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Definitions and Conventions 

 
As used in this report, the ǘŜǊƳ άŎƻǳƴǘǊȅέ ŘƻŜǎ ƴƻǘ ƛƴ ŀƭƭ ŎŀǎŜǎ ǊŜŦŜǊ ǘƻ ŀ ǘŜǊǊƛǘƻǊƛŀƭ Ŝƴǘƛǘȅ ǘƘŀǘ ƛǎ ŀ ǎǘŀǘŜ ŀǎ 

understood by international law and practice.  As used here, the term also covers some territorial entities that 

are not states but for which statistical data are maintained on a separate and independent basis. 
 

In this report, the following country groupings are used: 

 

Á Euro zone comprises Austria, Belgium, Cyprus, Estonia, Finland, France, Germany, Greece, Ireland, Italy, 

Latvia, Luxembourg, Malta, Netherlands, Portugal, Slovakia, Slovenia and Spain 

Á άDоέ ǊŜŦŜǊǎ ǘƻ ǘƘŜ ŜǳǊƻ ȊƻƴŜ and United Kingdom, Japan, and the United States 

Á άDнлέ ǊŜŦŜǊǎ ǘƻ ǘƘŜ DǊƻǳǇ ƻŦ ¢ǿŜƴǘȅ ŎƻƳǇǊƛǎƛƴƎ !ǊƎŜƴǘƛƴŀΣ !ǳǎǘǊŀƭƛŀΣ .ǊŀȊƛƭΣ /ŀƴŀŘŀΣ /ƘƛƴŀΣ CǊŀƴŎŜΣ 

Germany, India, Indonesia, Italy, Japan, Mexico, Russia, Saudi Arabia, South Africa, South Korea, 

Turkey, the United Kingdom, the United States and the European Union 

Á ά!ǎƛŀ-млέ ŎƻƳǇǊƛǎŜǎ /Ƙƛƴŀ ό/IbύΣ IƻƴƎ YƻƴƎ όIYύΣ LƴŘƛŀ όLb5ύΣ LƴŘƻƴŜǎƛŀ όL5bύΣ YƻǊŜŀ όYhwύΣ aŀƭŀȅǎƛŀ 

(MYS), the Philippines (PHL), Singapore (SGP), Taiwan (TWN) and Thailand (THA) 

Á ά!ǎƛŀ-тέ ŎƻƳǇǊƛǎŜǎ LƴŘƛŀΣ LƴŘƻƴŜǎƛŀΣ YƻǊŜŀΣ aŀƭŀȅǎƛŀΣ ǘƘŜ tƘƛƭƛǇǇƛƴŜǎΣ ¢ŀƛǿŀƴ ŀƴŘ ¢ƘŀƛƭŀƴŘ 

Á άb9!-оέ ŎƻƳǇǊƛǎŜǎ IƻƴƎ YƻƴƎΣ YƻǊŜŀ ŀƴŘ ¢ŀƛǿŀƴ 

Á  ά{9!-рέ ŎƻƳǇǊƛǎŜǎ LƴŘƻƴŜǎƛŀΣ aŀƭŀȅǎƛŀΣ ǘƘŜ tƘƛƭƛǇǇƛƴŜǎΣ {ƛƴƎŀǇƻǊŜ ŀƴŘ ¢ƘŀƛƭŀƴŘ 

 

Abbreviations used for financial data are as follows: 

 

Á Currencies: Chinese Renminbi (RMB), Euro (EUR), Hong Kong Dollar (HKD), Indian Rupee (INR), 

Indonesian Rupiah (IDR), Japanese Yen (JPY), Korean Won (KRW), Malaysian Ringgit (MYR), Philippine 

Peso (PHP), Singapore Dollar (SGD), Taiwan Dollar (TWD), Thai Baht (THB), Vietnamese Dong (VND), US 

Dollar (USD)  

Á Stock Indices: Bombay Stock Exchange Sensitive Index (SENSEX), FTSE Bursa Malaysia KLCI (FBMKLCI), 

Hang Seng Index (HSI), Ho Chi Minh Stock Index (VNINDEX), Jakarta Composite Index (JCI), Korea 

Composite Stock Price Index (KOSPI), Nikkei 225 (NKY), Philippine Stock Exchange Index (PSEI), 

Shanghai Composite Index (SHCOMP), Stock Exchange of Thailand Index (SET), Straits Times Index (STI), 

Taiwan TAIEX Index (TWSE) 

 

Other Abbreviations 

 

ABSD Additional Buyer Stamp Duty 

ACU Asian Currency Unit  

ADB Asian Development Bank 

ADM Asian Dollar Market 

AEs Advanced Economies  

ASEAN Association of Southeast Asian Nations 

AT1 Additional Tier 1 

AUM Assets Under Management 

BCBS Basel Committee on Banking Supervision 

BIS Bank for International Settlements 

BoE Bank of England 

BoJ Bank of Japan 

CAR Capital Adequacy Ratio 
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CBRC Chinese Banking Regulatory Commission 

CBS Credit Bureau Singapore 

CCP Central Counterparty 

CCR Core Central Region 

CDP Central Depository (Pte) Limited 

CET1 Common Equity Tier 1 

CIS Collective Investment Scheme 

CoCo Contingent Convertible Capital Instrument 

COE Certificate of Entitlement 

CPF Central Provident Fund 

CPI Consumer Price Index 

CPMI Committee on Payments and Market Infrastructures 

CPSS Committee on Payment and Settlement Systems 

CRAFT Comprehensive Risk Assessment Framework and Techniques 

CRILC Central Repository of Information on Large Credits 

CSRC Chinese Securities Regulatory Commission 

DBU Domestic Banking Unit 

DM Developed Markets  

DOS Department of Statistics 

EBIT Earnings Before Interest and Tax 

EBITDA Earnings Before Interest and Tax, Depreciation and Amortisation 

EC European Commission 

ECB European Central Bank 

ETF Exchange-Traded Fund 

EU European Union 
FI Financial Institution 

FSAP Financial Sector Assessment Program 

FSB Financial Stability Board 

FSR Financial Stability Review 

GDP Gross Domestic Product 

GFC Global Financial Crisis 

G-SIB Global Systemically Important Bank 

ICR Interest Coverage Ratio 

IIF Institute of International Finance 

IMF International Monetary Fund 

IOSCO International Organisation of Securities Commissions 

IPTO LƴǎƻƭǾŜƴŎȅ ŀƴŘ tǳōƭƛŎ ¢ǊǳǎǘŜŜΩǎ hŦŦƛŎŜ 

ISDA International Swaps and Derivatives Association  

IWST Industry-Wide Stress Test 

LCR Liquidity Coverage Ratio  

LEFS Loan Enterprise Finance Scheme 

LIBOR London Interbank Offered Rate 

LIS Loan Insurance Scheme 

LSAP  Large Scale Asset Purchase  

LTD Loan-to-Deposit 

LTRO Long-Term Refinancing Operations 

LTV Loan-to-Value 

MAS Monetary Authority of Singapore 

MLP Micro Loan Programme 

MSD Macroeconomic Surveillance Department 

NEER Nominal Effective Exchange Rate 
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NIM Net Interest Margin 

