6.5% from 6.6% for 2017), while continuing to expect that the economy will outperform in the near term. On that note, we have pencilled in a 6.6% growth rate for 2018.



Economic growth accelerated in Q3… % y-o-y 8.0
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Source: CEIC, HSBC
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…boosted partly by robust credit growth



May-15 Dec-15 GDP
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Credit growth Source: CEIC, HSBC
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Policy issues Inflation has been ticking up all through the year, accelerating to 3.3% in September. Although it looks set to average below the 5.0% target for 2016, many upside risks exist. For instance, unfavourable weather and soil conditions may push up the cost of food. Any recovery in fuel prices is likely to eventually find its way into the economy, stoking headline inflation. Also, regulated costs of key services like education and healthcare are likely to edge up in the coming months. Robust credit growth further adds to upside pressures. All considered, the scope for further monetary easing, therefore, appears limited for the time being. Similarly, the room for fiscal easing is also quite small. According to the National Financial Supervisory Commission (NFSC), the budget deficit as of 15 August totalled nearly VND111.5trn, which is equivalent to about 44% of the estimate for the entire year. However, the pressure on the budget deficit will likely increase in the remaining months as infrastructure investment is expected to accelerate following a government resolution to this effect. On the other hand, revenue collection from crude oil and state-owned enterprises (SOEs) is falling behind, owing to lower fuel prices and stagnant divestments of the government’s stakes in SOEs. Until August, the average selling price of crude oil was USD41 per barrel – well below the budgeted price of USD60 per barrel. According to the Ministry of Finance, VND10trn, only a third of planned divestment revenues, was raised in the first eight months of the year.



Risks The country’s banking sector continues to pose challenges, still grappling with a legacy of bad debt and now once again seeing soaring credit growth. As of June, 2016, the official, impaired loan ratio was 2.6%. While relatively small, there is still VND200trn (USD8.9bn) of bad debt stuck at the Vietnam Asset Management Company (VAMC), a state-owned company set up to facilitate the disposal of bad debt. Failure of the US Congress to ratify the TPP (Trans-Pacific Partnership) poses another risk for Vietnam. The TPP is a 12-nation (including the US, but not China) preferential trade agreement that covers about 40% of the global economy. It would eliminate an estimated 18,000 tariffs among participating countries. Vietnam is deemed to be one if the biggest winners from the TPP. But Vietnam’s government has opted to delay the ratification of the TPP, reflecting tactical considerations, given that the TPP is caught up in the US Congress and presidential politics.



Key forecasts GDP (% y-o-y) GDP sa (% q-o-q) CPI, (% q-o-q saar) CPI, average (% y-o-y) Exports, value (% y-o-y) Imports, value (% y-o-y) Trade balance (% GDP) International reserves (USDbn) Policy rate, end quarter (%) VND/USD, end quarter VND/EUR, end quarter



2Q 16 5.6 2.0 6.8 2.2 5.2 2.2 3.2 35.4 5.00 22,300 24,753



3Q 16e 6.6 2.0 3.4 2.8 7.1 15.1 -7.0 33.8 5.00 21,942 24,575



4Q 16f 7.1 1.6 0.3 3.0 13.4 23.1 -14.7 32.3 5.00 22,300 24,530



1Q 17f 6.3 0.7 7.0 4.4 6.1 8.0 -26.3 35.0 5.00 22,300 24,530



2Q 17f 6.4 2.2 8.8 4.8 9.1 10.0 -21.5 37.7 5.00 22,300 24,530



3Q 17f 6.7 1.9 1.6 4.4 9.0 9.0 -21.0 36.7 5.00 22,300 24,530



4Q 17f 6.8 1.6 1.2 4.6 8.9 7.1 -15.3 36.6 5.00 22,300 24,530



1Q 18f 6.4 0.6 6.3 4.4 5.0 7.0 -48.2 38.5 5.50 22,300 24,530



2Q 18f 6.6 2.4 10.0 4.7 7.0 6.9 -36.2 41.2 5.50 22,300 24,530



3Q 18f 6.8 1.9 1.7 4.8 9.0 7.1 -21.6 40.8 5.50 22,300 24,530



4Q 18f 6.5 1.4 1.1 4.7 10.2 7.2 6.3 42.0 5.50 22,300 24,530



Source: CEIC, HSBC forecasts. NB: 2018 FX numbers are assumptions not forecasts.
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Inflation is gradually rising…



