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Preface i

Preface

The Macroeconomic Review is published twice a year in conjunction
with the release of the MAS Monetary Policy Statement. The Review
documents the Economic Policy Department’s (EPD) analyses and
assessment of macroeconomic developments in the Singapore
economy, and shares with market participants, analysts and the wider
public the basis for the policy decisions conveyed in the Monetary Policy
Statement.

The Review was edited by Associate Professor Peter Wilson. The
publication also benefited from guidance and comments by Professor
Sam Ouliaris.

We are grateful to Professor Paul Romer for his contribution of Special
Feature B, as well as Assistant Professor Anthony Tay, for his
assistance with the empirical analysis on the monetary policy
transmission mechanism in Singapore.

The data used in the Review were drawn from the following
government agencies: BCA, CAAS, CPF Board, DOS, EDB, HDB, IE
Singapore, IRAS, LTA, MOF, MOM, MTI, STB and URA.

The Review may be accessed in PDF format on the MAS website:
http://www.mas.gov.sg/masmcm/bin/pt1Macroeconomic_Review.htm.

The Review may also be purchased at major bookstores, online
(http://asp.marketasia.com.sg/Spore/sporeindex.asp), or on an annual
subscription basis (details on the last page).
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Highlights

The Singapore economy grew by an impressive
7.7% in 2007, marking the fourth consecutive year
of strong growth. At the same time, job creation
surpassed the previous high of 2006, bringing down
the unemployment rate to a decade low of 1.6% in
December last year. At the turn of 2008, domestic
GDP growth continued to be firm, despite the
headwinds from the slowing US economy and
continuing turmoil in the global financial markets.

Looking ahead, Singapore’s economic growth is
likely to ease in the next few quarters in view of the
deterioration in the external outlook. That said, full-
year GDP growth of 4-6% is still achievable, barring
a deep recession in the US economy. Regional
demand is expected to hold up in the near term,
while sources of support driven by sector-specific
trends will also prevent the Singapore economy
from sliding into a sharp downturn in 2008.

Chapter 1 of the Review traces the recent
performance of the domestic economy. We identify
the factors which impacted growth in the last two
quarters, and consider how cooling investor
sentiment could play out in the asset markets,
particularly in the value chain of property-related
activities. We also evaluate the macroeconomic
policy setting and examine the relative importance
of income and price (or cost of funds) effects in
underpinning domestic asset prices.

Chapter 2 analyses the wage-price dynamics in the
Singapore economy. CPI inflation has risen since
the second half of 2007, reflecting a confluence of
external and domestic cost pressures. In particular,
global oil and food prices have soared, while on the
domestic front, wages and rental costs have risen
alongside tight labour and commercial property
markets.

Chapter 3 presents our outlook for GDP growth, the
labour market and inflation in Singapore, taking into
account developments in the global economy and IT
industry. In contrast to last year's broad-based
growth story, the prospects for 2008 will vary across
industries depending on their sensitivity to the US
economic slump. We offer a tentative assessment

of those activities that are most insulated from a US
slowdown and those most vulnerable to the risk of
further US weakness. We expect CPI inflation in
Singapore to stay elevated in the first half of 2008,
as external and domestic cost pressures continue to
pass through, before moderating in the second half
of the year. This Chapter also includes an analysis
of those factors that have contributed to the recent
rise in global food price inflation and interpret these
developments in the context of longer-term trends
in real commodity prices. Separately, we offer a
stylised description of the price transmission
mechanism in  Singapore, highlighting  the
importance of the import price channel and derived
demand channel as underlying sources of CPI
inflation.

Finally, the AReview incorporates two Special
Features, which draw on the ongoing research work
of the Department and its engagement with
economists in academia. The first revisits the
ongoing debate on the fall of the US$ and the
implications for its role as the world's reserve
currency. The general consensus is that the dollar
is likely to further share its reserve currency status
with other currencies over the longer term,
reflecting the emergence of a more broad-based
global economy and the move towards flexible
exchange rate regimes. Nevertheless, given the
entrenched position of the US as the default banker
to the world and the strong incumbency of the US
dollar, the replacement of the dollar as the world’s
leading currency is unlikely to occur anytime soon.
The second Feature on “Rivalry and Prosperity” is
contributed by Professor Paul Romer, who visited
EPD in January this year under the MAS' Eminent
Visitor Programme. He vividly illustrates how non-
rival goods, particularly ideas, can be combined in
infinite ways to give rise to an unlimited stream of
innovations, which is the basis of improvements in
our standard of living.

The next issue of the Review will be released in
October 2008.

Economic Policy Department
Monetary Authority of Singapore
29 April 2008
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10 April 2008

Monetary Policy Statement

INTRODUCTION

1. Since April 2004, MAS has maintained the policy of a modest and gradual appreciation of the
Singapore dollar nominal effective exchange rate (SSNEER) policy band. In October 2007, the policy
was tightened through a slight increase in the slope of the band. The gradual appreciation of the S$
exchange rate over the past few years has helped to mitigate inflationary pressures.

Chart 1
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2. Since the last policy review, the S3NEER has fluctuated in the upper half of the policy band.
(Chart 1) This occurred against the general weakness of the US$ and the concomitant strengthening of
other currencies including the yen and euro. Amidst the cuts in US interest rates by the Federal
Reserve, the domestic three-month interbank interest rate fell from 2.75% as at end-August 2007 to
1.31% at the end of March 2008.