NPL Non-Performing Loan 

NSFR Net Stable Funding Ratio 

OCR Outside Central Region 

OIF Offshore Insurance Fund 

OIS Overnight Indexed Swap 

OMV Open Market Value 

OTC Over-the-Counter 

PBOC tŜƻǇƭŜΩǎ .ŀƴƪ ƻŦ /Ƙƛƴŀ 

PFMI Principles for Financial Market Infrastructures 

PMET Professional, Manager, Executive and Technician 

PONV Point of Non-Viability 

RBI Reserve Bank of India 

REIT Real Estate Investment Trust 

ROA Return on Assets 

RRR Reserve Ratio Requirement 

RWA Risk-Weighted Assets 

S&P {ǘŀƴŘŀǊŘ ϧ tƻƻǊΩǎ 

SAAR Seasonally Adjusted Annualised Rate 

SAFE {a9ǎΩ !ŎŎŜǎǎ ǘƻ CƛƴŀƴŎŜ {ǳǊǾŜȅ !ƴŀƭȅǘƛŎŀƭ wŜǇƻǊǘ 

SCAV Standing Committee on Assessment of Vulnerabilities  

SGS Singapore Government Securities 

SGX Singapore Exchange Ltd 

SGX-DC Singapore Exchange Derivatives Clearing Limited 

SIBOR Singapore Interbank Offered Rate 
SIF 
SIFMA 

Singapore Insurance Fund   
Securities Industry and Financial Markets Association 

SME Small and Medium-Sized Enterprise 

SOR Swap Offer Rate 

STI Straits Times Index 

TDSR Total Debt Servicing Ratio 

TED Treasury-Interbank Spread 

TLAC Total Loss-Absorbing Capacity 

TSC Transport, Storage and Communication 

UMP Unconventional Monetary Policy/Policies 

URA Urban Redevelopment Authority 

WEO World Economic Outlook 

WGRMS Working Group on Risk Mitigation Requirements 
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PREFACE  

 
¢ƘŜ aƻƴŜǘŀǊȅ !ǳǘƘƻǊƛǘȅ ƻŦ {ƛƴƎŀǇƻǊŜ όa!{ύ ŎƻƴŘǳŎǘǎ ǊŜƎǳƭŀǊ ŀǎǎŜǎǎƳŜƴǘǎ ƻŦ {ƛƴƎŀǇƻǊŜΩǎ 

financial system.  Potential risks and vulnerabilities are identified, and the ability of the 

financial system to withstand potential shocks is reviewed.  The analyses and results are 

published in the annual Financial Stability Review (FSR).  The FSR aims to contribute to a 

better understanding among market participants, analysts and the public of issues 

ŀŦŦŜŎǘƛƴƎ {ƛƴƎŀǇƻǊŜΩǎ ŦƛƴŀƴŎƛŀƭ ǎȅǎǘŜƳΦ 
 

Section 1 of the FSR provides a discussion of the macroeconomic environment and 

financial markets both globally and in Asia.  Section 2 starts by outlining key developments 

ƛƴ {ƛƴƎŀǇƻǊŜΩǎ ƳŀŎǊƻŜŎƻƴƻƳƛŎ ŜƴǾƛǊƻnment and financial system.  This is followed by an 

analysis of the corporate and household sectors, then the banking sector, which plays a 

ŘƻƳƛƴŀƴǘ ǊƻƭŜ ƛƴ {ƛƴƎŀǇƻǊŜΩǎ ŦƛƴŀƴŎƛŀƭ ƭŀƴŘscape.  Finally, a review of the non-bank 

financial sector, which includes the insurance sector and capital market infrastructure and 

intermediaries, is also provided. 

 

The production of the FSR was coordinated by the Macroeconomic Surveillance 

Department (MSD) team which comprises Chan Lily, Ng Heng Tiong, Choo Chian, Gay Bing 

Yong Kenneth, Ho Ruixia Cheryl, Ho Xinyi, Lam Mingli Angeline, Lee Su Fen, Lim Ju Meng 

Aloysius, Lim Weilun, Qiu Qiaoling Angeline, Soon Shu Ning Gael, Tan Chew Mui Eileen, 

Teoh Shi-Ying, Wong Siang Leng, Wong Siew Yann Justin, Yap Su-E, Yeo Siok Lee Denise, 

Yeoh Lye Choon Brian, Yip Ee Xiu and Yoe Xue Ting Selene under the general direction of 

Dr Lam San Ling, Executive Director (MSD).  Valuable statistical and charting support was 

provided by members of the MSD Statistics Unit. The FSR also incorporates contributions 

from the following departments: Banking Departments I, II & III, Capital Markets 

Intermediaries Departments I, II & III, Economic Analysis Department, Economic 

Surveillance and Forecasting Department, Insurance Department, Market Conduct 

Department, Markets Policy and Infrastructure Department, Monetary and Domestic 

Markets Management Department, Prudential Policy Department and Specialist Risk 

Department.   The FSR reflects the views of the staff of the Macroeconomic Surveillance 

Department and the contributing departments. 

 

The FSR may be accessed in PDF format on the MAS website: 

http://www.mas.gov.sg/en/Regulations-and-Financial-Stability/Financial Stability.aspx 

  

http://www.mas.gov.sg/en/Regulations-and-Financial-Stability/Financial%20Stability.aspx
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   OVERVIEW  
 

Global financial vulnerabilities remain amid 

policy uncertainties 
 

Financial vulnerabilities bear close monitoring in 

the wake of accommodative monetary policies in 

G3 economies.  The prolonged low interest rate 

environment and the search for yield have 

contributed to instances of heightened financial 

risk-taking and elevated asset valuations, 

especially in less liquid assets and markets.  

 

In this environment, divergent G3 monetary 

policies could have financial stability spill-overs.  

Uncertainties over the timing and trajectory of 

interest rate normalisation in some G3 countries 

as well as the strength of the growth stimulus in 

other G3 countries could lead to disorderly 

adjustments in global financial markets and 

volatility in capital flows to Asia. These could in 

turn adversely impact some financial institutions 

and particularly highly leveraged corporates and 

households.  
 

If these global risks materialise, they could 

lead to increased liquidity and default 

stresses in some segments of Asian financial 

systems 
 

While strong global liquidity has underpinned 

buoyant financial conditions in Asia, this can 

quickly reverse amid normalising monetary 

conditions in the US. 

 

A turn in investor sentiment and a potential 

disorderly exit from accommodative monetary 

policies could fuel liquidity and funding risks.  

Shocks from markets in the advanced economies 

(AEs) could lead to capital outflows and greater 

volatility in some Asian markets, particularly if 

uncertainty over the timing and course of US 

policy normalisation persists. Disorderly 

corrections in some asset classes, including 

property, could add to financial stability risks. 

 

 

  Highly leveraged corporates and households in 

Asia would be vulnerable to interest rate shocks, 

and potential foreign currency mismatch risks.  

.ŀƴƪ ŀǎǎŜǘ ǉǳŀƭƛǘȅ ŎƻǳƭŘ ŘŜŎƭƛƴŜ ŀǎ ōƻǊǊƻǿŜǊǎΩ 

debt servicing capacity weakens.     

    

Nonetheless, Asian economies are expected to 

remain resilient due to improved fundamentals 

and active reforms.  Efforts to strengthen public 

finances and build up international reserves have 

helped anchor investor confidence and should 

provide some buffer against external risks. 
 

In Singapore, growing leverage, still-

elevated property prices and rising cross-

border banking exposures warrant close 

monitoring 

 

In Singapore, the corporate debt-to-GDP ratio has 

trended upwards since the Global Financial Crisis 

(GFC), rising from 52% in Q2 2008 to 78% in Q2 

2014.  The household debt-to-income ratio has 

also edged up from 1.9 times in 2008 to 2.3 times 

in 2013.  An interest rate hike combined with an 

earnings shock could increase the number of 

financially distressed corporates and households.   

  

Private residential property market prices have 

moderated following the series of property 

measures introduced since 2009, but remain at 

an elevated level.  There has also been increased 

interest in foreign property purchases, which 

could expose investors to foreign exchange and 

interest rate risks, as well as other risks arising 

from unfamiliarity with overseas property 

markets.  

