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The attached corrections to SM/14/171 (6/23/14) have been provided by the staff:
Evident Ambiguity

Page 4, para. 2, line 5: for “more than half of GDP" read “more than half of GDP at current
producer prices”

Page 6, para. 9, line 4: for “or a fall in visitors from the Mainland due to visa policy changes”
read “or a fall in visitors due to visa policy changes in the Mainland”

Page 7, para. 13, line 7: for “around 25 percent of household incomes” read “around 25 percent
of household incomes based on newly-approved mortgage data”

Page 15, para. 32, line 5: for “or a fall in visitors from the Mainland due to visa policy changes”
read “or a fall in visitors due to visa policy changes in the Mainland”

Page 23, Box 5, para. 4, first bullet, line 2: for “and a drop in tourism” read “and a drop in
tourist arrivals”

Page 26, Figure 1, panel 3: replaced chart due to data discrepancy with authorities’ estimates
and added footnote 1.

Page 32, Table 2, footnote 2: added "Data for 2013 are staff projections”
footnote 3: “for likely to be transferred to” read “for likely to be reflected in”

Page 35, Table 5, footnote 2: “for likely to be transferred to” read “for likely to be reflected in”



Factual Errors Not Affecting the Presentation of Staff’s Analysis or Views

Page 4, para. 2, line 2: for “30km?” read “roughly 31km?*”
para. 3, line 2: for “stagflation” read "deflationary growth”
line 3: for “After 2002" read "After February 2002"
para. 4, bullet 1, line 3: for "100 percent” read “more than 100 percent”

Page 6, para. 10, line 17: for "one-quarter of fixed capital information, around 3 percent of
GDP,” read "80 percent of fixed capital information, around 4.7 percent
of GDP in value-added terms,”

line 19: for “domestic credit” read “private domestic credit”

Page 23, Box 5, para. 2, line 2: for “135" read “170"
line 9: for "60" read "50"

Page 25, Box 6, para. 1, line 2: for “end 2013" read "January 2014"
line 3: for "public expenditure” read “central government expenditure”

Page 26, Figure 1, panel 6: replaced chart due to data discrepancy with authorities’ estimates.
Page 27, Figure 2, panel 4: replaced chart to correct fiscal reserve fund estimates for 2012.
Page 28, Figure 3, panel 6: replaced chart to revise 2003 data.

Page 31, Table 1, row 3, column 1: for “16.8" read "16.9"
column 3: for "-13.0" read "-12.8"
column 5: for “13.7" read "13.8"
row 6, column 1: for “3.7" read "2.5"
column 2: for “7.7" read "7.1"
column 3: for “11.6" read “10.3"
column 4: for “26.9" read "27.4"
column 5: for “16.3" read “15.2"
row 10, column 2: for “8.5" read “8.6"
row 11, column 1: for “31.1" read "49.3"
column 2: for “5.9" read “12.5"
column 3: for “-3.7" read "-0.3"
column 4: for “42.9" read "33.5"
column 5: for “30.8" read “33.6"
column 6: for “39.7" read "38.4"
column 7: for “38.8" read "42.6"
row 20: for "of which: gaming” read “of which: public administration, other
community, social & personal services (including gaming)”



row 23, column 1: for “300.4" read "293.0"
column 2: for “323.0" read “317.1"
column 3: for “317.5" read “311.9"
column 4: for “318.3" read “314.8"

row 24, column 4: for "73.8" read “75.8"

row 27, column 1: for "214.9" read “239.5"
column 2: for “222.8" read “253.8"
column 3: for “226.2" read "261.5"

column 4: for “234.0" read "271.0"
column 5: for “246.6" read “284.2"
column 6: for “258.4" read "298.1"
column 7: for “270.9" read “314.6"

row 28, column 1: for “58.6" read "62.6"
column 2: for “66.5" read "65.3"
column 3: for "62.9" read "61.6"
column 4: for “63.3" read "62.8"
column 6: for "78.9" read "78.8"
column 7: for “83.4" read "83.3"

row 44, column 6: for “49.2" read "47.8"

row 61, column 2: for “-5.5" read “-5.6"
column 7: for “0.2" read “-0.1"

footnote 2: added sentence “"Current account, net for 2013 is staff projection.”

Page 32, Table 2, row 3, column 1: for “13.7" read "13.8"
row 6, column 1: for “16.3" read “15.2"
row 17, column 1: for "21,670" read "21,669"
row 19, column 1: for “29, 454" read "29,453"
row 28, column 1: for “10,179" read "10, 178"
row 38, column 3: for "0.2" read "-0.1"
footnote 2: added sentence "Data for 2013 are staff projections.”
footnote 3: for “likely to be transferred to"” read “is likely to be reflected in’

4

Page 33, Table 3, row 42, column 7: for “..." read "27.7"

Page 34, Table 4, row 6, column 1: for "60.1" read “39.0"
column 2: for “59.5" read "38.1"
column 3: for "58.8" read “38.8"
column 4: for “55.5" read “37.0"
column 5: for “58.1" read “39.3"
column 6: for “52.3" read "36.0"
column 7: for “48.1" read “30.7"
column 8: for “46.9" read "27.5"
column 9: for “45.6" read “26.9"



column 10: for “42.4" read "23.4"
column 11: for “38.8" read “20.8"

Page 34, Table 4, row 7: removed.
row 42, column 11: for "62.9" read "63.0"

Page 35, Table 5, row 2, column 2: for “21,670" read "21, 669"
row 5, column 2: for “8,895" read “8,894"
column 3: for “10, 179" read "10,178"
row 6, column 2: for “29,454" read “29,453"
row 7, column 2: for “40,027" read “40,025"
row 18, column 2: for “10,179" read “10,178"
row 39, column 2: for “36, 635" read "36,633"

Page 36, Table 6, row 2, column 1: for “..." read "7.8"
row 3, column 1: for “..." read “49"
column 2: for “..." read “51"
column 3: for “..." read "49"
row 4, column 1: for “..." read “36"
column 2: for “..." read “34"
column 3: for “..." read "34"
row 5, column 1: for “..." read “13"
column 2: for “..." read “17"
column 3: for “..." read “15"
row 6, column 1: for “..." read “-2.9"
column 2: for “..." read “3.9"
column 3: for “..." read "-5.1"
column 4: for “..." read "7.9"
row 7, column 1: for “..." read “-7.0"
column 2: for “..." read “-5.5"
column 3: for “..." read "-1.5"
column 4: for “..." read "8.4"
row 10, column 1: for “..." read “-7.0"
row 12, column 1: for "..." read “-1.8"
row 21, column 8: for “14.6" read "14.5"
column 10: for “20.1" read “20.2"
column 11: for “21.0" read “"20.8"
column 12: for “9.3" read “9.1"
column 13: for “9.5" read “8.2"
row 25, column 13: for “..." read "561"
row 27, column 1: for “..." read “-22.5"
row 32, column 2: for “3" read “2.8"
row 33, column 1: for “1.8" read “2.0"



column 5: for “1.0" read "0.9"

row 46, column 3: for “7,927" read “7,926"
column 6: for “14,569" read “14,570"
column 7: for “18,055" read “18,054"
column 8: for “20,731" read “20,730"
column 11: for “36,635" read “36,633"

Page 38, para. 1, line 5: for “360.8" read “360.7"
para. 2, line 2: for “2001" read “2002"
line 4: for "gambling” read “gaming”
line 6: for "gambling” read "gaming”
line 6: for "15,000" read “13,106"
line 7: for "gambling” read "gaming”
line 7: for "90" read "87"
para. 3, line 3: for “and 2.4" read “and 1.4 to 2.4"
para. 4, line 6: for “sub-junkets” read “collaborators”
line 7: for "Free Individual Travelers Scheme” read “Individual Traveler Scheme”
para. 5, line 5: for “2018-2020" read “2020-2022"

Page 42, Appendix IV, para. 3, line 2: for “This enabled another large fiscal and current account
surplus, projected at around 23 and 44 percent of GDP, respectively.” read “This enabled a large
fiscal surplus of 23.3 percent of GDP and another current account surplus estimated at around 44
percent of GDP."

Page 44, Table 1, row 3, column 1: for “16.8" read “16.9"
column 3: for “-13.0" read "-12.8"
column 5: for “13.7" read "13.8"
row 6, column 1: for “3.7" read "2.5"
column 2: for “7.7" read "7.1"
column 3: for “11.6" read “10.3"
column 4: for “26.9" read “27.4"
column 5: for “16.3" read “15.2"
row 10, column 2: for “8.5" read "8.6"
row 11, column 1: for “31.1" read "49.3"
column 2: for “5.9" read “12.5"
column 3: for “-3.7" read “-0.3"
column 4: for “42.9" read “33.5"
column 5: for “30.8" read "33.6"
column 6: for “39.7" read “38.4"
column 7: for “38.8" read "42.6"
row 20: for "of which: gaming” read "of which: public administration, other
community, social & personal services (including gaming)”
row 23, column 1: for “300.4" read "293.0"



column 2: for “323.0" read “317.1"
column 3: for “317.5" read “311.9"
column 4: for “318.3" read “314.8"
row 24, column 4: for "73.8" read “75.8"
row 27, column 1: for "214.9" read “239.5"
column 2: for “222.8" read "253.8"
column 3: for “226.2" read “261.5"

Page 44, Table 1, row 27, column 4: for “234.0" read “271.0"
column 5: for “246.6" read "284.2"
column 6: for “258.4" read “298.1"
column 7: for “270.9" read “314.6"
row 28, column 1: for “58.6" read "62.6"
column 2: for “66.5" read "65.3"
column 3: for "62.9" read "61.6"
column 4: for “63.3" read "62.8"
column 6: for "78.9" read "78.8"
column 7: for “83.4" read "83.3"
row 33, column 7: for “-19.3" read "-19.7"
row 34, column 7: for "80.3" read “80.6"
row 44, column 6: for “49.2" read "47.8"
row 61, column 2: for “-5.5" read "-5.6"
column 7: for “0.2" read “-0.1"
footnote 2: added sentence "Current account, net for 2013 is staff projection.”

Typographical Errors
Page 17, Box 1, para. 2, line 1: for “Use" read "User”
Page 24, para. 5, line 1: for “diversity” read “diversify”

Questions may be referred to Mr. Syed (telephone number 202-758-7495), Ms. Myrvoda
(ext. 38150), and Mr. Sun (ext. 36239) in APD.

This document will shortly be posted on the extranet, a secure website for Executive Directors
and member country authorities.

Att: (21)

Other Distribution:
Department Heads
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PEOPLE'S REPUBLIC OF CHINA—MACAO SAR CORRECTED: 7/15/14

BN CONTEXT

1. After more than 400 years of Portuguese rule, Macao SAR returned to China’s
sovereignty at the end of 1999. Discussions took place with the consent of the Chinese authorities.
They were the first since the handover, although the IMF has maintained a relationship with Macao
SAR, focused mainly on technical assistance and training (including an FSAP in 2011). Like
neighboring Hong Kong SAR, Macao is a Special Administrative Region of the People’s Republic of
China. With its economic and social systems remaining unchanged for 50 years under its governing
constitution (The Basic Law), the territory is a free port and separate customs jurisdiction.

2. Macao SAR is a small and highly open economy, with a population of around 600,000 spread
over only 31km?. Its economic fortunes are driven by tourism, mainly related to the gaming industry.
Visitors originate mostly from the Mainland and Hong Kong SAR, and rose to a record-high of 29 million
in 2013. Gaming directly accounts for four-fifths of exports, three-quarters of fiscal revenue, one-quarter
of employment, and more than half of GDP at current producer prices (Figure 1 and Appendix II).

3. A decade-long gaming boom has lifted per capita incomes near global highs. For the first
three years after the handover, the economy was mired in deflationary growth in the aftermath of a
property slump, a sharp rise in bad loans, and dwindling tourism due to the Asian crisis and SARS.
After February 2002, liberalization of the casino industry and relaxation of tourist travel policies by
the Mainland revitalized the economy. By the middle of the decade, Macao SAR had overtaken Las
Vegas as the largest gaming center in the world. However, inflationary pressures—both consumer
and property prices—have picked up, and inequality has remained a concern during this period of
rapid growth.