…but remains contained under the 5.0% target



Contribution to headline CPI (% y-o-y, ppt)
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 Inflation has been ticking up all through the year, accelerating to 3.3% in September. Meanwhile, core inflation also ticked up to 1.9% y-o-y after having eased marginally in August.  Both food and fuel prices gained during the month. Adequate supply helped ease food prices in August. But then unfavourable climate and soil conditions caught up and pushed food inflation a notch higher. On 20 August, Vietnam’s fuel traders raised pump prices in line with global crude prices. Coming late into the month, the impact was felt more on the September inflation reading.  The beginning of the new school year also led to a significant surge in education prices.



Source: CEIC, HSBC
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But FDI is holding up well… USDbn 12



…enabling Vietnam to rebuild its external buffers USDbn
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 During the first nine months of the year, Vietnam is estimated to receive about USD11bn in FDI, up 12.4% from a year ago.  New FDI pledges during the same period edged up 1.1% y-o-y to over USD11bn.  With new factories commencing operations this year, we expect FDI to drive further gains in Vietnam’s global export market share.  The sustained FDI inflows facilitated a recovery in FX reserves. So far this year the State Bank of Vietnam has bought over USD10bn in foreign exchange, increasing the country’s reserves to a record high of more than USD40bn.



Source: CEIC, HSBC



Manufacturing sector also looks promising… PMI Index



…on the back of faster gains in output and employment
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 In September, the manufacturing PMI rose to 52.9 from 52.2 previously.  Employment rose at the quickest pace in more than five years as firms responded to sustained growth in new orders - both domestic and overseas.



New ex port orders Backlogs of Work Stocks of Finished Goods Employ ment
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Source: Markit, HSBC
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 In line with the rise in new orders, output accelerated to a threemonth high. Firms also accumulated reserves, suggesting that they remain optimistic.
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Vietnam: Macro framework Production, demand and employment GDP growth (% y-o-y) Nominal GDP (USDbn) GDP per capita (USD) Private consumption (% y-o-y) Government consumption (% y-o-y) Investment (% y-o-y) Gross domestic saving (% GDP) Unemployment rate, end year (%) Prices & wages CPI, average (% y-o-y) CPI, end year (% y-o-y) Core CPI, average (% y-o-y) Core CPI, end year (% y-o-y) PPI, average (% y-o-y) PPI, end year (% y-o-y) Manufacturing wages, nominal (% y-o-y) Money, FX & interest rates Broad money supply M2, average (% y-o-y) Real private sector credit growth (% y-o-y) Policy rate (OMO rate), end year (%) 5yr yield, end year (%) VND/USD, end year VND/USD, average VND/EUR, end year VND/EUR, average External sector Merchandise exports (USDbn) Merchandise imports (USDbn) Trade balance (USDbn) Current account balance (USDbn) Current account balance (% GDP) Net FDI (USDbn) Net FDI (% GDP) Current account balance plus FDI (% GDP) Exports, value (% y-o-y) Imports, value (% y-o-y) International FX reserves (USDbn) Import cover (months) Public and external solvency indicators Gross external debt (USDbn) Gross external debt (% GDP) Short-term external debt (% of int’l reserves) Private sector external debt (USDbn) Consolidated government balance (% GDP) Primary balance (% GDP) Gross public domestic debt (VNDtrn) Gross public domestic debt (% GDP) Gross public external debt (USDbn) Gross public external debt (% GDP) Gross public sector debt (% GDP)* Macro-prudential indicator Total credit/GDP (%, year-end) Loan/deposit ratio Stock market capitalisation/GDP (%)