 

Foreign currency exposures in the banking 

system have risen alongside the growth in cross-

border lending.  A tightening of global liquidity 

conditions could pose funding risks to the banks.   
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In an uncertain economic climate, volatile 

external conditions could also lead to an 

unexpected and sharp deterioration in asset 

quality.     

 

MAS is monitoring the above risks closely and 

taking pre-emptive measures to address them.  

 

 

Corporate balance sheets have remained firm, as 

evidenced by sound profitability and liquidity 

ƛƴŘƛŎŀǘƻǊǎΦ  a!{Ω ǎǘǊŜǎǎ ǘŜǎǘ ƻŦ ŎƻǊǇƻǊŀǘŜ ōŀƭŀƴŎŜ 

sheets suggests that corporate debt servicing 

ability remains strong, even when firms are 

subject to interest rate and earnings shocks. 

 

While highly leveraged firms may be vulnerable, 

they do not pose systemic risk, especially if 

accumulated cash reserves and hedging 

strategies are considered.  

   

Household balance sheets have also remained 

healthy, with aggregate net wealth at about four 

times GDP.  Household asset holdings have 

diversified away from property towards other 

financial assets, mitigating risks from over-

concentration in any one asset class. 

 

The pace of growth in household debt has slowed 

ƳŀǊƪŜŘƭȅΣ ŀǎ a!{Ω ǇƻƭƛŎƛŜǎ ǘƻ ŜƴŎƻǳǊŀƎŜ ŦƛƴŀƴŎƛŀƭ 

prudence take effect.  The growth in outstanding 

housing loans has moderated, alongside an 

improvement in the risk profile of such loans with 

new loans having lower loan-to-value (LTV) ratios 

and shorter loan tenures. 

 

Notwithstanding some moderation in household 

leverage, the level of debt among highly 

leveraged households bears close watching.  

Households with high monthly debt service 

commitments, including those who have over-

committed to property or have incurred high  

 

Corporate and household balance sheets 

are generally healthy, but the debt levels of 

highly leveraged households bear watching   

levels of credit card and unsecured debt, will be 

vulnerable to interest rate or income shocks.   

 

MAS will continue to monitor the level of 

household leverage and take further measures, 

where appropriate, to keep household debt at a 

manageable level.  Highly leveraged households 

will need to work with banks and credit 

counselling agencies to reduce their debts via 

debt repayment plans.  

 

MAS will also continue to monitor the property 

market and take appropriate measures to 

maintain a stable and sustainable market.  

Households should be mindful of additional risks 

associated with overseas property purchases. 

 

{ƛƴƎŀǇƻǊŜΩǎ ōŀƴƪƛƴƎ ǎȅǎǘŜƳ ǊŜƳŀƛƴǎ 

resilient, but banks will have to be watchful 

of liquidity and credit risks 

 

{ƛƴƎŀǇƻǊŜΩǎ ōŀƴƪƛƴƎ ǎȅǎǘŜƳ ƛǎ ǎƻǳƴŘ ŀƴŘ ǊŜƳŀƛƴǎ 

resilient to external shocks.  Asset quality is 

ƘŜŀƭǘƘȅΦ  ¢ƘŜ ƭƻŎŀƭ ōŀƴƪǎΩ ŎŀǇƛǘŀƭ ŀŘŜǉǳŀŎȅ 

positions are well above regulatory requirements, 

and their liquidity positions are sound.   

 

The results of a!{Ω industry-wide stress test 

(IWST) also indicate that banks would be able to 

meet regulatory capital requirements even under 

severe stress conditions. 

 

The banking system is self-sufficient in funding 

domestic borrowing needs.  Nonetheless, a 

potential tightening in foreign currency funding 

and liquidity could pose risks that bear close 

monitoring. 

 

Banks should continue to maintain good credit 

underwriting practices and ensure that 

provisioning is prudent and robust to potential 

stress conditions.  Banks should also continue to 

monitor and address risks arising from stresses to 

foreign currency funding and liquidity. 
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As global monetary conditions continue to 

evolve, MAS will continue to assess risks to the 

banking system from rising cross-border 

exposures, refining both quantitative and 

qualitative indicators and taking action where 

necessary. 

 

Macroeconomic Surveillance Department 

Monetary Authority of Singapore 

27 November 2014  
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1.1  G3 Macroeconomic Environment and Financial System 
 

Macroeconomic conditions in the G3 were mixed in 2014.  While unconventional monetary policies (UMP)  

continued to support near-term growth, the recovery in G3 economies has been lacklustre, pointing to the 

need for policymakers to adopt structural reforms for longer-term sustainable growth. 

 

Meanwhile, financial risks posed by UMP have become increasingly stark.  While banking systems have 

strengthened over the past year, risks have continued to build up in asset valuations and market liquidity. 

Faster-than-expected rate rises, volatility spikes or geopolitical tensions could trigger market adjustments 

in the G3 that may spill over to other regions.  Alongside efforts to boost economic growth, policies that 

address mounting financial vulnerabilities will be important. 

 
 

Unconventional monetary policies continue to 

shoulder the burden of supporting growth... 

 

UMP has broadly continued to support economic 

growth in 2014, although G3 monetary policy is set to 

diverge going forward.  

 

On the back of improving US growth prospects, the US 

Federal Reserve completed the tapering of its large-

scale asset purchases (LSAP) and moved closer to 

raising the federal funds rate.  The Bank of England 

(BoE) may also raise its benchmark interest rates in 

2015.  However, the European Central Bank (ECB) 

expanded monetary accommodation by lowering its 

benchmark rate and broadening its long-term 

refinancing operations (LTRO) to address faltering euro 

zone growth and deflationary pressures.  The Bank of 

Japan (BoJ) also sustained its quantitative easing 

programme as the economy recently slipped into a 

recession. 

 

... but divergent and disappointing growth outcomes 

highlight the need for structural reforms 

 

G3 economic performance was mixed in 2014 (Chart 

1.1.1).  US economic growth rebounded following a 

first quarter dip, as unemployment fell and business 

spending strengthened.  UK growth continued to gain 

ground.  However, growth remained weak in the euro 

zone as deflation worries and structural vulnerabilities 

came to the fore (Chart 1.1.2).  WŀǇŀƴΩǎ gross domestic 

product (GDP) growth fell into negative territory 

 Chart 1.1.1 
GDP Growth: G3 Economies 

 
Source: CEIC 
 

Chart 1.1.2 
GDP Growth: Euro Zone Economies 

 
Source: Eurostat 
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1
 The IMF cut projections for 2015 world GDP growth on 8 October 2014. 

following a hike in consumption taxes in April.  

 

Besides being uneven, G3 growth has also been sub-

par.  GDP forecasts have been repeatedly revised 

lower, and even US growth remains below potential 

(Chart 1.1.3).1  This attests to the limits of monetary 

policy in supporting growth and the urgent need for 

other policy levers to pull their weight.   

 

While banking systems continue to strengthen... 

 

G3 banks have continued to strengthen over the year.  

Asset quality risks are gradually dissipating, and 

improving loan growth buoyed bank earnings. 

Accordingly, bank creditworthiness has strengthened. 

For example, the spreads of European bank credit 

default swaps have narrowed further (Chart 1.1.4).   

 

US banks eased credit standards in 2014 amid a broad 

pickup in loan demand, while euro zone banks relaxed 

lending standards for the first time since 2007 (Chart 

1.1.5) as demand for consumer credit increased.  

JapanŜǎŜ ōŀƴƪǎΩ lending standards also continued to 

ease (Chart 1.1.6).   

