By LINDA LIM and JAMES CHENG

NJan 13, mdepend—
ent economic ana-
lyst and “anti-bub-
ble activist” Jesse
Colombo ‘posted a
. lengthy commen-
tary on www.
Forbes.com  titled
“Why Singapore’s economy is head-

. ing for an lceland-style meltdown™.

To date, this has garnered more than
770,000 page-views, including from

| Singapore-based investors.

Mr Colombo argues that ultra-low
interest rates have fuelled a “danger-

. ous credit buhhln in the hnusmg sac- .
“tor,

where “Singapore’s ratio of
household debt to gross domestic
product recently hit approximately 75
per cent ... up from 55 per cent in
2010 . . . household debt has risen by
41 per cent since 2010, while house-
hold income has increased by only 25

per cent and wages by a paltry 156 per |
cent”. Because “Singaporeans are go-

ing into debt to invest in property or
buy more expensive houses than they
can afford . . . Singapore’s property.
prices have approximately doubled
since 2004, and are up by 60 per cent
since 2009",

Risks arise because “70 per cent

. of Singapore's mortgagcs have
floating interest rates”. Singapore’s
recent GDF growth, disproportionate-
Iy driven by construction and finan-
cial services, is unsustainable and

. “Singapore's bubble will most likely

. pop when the bubbles in China and
emerging markets pop and as global

and iocal interest rates continue to
Tise”. :

- MAS's response
" The Monetary Authority of Singapore
(MAS) responded with a statoment
_that noted:

First, “decisive steps have been

taken to cool Property demand and

‘prevent excessive leverage and "the
property market is now stablhsmg
and new housing loans have also
‘been declining” (falling by 35 per cent
year-on-year in Q3 2013). :
Second, “household balance
.sheets are on the whole strong and
_property asset values are significantly

higher tha.n the debts Incurred”, with -

an average housing loanlto-va.lue ra-
tio of “a healthy 47 per cent”.

Third, arecent ]nt_ema.uonal Mane-'

oty

tary g-pnﬂ (IMF) t conchid-

Why Singapore is

...and why - desplte its healthler condition — the Republlc s

Beware the bubble bursting: Embracing a more neutral market-driven stan
on appreciation cxped'aﬁaﬂs even when interest rates are low, and announci

tion even with low interest rates. This
is the well-known “trilemma of inter-
national finance”: a counu*y f:.almot si-

ad that's ingapore 5 financial system
Twodld A ‘remain sound even with a
“ shafp ificrease ininterest rates and
steep decline in property prices.

: What happened globally?

Mr Lolomho s overall thesis of 2 mas-

“sive emerging market asset bubble

/fuelled by the US Federal Reserve and

“ China's monetary stimulus following

the 2008 global financial crisis is not
‘new or original.

Economists understand that in a
- world of free capital flows, low inter-
est rates in one country cause capital
., to move to other countries with high-
. er interest rates, “chasing higher re-
turns”. The capital influx pushes up
the currency of the recipient country,
‘and lowers its real (after inflation) in-
terest rate (because of the increase in
money supplyl. This can fuel a domes-
tic asset bubble (high, rapidly rising
asset prices) especially in smaller
economies where the flood of money
has “not many places to go” and often
ends up in real estate.

This happened in emerging mar-
kets like Brazil, Turkey and India, as
well as Indonesia, the Philippines and
Thailand, and in developed econo-
mies like Canada, Australia and New
Zealand, all of whose floating curren-
cies predictably soared.

A stronger currency helps to miti-
‘gate the inflation problem by lower-
ing the cost of imports, but it also at-
tracts even more capital inflow seek-
+ ing to benefit from currency apprecia-

capital mobility and
autonomy {mdependen

efting in-

terest rates according to the condlhun_

of the domestic macro- economy}

What happened in Smgapore?

In Smgapore MAS did the right thing

in not raising interest rates (to cool off
local inflation and deflate an incipient
property bubble) because this would
simply have attracted even more “hot
money” inflows, further fuelling asset
bubbles, It allowed the currency ‘to
rise, which helped to combat import-

ed inflation, though this hurt ex-

port-oriented manufacturing and ser-
vices like tourism and education.