OUTLOOK FOR 2008

3. Notwithstanding the slowdown in the US economy and the turbulence in financial markets,
economic activity in Singapore has continued to stay firm. The Advance Estimates released by the
Ministry of Trade and Industry today showed that GDP expanded by 7.2% on a year-on-year basis in Q1
2008, bringing average growth to 6.3% in the six months from Oct 2007 to Mar 2008. Growth was
broad-based, with the manufacturing, construction, financial services and transport hub services sectors
contributing to sustained economic activity.

Monetary Authority of Singapore Economic Policy Department
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4, Singapore’s economic growth is likely to ease in the next few quarters. Recent data indicate a
significant deterioration in growth prospects of the developed economies, particularly the US, amidst
heightened risk aversion and tighter credit conditions. However, economic activity in Asia is expected to
remain fairly resilient in the near term, reflecting strong domestic demand and regional trade flows.
Asian financial institutions have also not been significantly affected by the subprime crisis in the US. In
Singapore, GDP growth is expected to be supported by the continued expansion in a number of
industries including marine engineering, construction, tourism, and certain segments of the services
sector such as bank intermediation.

5. Our assessment at this point is for Singapore’s GDP growth to ease to 4-6% this year, in line with
the economy’s growth potential. However, there are downside risks to growth reflecting the
considerable uncertainty on the global economic front. In particular, a more severe global downturn
cannot be ruled out if there is a further escalation of the financial crisis in the US. If this occurs,
Singapore’s growth will be adversely affected.

6. CPI inflation in Singapore has risen sharply since the second half of last year, reflecting a
confluence of external and domestic factors. From 0.8% in the first half of last year, it rose to 3.4% in
H2 before accelerating further to 6.6% in Jan-Feb 2008. The escalation in global oil, food and other
commodity prices has contributed, directly and indirectly, to the increase in consumer prices.
Domestically, business costs have risen on account of higher wages and rentals amidst tighter conditions
in the labour and commercial property markets, respectively. The rise in CPI inflation also reflected an
adjustment in imputed rents of residential properties.

7. Global oil and food prices are likely to remain elevated over the medium term, while domestic cost
pressures will persist due to short-term capacity constraints in certain segments of the economy. In the
near term, the pass-through of cost increases from both external and domestic sources will continue,
albeit at a more moderate pace. Thus, CPI inflation is expected to remain high until the middle of the
year, before easing in the second half. For 2008 as a whole, CPI inflation is projected to come in at the
upper half of the 4.5-5.5% forecast range.

MONETARY POLICY

8. The Singapore economy is expected to grow at a more moderate pace this year following several
years of robust expansion. At the same time, CPI inflation has increased and is expected to remain
elevated in the first half of this year. Even as the downside risks to economic growth have increased,
global inflationary pressures remain high.

9. Against this backdrop of continuing external and domestic cost pressures, an upward shift of the
policy band at this point will help to moderate inflation going forward, while providing support for
sustainable growth in the economy. MAS will therefore re-centre the exchange rate policy band at the
prevailing level of the SSNEER. There will be no change to the slope or width of the policy band.

Monetary Authority of Singapore Economic Policy Department
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1.1 External Developments

Slower Growth in the Developed Economies

Growth in the external economies generally slowed in
the fourth quarter of 2007, amidst the financial turmoil
triggered by the US subprime mortgage crisis. Growth
in the developed economies was particularly weak, with
the US leading the downturn.  Among the G3
economies, only Japan posted a sharp rebound after
recording below trend growth in the two preceding
quarters. (Chart 1.1) Asia ex-Japan continued to
expand at a robust pace, supported by firm domestic
demand and exports to emerging markets. (Table 1.1)

The US economy slowed sharply amidst a weak
housing market and credit crunch.

Chart 1.1
G3’'s GDP Growth
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The US economy grew by a tepid 0.6% g-o-q SAAR in
Q4 2007, down sharply from 4.9% a quarter earlier.
(Chart 1.2) The steep downturn was due to a number
of factors. First, residential construction contracted at
its fastest rate in 26 years, pulling down overall GDP
growth by 1.3% points. Second, inventories declined
sharply as businesses slowed production and reduced
stocks in reaction to heightened economic and financial
uncertainties. Third, personal consumption grew at a
weaker pace, as households became more cautious on
the back of falling house prices, the soaring cost of
gasoline and food, as well as tighter credit conditions.

Recent data point to a further weakening of economic
activity in early 2008. Real sales remained significantly
below the peak reached in October 2007, while non-
farm payrolls fell for the third straight month in March,
as job losses mounted in the construction,
manufacturing and retail sectors. (Charts 1.3 & 1.4)
Nevertheless, the deterioration in the four indicators
used by the US National Bureau of Economic Research
(NBER) — real sales, real income, non-farm payrolls and
industrial production — to mark a recession has been less
severe thus far, compared with previous recessions.