 

Credit growth will continue only if asset quality risks 

are mitigated.  This includes addressing concerns raised 

following ǘƘŜ 9/.Ωǎ asset quality review.  Nevertheless, 

regulatory reforms have generally bolstered banking 

ǎȅǎǘŜƳǎΦ  9ǳǊƻǇŜΩǎ ōŀƴƪƛƴƎ ǳƴƛƻƴΣ ǿƛǘƘ ǘƘŜ ǎƛƴƎƭŜ 

supervisory mechanism coming into effect in 

November 2014, will help boost confidence in 

European banks.  Regulators are also addressing risks 

ǇƻǎŜŘ ōȅ άǘƻƻ-big-to-Ŧŀƛƭέ ŜƴǘƛǘƛŜǎΣ ƛƴŎƭǳŘƛƴƎ 

introducing capital surcharges on global systemically 

important banks (G-SIBs).  Additionally, the US and UK 

treasuries and central banks recently carried out 

ŎƻƻǊŘƛƴŀǘŜŘ άǿŀǊ ƎŀƳŜǎέ ǘƻ ǘŜǎǘ ǘƘŜ ǊŜǎƛƭƛŜƴŎŜ ƻŦ ǘƘŜir 

financial system and to examine the cross-border 

implications of bank failures.  

 

 

Chart 1.1.3 
Output Gap in Per Cent of Potential GDP 

 
Source: International Monetary Fund (IMF) World 
Economic Outlook (WEO)  
 

Chart 1.1.4 
iTraxx Europe Senior Financial Index 

 
Source: Bloomberg  
 

Chart 1.1.5 
Net Percentage of Banks Tightening Lending 

Standards to Firms: Euro Zone and US 

 
Source: ECB, US Federal Reserve  
*Commercial and Industrial 
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2
 The troika consists of the IMF, the European Commission (EC) and the ECB. 

Χ ŀŎŎƻƳmodative monetary policies are adding to 

financial  distortions... 

 

Despite the improvement in banking systems, financial 

vulnerabilities are building up in the wake of 

accommodative monetary policies. 

 

Continued financial risk-taking and search for yield 

amid a low-rate environment have contributed to 

pockets of elevated valuations in asset classes such as 

property and bonds.  

 

Against this accommodative monetary policy backdrop, 

asset managers have pumped more money into less 

liquid assets (Chart 1.1.7), which raises market liquidity 

risks should such investors exit in a disorderly fashion.  

Concerns about liquidity are further compounded by 

declining dealer bond inventory (Chart 1.1.8).  The 

fragility of investor sentiment is illustrated by the spike 

in volatility and dips in high-yield bond prices in 

October 2014 (Chart 1.1.9).  A disorderly exit could 

affect markets in the US, Europe, and Asia to varying 

degrees. Such liquidity risks warrant close attention 

(See Box A: Corporate Bond Market Liquidity - Exiting a 

Crowded Theatre?). 

 

... and have dulled the impetus for appropriate fiscal 

action in G3 economies 

 

Sovereign borrowing costs remained at historical lows 

(Chart 1.1.10).  In the euro zone, sovereign prospects 

improved as Portugal and Spain followed Ireland in 

exiting the troika bailouts without a precautionary 

credit line.2  
 

A delicate balancing act must be maintained between 

fiscal reform and pro-growth stimulus measures.  On 

one hand, fiscal discipline must continue to be 

emphasised as debt-to-GDP ratios of G3 countries 

remain high relative to historical trends (Chart 1.1.11).  

On the other hand, where growth remains stubbornly 

sub-par in economies that are already fiscally prudent, 

fiscal flexibility to boost growth may be needed. 

Chart 1.1.6 
Diffusion Index of Credit Standards for Firms: 

Japan 

 
Source: BoJ  
 

Chart 1.1.7 
Increased Holdings of Corporate and Foreign 

Bonds by Asset Managers 

 
Source: US Federal Reserve 

 
Chart 1.1.8 

Primary Dealer Corporate Bond Inventory  

 
Source: US Federal Reserve 
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Reforms must continue to stimulate growth and 

build resilience  

 

The present period of relative calm provides a good 

opportunity to pursue needed reforms.   Structural 

reforms to boost the real economy need to be 

prioritised, as growth remains below potential. 

 

At the same time, building systemic resilience remains 

a key priority.  Geopolitical risks and health epidemics, 

over and above economic uncertainties, could lead to 

market volatility.  Appropriate buffers would need to 

be built up against such risks.   

 

While macroprudential policies can help address some 

financial stability risks arising from disorderly asset 

price corrections, their effectiveness depends on 

certain preconditions.  These include having a clear 

mandate, a broad toolkit, and perhaps most 

importantly, political support.  

 

Furthermore, macroprudential policies alone may not 

be sufficient in constraining excessive financial risk-

taking.  It is important to follow through on ongoing 

regulatory reforms.  At an appropriate time, monetary 

accommodation should be withdrawn.  In addition, 

relevant steps need to be taken to mitigate liquidity 

risks (See Box A).  

 

The progress of these structural and market reforms 

will have significant ramifications for economies 

outside the G3, given increased economic and financial 

interconnections between the G3 and the rest of the 

world, especially Asia. 

 

 

Chart 1.1.9 
Market Indices:   

High-Yield Bonds and Volatility 

 
Source: Bloomberg 
 
 

Chart 1.1.10 
Ten-Year Sovereign Bond Yields:  

Selected G3 Economies 

 
Source: Bloomberg  
 

Chart 1.1.11 
Public Debt-to-GDP Ratio: 

Selected G3 Economies 

 
 

Source: IMF WEO 
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Box A 

Corporate Bond Market Liquidity: Exiting a Crowded Theatre? 

 

 

Over the past few years, the search for yield amid a low interest rate environment has facilitated capital 

flows into less liquid assets (Chart A1).  These inflows raise market liquidity risks should investors exit en 

masse.  As lower market liquidity exacerbates market volatility, the risk of a disorderly exit is higher in 

less liquid markets.  In particular, the recent volatility spike in October 2014 saw bond market volatility 

outpacing equity and foreign exchange market volatility (Chart A2), underscoring concerns that 

adjustments in bond markets could be disorderly amid lower bond market liquidity.  

 

Chart A1 
Cumulative Fund Flows 

 
Source: EPFR, MAS estimates  
Note: Fund flows into liquid assets are proxied by flows 
into money market funds, equity funds and government 
bond funds. Fund flows into illiquid assets are proxied by 
flows into bond funds (excluding government bond funds), 
and alternative funds. 

Chart A2 
Asset Market Volatility 

 
Source: Bloomberg, MAS estimates 
Note: Z-score indicates the number of standard deviations 
an observation is from the mean. Bond volatility is based 
on the Merrill Option Volatility Estimate (MOVE) Index. 
Equity volatility is based on the average volatility of the 
S&P500, Nasdaq, Nikkei, Eurostoxx, DAX, CAC and FTSE.  
FX volatility is based on the average volatility of G10 
currencies, i.e. USD, EUR, GBP, JPY, CHF, CAD, AUD, NZD, 
NOK and SEK. 

 

Bond markets have grown to be an increasingly important source of financing for corporates, and 

disruptions to the corporate bond markets would raise financing costs and adversely affect growth.  As a 

result, liquidity risks facing corporate bond markets have attracted attention from policymakers and 

market participants, particularly in the US and Europe.  In contrast, less attention has thus far been paid 

to Asian corporate bond markets.  In this box, we examine the factors contributing to liquidity risks in the 

US, European and Asian corporate bond markets.  We also suggest possible measures to address these 

risks. 
 