4. Prudent macroeconomic management has enabled Macao SAR to navigate global and
regional shocks, to which it is exposed due to its openness and narrow base. The policy framework
has served Macao SAR well in maintaining financial stability and a strong external position, while
successfully weathering several external shocks, including the recent global crisis. It is anchored by
the combination of a currency board pegged to the Hong Kong dollar (and hence indirectly the U.S.
dollar), flexible markets, and a commitment to safeguarding fiscal discipline and financial stability.

e Monetary conditions. Under the currency board arrangement, domestic liquidity grows in line with
international reserves and monetary conditions are tied to those in Hong Kong SAR (and thus
ultimately the United States). The domestic currency, the pataca, is more than 100 percent
backed by foreign assets.

e External position. Macao SAR is a net external creditor, with a sizable current account surplus,
large foreign reserves, and no exchange restrictions on current and capital account transactions
(Figure 2). The real effective exchange rate has appreciated in recent years, mirroring
developments in the U.S. dollar.

e Public finances. Owing to the boom in the gaming sector and cautious management of public
finances, Macao SAR has enjoyed large fiscal surpluses in recent years. It has no public debt and
holds fiscal reserves of nearly 60 percent of GDP, serving as a key buffer against external shocks.
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PEOPLE'S REPUBLIC OF CHINA—MACAO SAR

e Financial system. At nearly 250 percent of GDP, Macao SAR's financial sector is large, bank
dominated, and mainly foreign owned (Figure 3). Local banking operations have strong balance
sheets, are flush with liquidity through domestic deposits, and benefit from the financial and risk
management support of their parent banks. There are no organized capital markets and about
60 percent of financial assets are external.

5. Supportive policies in the United States and the Mainland also helped Macao SAR
rebound from the global crisis. After averaging 14 percent during the preceding six years, growth
fell to low single-digits in 2008 and 2009, as tourism plummeted following a tightening of visa
policies by the Mainland and the onset of the global recession. Growth recovered quickly thereafter,
lifted by two major forces. First, the loosening of monetary conditions in the United States, which led
to a corresponding fall in domestic interest rates, facilitated rapid credit growth aimed at both
domestic and external borrowers, and increased foreign inflows into Macao SAR'’s property sector.
Second, the strong recovery in the Mainland and its supportive measures toward the territory—
including speeding up cross-boundary infrastructure projects and facilitating greater economic and
financial integration—helped boost investment and service exports.

6. The outlook is bright, but Macao SAR needs to prepare for future shifts in the global
and domestic landscape. With the United States beginning to withdraw from unconventional
monetary policy as its economy gains strength and the Mainland engaging in major structural
reforms to rebalance its growth, Macao SAR will face a different global environment. This will bring
opportunities for further development of services that Macao SAR should position itself to seize.

At the same time, macroeconomic and prudential policies may need to be recalibrated as these
shifts may heighten volatility. Over a longer horizon, growth could slow as the gaming sector
matures and the population ages. As a result, Macao SAR will need to preserve its traditional
strengths by bolstering financial soundness, ensuring external stability, maintaining fiscal prudence,
and diversifying the economy. These issues formed the basis of the discussions, as described below.

N OUTLOOK AND RISKS

7. The economy has continued to perform strongly over the last year. Growth rose to

11.9 percent in 2013 from 9.1 percent the previous year, driven by a pick-up in gaming exports (Table 1).
Robust activity and low unemployment kept inflation relatively elevated at 5% percent.
Notwithstanding some countervailing measures by the government, property prices increased by
nearly 40 percent again last year, supported by rising incomes and low interest rates. The banking
system remains in solid health, with robust growth in both deposits and loans.

8. Under the baseline global outlook, Macao SAR'’s prospects are highly favorable (Table 2).
Growth is likely to remain robust, at 8-10 percent through 2017, on the back of gaming exports as
the global economy strengthens and continued investment related to several casino expansion
projects, including construction of hotels and large entertainment complexes. Amid brisk activity and
historically low unemployment, inflation should stay around 5-5%2 percent. At the same time,
demand for property will continue to be supported by strong economic growth and low, albeit
slowly rising, interest rates. The current account is expected to decline as a share of GDP, as the
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services surplus narrows due to capacity constraints in the tourism sector while the merchandise
trade deficit rises somewhat due to capital and raw material imports associated with high
investment. Meanwhile, the capital and financial account should remain in deficit as the public
sector accumulates assets overseas due to rising fiscal reserves and banks continue to lend abroad,
taking advantage of rising external demand and interest rates as the global recovery gains
momentum. In 2018 and 2019, private investment will contract as work on expansion projects is
completed. As a result, growth is likely to moderate to mid-single digits. The current account surplus
should tick up, reflecting a slowdown in goods imports and a pick-up in service exports as new
capacity comes on line.

9. However, given the economy’s narrow base, a potential sharp drop in tourism and
gaming revenues is a core risk. Such a decline could stem from a renewed downturn or protracted
stagnation in the United States and euro area that stalls the global recovery, a severe slowdown in
the Mainland or Hong Kong SAR or a fall in visitors due to visa policy changes in the Mainland or
any weaknesses in Macao SAR’s AML/CFT framework (see risk matrix in Appendix I). In addition to
hurting growth and fiscal revenue, such shocks could lead to liquidity strains and deterioration in
banks' asset quality.

10. The main domestic risk is a sharp .
. . . Property Market Indicators
correction in the property market, triggered by . tnperceny
a shift in demand fundamentals or abrupt 40 Personal credit for housing
. . . . . e . . (share of private domestic credit!)
tightening in liquidity conditions. Housing 35
affordability has deteriorated sharply through 30
the global crisis and staff models suggest 2
. . . 20
potential price overvaluation (Box 1). A number Construction and public works
15 (share of private domestic credit)
of triggers could result in a shift in expectations |
or fundamentals supporting the property < "W
. . h f |
market. These include a shock to the gaming 0 (share of employment
. . . . 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013
and tourism industries that stunts economic Sources: CEIC; and IMF staff calculations.

1Excluding financial investment.

growth or a sharp rise in interest rates, due to

faster-than-anticipated withdrawal of unconventional monetary policy abroad or increased financial
market volatility in its wake (mirroring developments in the United States due to the currency
board). A severe downturn in the property market could have a significant negative impact on credit
quality, fiscal revenue, and overall economic performance. Construction accounts for around

80 percent of fixed capital information, around 4.7 percent of GDP in value-added terms, and nearly
10 percent of employment. The financial sector is also exposed, with mortgages and the
construction sector together accounting for almost half of private domestic credit.

11. Authorities’ views:

e Outlook and risks. The authorities agreed with the baseline outlook. While acknowledging that
Macao SAR is susceptible to external shocks, they felt that risks were receding, particularly with
the global recovery in train and the Mainland's strong reform plan for rebalancing its economy.
On balance, the authorities view the normalization of US monetary policy as beneficial for
Macao SAR, since it should normalize domestic interest rates, cool property prices, and contain
imported inflation as the exchange rate strengthens with the U.S. dollar. They noted that global
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financial markets expect the exit to be gradual and well-executed with interest rates only rising slowly
over time, and therefore do not anticipate significant volatility. Even in the extreme event of a bumpy
exit, they felt Macao SAR's vulnerability is reduced by the paucity of short-term capital inflows, owing
to the persistent surplus position of the public and private sectors and lack of domestic money or
capital market instruments. Nevertheless, they recognized that there could be a more tangible impact
on domestic credit conditions and the property market.

*  Property market. The authorities felt that the rise  Housing Affordability

in property prices was reflective of fast income (Price-to-income ratio?)

. Macao SAR 2013
growth, very tight supply of land, and loose Hong Kong SAR oL
global monetary conditions. While it was hard to China e ® 2011

. . . . . — m 2010
determine the fair value of housing in this Beijing e 2009
environment, they were concerned about Shanghai
worsening affordability and focusing attention Singapore

Japan

on containing any financial stability risks that
may arise. They were encouraged that measures
implemented in the last few years—including

us

UK

o

5 10 15 20 25
Iowenng ca ps on Ioan_to Value (LTV) and debt Sources: AMCM; CEIC; Haver Analytics and IMF staff calculations.

cenvice-to-income ratios and hiking stamp YPrice of a 70 sq.m. home as a multiple of annual household disposable income
duties—have helped cool the market by slowing transactions, lowering the share of property-related
loans, and reducing foreign speculative activity. On the latter, they noted that the share of
nonresidents in the total value of property purchases had fallen from over 20 percent in 2011 to less
than 5 percent in 2013. Notwithstanding the territory’s space constraints, supply is also being
mobilized to help meet rising demand, with 19,000 public housing units completed in the last few
years and plans for reclaiming around 3.5 km? of land.

BN CALIBRATING MACROECONOMIC POLICIES

12. Under the baseline, current macroeconomic policies are set to continue. Maintaining the
authorities' cautious approach to fiscal management, the 2014 budget is based on conservative revenue
projections and another sizable surplus is expected (Table 3). The fiscal stance and recent surpluses provide
a cushion to withstand any future downturns. This is especially important given the absence of monetary
policy discretion under the currency board arrangement.

13. Macroprudential policies remain focused on strengthening the resilience of the
banking sector to risks from a slowdown in gaming and rapidly rising property prices. The
gaming sector is predominantly financed overseas, but banks are indirectly exposed through
lending for gaming operators’ working capital and related industries (such as hotels and
construction), as well as the sector’s importance to the wider economy. Bank exposure to the
property market is significant, and debt service on mortgage loans is around 25 percent of household
incomes based on newly-approved mortgage data. The banking system has buffers to cushion shocks
through solid profits and strong capital positions, as well as potential support that foreign banks could
provide to their branches or subsidiaries operating in Macao SAR. To further mitigate these risks and
identify potential weak points, industry-wide stress testing that captures both domestic and external
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shocks and dynamic provisioning should be established. At the same time, close scrutiny of the drivers

H H H Asia: Housing Prices and Macroprudential Policies (MPPs)!
Of Sharp property prlce Increases in recent years’ (Average across all episodes; year-over-year percentage change in housing prices)
including investor composition, will help guide 12 ,

. L. —Housing-related MPPs —AIl MPPs
prudential measures. The authorities have taken a 10
number of timely steps to curb speculative activity and 8
boost supply in the last few years. Should price 6
acceleration persist, international experience (notably 4
from Asia) suggests that tighter housing-related tax 2
policies—including higher stamp duties and property e e g e - e e e e e e
taxes—and additional macroprudential measures— e st e oot G
1 Relevant tightening policies introduced over the period 2000:Q1-2013:QL. Excludes overlapping episodes within four

such as limits on credit exposure to the property

sector, stricter caps on debt service coverage, or lower LTV ratios for purchases of second or more
homes—could be used to curtail excessive price growth and contain systemic risk (Box 2).

14, If shocks materialize, fiscal and prudential policies will need to be deployed as the
main defense. In the first instance, automatic stabilizers should be allowed full play, although these
are fairly small. If growth slows more significantly, Macao SAR could undertake rapid fiscal stimulus
to shore up domestic demand through targeted tax relief and direct transfers to vulnerable
households, support for SMEs, and accelerated infrastructure spending. Should the growth
slowdown be accompanied by significant financial strains, liquidity and capital support could be
temporarily made available to banks, as was announced during the onset of the global crisis. If
domestic monetary conditions tighten suddenly due to the withdrawal of unconventional monetary
policy, there may be scope for a macroprudential response, including using capital buffers to avoid a
procyclical contraction in lending and monitoring market developments to decide whether and
when measures should be recalibrated. In particular, if the property market experiences a sharp
downturn, some prudential measures that were tightened during the upswing could be selectively
and judiciously unwound, in line with dissipation in systemic risks.