Source: Datastream
* Weighted by 2006 nominal GDP in US$

Table 1.1
Asia’s GDP Growth
y-0-y (%)
2006 2007 2007

Q3 Q4

NIE-3* 5.9 5.8 6.2 6.4
Hong Kong 7.0 6.3 6.3 6.7
Korea 5.1 5.0 5.1 5.7
Taiwan 49 5.7 6.9 6.4
ASEAN-4* 5.6 6.1 6.3 6.7
Indonesia 5.5 6.3 6.5 6.3
Malaysia 5.9 6.3 6.6 7.3
Thailand 5.1 4.8 4.8 5.7
Philippines 5.4 7.3 7.4 7.4
China 11.6 119 11.5 11.2
India 9.6 8.7 8.9 8.4

Source: CEIC
* Weighted by shares in non-oil domestic exports

Chart 1.2
Contribution to US GDP Growth
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Source: US Bureau of Economic Analysis
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Chart 1.3 Chart 1.4
US Real Sales and Real Income US Non-farm Payrolls and Industrial Production
1.01— _US Real Sales Fe============ 1.002— US Non-farm Payrolls Ge============-
1.00 ‘ 1.000 Current
e 099——--— - == AN - e 0998—-—----——=" A - N\(-----
s Current 'E Average of all
g 09I S IR T g 0996- -2 |~ “Recessions  \_
B @@f—=============4f=-=====--3 ==== B 0994——— S ————————- i _since1965__ ____
o ! Average of all o ’ 1
8 o096—-------------1_Recessions - - — - 8 o0992-7----
9 since 1965 9 :
9 1005— USRealincome . ____________ S 107 YSIndustrial Production
=3 =3
] ] Current
§ 1.000 E 1.00
o ; Current o Average of all
5 e D2 B 099 - Recessions
' X ' N
© . Z Z ___] I © S JENRR\ since 1965
& LY ! Average of al & 0es !
! _Recessions :
.985— % - - - ———— - —— - | -Recessions__ __> Qff=============d=========3 -
0.985 i since 1965 i
0.980— T T : T T T 0.96— T T T T T T
t-6 t-4 t-2 t t+2 t+4 t+6 t-6 t-4 t-2 t t+2 t+4 t+6
Time to/from Peak of Previous Cycles/Oct 2007 Time to/from Peak of Previous Cycles/Oct 2007
Source: US Department of Commerce, Bureau of Economic Source: US Federal Reserve and US Department of Labour
Analysis

Growth momentum weakened in the Eurozone in
Q4 2007, and more recently in Japan.

Real GDP growth in the Eurozone decelerated to 1.4%
g-0-q SAAR in the fourth quarter of 2007, half the rate
of Q3 2007. Domestic demand was flat, with personal
consumption contracting for the first time in 24 quarters,
as tighter credit conditions and escalating fuel and food
prices dampened confidence. Investment growth also
moderated as business sentiment turned more bearish,
while export growth slowed on account of the weaker
external environment and a stronger euro.

The Japanese economy expanded by 3.5% g-o-q SAAR
in Q4 2007, following two quarters of sub-trend growth.
Exports rose at a double-digit rate, lifted by demand
from emerging markets. Domestic demand was
underpinned by firm growth in private non-residential
investment and public sector spending, while personal
consumption also picked up slightly. However, growth
momentum has slowed, with the All Industry Activity
Index falling at its fastest rate in four years in February,
on a month-on-month basis. The Cabinet Office has
downgraded its assessment of the economy, noting that
the recovery appeared “to be pausing recently”.

Asia ex-Japan posted sustained growth,
buttressed by domestic demand and
exports to non-G3 markets.

In Asia ex-Japan, growth remained generally firm in Q4
2007, supported by strong domestic and external

Monetary Authority of Singapore Economic Policy Department
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demand. Personal consumption expanded robustly in
most Asian economies, underpinned by healthy labour
market conditions. Rising commodity prices also lifted
the income of primary producers in some parts of
Southeast Asia, which helped to sustain consumer
spending. Likewise, gross fixed investment expanded
robustly, as firms faced tighter capacity after several
years of rapid economic growth. Investment increased
at double-digit rates in six of the nine major Asian
economies (China, Hong Kong, India, Indonesia,
Malaysia and the Philippines) in Q4 2007, supported by
strong corporate profits. (Chart 1.5)

On the external front, Asian export growth continued to
hold up in Q4 2007 and into the first two months of
2008. In part, this was due to the rise in oil and other
commodity exports in some of the regional economies.
It also reflected the increasing diversification of the
region’s export markets to tap the strong final demand
in emerging economies such as China, India, Indochina
and the Middle East. Thus, while Asia’s shipments to the
US slowed discernibly in the second half of 2007, exports
bound for many of the emerging markets grew at
double-digit rates. (Chart 1.6)

Chart 1.5
Investment Growth in Asia
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Source: CEIC and EPD, MAS estimates

Note: Data for China is based on nominal fixed asset
investment; for other countries, it is real gross fixed
capital formation.

Chart 1.6
Asia’s Exports by Destination

Global inflationary pressures picked up, driven
primarily by higher food and oil prices.

Global inflation gathered pace in the second half of last
year and into 2008, even as economic activity slowed.
The build up in inflationary pressures was largely due to
the higher prices of oil and food, for which demand
remained firm alongside short-term supply constraints.

In the US, headline CPI inflation rose to 4.0% y-0-y in
Q4 2007, the fastest in one and a half years, and
remained elevated in Q1 2008. Core CPI inflation, which
excludes the energy and food components, was
significantly lower at 2.4% in the first quarter of this
year.

In the Eurozone, headline CPI inflation accelerated from
1.9% y-o0-y in Q3 2007 to 2.9% in Q4 2007 and 3.2% in
the first two months of 2008. This was well above the
ECB's inflation target of less than but close to 2%. In
tandem with the global trend of rising inflation, much of
the price increase was due to food and energy.
Stripping out these items, core inflation stood at 2.4% in
the first two months of 2008.