We find that reduced dealer capacity to make markets and increasingly crowded positions in corporate 

bonds have altered the liquidity landscape of US and European corporate bond markets, making it more 

difficult to transact in secondary markets.  At the same time, the increased activity of investment funds 

renders the markets more vulnerable to sudden pullbacks.  In contrast, while Asian corporate bond 

markets have remained relatively less liquid, they could be subject to fewer shocks due to the higher 

participation of buy-and-hold investors.  To address these liquidity risks, policymakers could look to boost 

secondary liquidity by promoting standardisation of bond issuances and/or improving transparency in the 

market, as well as improving risk disclosures. 
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US and Europe Corporate Bond Markets  

 

Banks retreating from market-making 

Regulatory reforms intended to make banks safer are also ŎƻƴǎǘǊŀƛƴƛƴƎ ōŀƴƪǎΩ ŀōƛƭƛǘȅ ŀƴŘ ǿƛƭƭƛƴƎƴŜǎǎ ǘƻ 

provide liquidity in bond markets.3  Trading assets of US and European banks have shrunk considerably 

(Chart A3), as these banks have been shifting away from proprietary trading and market-making.  
 

Chart A3 

.ŀƴƪǎΩ ¢ǊŀŘƛƴƎ !ǎǎŜǘǎ  

 
Source: SNL Financial, IMF  

 

Investors thronging into illiquid high-yield bonds 

{ŜǇŀǊŀǘŜƭȅΣ ǘƘŜ ŜȄƛǎǘŜƴŎŜ ƻŦ ŀ ΨŎŜƴǘǊŀƭ ōŀƴƪ ǇǳǘΩ Ƙŀǎ ŘǊƛǾŜƴ ƛƴǾŜǎǘƻǊǎ ǘƻ ǊƛǎƪƛŜǊ ŀǎǎŜǘǎΦ  {ǇǳǊǊŜŘ ōȅ ǎǘǊƻƴƎ 

investor demand for corporate bonds amid higher risk appetite, corporate bond markets in the US and 

Europe saw record issuance in recent years.  In particular, the growth in high-yield bond issuance has 

outpaced that of total corporate bond issuance (Chart A4), as investors reach for yield in the riskier and 

less liquid corners of the corporate bond market.  With more investors trading in the same direction, exits 

from corporate bond markets, in particular the high-yield segment, could easily become crowded quickly 

when these positions unwind.  

Chart A4 

Growth in Corporate Bond Issuance  

 US  

 
 
Source: Dealogic 
 

Europe 

 
 
Source: Dealogic 

 

                                                 
3
 New Basel rules, such as the leverage ratio and higher capital charge for market risks, are making it more costly for banks to 

warehouse bond inventory, and structural reforms in the US and EU restrict banks from conducting proprietary trading. 
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Potential outflows from bond funds could further crowd the exits 

Policymakers and market participants are growing concerned that sudden redemptions from high-yield 

bond funds could trigger a larger sell-off in the illiquid and increasingly crowded high-yield bond market.  

In addition, investments funds unable to liquidate their holdings in the illiquid high-yield bond market 

may be forced to sell more liquid assets, such as government bonds, to meet redemptions.  Corporate 

bond investment funds could thus pose spill-over effects to other asset classes arising from liquidity risks.   

 

Investors have started to scale back from high-yield bond funds (Chart A5) ς such a gradual retreat could 

help mitigate the risks of sudden large redemptions from high-yield bond funds down the road.  

However, liquidity risks could be shifting to investment-grade corporate bonds.  Outflows from US high-

yield bond funds have occurred alongside inflows into US investment-grade corporate bond funds, a sign 

that investors could be switching into less risky, but still relatively illiquid investment-grade corporate 

bonds.  Should inflows into US investment-grade corporate bond funds accelerate, these funds and the 

underlying market could become more vulnerable to shocks. 

 
Chart A5 

 Cumulative Flows of US Bond Funds 
US 

 
 
Source: EPFR, MAS estimates 

Europe 

 
 
Source: EPFR, MAS estimates 

 

Asian Corporate Bond Markets  

 

Asian corporate bond markets are less liquid compared to developed markets (DM)... 

Asian corporate bond markets are less liquid compared to their DM counterparts.  The corporate bond 

turnover ratio (trading volume divided by market size) in Asia is substantially lower compared to that in 

the US (Chart A6).  
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Chart A6 

Corporate Bond Turnover Ratios 

US 

 
Source: US Securities Industry and Financial Markets 
Association (SIFMA), MAS estimates 

Selected Asian Economies 

 
Source: Asian Development Bank (ADB) Asian Bonds 
Online 
Note: Includes Hong Kong, Indonesia, Korea and Malaysia; 
China is excluded due to data irregularities 

 

... but further examination suggests that Asian bond liquidity may be more resilient than expected   

Despite its higher level relative to Asia, the corporate bond turnover ratio in the US has fallen post-global 

financial crisis (GFC).  The US corporate bond market has therefore been less resilient to liquidity shocks, 

as the market has become bigger while trading volumes have fallen. 
 

In Asia, the growth of secondary market liquidity has kept pace with primary market issuance, keeping 

the turnover ratio stable.  A low and stable turnover ratio suggests that the market could be dominated 

by buy-and-hold investors.  Such investors may be less susceptible to sudden pullbacks when global 

liquidity recedes, although accounting rules requiring mark-to-market valuation may pressure buy-and-

hold investors to liquidate their bond holdings during times of stress.  That said, Asian banks have been 

expanding their market-making and proprietary trading activities (Chart A7), 4 and plans are also 

underway to boost corporate bond liquidity via platform trading.5  With Asian financial institutions (FIs) 

stepping in to fill the liquidity gap left by the retreat of US and European banks, the ability of Asian 

corporate bond markets to cope with selling pressures could be enhanced.  Nonetheless, it will take time 

for Asian FIs to scale up their expertise in proprietary trading and market-making.  As such, Asian 

corporate bond markets may have become more resilient to liquidity shocks, but are not immune to 

short-term volatility. 

 

 

 

 

 

 

 

 

                                                 
4
 LCw !ǎƛŀ όу aŀǊŎƘ нлмпύΣ ά!ǎƛŀƴ ōŀƴƪǎ ǾŜƴǘǳǊŜ ōŀŎƪ ǘƻ ǇǊƻǇ ǘǊŀŘƛƴƎέ. 

5
 CƛƴŀƴŎƛŀƭ ¢ƛƳŜǎ όмс bƻǾŜƳōŜǊ нлмпύΣ άSingapore Exchange (SGX) talks to banks over launching Asian corporate ōƻƴŘ ǇƭŀǘŦƻǊƳέ. 
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Chart A7 

!ǎƛŀƴ .ŀƴƪǎΩ ¢ǊŀŘƛƴƎ !ǎǎŜǘǎ 

 
Source: SNL Financial, MAS estimates 
Note: Includes primary dealers of Asian origin in China, 
Indonesia, Hong Kong, Korea, Malaysia, Thailand 

 

On balance, corporate bond markets in Asia could be less susceptible to disorderly adjustments  

Faced with reduced dealer market-making ability and increased inflows into corporate bonds, US and 

European corporate bond markets have become less able to cope with selling pressures.  In contrast, 

while Asian corporate bond markets continue to be relatively small and illiquid, their investor profile may 

enable them to be more resilient to sell-offs. 

To mitigate liquidity risks in corporate bond markets, policymakers need to enhance secondary market 

liquidity while addressing the potential liquidity issues created by investment funds 

To ensure that corporate bond markets are able to adjust smoothly to normalising monetary conditions, 

policymakers should look into enhancing secondary liquidity in the corporate bond markets, and reducing 

potential liquidity shocks which could be amplified by bond funds.  