15. Authorities’ views. The authorities agreed that the fiscal surplus envisaged for 2014 was
appropriate, bolstering resources available to withstand any future shocks and underpinning
confidence in the currency board. Given that property prices continue to rise, they remain vigilant to
further acceleration, and could consider additional measures aimed at constraining housing credit supply
and speculative demand to contain systemic risks. If shocks materialize, they concurred that fiscal and
prudential policies would be the main tools to buttress growth and contain risks to financial stability.
While they viewed the sudden tightening of monetary conditions as a low-probability event, they
would continue to monitor closely market developments, notably with regard to the property
sector. With banks having strong buffers—the average capital adequacy ratio stands at around

15 percent—and average household debt service-to-income ratios of around 30 percent, they felt
that the economy should be able to withstand some price correction under such a scenario. If prices
fell more precipitously, they were open to the idea of unwinding some housing-related measures
enacted in recent years, They emphasized that they would only consider such unwinding provided it
did not pose systemic risk, for instance by attracting less creditworthy buyers as the cycle turns, and
thus harming household balance sheets and potentially weakening financial stability in the future
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I STAFF APPRAISAL

30. Macao SAR has come a long way since its handover to China in 1999.

Prudent macroeconomic management—anchored by a currency board, flexible markets, and a
commitment to fiscal discipline and financial stability—has seen the territory make significant strides.
Together with a gaming boom, it has lifted average living standards to among the highest in the world
and enabled Macao SAR to successfully weather external shocks, including the recent global crisis.
However, inflationary pressures have picked up and inequality remains a concern.

31. As the global recovery gains momentum, Macao SAR will need to adapt to a shifting
external backdrop. Macao SAR's rebound from the global crisis benefited from the loosening of
monetary conditions in the United States, which led a corresponding fall in domestic interest rates and
facilitated rapid credit growth, as well as strong growth in the Mainland. With this benign landscape
shifting as the United States withdraws from unconventional monetary policy and the Mainland engages
in major structural reforms to transform its economy, Macao SAR will face both opportunities and
challenges. Looking ahead, preserving Macao SAR's traditional strengths by bolstering financial
soundness, ensuring external stability, maintaining fiscal prudence, and diversifying the economy will be
critical for stable growth.

32. The outlook is strong but the economy’s narrow base leaves it vulnerable to external
shocks. Growth should stay at 8-10 percent over the next few years buoyed by gaming exports and
investment, with inflation remaining around 5-5%2 percent. However, growth rates are vulnerable to
external shocks. Risks mainly stem from a slowdown in tourism, due to shocks in the Mainland or

Hong Kong SAR or other setbacks to the global recovery, or a fall in visitors due to visa policy changes
in the Mainland or any weaknesses in Macao SAR’'s AML/CFT framework. The main domestic risk is a
sharp property market correction if demand fundamentals shift or interest rates rise sharply, reflecting
faster-than-anticipated withdrawal of unconventional monetary policy abroad or increased financial
market volatility in its wake.

33. The current macroeconomic policy stance is appropriate. The fiscal stance envisaged for
2014 and recent surpluses are sensible, with fiscal reserves providing a cushion to withstand any future
downturns. This is especially important given the absence of discretionary monetary policy. There is
scope for a further tightening of housing-related taxes and macroprudential policies if property prices
continue to rise sharply. The currency board arrangement with the Hong Kong dollar link has served
Macao SAR well and should be maintained. Given its small and very open economy, the system provides
a crucial nominal anchor and has overseen good economic performance, including keeping the real
exchange rate broadly in equilibrium.

34. Fiscal and prudential policies will need to be recalibrated if shocks hit the economy. If
downside risks materialize, automatic stabilizers and targeted fiscal stimulus could be used to shore up
growth. To ease any significant financial strains, liquidity and capital support could temporarily be made
available to banks. In the event of a severe property downturn, countercyclical measures enacted in
recent years could also be cautiously unwound, without undermining prudent management of financial
and systemic risks.
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35. Financial stability has been bolstered in recent years, and attention must now be focused
on strengthening the resilience of the banking system to potential risks from the gaming and
property sectors, as well as from cross-border financial spillovers. Progress in implementing the
2011 FSAP recommendations and further strengthening the AML/CFT framework is welcome, and
remaining work should be expedited. Prudential measures to manage credit and liquidity risks from a
gaming slowdown and the property sector are particularly important. Banks are in a relatively strong
position and the supervisory framework is sound. To further mitigate these risks and identify potential
weak points, industry-wide stress testing and dynamic provisioning should be established. Given
significant lending to the Mainland, Hong Kong SAR, and Portugal, it will also be important to manage
spillovers from potential shocks in these jurisdictions. To identify emerging risks, the AMCM should
stress test and closely monitor banks’ foreign exposures, including through closer cooperation with
home supervisors and an assessment of financial stability developments in those jurisdictions. Publicizing
more details about the nature of these exposures would also be useful.

36. To ensure that public finances remain on a sound footing in the coming years, a
medium-term budget framework and sovereign wealth fund could be useful. Looking ahead,
Macao SAR'’s public finances confront a likely slowdown in gaming revenues and a rise in spending
needs from population aging. To help secure sustainability, promote transparency and ensure that
growth in spending is consistent with development and fiscal objectives, a medium-term budget
framework could be useful. In addition, the authorities are appropriately devoting more attention to the
sound management of the territory’s fiscal reserves. In this context, consideration could also be given to
allocating some part of the reserves to a sovereign wealth fund with a clear mandate to achieve better
risk-adjusted returns over a long-term horizon, including through a more diversified asset allocation
strategy. As in some other countries, such a fund could continue to be managed by the AMCM, with the
help of external managers for parts of the portfolio.

37. Over the longer term, diversification will help provide an additional growth engine and
bolster the economy’s resilience. Growth could slow over time as the gaming matures and faces
greater competition from other jurisdictions. The economy’s narrow concentration would also leave
Macao SAR susceptible to external shocks. Therefore, diversification—particularly into nongaming
services—will be key for stable growth over the long term. The authorities are taking several important
steps in this regard and there is scope for exploring further opportunities, including through broader
integration with the Mainland, financial development, and public investments in infrastructure and
human capital.

38. It is recommended that the next Article IV consultation discussions take place on a 24-month
cycle.
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Box 1. Is There a Housing Bubble in Macao SAR?

Macao SAR’s property price growth path has

been steeper than in a number of regional and

international comparators. Between 2008 and

2013 alone residential property prices more than

tripled, while household disposable income is
estimated to have increased by about 1.5 times.
As discussed below, two empirical approaches

were used to relate residential property prices in

Macao SAR to a set of fundamentals.

User-Cost Model. The first approach is an asset
pricing model that compares the market price
with a benchmark based on an equilibrium
relationship between prices, rents, and cost of
ownership. The model assumes that in a
housing market with well-functioning rental
and credit markets, the cost of owning a house
should be in line with the cost of renting a
similar property. Consequently, in a "no
arbitrage” situation, the annual market rent
would be equal to the annual cost of owning a
property (imputed rent). If a deviation occurs
between the market rent and the cost of
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ownership, the model suggests that the market price should move gradually toward the benchmark.
By this measure, and depending on the choice of filtering techniques, house prices in Macao SAR may
currently be in the range of 20-40 percent above the estimated benchmark.

Regression-based Approach. The second
approach is based on a regression linking
house prices to a set of macroeconomic
fundamentals affecting demand (income
growth, credit growth, and real interest rates)
and supply (construction activity and costs).
The baseline results suggest a current
overvaluation of around 17 percent, broadly in
line with the lower bound under the ‘user cost
model’. To illustrate the potential impact of an
abrupt tightening of global monetary
conditions, the regression estimates were used
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to calculate what would happen to the equilibrium price if credit growth and the real interest rate were
to suddenly return to their 2002-07 average. This exercise suggests that housing prices would need to
adjust downward by around 45 percent, closer to the top-end of the user cost results.
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Box 2. Macroprudential Policies: What Can Asian Experiences Imply for Macao SAR?

Macroprudential policy measures (MPPs) are aimed at promoting systemic financial stability by

constraining the incentives for excessive risk-taking. They are usually classified into three types: credit-related

(e.g., caps on the loan-to-value (LTV) ratio), liquidity-related (e.g., reserve requirements), and capital-related

(e.g., countercyclical/time-varying capital requirements). Their objective is to limit the risk of widespread disruptions to

the provision of financial services and thereby minimize the impact of such disruptions on the wider economy. The focus is

on the financial system as a whole as opposed to individual components.

Asian countries stand out globally as heavy users of MPPs in recent years, with the bulk of measures focused on
stability risks arising from overheating property markets. In particular, LTV caps for mortgage loans and
debt-to-income limits have been used in China, Hong Kong SAR, India, Indonesia, Korea, Malaysia, Singapore, and
Thailand, often together with other real estate lending restrictions and real estate taxes. To address broader-based
banking system risks, several economies have also imposed capital measures (Australia), and tightened provisioning rules

(India and Sri Lanka), and reserve requirements (China, India, and Sri Lanka).

The choice of instruments depends on country circumstances—notably the degree of economic and financial
development, the exchange rate regime, vulnerability to certain shocks, and accompanying macroeconomic policies. For
instances, countries with fixed or managed exchange rates tend to use these tools more since the exchange rate

arrangement limits the room for conventional interest rate policy.

Among the various macroprudential measures, housing-related instruments have generally had a tangible
impact—particularly caps on LTV ratios and the taxation of housing transactions. In particular, such instruments have
helped lower credit growth, slow house price inflation and dampen bank leverage in Asia (April 2014 Asia and Pacific

Regional Economic Outlook).

Policymakers in Macao SAR have also used some policy tools explicitly focused on system-wide risks.
Macroprudential guidelines on mortgage lending were established in December 2010, including lower caps on LTV and
debt service ratios. Their coverage was extended and a special stamp duty (10-20 percent) imposed in April 2011 and the
LTV ratio recommended in the guideline further tightened in October 2012, especially for nonresidents. More recent
macroprudential measures include curbs on developer presales, an extension of the special stamp duty to commercial
properties and parking spaces, and an additional stamp duty (10 percent) on corporate and nonresident buyers.

These measures helped to somewhat cool the local property market. The market moderated in the first quarter of
2013 and trading activity shrank visibly in the third quarter both on a quarterly and yearly basis. Transactions by
nonresidents contracted relatively more sharply, and the LTV ratio witnessed gradual declines. Nevertheless, prices have
continued to trend up.

Given the ongoing withdrawal of UMP, policymakers could at some point reconsider these measures to prevent
excessive deleveraging in the downward phase of the financial cycle, particularly if it coincides with a weak phase of
the economic cycle. Preserving financial stability should be the primary criterion in deciding whether to unwind counter-
cyclical prudential measures. Timely easing of MPPs may reduce the likelihood of, and damage from, credit or house price
collapses. On the other hand, easing regulation as the economy enters a downturn could lower resilience and jeopardize
financial stability going forward. Ultimately, the scope for rolling back will depend on the severity of the financial cycle
downswing, the soundness of bank and borrower balance sheets, and the specific MPPs in place. In the case of housing-
related tools, the case is stronger if there is adequate capacity for servicing household debt, taking into account likely
mortgage rate normalization in the medium term.
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Box 5. External Sector Assessment

Staff assesses Macao SAR's external position to be broadly consistent with medium-term fundamentals and desirable
policies. This finding is supported by empirical estimates of the real exchange rate, as well as consideration of the
balance of payments and the dynamics of its net foreign assets position.

International asset position and foreign reserves. Macao SAR has significant net foreign assets of around

170 percent of GDP. External sector sustainability is likely to be maintained owing to the persistent balance of
payments surplus over the medium term. As in other financial centers, Macao SAR has large gross external financial
assets (over two times GDP) and liabilities (around the same size as GDP). A slight valuation change could affect
NFA levels without hampering external sustainability. At the same time, Macao SAR has built up reserves (around
30 percent of GDP) in a nondiscretionary manner through the operation of the currency board. This build-up also
helps provide cover against volatile shocks, to which the economy is highly vulnerable due to its openness and
narrow base. In addition, the government has fiscal reserves of about 60 percent of GDP, sufficient to cover

50 months of public spending. Part of the fiscal reserves could be set aside for meeting future spending needs.