In Japan, consumer prices grew by 0.5% y-o-y in Q4
2007, after three consecutive quarters of decline. This

YOY % Growth (3MMA)

O\\\\\\\\\\\\\\\\\\\\\\\\
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Source: CEIC and IMF Direction of Trade Statistics

Note: Asia refers to China, Hong Kong, India, Indonesia,
Korea, Malaysia, the Philippines, Singapore, Taiwan and
Thailand.
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was lifted largely by the rise in energy costs and, to a
lesser degree, food prices. Since then, Japan’s headline
CPI inflation has doubled to 1% in February 2008.

Inflationary pressures also picked up across the rest of
Asia, again driven by the surge in food and oil prices as
well as tight capacity arising from strong final demand in
the last few years. (Chart 1.7) In China, food prices
soared to their highest level in more than a decade,
exacerbated by weather-induced supply shortages. In
turn, this drove up headline CPI inflation in the first
quarter of 2008 to an 11-year high of 8%.

1.2 Domestic Economy

Chart 1.7
CPI Inflation in Asia
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Continued Momentum Despite External Vulnerabilities

Sharp swings in GDP growth at the turn
of the year.

The Singapore economy experienced sharp swings in
GDP growth in recent quarters. After contracting in Q4
2007, the economy bounced back to post an expansion
of 16.9% g-0-q SAAR in Q1 2008, according to the
Advance Estimates. (Chart 1.8) As the external
environment has become increasingly uncertain,
domestic economic growth momentum has slowed
slightly, averaging 6.1% over the past two quarters,
from 9.3% in Q2-Q3 2007. The slowdown reflected a
softening in asset market-related activities such as
equity trading and property transactions, following the
sharp run-up in the earlier part of 2007.*

Chart 1.8
Singapore’s GDP Growth

Per Cent
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The domestic economy contracted following
17 quarters of positive growth.

Economic activity eased in the final quarter of 2007.
GDP shrank by 4.8% @g-o-q SAAR, the first sequential
contraction in 18 quarters.

The decline was due in part to a sharp pullback in the
biomedical cluster. Biomedical output fell by 65% g-o0-q
SAAR in Q4, knocking some 26% points off overall

1

The role of asset market-related activities was discussed in the October 2007 issue of the Review.
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manufacturing growth. (Chart 1.9) In particular,
pharmaceutical production contracted severely in Q4 and
dipped by 2.1% for 2007 as a whole, halting the sector’s
run of double-digit growth since 2001.

The plunge in Q4 2007 can be attributed to a temporary
switch of product mix to lower value added active
pharmaceutical ingredients (APIs). Decisions on the
product mix are typically determined by global HQs on
the basis of broad-ranging factors including company
strategy, as well as the current level of utilisation and
technology of a plant. For 2007 as a whole, extended
maintenance shutdowns hampered overall growth, while
no significant new capacity was added, unlike when
production was boosted by a steady stream of new
supply, as the industry first took off. In addition, some
of the facilities in Singapore were used to make new
drugs for clinical trials, which take up capacity but do
not contribute to output numbers. Notwithstanding the
recent contraction in output, the medium-term prospects
for the pharmaceutical industry remain bright. This is
further discussed in Chapter 3 of this Review.

Chart 1.9
Contribution to Manufacturing Output
Growth by Cluster
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Some retraction in IT-related activities in Q4.

Apart from the pullback in the pharmaceutical sector,
there were also signs of some slowdown in the broader
economy.

In particular, the IT-related industries, which comprise
the electronics manufacturing and related services,
softened in Q4. Domestic electronics output fell by
8.3% g-0-q SAAR, as the data storage and infocomms &
consumer electronics segments took a turn for the
worse. (Chart 1.10) This reflected, in part, the erosion
in the global market share of key players in the
infocomms & consumer electronics segment.

Transport-hub services were also negatively affected by
the general sluggishness in the global IT market.
Specifically, entrep6t trade declined by 3.6% g-o-q SAAR
in Q4 2007, as electronics re-exports to the G3 and NIE
markets slowed. At the same time, the volume of air
cargo — the main mode of transport for electronics
components — handled through Singapore dipped by
1.9% in Q4.

Chart 1.10
Contribution to Electronics Output
Growth
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Asset market-related activities weakened in Q4 as
the US financial turmoil continued to unfold.

Growth in asset market-related activities tapered off in
Q4, following the surge earlier in the year. Specifically,

Source: EPD, MAS estimates
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the sentiment-sensitive industries in financial services
started to falter towards the end of Q4, albeit posting
positive gains for the quarter as a whole.

The deterioration was most evident in the brokerage &
treasury cluster. In the equity market, the STI
rebounded to hit a record high of 3,831 in early October,
following the sharp correction in August 2007 when the
subprime crisis first erupted. (Chart 1.11) However,
towards the latter half of the quarter, weaker-than-
expected earnings reports from international banks as
well as growing concerns over the slowing US economy
reversed investor sentiment abruptly, causing the STI to
weaken and finish the year at 3,466.