 

¶ Enhance secondary liquidity of bond markets: A number of industry-led initiatives have been 

underway to address the risks of reduced liquidity in the corporate bond markets.  For instance, a 

number of dealer banks have set up internal crossing networks to match client orders so as to pool 

liquidity.  In addition, technology has been developed to facilitate the sharing of information on bond 

inventories across different liquidity pools.  A number of industry players have also called for buy-

side firms to step in to provide secondary market liquidity, and for secondary transactions to be 

shifted onto electronic trading platforms.  This could help diversify the pool of liquidity providers, 

hence making the corporate bond market more resilient to shocks.  With US and European banks 

withdrawing from market-making activities, there is greater room for other players such as Asian 

banks and buy-side firms to take a more active role in liquidity provision.  A more diversified pool of 

liquidity providers would help make the corporate bond market more resilient to shocks.  To 

complement industry efforts in boosting secondary liquidity, policymakers could consider promoting 

standardisation of bond issuances and improving transparency in bond markets, so as to boost 

trading volumes. 
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¶ Address mismatch between liquidity promised by investment funds and the illiquidity of the 

underlying asset: Another line of defence in addressing liquidity mismatches is to enhance investor 

education and require better risk disclosure by bond funds.  This empowers investors to make better 

investment decisions. Beyond investor education, policymakers could intervene to ensure that 

investors adequately factor in liquidity risks in their investment decisions.  One possible option is to 

set exit fees on bond funds.  However, calibration of such exit fees has proven to be challenging as 

liquidity risk premia are difficult to estimate, and the introduction of exit fees could accelerate 

redemption, exacerbating sell-offs and liquidity risks.  Another possible option could be to encourage 

investment funds to offer redemption terms (e.g. minimum holding periods) that align with the 

liquidity of the underlying assets.   

 

¶ Reduce liquidity mismatch by encouraging alignment of investment with appropriate risk appetite 

and investment horizon: Institutional investors with long-dated liabilities, such as sovereign wealth 

funds and pension funds, are better positioned to provide long-term financing for investments in 

illiquid assets like infrastructure.  This promotes better alignment of the liquidity risks of the 

investment ǿƛǘƘ ǘƘŜ ƛƴǾŜǎǘƻǊΩǎ ƛƴǾŜǎǘƳŜƴǘ horizon, and also opens up a new source of long-term 

financing for corporate borrowers.  Ongoing efforts to develop robust infrastructure debt and equity 

investment products (such as capital market instruments) could make it easier to assess the 

associated risk-returns and make infrastructure an asset class which is more accessible to these 

institutional investors.  For investments which are more suited for shorter-term or more risk-averse 

investors, policymakers could consider putting in place regulatory safeguards to enhance risk 

disclosures and risk management practices.  
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Box B 
Total Loss-Absorbing Capacity: Macroeconomic and Financial Stability Implications 

 

 

This box examines the impact of implementing a total loss-absorbing capacity (TLAC) requirement on G-SIBs.  

Overall, there could be a mild drag on global growth.  However, there could be financial stability concerns 

should non-bank FIs hold a substantial share of TLAC instruments. 

 

TLAC allows for loss absorbency beyond the current minimum regulatory capital requirement   

The objective of TLAC is to provide sufficient resources for a G-SIB to be resolved without needing taxpayer 

capital support or causing severe systemic disruption.  More specifically, TLAC allows a G-SIB to absorb losses 

beyond the current minimum regulatory capital requirement under the present Basel III rules ς 8% of risk-

weighted assets (RWA).  This would provide more time and resources for authorities to resolve the G-SIB in an 

orderly manner. 

 

TLAC requirement could cause G-{L.ǎΩ lending rates to rise by 33bps to 58bps, and global GDP growth to 

decline by 0.09 to 0.15 percentage points per annum over the next five years 

The proposed TLAC requirement would raise G-{L.ǎΩ ōǳǎƛƴŜǎǎ ŎƻǎǘǎΣ which if passed on to corporates and 

households in the form of higher costs of credit or reduced credit supply, may lead to lower economic activity. 

 

To assess the potential macroeconomic impact, we first estimate the additional capital needed to meet TLAC 

purposes after taking stock of surplus capital that qualifies for TLAC.  Surplus capital available, after taking into 

account the Basel III minimum capital requirements and capital buffers (potentially totalling 13% of RWA6), are 

more limited at UK and US G-SIBs, averaging 0.4% to 1.0% of RWA respectively, whereas surplus capital at 

European (excluding UK) and Asian G-SIBs are higher, averaging 3.6% to 3.9% of RWA respectively (Chart B1).  In 

aggregate, the additional capital needed could range between US$787 billion to US$1,470 billion, assuming that 

TLAC is calibrated at between 16% and 20% of RWA (Table B1).7 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

                                                 
6
 Comprising minimum capital requirement of 8%, capital conservation buffer of 2.5% and G-SIB surcharge of up to 2.5%. 

Countercyclical capital buffer has been excluded as the buffer requirement kicks in only when it is assessed that there is excessive 
credit growth. 
7
 The Financial Stability Board (FSB) ŎƻƴǎǳƭǘŀǘƛǾŜ ŘƻŎǳƳŜƴǘ άAdequacy of loss-absorbing capacity of global systemically important 

banks in resolutionΣ bƻǾŜƳōŜǊ нлмпέ cites a possible TLAC range of 16% to 20% of RWA. 
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Chart B1 

Surplus Capital Available to Meet TLAC as % of 

RWA 

 
Source: .ŀƴƪǎΩ ŦƛƴŀƴŎƛŀƭ ǎǘŀǘŜƳŜƴǘǎΣ a!{  estimates 

Table B1  

Additional Capital Needed to Fulfil TLAC 

Requirement Net of Surplus Capital  

 TLAC at 16% TLAC at 20% 

UK G-SIBs US$ 103 bn US$ 192 bn 

US G-SIBs US$ 481 bn US$ 761 bn 

Europe (excl 
UK) G-SIBs 

EUR 130 bn EUR 307 bn 

Japan  G-SIBs US$ 37 bn US$ 124 bn 

Total US$ 787 bn US$ 1,470 bn 

 

Source: .ŀƴƪǎΩ ŦƛƴŀƴŎƛŀƭ ǎǘŀǘŜƳŜƴǘǎΣ a!{ ŜǎǘƛƳŀǘŜǎ 

 

The additional capital needed for the TLAC requirement can be in the form of debt or equity.8  An extension of 

the Modigiliani and Miller theorem suggests that a firm generally prefers debt capital which is cheaper than 

equity capital due to the tax relief on interest payments but not on dividend payments.  Empirically, a recent 

OECD study estimates that the current cost of debt is around 4% to 6% (assuming investment-grade credit), 

whereas the cost of equity is almost twice that of debt - around 10%.9  
 

Assuming debt capital will be used to fulfil the additional capital needed for TLAC and extrapolating from 

several past studies on Basel III capital requirements,10 implementing TLAC could increase G-{L.ǎΩ lending rates 

by 33bps to 58bps and reduce global GDP growth over the next five years by 0.09 to 0.15 percentage points per 

annum.11 
 

We also assess the ability of debt markets to absorb additional capital-raising to meet TLAC.  Our estimates 

suggest that debt raising would be manageable for most jurisdictions, ranging between 9% and 38% of annual 

debt issuance for the European and Japanese debt markets (Table B2).  However, it may be more difficult for 

the US debt markets, with the additional capital ranging between 38% and 60% of annual debt issuance.  This 

may put further pressure on funding costs, which may in turn be passed on to borrowers in the form of higher 

lending rates than the above estimates. 

