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Introduction:  Global and Regional 
Market Developments
Em erging East  Asia faces a global econom ic 

environm ent  that  is stabilizing but  st ill weak.2 

The United States (US)  turned in a weaker-

than-expected growth perform ance in 4Q12 

and the eurozone econom ies rem ain m ired in 

recession and st ruggling to cope with high and 

r ising unem ploym ent . The recent  downgrade 

of the United Kingdom ’s (UK)  sovereign credit  

rat ing by Moody’s from  Aaa to Aa1 is another 

negat ive factor for the broader European out look. 

I n cont rast , em erging East  Asia’s out look is 

br ightening with growth in the People’s Republic 

of China (PRC)  accelerat ing toward the end of last  

year. Meanwhile, the Southeast  Asian econom ies 

cont inue to sustain robust  growth supported by 

st rong dom est ic dem and. The unresolved budget  

deadlock in the US and the banking and debt  cr isis 

in Europe rem ain m ajor r isks for investors. 

Confidence in eurozone financial markets has 
been r ising and the euro has rallied against  the 

US dollar in recent months. Nevertheless, financial 
condit ions in the eurozone rem ain fragile with 

polit ical uncertainty in I taly after the inconclusive 

elect ion results. I n addit ion, Cyprus is on the 

verge of a bailout  of its banking system . While 

the size of the Cyprus bailout  would be relat ively 

sm all, there is reluctance within the European 

Union (EU)  to proceed with a rescue package due 

to concerns over the huge size of Cyprus’ banking 

system  and fears that  a bailout  could saddle the 

Mediterranean island with an unsustainable level of 

debt . However, failure by the EU to rescue Cyprus 

could renew concerns about  its com m itm ent  to  

the euro. 

Em erging East  Asia is showing signs of recovery. 

Growth in the region had been affected by the 

slowdown in the advanced econom ies that  hit  

hard the export-or iented econom ies of Singapore;  

the Republic of Korea;  and Hong Kong, China. 

However, in the PRC, the easing of m onetary 

2 Em erging East  Asia com prises the People’s Republic of China;   
Hong Kong, China;  I ndonesia;  the Republic of Korea;  Malaysia;  the Philippines;  
Singapore;  Thailand;  and Viet  Nam .

policy and a recovery in exports is helping to 

im prove the growth out look for the region’s largest  

economy. Furtherm ore, growth in other em erging 

East  Asian econom ies is expected to rem ain 

robust , supported by dom est ic consum pt ion and 

investm ent  growth.

I nvestors’ r isk percept ions of regional capital 

m arkets remain posit ive am id the im proved 

regional growth out look, even though this out look 

is coupled with a cont inued weak global econom ic 

environment. The positive perceptions are reflected 
in widely falling bond yields, r ising stock m arkets, 

and appreciat ing currencies across em erging East  

Asia ( Table A) .  Credit  default  swap (CDS)  spreads 

in the region have rem ained relat ively stable 

( Figure A) .  Global investor sent im ent  has also 

im proved with the narrowing of CDS spreads in 

several European econom ies as fears of a eurozone 

break-up have receded ( Figure B) .  Em erging 

market bond spreads similarly have benefited 
from rising investor confidence as spreads narrow 
( Figure C) .

Bond yields in the advanced econom ies have 

rem ained stable with a slight  downward bias for the 

peripheral econom ies of the eurozone ( Figure D) .  

The European Cent ral Bank’s com m itm ent  to keep 

governm ent  bond yields low has helped to reduce 

the bond yields of the peripheral econom ies. Low 

inflationary expectations in Europe have also 
cont r ibuted to lower yields. Meanwhile, the Bank of 

Japan has set an inflation target of 2.0%, putting 
downward pressure on the yen. As a result , Japan’s 

currency has seen a sharp depreciat ion against  the 

dollar. Yields in Japan, however, have rem ained 

stable. 

Em erging East  Asia’s local currency (LCY)  bond 

yields have been m ixed, but  have generally shown 

a downward bias since end-Septem ber. Am id 

som e signs of recovery, the region’s policym akers 

have been caut ious about  further reduct ions in 

policy rates. One except ion is the State Bank of 
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Table A: Changes in Global Financial Condit ions

2 - Year 
Governm ent  
Bond (bps)

1 0 - Year 
Governm ent  
Bond (bps)

5 - Year Credit  
Default  Sw ap 
Spread (bps)

Equity I ndex 
(%)

FX Rate  
(%)

Major Advanced Econom ies

 United States 3 36 0 3.7 –

 United Kingdom 18 18 (23) 7.8 1.7 

 Japan (3) (3) (9) 28.3 (15.0)

 Germ any 22 22 (26) 6.1 (5.1)

Em erging East  Asia

 China, People's Rep. of 19 16 (16) 14.3 1.1 

 Hong Kong, China (5) 45 (5) 13.9 (0.01)

 I ndonesia (90) (60) (17) 5.1 (1.7)