Real exchange rate. The REER appreciated by

5% percent in 2012 and 3%2 percent in 2013. Three
techniques are used to assess the real exchange
rate—Macrobalance (MB), Equilibrium Real

Macao SAR: Exchange Rate Assessment
(Misalignment from medium-term fundamental, in percent)

Baseline Results

) . Approach Sample Lower Mean Upper
Exchange Rate (ERER), and External Sustainability :
(ES). The estimation of MB and ERER are based on B 26 economies 3 26 8
R 14 offshore/financial centers -36 -18 -1
a sample of 56 developed and emerging _

. d t | £ 14 offsh ERER 56 economies -20 -15 -9
econ.omles, ‘?’m a ?epar? € samp elo O shore 14 offshore/financial centers 6 13 21
and mtern’atlonal fmanaal centers. . Empirical s 56 economies 6 4 6
results point to a wide range of estimates both 14 offshore/financial centers 42 40 38

within and across techniques, which is not
surprising because financial centers are more
prone to valuation changes, given their large gross external asset and liabilities positions. Based on these
considerations, the real exchange rate is assessed to be broadly consistent with medium-term fundamentals and
desirable policies.

Source: IMF staff estimates.

Balance of payments flows.

e  Current account. The current account surplus briefly fell below 20 percent of GDP on income repatriation and
a drop in tourist arrivals following the global financial crisis but has since recovered to around 44 percent of
GDP, reflecting strong gaming exports. As the gaming sector slows to a more sustainable pace and domestic
demand continues to grow, the current account surplus is expected to moderate toward 35 percent of GDP.
The merchandise trade deficit should rise and the income balance remain in deficit, reflecting the strong profits
of (nonresident) casino operators.

e Capital and financial accounts. As a small open economy and offshore center, gross inflows and outflows
are large relative to the economy (at over 15 and 50 percent of GDP, respectively). However, Macao SAR is a
large net exporter of capital and has not experienced major non-FDI capital inflows, owing to the persistent
surplus position of the public and private sectors and lack of domestic money or capital market instruments.
Macao SAR's strong financial institutions, together with robust regulation and supervision, help contain risks
from capital flows. As a result, Macao SAR has been able to maintain external sustainability with a fully open
capital account and its currency board regime.

! Techniques employed in the External Balance Assessment (EBA) are acknowledged not to be well suited for
offshore financial centers.
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Box 6. Sovereign Wealth Funds: What Could International Experience Imply
for Macao SAR?

Over the past decade, Macao SAR has experienced a rapid accumulation of foreign exchange and fiscal reserves.
This reserves buildup, its sources, and future outlook raise important policy questions in terms of making
appropriate investment decisions that are in line with Macao SAR's macroeconomic goals.

Sovereign Wealth Funds: International Experiences

International experiences show that foreign exchange and fiscal reserves are most often managed in
two major ways. One option is to manage reserves on the central bank balance sheet with a long-term
perspective. Often reserves are split into tranches, such as a liquidity tranche and an investment tranche, and
the latter could be amplified and its mandate expanded to a longer horizon. For instance, the Hong Kong
Monetary Authority separates foreign reserves into two portfolios, the Backing Portfolio and the Investment
Portfolio. Another option is to set up Sovereign Wealth Funds (SWFs), which are special-purpose investment
funds or arrangements that are owned by the general government for macroeconomic purposes. SWFs hold,
manage, or administer assets to achieve financial objectives, and employ a set of investment strategies that
include investing in foreign financial assets.

SWFs have been created by governments for different objectives. Five types of SWFs can be broadly
distinguished based on their main objective: (i) stabilization funds, where the primary objective is to insulate
the budget and the economy against commodity (usually oil) price swings; (ii) savings funds for future
generations, which aim to set aside funds for the future needs of the economy, or of specific groups such as
pensioners, or for future generations; (iii) reserve investment corporations, whose assets are often still counted
as reserve assets, and are established to improve the potential return; (iv) development funds, which typically
help fund socioeconomic projects or promote industrial policies that might raise a country's potential output
growth; and (v) pension reserve funds, which provide (from sources other than individual pension contributions)
for contingent pension liabilities on the government's balance sheet.

The asset allocation of SWFs varies widely depending on many factors, such as the objectives, type,
investment horizon, funding source, and asset-liability management framework. For instance, stabilization
funds should generally have conservative asset allocation, using shorter investment horizons and low
risk-return profiles. By contrast, saving funds may seek to maximize return by having longer investment
horizons and riskier investment strategies, and pension reserve funds can derive their investment horizons
from the timing of the future anticipated liabilities falling due, which can be decades in the future.

SWFs may diversify their asset across two spectra: asset class and geography. Assets can be diversified to
four classes: cash, fixed income, equities, and alternative assets. On average, SWFs tend to have a portfolio with
a split of about 45:25:30 between equities, bonds, and alternative assets. Geographically, SWFs gradually have
begun to shift assets away from investments in industrial economies and toward those in emerging economies.

A variety of institutional arrangements are possible for SWFs. SWFs could be established simply as central
government accounts managed by the central bank (as in Norway and Kazakhstan), or as agencies managing
international reserves under the government’s direction (Government of Singapore Investment Corporation,
Korea Investment Corporation), or set up as separate public entities (Temasek in Singapore, Kuwait Investment
Authority). Regardless of the institutional arrangements, the operational management of the SWFs should be
conducted on an independent basis to minimize potential political influence or interference that could hinder
the achievement of its objectives.

Implications for Macao SAR

Supported by a growing service-trade surplus associated with the gaming boom, Macao SAR has
rapidly accumulated international and fiscal reserves over the past decade. By 2011, Macao SAR's foreign
exchange reserves reached US$ 34 billion, equivalent to over 90 percent of GDP. In 2012, Macao SAR adopted
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Box 6. Sovereign Wealth Funds: What Could International Experience Imply
for Macao SAR? (concluded)

the fiscal reserve law and transferred some international reserves to fiscal reserves, which reached

US$30 billion as of January 2014, or nearly 60 percent of GDP. Fiscal reserves are split into a basic reserve and
excess reserves, with the former meant as a buffer to cover 18 months of central government expenditure and
the latter's mandate being expanded to a longer horizon.

The foreign exchange and fiscal reserves have achieved a relatively good return since the handover.
During 1999-2013, the average return of the Macao SAR foreign reserve and reserve funds has been higher
than Macao SAR's inflation and the average inflation in the United States, euro area and Hong Kong SAR.
Illustrating the trade-off between risk and yield, returns since the onset of the global crisis in 2008 have been
less volatile but, at annual average of 1%2 percent, somewhat lower than for a number of sovereign wealth
funds worldwide. To further improve reserves management, the AMCM has taken a more proactive approach
to investing fiscal reserves. The AMCM introduced more investment vehicles and diversified asset allocations,
such as holding RMB bonds and obtaining Qualified Foreign Institutional Investor (QFII) status for investment
in the Mainland. Since this year, the AMCM has decided to invest around 10 percent of the fiscal reserves in
equities by exploring further investment opportunities in the Mainland and overseas equity markets,
diversifying asset allocations, and optimizing the portfolio weights to increase the medium- and long-term
investment return.

Looking ahead, the ongoing reserves accumulation, increasing aging-related expenditures and the
possibility of a prolonged period of low global real interest rates may impose more pressure to improve
investment return. First, further accumulation of fiscal reserves, along with the gaming boom, would
necessitate more effective management of the incoming resources. Second, increasing aging-related
expenditures creates a need to secure future welfare or finance the future obligations. Third, according to IMF
staff research in the April 2014 World Economic Outlook, global real interest rates could stay low in the medium
term, which would place a further premium on undertaking a prudent search for yield.

In this context, one option may be to assign a portion of the excess fiscal reserves to a SWF, which
could continue to be managed by the AMCM. Setting up a SWF with a clear mandate to improve
risk-adjusted returns over a long horizon, subject to a well-defined tolerance for risk, would help to better
smooth intertemporal consumption and redistribute wealth across generations. The long-term investment
horizon should help diversify strategic asset allocations and achieve higher risk-adjusted returns over the
medium term, albeit at the cost of periods of short-term volatility. In the case of Macao SAR, it may be more
cost-efficient to have such a fund managed by the AMCM. This institutional arrangement would not impact the
AMCM's income and balance sheet, and could make use of existing infrastructure and human resources,
including experience in hiring and monitoring external managers.

Operation, accountability, and reporting lines should be clear and consistent with international best
practice, as outlined in the “Santiago Principles.” Regardless of the institutional arrangements, operational
independence should be embedded in a clear legal foundation and internal governance structure, where the
decision making framework and oversight function are clear and the relationship between the principal (owner)
and its agent is well established. Moreover, timely and accurate reporting of investment activities to the owner
helps ensure that the operation is integrated into the macroeconomic policy making process with full
accountability and transparency.
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Figure 1. Key Economic Features

Macao SAR'’s economy has been volatile, but average
growth has been high over the last decade, propelled by
service exports and private investment...
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Figure 2. External Position

The current account surplus has remained large
throughout the last decade, with services exports more
than offsetting deficits in all other items...
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The financial account has registered sizeable net outflows
in recent years, on the back of increased bank lending
abroad.
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Figure 3. Banking Sector Developments

Bank lending has increased significantly since the global
crisis, including outside Macao SAR...
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Table 1. Macao SAR: Selected Economic and Financial Indicators

2007 2008 2009 2010 2011 2012 2013 2014 2015
Projected
(Annual percentage change, unless otherwise specified)
National accounts
Real GDP 143 34 17 275 213 9.1 119 9.0 10.0
Total domestic demand 16.9 -5.0 -12.8 -0.1 138 110 6.0 6.0 136
Consumption 11.0 46 51 6.6 9.6 8.1 6.3 6.0 6.0
Investment 23.0 -14.1 -335 -12.6 230 16.8 54 6.0 27.6
Net exports 1/ 25 7.1 10.3 274 15.2 46 9.4 6.7 48
Exports 225 9.1 -15 44.4 285 7.2 120 9.5 7.9
Imports 291 22 -18.7 29.1 299 6.4 7.2 7.6 8.2
Prices and employment
Headline inflation (average) 5.6 8.6 12 2.8 5.8 6.1 5.5 5.5 5.4
Housing prices 493 125 -03 335 336 384 426
Median monthly employment earnings 14.3 0.0 6.3 5.9 111 13.0 6.2
Unemployment rate (annual average) 32 3.0 35 2.8 2.6 20 18 17 17
(In percent of total)
Economic structure
Secondary sector 191 172 109 7.3 6.5 6.2
Of which: manufacturing 29 21 15 0.8 0.7 0.7
Of which: construction 15.1 140 8.2 5.4 49 47
Tertiary sector 80.9 828 89.1 92.7 93.6 93.8
Of which: public administration, other community, social &
personal services (including gaming) 43.7 443 47.8 55.1 57.6 577
(In thousands)
Employment 293.0 3171 3119 3148 3276 3432 361.0
Of which: foreign workers 85.2 92.2 749 75.8 94.0 110.6 137.8
Manufacturing 20.7 243 16.4 15.2 128 103 9.0
Construction 311 376 318 27.1 28.2 323 353
Tertiary sector 2395 2538 2615 271.0 284.2 298.1 3146
Of which: gaming 626 65.3 616 62.8 70.1 78.8 833
(In percent of GDP)
Balance of payments 2/
Current account, net 243 194 320 429 441 435 440 436 411
Trade balance of goods and services, net 276 338 445 56.1 59.2 59.7 60.9 60.8 58.6
Goods balance -25.7 -244 -20.4 -19.3 -21.2 -20.5 -19.3 -194 -19.2
Services balance 53.3 58.1 64.9 754 804 80.2 80.3 80.2 77.8
Foreign exchange reserves 3/ 733 76.8 86.1 837 929 386 312
(In millions of US dollars) 13.2 159 184 237 340 16.6 161
Saving and investment
Gross capital formation 37.5 31.0 189 133 139 14.7 13.8 135 15.8
National saving 61.8 50.5 50.8 56.2 57.2 56.8 57.8 57.2 56.9
Central government finance
Revenue 28.0 307 339 351 384 377 376 375 374
Expenditure 13.0 156 199 16.6 16.7 16.5 143 169 176
Overall balance 151 151 14.0 185 217 212 233 20.6 19.8
Fiscal reserves 4/ 47.8 58.7

(Annual percentage change)
Financial sector

Loans 42.2 387 239 316 312 26.2 314
Resident 423 274 10.2 293 285 184 29.6
Mortgages 43.7 209 263 45.6 253 29.2 259
Nonresident 421 60.6 452 344 343 346 332
Interest rates
Discount window base rate (eop) 58 0.5 0.5 0.5 0.5 0.5 0.5
Saving deposit rate (average) 21 01 0.0 0.0 0.0 0.0 0.0
MAIBOR 3-month (eop) 35 09 0.2 0.3 04 0.4 0.4
Tourism
Visitor arrivals -5.1 148 122 03 44
Gaming revenue 4538 31.0 9.6 57.5 419 134 18.6
Exchange rate
MOP/USD, period average 0.4 -0.2 -04 0.2 0.2 -04 0.0
Nominal effective exchange rate -4.3 -5.6 11 -0.8 -5.0 17 -0.1
Real effective exchange rate -17 -16 25 -0.2 -31 54 35

Memorandum items:
Per capita GDP (in thousands of US dollars) 347 384 39.8 52.8 66.7 75.5 87.3

Sources: CEIC; Haver Analytics; IMF, International Financial Statistics; national authorities; and IMF staff estimates.
1/ Contribution to annual growth in percent.