Nevertheless, the local bourse was one of the few
markets that avoided a selldown by US investors in Q4,
with Singapore stock acquisitions forming the third
largest component of US equity portfolios for the
quarter, after the UK and Brazil. The buying activity by
US investors in the final quarter of the year, to the tune
of some US$2 billion, partially offset the pullback in the
STI. In contrast, during the same quarter, US investors
sold off more than US$7 billion worth of Hong Kong
equities — the single largest US sale in Asian markets
that quarter — and also disposed of US$6 billion worth of
Japanese stocks.

Overall turnover in the domestic stock market, however,
shrank. By the end of the fourth quarter, stockmarket
volume had plummeted 65% from its peak in July as
heightened risk aversion induced many investors to stay
on the sidelines. (Chart 1.11)

Forex market activity also slowed in Q4 2007, as some
investors held back on trades due to greater uncertainty
about the interest rate environment. (Chart 1.12)
Investors’ mounting difficulty in predicting the actions of
central banks and corresponding interest rate
differentials among pairs of currencies — as reflected in
the increased volatility in the Fed funds futures market —
triggered a weakening in forex volumes towards the end
of the quarter.

However, there were pockets of strength in the
sentiment-sensitive activities. In the debt market, for
instance, increased risk aversion amidst volatile equity
markets prompted further demand for more stable fixed-
income instruments as investors rebalanced their
portfolios. In addition, as traditional sources of funding
in mature markets dried up, foreign investors turned

Chart 1.11
Stock Market Total Turnover and
Straits Times Index (STI)
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increasingly to emerging market sources, such as
Singapore dollar-denominated bonds, boosting local
bond issuance activity.

Fee-based income of commercial banks from loan
syndication and investment banking services continued
to see robust growth in Q4 2007, buoyed by firm activity
in the regional merger and acquisition (M&A) market.
Although the liquidity crunch slowed M&A activity in the
US and Europe, Asian companies, particularly in China
and India, capitalised on the weakening US dollar and
cheaper target acquisitions to establish a larger presence
in international markets. Emerging market sovereign
wealth funds, such as the GIC, also contributed to M&A
activity through a series of high-profile acquisitions.

Chart 1.13
DBU Non-bank Loans
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Financial intermediation activity remained strong
in Q4 2007.

Financial intermediation activity was the main source of
support in the financial services sector in Q4 2007,
underpinned by strong demand for loans in both the
domestic and offshore banking segments.

Domestic non-bank loans posted record quarterly gains,
driven primarily by continued strength in business
lending. (Chart 1.13) Building and construction loans
saw further increases, in tandem with the ongoing
construction of mega projects such as the Marina Bay
Financial Centre and the two integrated resorts.
(Chart 1.14) Knock-on effects from the buoyant
residential property market also spurred consumer
mortgage loans, although growth was somewhat
restrained towards the end of the quarter, in line with
uncertainty in the global financial markets.

On the offshore banking front, loans in both the
non-bank and interbank segments showed healthy
growth. Growth in loans to Asia continued unabated as
a result of continued positive business sentiment and
strong investment in the region, notwithstanding the
turbulence in global financial markets. (Chart 1.15)

Source: EPD, MAS estimates
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Chart 1.15
ACU Non-bank and Interbank Loans

Il Non-bank (LHS) [l Interbank (RHS)
250— - ———————————————————- - - 550

500

450

US$ Billion, SA

400

350

2004

2005 2006 2007 Q4

USS$ Billion, SA

Source: EPD, MAS estimates

Monetary Authority of Singapore

Economic Policy Departme

nt




Macroeconomic Developments 9

Regional-linked and domestic-oriented services
was resilient in Q4.

Chart 1.16
Visitor Arrivals and Room Rate

Meanwhile, the regional-linked and domestic-oriented
industries remained resilient in Q4 last year. The
tourism-related services cluster posted firm growth in
Q4, supported by strong visitor arrivals from Australia,
China and India. Hotel occupancy rates averaged 85%
during the quarter, while the average hotel room rate
scaled new heights to reach an all-time high of $223
(per night) in November. (Chart 1.16)

Overall, 2007 was another good year for the tourism
industry. Visitor arrivals rose by 5.4% to reach 10.3
million, while tourism receipts came in 11.3% higher at
$13.8 billion, both surpassing STB's targets.

Growth in domestic-oriented services also remained firm
in Q4, amidst generally positive consumer sentiment and
a healthy labour market. In particular, the business
services sector continued to perform well, supported by
the real estate segment, which saw higher rentals in
both the residential and office space markets.
(Chart 1.17)

Transitory rebound in Q1 2008?

In Q1 2008, the economy rebounded by 16.9% g-o-q
SAAR. However, the recovery from the contraction in
Q4 2007 was predominantly due to the upswing in
biomedical production.

IT-related industries regained some ground.

Electronics production was another segment that
bolstered GDP growth in Q1, as output strengthened by
12% g-0-q SAAR. In particular, the computer
peripherals and data storage segments saw an
unexpected recovery, contributing to the bulk of total
electronics growth. (Chart 1.18) Re-exports of
electronics, notably semiconductors, turned in strong
growth as well, following the decline in Q4 last year.

Nevertheless, even as the domestic IT-related industries
saw a pick up, conditions in the global IT industry
appear to be softening. Looking ahead, it remains
unclear if the incipient recovery in Q1 can be sustained.
A detailed outlook of the IT industry is discussed in
Chapter 3 of this Review.
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Faltering sentiment continued to affect asset
markets in Q1 2008.