‘But unlike emerging markets

which limited capital inflows through

(IMF-approved) taxes and other re-
strictions, Singapore could not do
that as its very lifeblood is free capital

flows, especially in and out of the fi-
nancial services sector.

Instead, MAS has imposed domes-
tic regulatory constraints such as loan
restrictions on the banking, housing
and automotive sectors. These are al-
ready having an impact, as seen in
the 03 2013 decline of car and pri-
vate residential housing sales and
prices, which should contmue

What happens now?

But the MAS measures’-success also
depends on what happens in source
countries of the capital inflows. The
Fed’s 2013 announcement that it

would soon bég'm "tapering” its

bond-buying or guantitative easing
(QE) programme led capital to flow =
of emerging markets, causing cur--

¢y depreciation and interest rate

 increases in India, Indonesia, Brazil,
Australia and other countries. This is
a good thing, as it helps to deflate bub-

bles. But asset deflation also slows

“down economies. through a “negative

wealth effect” - as people’s assets de-
crease in value, they feel poorer {or
become bankrupt), so spend less.

The Fed is likely to taper very slow-
ly, especially with Janet Yellon at the
helm, s0 Singapore has time to let its
asset bubbles deflate gradually, rath-
er than crash suddenly, Interest rates
should rise slowly, and the currency
will depreciate gradually as the USD
strengthens.

Singapore’s “managed float” cur-
rency system and huge foreign ex-
change reserves (which can he used

. to purchase SGD to prop it up if neces-

sary) protect it here: the 5GD is not
likely to drop by 15-20 per cent ver-

sus the USD in 2-3 months like the

freely-floating AUD has. Singapore’s
financial sector is also pretty sound,
given high domestic savings and de-
posit rates and generally conservative
banking practices.

How did Colombo ge‘t it
wrong?

Mr Colomho i% Wrreu. on the mal.-ket' .

mechanism that leads to credit bub-

bles, but lacks knowledge of Singa-
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pore’s policy and institutional envi-

ronment. His statement that Singa-
pore has a “25.38 average house




will be gradual. The government has
already “eased on tightening” whep
nervous about the political consa-
quences, while Iocal authorities, the
shadow banking system and
state-owned banks have been ve;
creative in combating the credjt
crunch, i

This may not bode well for China’s
efforts to quickly rebalance its econo-
my, but it helps slow down the retreat
of Chinese hot maoney fows, much of
which iz already outside Ching, Chi-
‘na’s sconomic slowdown will reduce
Chinese tourism, including casing
tourism, intg Singapore, but this will
be partially tountered by the ip-
creased purchasing Power of a strong-
er CNY and a weaker SGD. Of greater

Singapore? _

The Singapore authoritias might emu-
late China's policies to achieve “soft
landing”, Embracing a more neutral
market-driven stance on the currency
would discourage ble-fuelling hot
money inflows based on appreciation
expectations even when interest rates
are low. Announcing lower long-run
" GDP growth targets would “reset ex.

What should be dnn_e in

speculative bubbles, as would reduc-
ing over-reliance (including by GLCs)
- 0n consiruction, real estato ang lever-

age fmance_{prupeﬂy loans} for GDp
growth: : | ot
Besides Treducing risk and volatili-
ty of the economy as a whole, such
- moves would alse contribute to Singa-
pore's cbsl-mmpoﬁuveness {by limit-
ing asset angd goods-and-services
price inflation), housing affordability

zens for private housing), and produc-
tivity goals {by diverting capital from
rent-seeking to value-creating enter-
brises). If housing expenses claim a
smaller sharg of the family budget,
- more could bs spent'on other goods
and sei'vlces,'e:}couraging entrepre-
neurship and berhaps éven that ey,
sive second child,

| e The bottom fine |
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tice of running huge annuat budget . major risk for Singapore. The Chi- served as lead portfolio
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HAde large huffars against any sudden (CNY) to strengthen. But this nracace -