Table B2 
Additional Capital Needed as % of Annual Debt Issuance (average over last five years) 

 

 TLAC at 16% TLAC at 20% 

UK G-SIBs 20% 38% 

US G-SIBs 38% 60% 

Europe (excl UK) G-SIBs 10% 23% 

Japan  G-SIBs 9% 31% 
                                                Source: Dealogic, MAS estimates 

                                                 
8
 More specifically, there is an expectation that debt instruments will constitute an amount equal to or greater than 33% of the 

TLAC requirement, so as to help ensure that there are sufficient resources available in resolution.  
9
 OECD (2013),ά[ƻƴƎ-term investment, the cost of capital and the dividend and buyback ǇǳȊȊƭŜέ. 

10
 Earlier studies by Bank for International Settlements (BIS), IIF, IMF and OECD suggest that implementing Basel III via raising 

equity would result in increases in global lending rates ranging between 20bps to 360bps while annual GDP growth would be 
reduced by between 0.1 and 0.7 percentage points, over 2011 ς 2015 than they would be in the absence of Basel III reforms. 
11

 Our estimates are based on a linear extrapolation of the global estimates from past studies on Basel III capital requirements, 
scaled for G-{L.ǎΩ ǎƘŀǊŜ ƻŦ Ǝƭƻōŀƭ ōŀƴƪƛƴƎ ŀǎǎŜǘǎ. 
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There could be implications for G-{L.ǎΩ ōŀƭŀƴŎŜ ǎƘŜŜǘǎ and systemic risk 

The proposed TLAC requirement may incentivise G-SIBs to switch to debt funding from deposit funding. 

However, the latter is typically a cheaper and more stable source of funding for banks, and would be useful for 

meeting the liquidity coverage ratio (LCR) and net stable funding ratio (NSFR) requirements.  The amount of 

debt versus deposits that G-SIBs hold would depend to some extent on the trade-off between these 

requirements.12 

  

Investments in TLAC by other FIs can also be a source of contagion in a crisis.  Recent data on contingent 

convertible capital instruments (CoCos), which have similar loss-absorption features as TLAC, suggests that 

there have been rising interest in such products from non-bank FIs, in particular hedge funds and asset 

managers but also from insurance companies (Chart B2).13  Further, with the recent finalisation of the 2014 

CoCo Supplement by the International Swaps and Derivatives Association (ISDA) which would allow credit 

default swaps to reference CoCos, investors could employ leverage and take on more risk when investing in this 

new credit asset class. 

 

Chart B2 
Major Investors in CoCos Issued by Selected G-SIBs 

 
 

 Source: BIS, Bank of America Merrill Lynch 

 

To reduce the potential for system-wide contagion effects, the TLAC proposal discourages G-SIBs and other 

internationally active banks from holding TLAC instruments issued by G-SIBs.  It may be relevant to consider 

whether to extend such restrictions to non-bank FIs, such as non-bank G-SIFIs and domestic SIFIs, to limit 

potential contagion to the non-bank sectors.  

 
 
 
 

 

 

 
 

                                                 
12

 The LCR requirement ensures that a bank has an adequate stock of unencumbered high quality liquid assets to meet liquidity 
needs. Under LCR, lower outflow rates are assigned to deposits whereas higher outflow rates are assigned to market funding. The 
NSFR requires banks to maintain a stable funding profile in relation to the composition of their assets and off-balance sheet items.  
13

 The Economist (13 September 2014) reported that the CoCos market, previously dominated by hedge funds, was seeing rising 
interest from fund managers. BIS Quarterly Review (September 2013) studied the investor base of a sample of Cocos, totalling 
US$13 billion, and concluded that private banks and fund managers were major investors. 
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1.2  Asia Macroeconomic Environment and Financial System 
 

Asian financial markets have largely stabilised following several episodes of LSAP tapering shocks in early 

2014.  Strong global liquidity and healthy risk appetites have continued to underpin buoyant financial 

conditions in Asia. 
 

Asian policymakers need to remain watchful amid economic uncertainties surrounding the G3 recovery 

and the timing of rate hike by the US Federal Reserve.  !ǎƛŀΩǎ strong debt build-up and high valuations in 

some asset classes present financial stability risks.  Global shocks could be amplified in Asia due to low 

market liquidity in the region and stresses from capital outflows, with uneven impact on different parts of 

Asia. 
 

Looking ahead, Asian economies are expected to remain resilient amid active reforms by policymakers and 

improved economic fundamentals.  The present reprieve in financial markets provides an opportunity for 

authorities to step up structural reforƳǎ ŀƴŘ ŀƴŎƘƻǊ ƛƴǾŜǎǘƻǊǎΩ ŎƻƴŦƛŘŜƴŎŜ ƛƴ ǘƘŜ ǊŜƎƛƻƴΣ ǿƘƛƭŜ ōŀƭŀƴŎƛƴƎ 

their objective of near-term growth.   

 
 

!ǎƛŀΩǎ ŜŎƻƴƻƳƛŎ ƻǳǘƭƻƻƪ ǊŜƳŀƛƴǎ ƳƛȄŜŘ due to 

tentative recovery in external demand and varying 

domestic headwinds 

 

Asia has seen an uplift in external demand on the 

back of G3 economic recovery, but downside risks 

remain as growth momentum in the G3 falters in 

late 2014.  The outlook across Asia is mixed in the 

presence of varying domestic headwinds.    

Structural reforms and policy tightening in some 

countries will further constrain domestic demand. 

 

The Chinese economy gained momentum in Q2 

2014 on the back of increased infrastructure 

spending, but growth slowed to 7.3% y-o-y in Q3 

2014 (Chart 1.2.1) as effects of fiscal stimulus 

waned.  Export growth was offset by muted 

domestic demand amid an ongoing property 

downturn.     

 

India displayed tentative signs of recovery in Q2 

2014 with GDP growth of 5.7% y-o-y, up from 4.6% 

in the previous quarter (Chart 1.2.1).  A revival in 

the manufacturing sector and stronger government 

spending, alongside improving investor sentiment, 

boosted economic activity.  

 Chart 1.2.1 
GDP Growth: Selected Asian Economies 

 
Source: Bloomberg  
 
 

Chart 1.2.2 
GDP Growth: Selected Asian Economies 

 
Source: Bloomberg  
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South-east Asia remained generally resilient in Q2 

2014 as a pickup in exports, led by stronger 

shipments to the US and the euro zone, provided 

some buffer against softening domestic demand.   

 

LƴŘƻƴŜǎƛŀΩǎ D5t ƎǊƻǿǘƘ ŜŀǎŜŘ further to 5.0% y-o-y 

in Q3 (Chart 1.2.2) as past rounds of monetary 

policy tightening dampened domestic demand.  

¢ƘŀƛƭŀƴŘΩǎ ŜŎƻƴƻƳȅ sustained positive growth 

momentum in Q3, expanding by 0.6% y-o-y, 

following a contraction in Q1 2014 (Chart 1.2.2).   

 

Other Asian economies have seen sluggish domestic 

demand offsetting gains from external demand.   

YƻǊŜŀΩǎ D5t ƎǊƻǿǘƘ ƳƻŘŜǊŀǘŜŘ ǿƛǘƘ ǎƭƻwing private 

consumption as consumer sentiment weakened.  In 

Hong Kong, retail sales were affected by political 

uncertainty and lower spending by Chinese tourists 

(Chart 1.2.1).   

 

Looking ahead, !ǎƛŀΩǎ ŜŎƻƴƻƳƛŎ ƳƻƳŜƴǘǳƳ ƘƛƴƎŜǎ 

on sustained recovery in the G3 and economic 

stabilisation in China.  