Chart 1.19

Initial Public Offerings (IPOs)

Sentiment-sensitive activities continued to slow in Q1
2008, with further declines in stock market and forex
turnover volumes. With the ongoing credit crunch and
growing investor pessimism weighing on the financial
market, there were fewer IPOs in recent months.
(Chart 1.19) Equities perceived by investors to be of
higher risk, such as small-cap stocks and S-shares —
shares of China companies listed on the Singapore
Exchange — lost further ground relative to the 13% fall
in the overall STI since the start of the vyear.
(Chart 1.20)

The fund management industry has also started to show
some signs of a slowdown, as indicated by the
increasingly pessimistic sentiment of fund managers
polled in a recent Merrill Lynch survey.? The majority of
respondents were downbeat on the growth of both Asian
powerhouses of China and India this year. In fact, a net
64% of regional fund managers expected the Chinese
economy to continue weakening, up from a net 29% in
January.

Number
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Some slowdown in property-related activities was
also observed.

Meanwhile, cooling sentiment in the residential property
market has started to impact some property-related
activities in Q1 2008.

In Figure 1.1, a three-stage framework is used to
characterise the impact of the residential property
market cycle on downstream activities, such as financial
intermediation, construction and business services.
Specifically, the most recent upturn began with the
recovery in the property market in the upstream phase,
followed by bank loans to the property and construction
sectors in the midstream phase, and subsequently the
construction, real estate and architectural industries in
the downstream phase.

2 Merrill Lynch’s Fund Manager Survey Global, 19 March 2008.
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Downstream

Construction Activities

Figure 1.1
Phases of Property-related Activities
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The residential property market began to emerge from
the doldrums in Q2 2004, following the sustained fall in
property prices since Q3 2000. Private housing prices
have climber by at an average 2.9% per quarter since
then, culminating in a 31.2% gain for 2007 as a whole.
Transaction volume also rose in tandem with the price
appreciation, reaching a record high of 14,149 last year.

Midstream

The turnaround in the property market spilled over to
the financial sector, as developers sought funding for
project development and land bank purchases (including
in the non-residential segment). Indeed, construction
loans started expanding in Q2 2006, hitting growth of
42% for 2007 as a whole. In addition, mortgage loans
began to pick up in Q4 2006, as the rise in home
purchases stimulated demand for financing.

Downstream

Encouraged by increasing revenues, developers
accelerated residential property launches, which led to a
rise in contracts awarded since the beginning of 2006.
This translated into a more rapid increase in certified
payments® for residential projects towards the end of

3 Certified payments are a proxy for construction value added.
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2006, which contributed to the 20.3% growth in overall
construction sector value added in 2007.

The business services sector also saw faster growth,
with the property-related segments such as real estate
and architectural & engineering services being the main
beneficiaries in this downstream phase. The real estate
segment, for instance, grew by 8% in 2007, the
strongest since 2000.

Steep decline in property transaction volumes
in Q1 2008.

More recently, there have been incipient signs of
slowdown in property-related activities, reflecting
dampened investor sentiments. Nonetheless, the
moderation appears to be largely contained within the
upstream stage.

Private residential property transaction volumes
weakened towards the end of 2007 and into 2008.
Private home sales slowed to 361 units in December,
less than half the average monthly transaction of 859
units in Q3, before falling further to 206 units in
February.

Notwithstanding the slowdown in transaction volumes,
private residential property prices continued to post
positive, albeit slower, growth of 3.7% g-o0-q in Q1. This
compares with 6.8% in Q4 last year. (Chart 1.21)

Meanwhile, midstream financial intermediation activities
have continued to grow, although the pace of expansion
has slowed from the sharp run-up last year. In
particular, the stock of housing loans grew by 1.0% in
the first two months of this year, compared with last
quarter’s 3.9% sequential expansion. Construction loans
posted growth of 9.3% in Jan-Feb, following the 17%
expansion recorded in the preceding quarter.

Certified payments from private residential projects grew
by an average of 4.1% m-o-m SA in Jan-Feb, on the
heels of a 5.1% expansion in Q4 2007, suggesting firm
downstream construction activity.

Chart 1.21
Price Indices of Non-Landed Properties
by Locality
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The Singapore economy has remained resilient
thus far.

The Singapore economy had a strong start this year,
having largely withstood the global financial turmoil and
weaker external economic environment thus far.

There was firm momentum in domestic-oriented and
regional-linked activities in Q1 2008, while the IT-related
industries have also held up.

Looking ahead, however, the outlook on the external
front has deteriorated and it is uncertain whether these
supports for the Singapore economy can be sustained at
the same pace of growth. The near-term outlook for the
economy is further analysed in Chapter 3 of the Review.

1.3 Macroeconomic Policy

Singapore’s macroeconomic stance has evolved in
line with the economy’s cyclical developments.

Chart 1.22
DLI, FI and Output Gap

I DLI (LHS)

The evolution of the macroeconomic policy setting in
Singapore has been congruent with cyclical
developments in the economy. This is shown in
Chart 1.22, which plots both the Domestic Liquidity
Indicator (DLI)* and Fiscal Impulse (FI) measure®
against the economy’s output gap. Points above the
zero horizontal axis indicate a positive output gap and an
expansionary policy stance, and vice versa for points
below. Therefore, if the DLI and/or FI move in the
opposite direction to the output gap along the horizontal
axis, as has generally been the case, this indicates a
countercyclical policy in the short term. Nevertheless, it
is important to note that the overall macroeconomic
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Monetary Policy

Since April 2004, MAS has maintained the policy of a
modest and gradual appreciation of the S$ nominal
effective exchange rate (S$NEER) policy band. In

The DLI is a measure of overall monetary conditions, reflecting changes in the S$NEER and domestic interbank rate.