2/ BPM6 methodology. Current account, net for 2013 is staff projection.

3/ Part of foreign reserves transferred to fiscal reserve fund since 2012.

4/ Balance as of January of following year, after approval by Legislative Assembly.
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Table 2. Macao SAR: Medium-Term Macroeconomic Framework

2011 2012 2013 2014 2015 2016 2017 2018 2019
Projected
(Annual percentage change)
National accounts
Real GDP 213 9.1 119 9.0 10.0 9.0 8.0 6.0 5.0
Total domestic demand 13.8 11.0 6.0 6.0 136 14.7 137 11 14
Consumption 9.6 8.1 6.3 6.0 6.0 6.0 6.2 6.5 6.5
Investment 230 16.8 5.4 6.0 276 281 233 -4.8 -4.8
Net exports 1/ 15.2 4.6 9.4 6.7 438 3.2 23 5.5 44
Consumer prices and employment
Headline inflation (average) 5.8 6.1 5.5 55 5.4 5.2 51 5.0 5.0
Unemployment rate 26 20 1.8 17 17 1.7 17 17 1.7
(In percent of GDP)
Gross capital formation 139 147 138 135 15.8 18.6 21.2 19.1 17.3
Gross national saving 57.2 56.8 57.8 57.2 56.9 56.6 56.1 551 53.9
(In millions of US dollars)
Balance of payments 2/
Current account, net 16,158 18,710 22,772 24866 26,136 26,863 27,332 30,553 33,268
Current account, net (percent of GDP) 441 435 44.0 43.6 41.1 38.0 349 36.0 36.5
Trade balance of goods and services, net 21,669 25664 31,537 34,665 37,263 39421 41412 45929 49,883
Goods balance -7,784 -8,795 -10,003 -11,029 -12,196 -14,103 -16,399 -17,815 -19,603
Services balance 29,453 34,459 41,540 45693 49459 53,524 57811 63,744 69,486
Primary Income -4960 -5819 -7,387 -8277 -9423 -10,657 -11,970 -13,087 -14,155
Secondary Income -551  -1,134 -1,378 -1,522 -1,704 -1901 -2110 -2,289 -2461
Capital account, net 1,329 0 250 250 250 250 250 250 250
Financial account, net 11,451 20,264 23,022 25116 26386 27,113 27,582 30,803 33,518
Direct investment, net -1,689 -2,100 -2,069 -2,128 -2,164 -2197 -2,224 -2,274 -2,329
Portfolio investment, net 1,879 748 96 1,085 1242 1411 1591 1,743 1,887
Financial derivatives, net 44 -61 -73 -81 -90 -100 -111 -120 -129
Other investment, net 1,038 17906 19,246 20,807 22,647 24,810 26,945 28,626 30,083
Reserve assets (net change) 3/ 10,178 3,771 4,952 5,433 4,752 3,189 1,382 2,829 4,006
Errors and omissions, net -6,036 1,554 0 0 0 0 0 0 0
(In percent of GDP)
Central government account
Overall balance 217 21.2 233 20.6 19.8 18.6 174 16.2 15.0
Revenue 384 37.7 37.6 375 374 36.9 36.4 359 354
Expenditure 16.7 16.5 143 16.9 17.6 183 19.0 197 20.4
Memorandum items:
Nominal GDP (in millions of MOP) 293,745 343,416 413,471 455,298 508,289 565216 625549 677,555 727,399
Exchange rate (MOP/USD, percent change) 0.2 -04 0.0
Nominal effective exchange rate (percent change) -5.0 17 -0.1
Real effective exchange rate (percent change) -31 54 35

Sources: CEIC; Haver Analytics; IMF, International Financial Statistics; national authorities; and IMF staff estimates and projections.

1/ Contribution to annual growth in percent.

2/ BPM6 methodology. Data for 2013 are staff projections.

3/ Majority of reserve asset build-up during projection period is likely to be reflected in fiscal reserves, are managed separately since 2012.
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Table 3. Macao SAR: Central Government Accounts

2007 2008 2009 2010 2011 2012 2013 2014 2014 2015

Provisional Budget Projected

(In millions of MOP)

Revenue 40,694 51,077 57,641 79,636 112,721 129,498 155,512 141,248 170,788 190,158
Current revenue 40,644 50,765 54,127 78,238 112,604 129,367 150,715 140,139 165,506 184,261
Of which:
Direct taxes 33,020 42,991 45,190 68,849 98,395 111,963 132,392 123,525 145,329 161,735
Direct taxes from gaming 29341 39,564 41,870 65004 94112 106,990 126,738 117,846 139,104 154,786
Others 3,680 3,427 3,320 3,845 4,283 4,973 5,653 5679 6,225 6,950
Indirect taxes 2,059 1,883 1,491 2,202 3,342 4,957 5,521 5,554 6,080 6,787
Fees, fines and other penalties 736 1,027 967 1,283 1,520 1,574 1,623 1,475 1,787 1,995
Property income 3,082 2,435 3,523 2,033 3,538 3,192 3,085 2,633 3,397 3,792
Transfers 1,607 2,333 2,439 3,772 5,544 7,229 7,644 6,601 8,417 9,397
Capital revenue 50 312 3,514 1,398 117 131 4,797 1,109 5,282 5,897
Expenditure 18,856 25944 33,825 37,758 48,977 56,737 59,227 77,087 77,087 89,617
Current expenditure 14,744 22,226 29,620 32,435 38,341 40,437 51,261 61,227 61,227 69,877
Of which:
Payroll 3,786 4,880 5,103 5,510 6,355 7,108 7,908 9,389 9,389 10,482
Goods and services 1,415 1,883 2,280 2,771 3,564 3,583 3,921 5722 5,722 6,388
Current transfers 8,595 14,658 20,085 23,270 27,451 28,511 38,152 43,663 43,663 50,270
Capital expenditure 4,112 3,718 4,205 5,323 10,636 16,300 7,966 15,860 15,860 19,739
Overall balance 21,838 25133 23,816 41,878 63,745 72,761 96,285 64,161 93,701 100,541

(In percent of GDP)

Revenue 28.0 30.7 339 351 384 377 37.6 31.0 375 374
Current revenue 28.0 30.5 318 345 383 377 36.5 30.8 364 36.3
Of which:
Direct taxes 22.8 25.9 26.6 303 335 326 320 27.1 319 318
Direct taxes from gaming 20.2 238 246 286 320 31.2 30.7 259 30.6 30.5
Others 25 21 20 17 15 14 14 12 14 14
Indirect taxes 14 11 0.9 1.0 11 14 13 12 13 13
Fees, fines and other penalties 0.5 0.6 0.6 0.6 0.5 0.5 04 03 0.4 04
Property income 21 15 21 0.9 1.2 0.9 0.7 0.6 0.7 0.7
Transfers 11 14 14 17 19 21 18 14 1.8 18
Capital revenue 0.0 0.2 21 0.6 0.0 0.0 1.2 0.2 1.2 1.2
Expenditure 13.0 15.6 19.9 16.6 16.7 16.5 143 16.9 16.9 176
Current expenditure 10.2 134 174 143 131 11.8 124 134 134 137
Of which:
Payroll 26 29 3.0 24 22 21 19 21 21 21
Goods and services 1.0 11 13 1.2 1.2 1.0 09 13 13 13
Current transfers 5.9 8.8 11.8 10.3 9.3 8.3 9.2 9.6 9.6 9.9
Capital expenditure 238 22 25 23 36 47 19 35 35 39
Overall balance 15.1 15.1 14.0 185 217 21.2 233 141 20.6 19.8

Memorandum items:
Nominal GDP (in millions of MOP) 145,085 166,265 170,171 226,941 293,745 343416 413,471 455,298 455,298 508,289
General government balance (in percent of GDP) 18.8 19.8 16.0 217 28.0 282 277

Sources: National authorities; and IMF staff calculations.
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Table 4. Macao SAR: Selected Financial Soundness Indicators

2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013
(In percent)
Capital adequacy
Regulatory capital to risk-weighted assets * 1/ 171 157 146 147 140 149 145 144 141 146 148
Regulatory Tier I capital to risk weighted assets * 1/ 171 149 136 136 130 138 118 121 117 119 112
Capital to assets ** 58 58 56 52 51 49 45 42 40 40 37
Asset composition and quality
Sectoral distribution of domestic credit to corporations (% of gross loans) 390 381 388 370 393 360 307 275 269 234 2038
Construction 67 38 40 52 51 80 81 58 58 47 49
Manufacturing 54 54 65 53 38 37 29 23 23 16 13
Commercial 91 85 75 56 77 53 52 46 54 51 43
Public utilities 16 10 07 04 07 05 06 04 04 03 02
Restaurant, hotel and related services 34 46 49 41 56 53 58 60 49 37 26
Financial business (ex banks) 0.2 0.1 0.0 0.9 0.6 0.5 0.2 0.1 0.2 0.1 0.5
Other industries 128 148 151 154 158 126 79 83 79 79 69
Total claims on government to gross loans 00 00 00 00 00 00 ©00 OO0 00 00 00
Asset quality
Nonperforming loans (NPL) to gross loans * 112 31 17 10 06 10 06 04 03 02 01
Loan loss provision to gross loans 08 05 02 01 02 04 02 02 02 01 02
Loan loss provision to NPL 158 294 298 275 689 738 484 854 959 1113 2837
Foreclosed assets to total assets 06 02 02 01 00 00 00 ©00 00 00 00
Provisions + write-offs to NPL 477 1245 864 950 870 460 720 810 71.0 943 1136
NPL net of provisions to capital * 1/ 435 55 21 09 09 40 12 03 07 03 -03
Earnings and profitability
Return on assets * 08 09 16 17 14 10 09 08 09 09 10
Return on equity * 119 154 284 311 263 198 195 188 208 220 251
Interest margin to assets 17 13 14 14 17 16 11 11 11 11 13
Interest margin to gross income * 594 53.0 46.0 497 632 546 469 586 660 680 76.5
Noninterest income as percent of gross income 40.6 47.0 540 503 368 454 531 414 340 320 235
Trading income to total income ** 118 100 246 200 -05 04 20 29 19 30 09
Noninterest expenses to gross income * 469 484 388 383 445 543 567 481 397 384 351
Noninterest expenses to assets 14 11 11 11 12 16 14 09 07 06 06
Personnel expenses to noninterest expenses ** 512 499 443 444 420 309 323 422 522 527 514
Spread between reference loan and deposit rates, period average ** (basis
points) 246 243 294 282 227 230 169 181 164 149 157
Spread between highest and lowest domestic one-month interbank rate,
period average ** (basis points) 133 73 377 65 201 292 20 29 17 10 6
Number of employees 2/ 3,596 3,682 3,672 4,069 4,482 4,787 4,658 4,904 5278 5408 5,655
Number of branches 2/ 109 110 111 123 133 139 145 149 156 159 167
Liquidity
Liquid assets to total assets * 51.0 46.0 50.6 487 445 427 421 451 439 368 338
Liquid assets to short-term liabilities * 642 581 685 662 610 595 562 678 647 605 63.0
Foreign currency-denominated loans to total loans ** 659 69.2 734 750 806 814 837 820 848 835 828
Foreign currency-denominated liabilities to total liabilities ** 763 77.0 788 782 798 777 814 828 818 8l5 854
Loans to assets 342 336 323 304 353 456 453 475 506 523 556
Deposits to assets 843 843 840 829 799 745 691 595 591 629 619
Loans to deposits ** 39.0 383 36.6 342 421 572 642 775 839 822 882
Foreign-currency loans to foreign-currency deposits 341 346 344 338 432 609 668 801 869 803 860
Sensitivity to market risk
Net open position in equities to Tier I capital 3/ 11 05 09 05 09 03 03
Net open position in foreign exchange to capital * 62.5 823 111.3 1380 103.8 2069 1785 187.8 1823 1439 140.1
Aggregate net position in foreign exchange to Tier I capital 3/ . 1119 1835 1626 163.6 175.2 1514 1639
Off-balance sheet and derivatives to assets 3/ 59 27 11 46 45 48 64
Of which: foreign exchange operations 14 03 01 02 05 03 02
Of which: interest rate operations 4.5 23 1.0 4.4 4.0 44 6.2
Real estate markets
Residential real estate loans to total gross loans ** 213 232 241 232 235 217
Commercial real estate loans to total gross loans ** 212 194 193 194 167 157

Sources: AMCM; and IMF staff calculations.