 

Chinese policymakers are likely to continue 

supporting domestic demand through fiscal and 

monetary easing.  In the other Asian economies, a 

slowdown in growth momentum in China and some 

parts of G3 could continue to pose downside risks to 

external demand and growth. 

 

Against this mixed economic outlook, net capital 

flows to Asia have reversed partially 

 

Against this mixed economic outlook, net capital 

flows to Asia have turned negative, partially 

reversing the net inflows since 2010  (Chart 1.2.3). 

  

Several Asian economies have received substantial 

financial flows in the past few years, particularly 

portfolio and other investment flows (widely 

regarded as shorter-term in nature), as Asian 

Chart 1.2.3 
Cumulative Net Capital Inflows: Asia-7 

 
Source: IMF Balance of Payments, CEIC 
Note: Asia-7 comprises India, Indonesia, Korea, 
Malaysia, the Philippines, Taiwan and Thailand.  
 

Chart 1.2.4 
Cumulative Net άOther Investments and 

Portfolioέ Clows: 
Asia-10 

2010-2014 Q2  

 
Source: IMF Balance of Payments, MAS estimates 

 
Chart 1.2.5 

Cumulative Fund Flows By Type of Investors: 
Asia-10  
Equities  
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sovereigns and corporates benefited from 

historically low risk premia and global volatility 

(Chart 1.2.4).   

 

During the episodes of tapering shocks in late 2013 

and early 2014, exits from Asia-10 equities and 

bonds were driven mainly by retail funds, while 

institutional funds maintained or even increased 

holdings, reflecting longer-term optimism over 

growth prospects in emerging Asia (Chart 1.2.5).    

 

Looking ahead, uncertainty in the timing of an 

interest rate rise in the US is likely to lead to greater 

volatility in Asian capital flows.  Asian policymakers 

will need to step up structural reforms and anchor 

ƛƴǾŜǎǘƻǊǎΩ ŎƻƴŦƛŘŜƴŎŜ ŀǎ ŀ ōǳŦŦŜǊ ŀƎŀƛƴǎǘ ǇƻǘŜƴǘƛŀƭ 

shocks originating from markets in G3 economies.  

This could involve deepening and broadening 

domestic capital markets, and promoting a more 

diversified investor base.      

 

Global shocks may be amplified in Asian markets 

through low market liquidity and herding 

behaviour among asset managers  

 

Shocks originating from markets in G3 economies 

could lead to sudden capital withdrawals from 

emerging !ǎƛŀΩǎ ŀǎǎŜǘǎΣ ǿƛǘƘ low market liquidity 

and herding behaviour amplifying such shocks.    

 

Liquidity risks could be propagated through 

portfolio investment channels, alongside low 

underlying market liquidity.  The growth of liquidity 

transforming products such as exchange-traded 

funds (ETFs), which are frequently more liquid than 

the assets they track, exacerbates this risk.   

 

Investments by ETFs into Asia-10 has been on the 

rise, accounting for over 18% of all equity 

investments by funds in 2014 (Chart 1.2.6).  While 

ETFs occupy only a small proportion of overall 

market capitalisation in Asia, the high frequency of 

ETF trades, relative to overall trading activity on 

Bonds  

 
 
Source: EPFR, MAS estimates  

 
Chart 1.2.6 

Net Assets of ETF funds in Asia-10 Equities 

 
 

Source: EPFR, MAS estimates 
Note:  The Vanguard MSCI Emerging Markets ETF has 
been excluded as it was added to EPFR data in 2012.  
 
 

Chart 1.2.7 
% Average Daily Turnover in 2013 of Stock 

Exchange Attributed to ETFs: 
Asia-10 

 
Source: Bloomberg, World Federation of Stock 
Exchanges, MAS estimates 
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14

 ETFs account for 0.48% of 2013 market capitalisation in Asia-10. 
15

 Ken Miyajima, Ilhyock Shim, BIS Quarterly Review ό{ŜǇǘŜƳōŜǊ нлмпύΣ ά!ǎǎŜǘ aŀƴŀƎŜǊǎ ƛƴ 9ƳŜǊƎƛƴƎ aŀǊƪŜǘ 9ŎƻƴƻƳƛŜǎέΦ 

Asian stock exchanges (Chart 1.2.7), calls for further 

monitoring of ETFs and their contribution to 

liquidity risk.14      

 

Further, the active referencing of benchmark indices 

by asset managers could encourage herding 

behaviour and increase correlation of investment 

behaviour in Asian assets, potentially exacerbating 

any decline in asset prices.15  

 

Asian financial markets have rallied following 

episodes of tapering shocks in early 2014  

 

Asian financial markets have shrugged off episodes 

of tapering shocks in early 2014 on the back of 

resilient growth and intensifying reform efforts by 

policymakers in Asia.  

 

Economic fundamentals have improved since the 

currency, bond and equity market sell-offs in early 

2014.  Import coverage has also been strengthened 

through a strong build-up of international reserves 

(Chart 1.2.8). 

   

Equity markets in Asia have rallied (Chart 1.2.9) as 

confidence in financial resilience bolstered investor 

sentiment.  

 

Asian currencies have strengthened following the 

sell-off in early 2014.  The Indian rupee and the 

Indonesian rupiah, which saw the most significant 

decline amongst Asian currencies during the 

tapering episodes, have stabilised (Chart 1.2.10).   

 

Further, sovereign bond yields have fallen in several 

Asian economies (Chart 1.2.11) as foreign appetite 

for Asian sovereign credit picked up once again 

(Chart 1.2.12). 

 

 

Chart 1.2.8 
International Reserves: Months of Import 

Cover: Selected Asian Economies  

 
Source: IMF  
Note: Imports are calculated based on a 12-month 
rolling average basis.  
 

Chart 1.2.9 
Stock Market Indices: Asia-10 

 
 

 
Source: Bloomberg   
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The continued search for yield has led to high 

valuations in selected asset classes, including 

property  

 

Amid ƛƴǾŜǎǘƻǊǎΩ ŎƻƴǘƛƴǳŜŘ ǎŜŀǊŎƘ ŦƻǊ ȅƛŜƭŘΣ ǇƻŎƪŜǘǎ 

of high valuation have arisen in some Asian asset 

classes, including property. Property tightening 

measures have dampened investor sentiment and 

cooled property markets in some economies, but 

property prices have persisted on an uptrend in 

other economies (Chart 1.2.13).   

The dynamics in property markets warrant close 

attention, as a turn in investor sentiment could 

trigger a sharp correction in prices, which could in 

turn dampen domestic demand and growth through 

the negative wealth effect.  Highly leveraged 

households and corporate entities that have 

borrowed using property as collateral would also be 

at risk. 

Private sector debt has continued to rise in Asia, 

exposing corporates and households to risks in the 

event of a global or domestic shock  

 

Elevated private sector debt levels in Asia have 

raised concerns that debt repayment burdens would 

be unsustainable for over-leveraged corporates and 

households when interest rates rise, or earnings 

decline in the event of a global or domestic shock.  

Household debt relative to GDP has continued to 

rise across several economies (Chart 1.2.14), 

prompting authorities in some countries ς such as 

Malaysia and Hong Kong ς to implement additional 

measures to curb excessive borrowing.  

Corporate debt relative to GDP has increased in 

some economies (Chart 1.2.15).  Deteriorating 

interest coverage ratios (Chart 1.2.16) and debt-to-

income ratios (Chart 1.2.17) reported by firms in 

some countries could indicate declining debt 

repayment capacities. 

 

Some Asian corporates have capitalised on 

Chart 1.2.10 
Currency Indices: Selected Asian Economies 

 
Source:  Bloomberg  

 
Chart 1.2.11 

Sovereign Bond Yields: Asia-10 
 

 

 
Source: Bloomberg  
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