5 Please refer to the January 2002 issue of the Review for more details on the methodology used to calculate the FI measure.
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October 2007, the policy stance was tightened through a
slight increase in the slope of the band, in view of the
pickup in inflationary pressures.

Before the announcement of the policy stance in October
2007, there was a general consensus in the market that
MAS would maintain its policy of a modest and gradual
appreciation, given the uncertainty emanating from the
US subprime crisis at that time.

Consequently, MAS' decision to tighten monetary policy
caught market participants by surprise, although they
were quick to embrace the decision and some observers
even suggested that MAS should tighten further given
the pickup in inflation towards the end of 2007.

At the start of this year, there were continued calls for a
tighter monetary policy stance, either through a steeper
rate of appreciation or a re-centring of the policy band.
However, as the outlook for the US economy
deteriorated, others argued that MAS should maintain
the October 2007 policy stance, given the uncertain
external outlook. To some extent, this difference of
opinion reflected the uncertainty with regard to the
severity of the US downturn and its attendant effects on
the domestic economy.

In April 2008, MAS re-centred the exchange rate
policy band at the prevailing level of the S$NEER,
with no change to its slope or width.

On 10 April 2008, MAS announced in its Monetary Policy
Statement (MPS) that it would re-centre the exchange
rate policy band at the prevailing level of the S$NEER
(Chart 1.23), with no change to the slope or width of the
policy band. This policy stance was formulated to
moderate inflation against the backdrop of continuing
external and domestic cost pressures, while providing
support for sustainable growth in the economy. Section
3.6 provides a more detailed discussion of the monetary
policy stance.

Chart 1.23
S$NEER

The S$SNEER has fluctuated in the upper half of
the policy band in the past six months.
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Over the past six months since the MPS in October 2007,
the S$NEER has fluctuated in the upper half of the policy
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based weakness of the US$, reflecting growing concerns
over the economic fallout from the US subprime
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housing market, and the series of interest rate cuts — as
well as expectations of such cuts — by the Federal
Reserve.

Chart 1.24
S$SREER deflated by CPI

The S$REER has risen in recent months due to
increasing domestic price and cost pressures and
the strengthening S$.

As a result of the strong appreciation of the S$NEER and
the escalation of price and cost pressures in the
economy, the S$ real effective exchange rate (S$REER)
has risen in recent months. Using monthly CPI as the
price deflator, the S$REER increased by 7.1% over the
period July 2007 to February 2008 (Chart 1.24), with
domestic price increases exceeding those of our trading
partners. Controlling for the one-off direct effects of the
GST hike in July 2007, the rise in the S$REER was
smaller at 5.7%. When deflated by quarterly
manufacturing unit labour cost (ULC), the S$REER
posted an increase of 9.5% g-0-q in Q4 2007, bringing
the appreciation to about 3% for the year as a whole,
compared to average contractions of 4% per annum in
the preceding five years. (Chart 1.25) Nevertheless, at
its current level, Singapore’s real exchange rate remains
fairly low, when compared to the longer-term historical
trend.
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Chart 1.25
S$REER deflated by ULC

Liquidity conditions tightened in the last few
months of 2007, before easing this year.
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From August to December last year, the DLI was
positive, suggesting a tightening in liquidity conditions.
(Chart 1.26) This was predominantly due to the
exchange rate component, reflecting the strengthening
of the S§NEER. However, since the beginning of 2008,
liquidity conditions have eased, as shown by the switch
in the DLI to negative territory. Over this period, the fall
in interest rates has had a larger impact on liquidity
conditions than the continued appreciation of the
S$NEER.

Since September last year, domestic interest rates have
declined in tandem with the series of interest rate cuts in
the US, as well as the trend appreciation of the S$. The
benchmark three-month domestic interbank rate fell by
144 bps from 2.75% in end-August 2007 to 1.31% as at
end-March 2008, back to the prevailing level in the
second half of 2004. (Chart 1.27) The decline was
particularly sharp in January, when the Federal Reserve
lowered the Fed funds rate by 75 bps on 22 January —
the largest shift in interest rates since November 1994 —

Chart 1.26
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and by a further 50 bps at the end of the month. On 18
Mar 2008, the Fed slashed interest rates again by 75 bps
to 2.25%.

With the fall in interbank rates, domestic mortgages
have also become cheaper. Unlike in 2003, the
mortgage war this time is reportedly more targeted, with
banks offering promotional rates on a case-by-case
basis, depending on the customer’s loan quantum.
Banks have also been introducing innovative packages —
such as those with free re-pricings or fixed instalments
for a specific period — to retain and attract new home
loan customers. The drop in interbank rates has
similarly affected deposit rates. The average 12-month
fixed deposit rate for banks edged down from 0.85% at
end-September 2007 to 0.71% at end-March this year.
(Chart 1.28)

In line with strong economic activity and the low interest
rate environment, domestic credit growth has outpaced
deposit growth, leading to an increase in banks’ loan-to-
deposit ratio to 0.74 in Q4 2007. This compares with
the trough of 0.68 in Q2 2007. (Chart 1.29) Growth of
domestic credit activity in 2007 was boosted by steady
expansions in non-bank loans. Alongside these
conditions, broad money growth expanded at a healthy
pace.