* Core indicators ** Encouraged indicators
1/ Locally incorporated banks only.

2/ All credit institutions.

3/ For all banks (trading book data only, excluding banking book data).
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PEOPLE'S REPUBLIC OF CHINA—MACAO SAR

Table 5. Macao SAR: Balance of Payments 1/

2010 2011 2012 2013 2014 2015 2016 2017 2018 2019
Projected
(In milions of US dollars)
Current account, net 12,180 16,158 18,710 22,772 24866 26,136 26,863 27,332 30,553 33,268
Trade balance of goods and services, net 15916 21,669 25664 31,537 34,665 37,263 39421 41412 45929 49,883
Goods balance -5462  -7,784 -8,795 -10,003 -11,029 -12,196 -14,103 -16,399 -17,815 -19,603
Exports of goods 1,040 1,111 1,384 1,515 1,636 1,777 1,938 2,125 2,337 2,568
Imports of goods 6,502 8,894 10,178 11,518 12,664 13,973 16,041 18525 20,152 22,171
Services balance 21,378 29,453 34459 41,540 45693 49459 53,524 57,811 63,744 69,486
Exports of services 29,007 40,025 45811 50,384 54652 58785 63350 68381 75190 81,774
Imports of services 7,629 10,573 11,352 8,844 8,958 9,326 9,826 10,570 11,446 12,287
Primary Income -2989  -4,960 -5,819 -7387  -8277 -9,423 -10,657 -11970 -13,087 -14,155
Secondary Income -747 -551 -1,134 -1378  -1,522 -1,704  -1901 -2110 -2,289 -2,461
Capital account,net 20 1,329 0 250 250 250 250 250 250 250
Financial account, net 6,646 11,451 20,264 23,022 25116 26,386 27,113 27,582 30,803 33,518
Direct investment, net -3931  -1,689 -2,100 -2069  -2,128 -2,164  -2,197  -2224  -2,274 -2,329
Portfolio investment, net 844 1,879 748 966 1,085 1,242 1411 1,591 1,743 1,887
Financial derivatives, net 8 44 -61 -73 -81 -90 -100 -111 -120 -129
Other investment, net 4,567 1,038 17,906 19,246 20,807 22,647 24,810 26,945 28,626 30,083
Reserve assets 2/ 5158 10,178 3,771 4,952 5433 4,752 3,189 1,382 2,829 4,006
Errors and omissions, net -5,554  -6,036 1,554 0 0 0 0 0 0 0
(In percent of GDP)
Current account, net 429 441 435 440 43.6 411 38.0 349 36.0 36.5
Trade balance of goods and services, net 56.1 59.2 59.7 60.9 60.8 58.6 55.7 529 54.2 54.8
Goods balance -193 -21.2 -20.5 -19.3 -194 -19.2 -19.9 -20.9 -21.0 -215
Exports of goods 37 3.0 32 29 29 28 27 27 238 238
Imports of goods 229 243 237 223 222 220 227 237 238 244
Services balance 754 80.4 80.2 80.3 80.2 77.8 75.7 73.9 75.2 76.3
Exports of services 102.3 109.3 106.6 974 95.9 924 89.6 874 88.7 89.8
Imports of services 269 289 26.4 171 15.7 14.7 139 135 135 135
Primary Income -10.5 -135 -135 -14.3 -14.5 -14.8 -15.1 -15.3 -154 -15.6
Secondary Income -26 -15 -2.6 -2.7 =27 =27 =27 -2.7 -2.7 -2.7
Capital account,net 0.1 36 0 0 0 0 0 0 0 0
Financial account, net 234 313 471 445 441 415 38.3 35.2 36.3 36.8
Direct investment, net -13.9 -46 -49 -4.0 -37 -34 -3.1 -2.8 -2.7 -2.6
Portfolio investment, net 3.0 51 17 19 19 2.0 20 2.0 21 21
Financial derivatives, net 0.0 0.1 -0.1 -0.1 -0.1 -0.1 -0.1 -0.1 -0.1 -0.1
Other investment, net 16.1 2.8 417 37.2 36.5 35.6 351 344 3338 33.0
Reserve assets 2/ 18.2 278 8.8 9.6 9.5 7.5 45 1.8 33 44
Errors and omissions, net -19.6 -16.5 36 0 0 0 0 0 0 0
Memorandum items:
Nominal GDP (in millions of US dollars) 28,360 36,633 42981 51,753 56975 63605 70,729 78279 84,786 91,024

Sources: CEIC; Haver Analytics; IMF, International Financial Statistics; national authorities; and IMF staff estimates and projections.

1/ BPM6 methodology.

2/ Majority of reserve asset build-up during projection period is likely to be reflected in fiscal reserves, which are managed separately since 2012.
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Table 6. Macao SAR: Indicators of External Vulnerability

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013

Monetary and financial indicators

Broad money (M2, annual percentage change) 78 81 123 89 12.2 245 9.8 23 11.8 145 226 258 17.7
Loans (MOP bn) 49 51 49 53 65 76 109 151 187 246 322 407 535
Resident 36 34 34 36 44 50 72 92 101 130 168 198 257
Nonresident 13 17 15 16 21 26 37 59 86 115 155 208 277
Loans (annual percentage change) -29 39 -5.1 79 241 17.1 422 387 239 316 312 262 314
Resident -7.0 -5.5 -15 84 221 13.6 423 274 10.2 293 285 184 29.6
Nonresident 10.1 293 -122 6.7 287 245 421 60.6 452 344 343 34.6 332
Private domestic credit excl financial investment (MOP bn) 36.1 341 336 36.4 445 50.5 718 916 1009 1305 1676 1985 257.2
(Percent change) -7.0 -5.5 -1.5 84 221 136 423 274 10.2 293 28.5 184 29.6
Personal loans for house purchases (MOP mn) 104 10.5 10.6 117 13.6 14.8 213 25.8 326 474 59.4 76.7 96.6
(Percent change) -1.8 04 17 9.7 16.9 88 437 209 26.3 45.6 253 292 259

Balance of payments indicators 1/

Exports (annual percentage change, U.S. dollars) 14.6 313 15 17.6 28.6 19.2 -03 49.8 36.9 147 10.0
Imports (annual percentage change, U.S. dollars) 137 220 7.5 214 333 103 -194 337 378 10.6 -54
Current account balance (percent GDP) 332 328 347 251 17.1 243 194 32.0 429 44.1 43.5 44.0
Capital and financial account balance (percent GDP) .. -135 -200 -125 22 -2.6 423 180 -104 -5.2 02 -384 -344

Of which: gross foreign direct investment inflows 5.6 6.4 7.5 15.1 20.0 29.7 19.2 -19 128 55 6.8 6.0

Reserve indicators 1/

Foreign exchange reserves (billions of US dollars) 3.8 43 54 6.7 9.1 13.2 159 184 237 34.0 16.6 16.1
Foreign exchange reserves to imports of GNFS (months) 93 93 9.5 109 123 133 14.5 208 20.2 208 91 8.2
Foreign exchange reserves to broad money (M2, percent) 30.8 313 36.0 394 433 57.3 67.0 69.1 782 914 353 29.2
Foreign exchange reserves (percent of GDP) 54.2 54.8 53.0 56.7 62.7 733 76.8 86.1 837 929 386 312

Banking sector

Net foreign assets of banking sector (MOP bn) 85 98 115 131 149 192 216 233 275 334 425 483 561
Banking system profits (MOP bn) 0.6 0.9 1.0 14 3.0 4.0 4.0 33 35 39 51 6.3 8.5
(annual percent change) -22.5 54.9 6.6 442 1183 331 -0.9 -16.8 51 10.7 30.1 244 347
Nonperforming loans (MOP bn)
To residents 88 74 5.0 15 1.0 0.7 0.6 11 0.8 0.8 0.8 0.6 04
To nonresidents 12 12 07 0.2 0.2 0.2 0.0 0.6 04 0.2 04 0.2 0.1

Financial Sector

Policy rate: discount window base rate (eop) 33 28 25 38 5.8 6.8 5.8 0.5 0.5 0.5 0.5 0.5 0.5
Saving deposit rate (average) 20 0.1 0.1 0.0 0.9 24 21 0.1 0.0 0.0 0.0 0.0 0.0
Prime lending rate (average) 53 53 53 53 53
MAIBOR 3-month (eop) 21 15 0.2 04 4.2 39 35 0.9 0.2 0.3 04 04 04
Monetary bill yield (weighted average) 4.5 20 12 0.5 23 4.0 4.1 20 03 0.2 0.3 0.4 0.5

Residential property market

Average transaction price: residential (MOP/sq. m.) .. 8259 11,621 13,881 20,729 23316 23,235 31,016 41433 57,362 81,811
(Percent change) 41 19 49 12 0 33 34 38 43
Tourism
Visitor arrivals (person mn) 229 218 25.0 28.0 281 293
(Percent change) -5.1 14.8 12.2 0.3 4.4
Gaming revenue (MOP bn) 195 235 303 435 47.1 57.5 838 1098 1204 1896 269.1 3052 3619
(Percent change) 20.2 29.0 435 83 220 458 310 9.6 57.5 419 134 18.6
Memorandum items:
Nominal GDP (USD mn) .. 7008 7926 10,258 11,793 14,570 18054 20,730 21,313 28360 36,633 42981 51,753

Sources: CEIC; Haver Analytics; IMF, International Financial Statistics; national authorities; and IMF staff estimates and projections.
1/ BPM6 methodology. Data for 2013 are staff projections.