2011



2012



2013



2014



2015



2016f



2017f



2018f



6.2 133.4 1,483 4.1 7.1 -7.8 29.9 3.6



5.2 155.5 1,713 4.9 7.2 1.9 33.3 3.2



5.4 170.0 1,854 5.2 7.3 5.3 31.2 3.6



6.0 185.5 2,005 6.1 7.0 9.3 31.9 3.4



6.7 191.0 2,045 9.3 7.0 9.3 28.1 3.4



6.2 202.8 2,154 5.9 6.0 7.0 25.6 3.2



6.5 226.7 2,387 6.4 6.8 7.8 24.6 3.1



6.6 247.2 2,581 6.7 6.7 7.3 25.3 3.0



18.7 18.1 11.7 11.6 17.0 18.4 19.0



9.1 6.8 9.5 10.8 8.2 3.4 12.0



6.6 6.0 9.1 6.6 5.6 5.3 8.3



4.1 1.8 4.2 2.3 3.3 5.3 8.3



0.6 0.6 2.1 1.7 0.0 5.3 8.3



2.3 2.9 1.9 2.0 1.6 2.1 6.5



4.5 4.5 1.9 2.0 3.7 3.6 8.0



4.7 5.0 2.0 2.0 3.8 4.1 9.0



11.9 -4.3 14.00 12.60 21,034 20,842 27,262 28,804



24.5 -0.3 7.00 9.75 20,843 20,871 27,513 26,981



21.4 6.1 5.50 8.55 21,095 21,087 29,067 27,877



19.7 9.7 5.00 6.30 21,388 21,224 25,879 28,134



14.9 18.2 5.00 6.58 22,485 21,952 24,509 24,477



21.6 15.7 5.00 n/a 22,300 22,396 24,530 24,888



21.7 13.5 5.00 n/a 22,300 22,300 24,530 24,530



24.2 13.3 5.50 n/a 22,300 22,300 24,530 24,530



96.9 106.7 -9.8 0.2 0.2 6.5 4.9 5.0 34.2 25.8 13.1 1.4



114.5 113.8 0.7 9.4 6.1 7.2 4.6 10.7 18.2 6.6 25.2 2.6



132.0 132.0 0.0 7.7 4.6 6.9 4.1 8.6 15.3 16.0 25.5 2.2



150.2 147.8 2.4 9.4 5.0 8.1 4.3 9.4 13.8 12.0 33.8 2.7



162.0 165.6 -3.6 0.9 0.5 10.7 5.6 6.1 7.9 12.0 27.9 2.0



174.2 179.5 -5.3 -4.5 -2.2 11.9 5.9 3.7 7.5 8.4 32.3 2.0



188.4 195.5 -7.1 -7.5 -3.3 14.0 6.2 2.9 8.2 9.0 35.8 2.1



200.2 183.4 16.8 -6.4 -2.6 16.3 6.6 4.0 6.2 -6.2 42.6 2.3



50.6 37.9 75.9 5.9 -1.0 0.1 0.6 22.5 36.8 27.6 50.1



58.1 37.3 39.3 8.8 -6.7 -5.5 0.8 25.1 39.9 25.7 50.8



63.4 37.3 41.5 11.5 -7.4 -5.9 1.0 29.3 42.9 25.2 54.5



69.0 37.2 33.3 13.8 -6.7 -5.0 1.4 36.3 43.2 23.3 59.6



73.8 38.6 43.3 17.2 -6.0 -4.1 1.7 40.2 44.0 23.0 63.3



77.9 38.4 39.8 19.7 -6.7 -4.5 2.0 43.9 44.8 22.1 66.0



82.9 36.6 38.2 22.3 -6.1 -3.9 2.3 45.7 46.5 20.5 66.2



87.9 35.5 33.9 24.9 -6.6 -4.0 2.3 41.9 48.3 19.5 61.4



101.8 102.7 13.5



94.8 94.8 21.1



96.8 89.1 23.3



100.8 86.0 28.4



111.74 n/a n/a



121.69 n/a n/a



129.05 n/a n/a



139.63 n/a n/a



Source: CEIC, ADB, IMF, HSBC forecasts. *Public debt refers to government debt only. NB: 2018 FX numbers are assumptions not forecasts.
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