The monetary survey shows the combined assets and
liabilities of the banking system in Singapore with
respect to non-bank entities and non-residents, including
the overall liquidity generated by the banking system on
the liabilities side. The most recent survey revealed that
the continuous rise in broad money growth since 2006
was due to the increase in the quasi-money component
of M2 or fixed and savings deposits. However, demand
deposits have recently become more important as a
source of M2 expansion. In 2007, 29% of the $35 billion
increase in M2 was due to the rise in demand deposits,
more than double its contribution to M2 growth (13%) in
2006. (Chart 1.30a) The asset side of the survey
showed that the rise in bank liabilities was associated
with an increase in domestic credit to the private sector,
in line with the rise in bank intermediation activities and
strong growth in domestic demand in 2007.
(Chart 1.30b) There was a $34 billion net increase in
the combined assets of the banking system last year.

Chart 1.27
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Monetary aggregates are endogenously
determined by money demand.

Given that Singapore maintains an open capital account,
the robust growth of broad money in 2007 is largely an
artefact of increased capital inflows. While this makes
money supply appear to be driven by an exogenous rise
in foreign demand for S$ assets, this overlooks the fact
that domestic money supply is endogenous owing to
Singapore’s exchange rate-centred monetary policy
regime.® Specifically, increased money supply reflects
the underlying demand for money, which in turn is
determined by the domestic interest rate (price effect)
and overall activity in the economy (income effect).

Chart 1.30
Monetary Survey
(a) Liabilities
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Income is a stronger determinant of
money demand than interest rates.

Given the structure of the Singapore economy, these
two determinants of money demand have varying effects
on the demand for money and hence money supply.
Indeed, recent trends in economic growth, interest rates
and the broad monetary aggregates provide some
evidence for the relatively stronger influence of income
effects over price effects on the demand and hence
supply of money.

For 2007 as a whole, the Singapore economy grew by
7.7%. However, GDP growth excluding pharmaceuticals
moderated to an average of 0.6% g-0-q SAAR in the
second half of the year, even though interest rates
declined. (Chart 1.31) M2 growth averaged 0.7% g-0-q
SA in the second half of 2007, down from 5.8% g-0-q SA
in the first half of the year. Given that moderating
economic growth and declining interest rates have
opposing effects on money demand, the slowdown in M2
growth suggests that the negative impact from slower
economic growth more than offset the positive impact
from lower interest rates.
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Chart 1.31
Broad Money Growth and GDP Growth
excluding Pharmaceuticals

Asset prices are underpinned by the underlying
income and demand conditions in the economy.
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equity and property market transactions. This is

underscored by the recent run-up in property and equity

6 In accordance with the “Open Economy Trilemma”, and given Singapore’s exchange rate-centred monetary policy regime and

free capital mobility, the MAS has to accommodate any changes in money demand by injecting the requisite amount of
liquidity into the system. Capital flows are therefore reflected in the underlying demand for money in Singapore.
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prices that have coincided with robust growth in M2,
This linkage has been misunderstood by some analysts,
who expressed concern that the increase in domestic
liquidity, in and of itself, has fuelled the run-up in asset
prices. However, as noted above, the factors behind the
increase in liquidity are much more complex in view of
Singapore’s monetary policy framework.

To shed more light on this issue, EPD has developed a
quarterly structural vector autoregressive model (SVAR)
for the Singapore economy, which consists of a set of 12
key macroeconomic variables to capture the principal
interactions within the economy, as well as the
transmission mechanism of monetary policy in
Singapore.” One of the desirable properties of a SVAR
model is that it allows for contemporaneous relations
among the variables as opposed to an unrestricted VAR
specification where only lagged relationships are
accommodated. Furthermore, the model allows for the
specification of the number of lags for each variable in
each reduced form equation.

The relevant set of variables (ordered from most
exogenous to endogenous) includes foreign output, a
measure of foreign interest rates, domestic asset prices,
exports, domestic output, inflation, domestic interest
rate and the exchange rate. The SVAR model allows for
the analysis of the transmission effects of shocks
through the key macroeconomic variables specified
above. Each of these variables is associated with a
structural equation and a corresponding shock. For
example, the shock or innovation associated with the
structural equation of foreign output is usually defined to
be a foreign demand shock.®

Chart 1.32 shows the impact on asset prices from a
positive shock to the foreign interest rate and foreign
demand.’ As Singapore is a small economy with a high
degree of openness, domestic economic activity is clearly
affected by exogenous changes in foreign demand.

University.

terms.

exogenous variables in the SVAR specification.

Chart 1.32

Effects of Foreign Demand and Interest
Rate Shocks on Asset Price Inflation
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This project was undertaken in collaboration with Anthony Tay, Assistant Professor of Economics, Singapore Management
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Similarly, changes in foreign interest rates affect the
domestic interest rate.’® On average, the price effect on
asset prices from a negative 1% point foreign interest
rate shock is less than half of the income effect from a
positive 1% foreign demand shock.?  The smaller
impact of interest rates on asset prices mimics their
relatively weak relationship with the overall price level,
which is the ultimate target of monetary policy over the
medium term.

The empirical results thus confirm that asset prices in
Singapore are largely driven by income effects rather
than price (or cost of funds) effects. Asset price inflati