36 INTERNATIONAL MONETARY FUND
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Appendix I. Risk Assessment Matrix 1/ 2/

Nature of Threat Likelihood Impact Reconr ded Policy Resp
Surges in global financial market volatility High Medium. Macao SAR has not experienced a surge in non-FDI capital inflows since the onset of the  If growth falters, allow automatic stabilizers full play and deploy fiscal stimulus to support domestic demand while
related to UMP exit crisis, owing to the persistent surplus position of the public and private sectors and lack of domestic helping to shield low-income and vulnerable households. Options include targeted tax relief and increased
money or capital market instruments. It runs a sizeable balance of payments surplus. Nevertheless, transfers to households, support for SMEs, and accelerated public infrastructure (including housing).
domestic interest rates and the real effective exchange rate could rise sharply, mirroring Ensure regulatory and supervision standards and risk management practices remain sound. To ease any significant
developments in the United States. This could in turn slow domestic activity and tourism, resulting  financial strains, liquidity and capital support could temporarily be made available to banks. Having a rapid
in capital outflows that further tighten monetary conditions, straining household debt servicing remedial framework for an orderly approach to resolving bank problems in place ahead of time would strengthen
capacity (and perhaps precipitating a property downturn, see below). the financial safety net.
Protracted slow growth in advanced Medium High. As a small, open economy that relies heavily on tourism, Macao SAR would be heavily Support domestic demand, provide liquidity/capital support to banks as needed, and diversify the economy by
economies (due to deleveraging) and impacted, both in terms of growth and fiscal revenue. Jjudiciously using fiscal reserves without jeopardizing sustainability, including through increased spending on
emerging economies (due to incomplete infrastructure, education, and health as well as support for SMEs.

structural reforms)

Sharp slowdown in the Mainland or Hong Medium High. Trade, FDI and financial linkages with both jurisdictions are high. Tourism would plummet, Monitor risks in these jurisdictions through increased communication with home supervisors. Shore up domestic
Kong SAR over the medium-term gaming revenue dwindle and bank balance sheets suffer both because of lending to these demand through automatic stabilizers and fiscal stimulus (as above) while accelerating policies to diversify the
jurisdictions and the knock-on impact of slower growth on domestic loans (although most benefit  economy toward other sectors and territories, including through judicious use of fiscal reserves.
from support of their parent banks abroad).

Disorderly correction of housing prices Medium High. Prices have risen sharply through the global crisis, buoyed by low interest rates and strong In the absence of associated systemic risks, cautiously unwind countervailing macroprudential measures
income growth, but there are signs of over-valuation. A reversal in these factors could trigger a implemented in recent years—including by raising caps on LTV and debt service ratios, and reducing stamp
correction in prices, straining bank balance sheets—given high exposure to property (a third of total duties. Support the construction industry by building more public housing and boost demand by selectively
loans)—and triggering negative feedback loops through adverse wealth effects. easing purchase restrictions (including on foreigners). Ensure adequate supply of land and public housing in the

medium-term.

Policy changes in Mainland China or Low High. Changes to Mainland visa policies or remaining weaknesses in the AML/CFT regime could Improve the AML/CFT measures in the gaming sector, in particular with respect to customer due diligence and
regulatory weaknesses in Macao SAR that restrict the flow of visitors and impact gaming revenues. Given the dependence of the economy on  oversight of the market players. Accelerate efforts to diversify the gaming sector's clientele as well as the overall
reduce flow of tourists tourism and gaming, the impact on capital flows, fiscal revenue and growth could be severe. economy.

Increasing geopolitical tensions surrounding Medium Low. Direct trade and financial linkages with Russia and Ukraine are low. To the extent that global  If growth falls significantly due to spillovers to major trading and financial partners, use automatic stabilizers and
Ukraine lead to disruptions in financial, trade commodity prices rise as a result, Macao SAR, which is almost exclusively externally dependent for  deploy targeted fiscal stimulus. If property sector also falters, judiciously unwind macroprudential measures.
and commodity markets its food and energy supplies, could be hit, both through higher imported inflation and a

deterioration in terms of trade. However, the service-based nature of the economy would limit the

damage. Effects could be larger if they spill over to major advanced economies, the Mainland or

Hong Kong SAR.

Successful implementation of reforms to Medium High. This would support gaming revenues as household incomes in the Mainland continue to Position Macao SAR to take advantage of the Mainland's transition by undertaking reforms and public investment
rebalance the economy in the Mainland over grow, and also provide opportunities for diversification toward other services that consumersina  to enhance human capital, upgrade infrastructure, and make resources and financing available to new sectors.
the medium term rebalanced and more open Mainland would demand (including education, health, recreation,

financial, legal, accounting, and environmental).

Successful diversification of the economy Medium High. Growth would be higher and more stable in the medium-term, when the gaming sector slows Solidify gains through broader integration with the Mainland, financial development, and public investments in
toward non-gaming services over the as it matures and faces greater competition. infrastructure and human capital to support the sound development of non-gaming services.
medium term

1/ The Risk Assessment Matrix (RAM) shows events that could materially alter the baseline path (the scenario most likely to materialize in the view of IMF staff). The relative likelihood of risks listed is the staff's subjective assessment of the risks surrounding the baseline (“low” is meant to
indicate a probability below 10 percent, “medium” a probability between 10 and 30 percent, and “high” a probability of 30 percent or more). The RAM reflects staff views on the source of risks and overall level of concern as of the time of discussions with the authorities. Nonmutually
exclusive risks may interact and materialize jointly.

2/ Downside risks are represented by red arrows, upside risks by blue ones.
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Appendix II. The Gaming Industry in Macao SAR
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Macao SAR’s gaming boom started with
the end of a 40-year monopoly in 2002.
The government undertook a bidding process for gaming concessions, which were granted to
one local incumbent and five new gaming operators (all foreign-owned or with foreign partners):
SJM Holdings, Galaxy, Sands, Wynn, MGM and Melco Crown. Today, Macao SAR has 35 casinos,
5,750 gaming tables and around 13,106 slot machines. The only part of China where gaming is
legal, almost 87percent of the clientele originates from the Mainland and Hong Kong SAR.

Sources: American Gaming Association; CEIC; and IMF staff calculations.

Gaming companies pay a special gaming tax equivalent to 35 percent of their gross
revenue. In addition, they also pay 1.6 percent of gross revenue to the Macao Foundation for
social, cultural, and economic development, and 1.4 to 2.4 percent of gross revenue for the
development of urban construction, tourism, and the Social Security Fund.

Their profits rely heavily on gaming activities. Nongaming activities only contribute about
10 percent of total revenue, significantly lower than casinos in other jurisdictions. This can be
attributed to the business model of casinos in Macao SAR that relies on operation of VIP rooms
targeting high roller customers and involving junket promoters, who can lend to and gamble
with customers directly. Furthermore, junket promoters could be associated with a dense
network of collaborators or agents located in and outside Macao SAR, which adds to the
challenge of overseeing their activities. Although the Individual Traveler Scheme introduced by
the Mainland government in 2003 helped boost the mass market, the VIP or significant players
continues to contribute around two-thirds of total revenues.

The authorities are looking to encourage more nongaming elements. Responding to
concerns about the economy’s reliance on gaming and the lack of alternative employment
options for Macao SAR residents, the authorities have required the concessionaires to devote
most of their property to nongaming segments such as restaurants, hotels, retail and event space
in the context of the mid-term review of the effective concessions, which will expire in 2020-2022.

38 INTERNATIONAL MONETARY FUND



PEOPLE'S REPUBLIC OF CHINA—MACAO SAR

Appendix III. External Sector Debt Sustainability Analysis

Macao SAR has no public debt. All of the economy’s external debt is private, with the majority of
loans undertaken by the gaming industry. At 102 percent of GDP, external debt is around two-fifths
of gross foreign assets. It is expected to remain sustainable given the moderate expected increase in
interest rate costs as global rates normalize and the continued strong growth of the tourism
industry. Under the baseline scenario, external debt is expected to decline to around 70 percent of
GDP by 2019, close to pre-crisis levels. Even under the most stressed scenarios, external debt would
remain on a downward trajectory or—under the growth shock and combined shock scenarios—
remain relatively unchanged as a share of GDP over the forecast horizon.

Under the baseline scenario, external debt is expected to decline steadily over the medium
term. Owing to the boom in the gaming sector, Macao SAR'’s external debt—all of which is
private—reached 102 percent of GDP in 2013. External debt financing grew in the aftermath of
the liberalization of the gaming industry. About three-fourths of total external loans are related

to gaming, with the remaining portion Total Private External Debt
. . il t of GDP)
undertaken primarily by the real estate and 120 30
. . Nonbank entities *
hotel sectors. New debt issuance picked up
100 Banks 25
after the global financial crisis amid low ~-Real GDH/grdwth (percent, RHS)

80 20

interest rates. Given the expected
normalization of global interest rates in the e
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slowdown in construction projects by the
tourism industry after 2017, and relatively
short average loan maturity, Macao SAR’s
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about 70 percent of GDP by 2019.
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The projected improvement in external debt is primarily attributable to Macao SAR'’s large
current account surpluses, and holds even under stress scenarios. Macao SAR faces favorable
prospects, as the global recovery is expected to strengthen the demand for its service exports. Several
expansion projects are planned for 2015-17 by the hotel and entertainment industries, which are
likely to generate additional debt liabilities. However, given land and labor supply constraints in the
tourism sector, private gross fixed capital formation along with new debt accumulation is expected to
decline by 2019. Despite the expected moderation of the current account surplus, it should continue
to remain well above 30 percent of GDP. The economy also maintains large gross foreign assets,
whose build-up partly explains the residuals in Table 1. Thus, amid continued current account
surpluses, large fiscal and foreign reserve accumulation, and a slowing number of expansion projects
undertaken by the tourism industry, external debt is likely to follow a downward trajectory. Even
under the most stressed scenarios, debt would fall o—under the growth shock and combined shock
scenarios—remain relatively unchanged as a share of GDP over the forecast horizon.
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Table 1. Macao SAR: External Debt Sustainability Framework, 2009-2019
(In percent of GDP, unless otherwise indicated)

Actual Projections

2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019
Baseline: external debt 115.2 112.1 103.6 97.8 102.5 109.4 94.7 90.2 85.2 78.4 70.8
Change in external debt 218 -31 -85 -5.8 4.7 6.9 -14.6 -4.5 -5.0 -6.8 <77
Identified external debt-creating flows -275 -82.5 -68.9 -62.0 -62.7 -53.9 -523 -46.8 -42.3 -41.4 -40.7
Current account deficit, excluding interest payments -343 -44.2 -45.5 -45.2 -45.4 -45.2 -43.1 -40.6 -383 -40.2 -40.7
Deficit in balance of goods and services -44.5 -56.1 -59.2 -59.7 -60.9 -60.8 -58.6 -55.7 -52.9 -54.2 -54.8
Exports 94.1 105.9 1123 109.8 100.3 98.8 95.2 92.3 90.1 914 927
Imports -49.6 -49.8 -53.1 -50.1 -393 -38.0 -36.6 -36.6 -37.2 -373 -37.9
Net nondebt creating capital inflows (negative) 7.0 -10.9 0.5 -31 -21 -1.8 -15 -11 -0.8 -0.6 -0.5
Automatic debt dynamics 1/ -0.2 -27.3 -240 -13.6 -15.2 -6.9 =77 -5.0 -31 -0.6 0.5
Contribution from nominal interest rate 23 13 14 17 14 15 20 2.7 34 41 41
Contribution from real GDP growth -16 -23.8 -185 -8.1 -9.7 -84 -9.8 =77 -6.6 -4.7 -37
Contribution from price and exchange rate changes 2/ -1.0 -4.8 -6.8 -7.2 -6.9
Residual, incl. change in gross foreign assets (2-3) 3/ 49.2 794 60.4 56.2 674 58.1 364 41.9 378 352 338
External debt-to-exports ratio (in percent) 1224 105.8 92.2 89.1 102.2 110.7 99.5 97.7 94.6 85.8 764
Gross external financing need (in billions of US dollars) 4/ 41 04 -23 -4.7 -104 -13.6 -15.0 -15.6 -13.6 -14.1 -13.2
In percent of GDP 191 16 -6.4 -11.0 -20.0 -239 -23.6 -22.0 -17.4 -16.6 -14.5
Scenario with key variables at their historical averages 5/ 10-Year 10-Year 109.4 96.0 86.6 724 55.4 373

Historical ~ Standard

Key macroeconomic assumptions underlying baseline Average Deviation
Real GDP growth (in percent) 17 275 213 9.1 119 139 9.0 9.0 10.0 9.0 8.0 6.0 5.0
GDP deflator in US dollars (change in percent) 11 4.4 6.5 7.5 7.6 6.2 3.0 1.0 15 2.0 24 2.2 2.2
Nominal external interest rate (in percent) 25 15 16 19 17 29 16 16 21 31 4.2 53 5.7
Growth of exports (US dollar terms, in percent) -0.3 49.8 36.9 14.7 10.0 209 15.8 85 7.6 7.8 8.0 10.0 838
Growth of imports (US dollar terms, in percent) -194 337 37.8 10.6 -5.4 15.2 18.2 6.2 7.8 11.0 125 8.6 9.1
Current account balance, excluding interest payments 343 44.2 45.5 452 454 34.6 10.1 45.2 431 40.6 383 40.2 40.7
Net nondebt creating capital inflows -7.0 10.9 -0.5 31 21 -4.0 9.6 1.8 15 11 0.8 0.6 0.5

Debt-Stabilizing
Noninterest
Current Account 6/
-1.6

-1.6

Sources: AMCM; Dealogic; IMF, country desk data; and IMF staff estimates.

1/ Derived as [r - g - p(1+g) + ea(1+r)]/(1+g+p+gp) times previous period debt stock, with r = nominal effective interest rate on external debt; p = change in domestic GDP deflator in US dollar terms,

g =real GDP growth rate, ¢ = nominal appreciation (increase in dollar value of domestic currency), and a = share of domestic-currency denominated debt in total external debt.
2/ The contribution from price and exchange rate changes is defined as [-p(1+g) + ga(1+1)]/(1+g+p+gp) times previous period debt stock. p increases with an appreciating domestic currency (g > 0)

and rising inflation (based on GDP deflator).

3/ For projection, line includes the impact of price and exchange rate changes.

4/ Defined as current account deficit, plus amortization on medium- and long-term debt, plus short-term debt at end of previous period.

5/ The key variables include real GDP growth; nominal interest rate; dollar deflator growth; and both non-interest current account and non-debt inflows in percent of GDP.

6/ Long-run, constant balance that stabilizes the debt ratio assuming that key variables (real GDP growth, nominal interest rate, dollar deflator growth, and non-debt inflows in percent of GDP) remain at their levels

of the last projection year.
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Figure 1. Macao SAR: External Debt Sustainability: Bound Tests 1/ 2/
(External debt in percent of GDP)

Baseline and historical scenarios

120 25
110 20
100 15
90 Baseline 10
80 >
70 . 0
N\ -5
60 Historical \. -10
50 \‘ 15
30 3 o5
20 -30

2009 2011 2013 2015 2017 2019
Growth shock
(In percent per year)
120
Growth -
- -
\shoc-k/ —""116

. —

110
100
90
80
70
60
50
40
30

20
2009 2011 2013 2015 2017 2019

Baseline

71

Baseline: 7.6
Scenario: 3.1
Historical: 139

Combined shock 3/
120

110
100
90
80 Baseline
70
60
50
40
30

20
2009 2011 2013 2015 2017 2019

Combined
shock -

ce—c 106

N

71

Interest rate shock (in percent)
120

110
100
90
80
70
60
50 Baseline: 41

40 Scenario: 4.9
30 Historical: 29
20
2009 2011 2013 2015 2017 2019
Noninterest current account shock

(In percent of GDP)
120

110
100
90
80
70
60
50
40
30

20
2009 2011 2013 2015 2017 2019

CA shock

Baseline

71

Baseline: 40.6
Scenario: 35.5
Historical: 34.6

Real depreciation shock 4/

140 _
./ \'\_\
120 7/ 30%T-. 101
" depreciati .
N
100 on
80 Baseline
60 71
40
20

2009 2011 2013 2015 2017 2019

Sources: AMCM,; Dealogic; IMF, country desk data; and IMF staff estimates.

1/ Shaded areas represent actual data. Individual shocks are permanent one-half standard deviation shocks.
Figures in the boxes represent average projections for the respective variables in the baseline and scenario being
presented. Ten-year historical average for the variable is also shown.

2/ For historical scenarios, the historical averages are calculated over the ten-year period, and the information is

used to project debt dynamics five years ahead.

3/ Permanent 1/4 standard deviation shocks applied to real interest rate, growth rate, and current account

balance.

4/ One-time real depreciation of 30 percent occurs in 2015.
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Appendix IV. Draft Press Release

Draft Press Release No. 14/xx International Monetary Fund
FOR IMMEDIATE RELEASE 700 19th Street, NW
[July, 16, 2014] Washington, D. C. 20431 USA

IMF Executive Board Concludes 2014 Article IV Consultation Discussions with the People’s
Republic of China—Macao Special Administrative Region

On [July 16, 2014], the Executive Board of the International Monetary Fund (IMF) concluded the

Article IV consultation discussions® with Macao Special Administrative Region.

Discussions took place for the first time since the handover of Macao SAR from Portugal to China in 1999.
Prudent macroeconomic management has underpinned rapid development in the territory, which is now
the world's largest gaming center and has among the highest levels of per capita GDP in the world. The
policy framework—anchored by the combination of a currency board pegged to the Hong Kong
dollar (and hence indirectly the U.S. dollar), flexible markets, and a commitment to safeguarding
fiscal discipline and financial stability—has served Macao SAR well in maintaining financial stability
and a strong external position, while successfully weathering several external shocks, including the
recent global crisis. As a small, open and tourism-dependent economy, Macao SAR is currently also
benefiting from loose global monetary conditions and a Mainland-related boom.

Growth rose to 11.9 percent in 2013 from 9.1 percent in the previous year, driven by a pick-up in
gaming exports. This enabled a large fiscal surplus of 23.3 percent of GDP and another current
account surplus estimated at around 44 percent of GDP. Robust activity and historically low
unemployment kept inflation relatively elevated at 5% percent. Notwithstanding some countervailing
measures by the government that have slowed transactions and nonresident inflows, property prices
increased by nearly 40 percent again last year, and credit growth remained brisk, growing by over

30 percent. Given limited domestic lending opportunities, banks also continued to increase their
foreign assets. Meanwhile, the health of the banking system strengthened further, with capital
adequacy ratios rising to nearly 15 percent and the NPL ratio ticking down to only 0.1 percent.

! Under Article IV of the IMF's Articles of Agreement, the IMF holds bilateral discussions with members, usually every
year. A staff team visits the country, collects economic and financial information, and discusses with officials the
country's economic developments and policies. On return to headquarters, the staff prepares a report, which forms
the basis for discussion by the Executive Board.
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The outlook is bright. Growth should stay strong over the next few years at 8-10 percent buoyed by
gaming exports and investment, with inflation remaining around 5-5%2 percent. However, Macao
SAR needs to prepare for future shifts in the global and domestic landscape. With the United States
beginning to withdraw from unconventional monetary policy as its economy gains strength and the
Mainland engaging in major structural reforms to rebalance its growth, Macao SAR will face a
different global environment. This will bring opportunities for further development of services that
Macao SAR should position itself to seize.

Nevertheless, the narrow base of the economy makes it susceptible to external shocks. In this regard,
the shifting global environment carries risks, notably a potential slowdown in tourism, due to shocks
in the Mainland or Hong Kong SAR or other setbacks to the global recovery. The buoyant property
market could also come under pressure if demand fundamentals shift or interest rates rise sharply,
due to faster-than-anticipated withdrawal of unconventional monetary policy abroad or increased
financial market volatility in its wake. Credit risks may also arise from cross-border lending to the
Mainland, Hong Kong SAR, and Portugal. Over a longer horizon, growth could slow as the gaming
sector matures and the population ages. As a result, Macao SAR will need to preserve its traditional
strengths by appropriately calibrating macroeconomic policies while bolstering financial soundness,
ensuring external stability, maintaining fiscal prudence, and diversifying the economy.

Executive Board Assessment?

2 At the conclusion of the discussion, the Managing Director, as Chairman of the Board, summarizes the views of
Executive Directors, and this summary is transmitted to the country's authorities. An explanation of any qualifiers used
in summings up can be found here: http://www.imf.org/external/np/sec/misc/qualifiers.htm.
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Table 1. Macao SAR: Selected Economic and Financial Indicators

2007 2008 2009 2010 2011 2012 2013 2014 2015
Projected
(Annual percentage change, unless otherwise specified)
National accounts
Real GDP 143 34 17 275 213 9.1 119 9.0 10.0
Total domestic demand 169 -5.0 -12.8 -0.1 138 110 6.0 6.0 136
Consumption 11.0 4.6 51 6.6 9.6 8.1 6.3 6.0 6.0
Investment 23.0 -141 -335 -126 230 16.8 54 6.0 276
Net exports 1/ 25 71 103 274 15.2 46 9.4 6.7 48
Exports 225 9.1 -15 444 285 72 120 9.5 79
Imports 29.1 22 -187 291 299 6.4 7.2 7.6 82
Prices and employment
Headline inflation (average) 5.6 8.6 12 2.8 5.8 6.1 5.5 5.5 54
Housing prices 493 125 -0.3 335 336 384 426
Median monthly employment earnings 143 0.0 6.3 5.9 111 13.0 6.2
Unemployment rate (annual average) 32 3.0 35 28 26 20 18 17 17
(In percent of total)
Economic structure
Secondary sector 19.1 17.2 109 73 6.5 6.2
Of which: manufacturing 29 21 15 0.8 0.7 0.7
Of which: construction 15.1 14.0 8.2 54 49 47
Tertiary sector 80.9 82.8 89.1 92.7 93.6 93.8
Of which: public administration, other community, social &
personal services (including gaming) 437 443 47.8 55.1 576 57.7
(In thousands)
Employment 293.0 317.1 3119 314.8 327.6 343.2 361.0
Of which: foreign workers 85.2 92.2 74.9 75.8 94.0 110.6 137.8
Manufacturing 20.7 243 164 152 128 103 9.0
Construction 311 37.6 318 271 282 323 353
Tertiary sector 239.5 253.8 261.5 271.0 284.2 298.1 314.6
Of which: gaming 62.6 65.3 616 62.8 70.1 788 833
(In percent of GDP)
Balance of payments 2/
Current account, net 24.3 194 320 429 441 435 44.0 43.6 411
Trade balance of goods and services, net 276 338 44.5 56.1 59.2 59.7 60.9 60.8 58.6
Goods balance -257 -24.4 -204 -19.3 -21.2 -205 -193 -194 -19.2
Services balance 533 58.1 64.9 754 804 80.2 80.3 80.2 778
Foreign exchange reserves 3/ 733 76.8 86.1 837 929 38.6 312
(In millions of US dollars) 13.2 15.9 184 237 34.0 16.6 161
Saving and investment
Gross capital formation 375 31.0 189 133 139 14.7 138 135 15.8
National saving 61.8 50.5 50.8 56.2 57.2 56.8 57.8 57.2 56.9
Central government finance
Revenue 280 30.7 339 351 384 377 376 375 374
Expenditure 13.0 15.6 19.9 16.6 16.7 16.5 143 16.9 17.6
Overall balance 15.1 15.1 14.0 185 217 21.2 233 20.6 19.8
Fiscal reserves 4/ 47.8 58.7

(Annual percentage change)
Financial sector

Loans 422 387 239 316 312 26.2 314
Resident 423 274 10.2 29.3 285 184 296
Mortgages 43.7 209 26.3 45.6 253 29.2 259
Nonresident 421 60.6 452 344 343 34.6 332
Interest rates
Discount window base rate (eop) 58 0.5 0.5 0.5 0.5 0.5 0.5
Saving deposit rate (average) 21 0.1 0.0 0.0 0.0 0.0 0.0
MAIBOR 3-month (eop) 35 09 0.2 03 04 0.4 04
Tourism
Visitor arrivals -5.1 148 122 03 44
Gaming revenue 45.8 310 9.6 57.5 419 134 186
Exchange rate
MOP/USD, period average 04 -0.2 -04 0.2 0.2 -04 0.0
Nominal effective exchange rate -4.3 -5.6 11 -0.8 -5.0 17 -0.1
Real effective exchange rate -17 -16 25 -0.2 -31 54 35

Memorandum items:
Per capita GDP (in thousands of US dollars) 347 384 39.8 52.8 66.7 75.5 87.3

Sources: CEIC; Haver Analytics; IMF, International Financial Statistics; national authorities; and IMF staff estimates.
1/ Contribution to annual growth in percent.

2/ BPM6 methodology. Current account, net for 2013 is staff projection.

3/ Part of foreign reserves transferred to fiscal reserve fund since 2012.

4/ Balance as of January of following year, after approval by Legislative Assembly.
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