 Korea, Rep. of (7) 8 (15) (1.7) 2.4 

 Malaysia (1) (4) (13) (1.0) (1.4)

 Philippines 19 (78) (18) 17.6 2.8 

 Singapore (2) (2) 0 7.4 (0.7)

 Thailand (20) 22 (14) 13.4 3.0 

 Viet  Nam (125) (77) – 24.1 0.2 

Select  European Markets

 Greece (289) (756) 0 32.6 (5.1)

 I reland (152) (86) (129) 8.1 (5.1)

 I taly (64) (74) (75) 12.3 (5.1)

 Portugal (160) (303) (19) 18.5 (5.1)

 Spain (106) (83) (79) 7.4 (5.1)

– =  not  available, (  )  =  negat ive, bps =  basis point s, FX =  foreign exchange.

Notes:

1. Data reflect changes between 1 October 2012 and 31 January 2013.
2.  For em erging East  Asia, a posit ive (negat ive)  value for t he FX rate m eans the appreciat ion (depreciat ion)  of t he local cur r rency 

against  t he US dollar.

3.  For European m arket s, a post ive (negat ive)  value for t he FX rate m eans the depreciat ion (appeciat ion)  of t he local cur r rency 

against  t he US dollar.

Source:  Bloom berg LP, I nst it ute of I nternat ional Finance ( I I F), and Thom son Reuters.

Viet  Nam  (SBV) , which reduced its discount  rate 

and refinancing rate by 100 basis points (bps) 
each in Decem ber. 

Meanwhile, interest  rates rem ained low in m ost  

advanced econom ies and Japan’s expanded asset  

purchase program  should help keep interest  rates 

low there for som e t im e. Sovereign spreads in 

Viet  Nam  have t ightened, while the spreads for 

other em erging m arket  bonds have rem ained 

broadly stable ( Figure E) .

The shares of foreign holdings in the region’s LCY 

governm ent  bond m arkets have cont inued their  

upward t rajectory ( Figure F) .  For exam ple, m ore 

than 30% of Indonesian bonds are now held by 
foreigners, while Thailand’s foreign share of bond 

holdings has reached 16.4%.

Risks to the region’s LCY bond m arkets are biased 

toward the downside:

• Governm ent  spending cuts threaten the 

US recovery. While the threat of the “fiscal 
cliff”  has been averted for now, the US st ill faces 

the threat  of loom ing across- the-board budget  

cuts, which are known as the sequest rat ion. 

The budget  agreem ent  at  the beginning of 

the year postponed the sequest rat ion unt il 

1 March. The US Congress, which rem ains 

bit ter ly divided, will have to act  before then 

to stop the sequest rat ion from  taking effect . 

I f Congress fails to act , US governm ent  

spending will be reduced by $1,200 billion 
over the next 10 years; $85 billion of the cuts 
would take effect in 2013. Spending cuts of 
such m agnitude could derail the US’ tentat ive 
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Figure A: Credit  Default  Sw ap Spreadsa, b

(senior 5-year)
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Figure B: Credit  Default  Sw ap Spreads for  Select  
European Marketsa, b ( senior 5-year)
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Figure E: JPMorgan EMBI  Sovereign Str ipped 

Spreadsa,b

278

146

186

135

111

Figure C: US Equity Volat ility and Em erging Market  
Sovereign Bond Spreadsb
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Figure F: Foreign Holdings of LCY Governm ent  

Bonds in Select  Asian Econom iesc (%  of total)
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Figure D: 1 0 - Year Governm ent  Bond Yieldsb

(%  per annum )
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EMBI   =  Em erging Market s Bond I ndex, EMBI G =  Em erging Market s Bond I ndex Global, LCY =  local cur rency, UK =  Unit ed Kingdom , US =  Unit ed St ates, 

VI X =  Chicago Board Opt ions Exchange Volat ilit y I ndex.

Notes:
a I n US$ and based on sovereign bonds.
b Data as of 31 January 2013.
c Data as of end-September 2012 except for Indonesia and Thailand as of end-December 2012.
Source:  AsianBondsOnline,  Bloom berg LP, and Thom son Reuter s.
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econom ic recovery. Without  an agreem ent  

on a long- term  plan to m anage the budget , 

the US economy will cont inue to be subject  to 

periodic bouts of uncertainty. 

• Stronger grow th could lead to higher 

interest rates and inflation. Inflationary 
pressures have rem ained relat ively benign, 

allowing policym akers in the region to keep 

policy rates low to support  growth. However, 

there are signs that  econom ic condit ions 

in the region are im proving. There is also 

the potent ial threat  of upward pressure on 

inflation from higher food prices. This could 
lead policym akers to reverse course and start  

raising policy rates to cool their  econom ies, 

leading to falling bond prices.

• Surge of capital inflows might contribute 
to appreciat ing local currencies and asset  

pr ice  bubbles.  The cont inued low interest  

rates prevailing in the advanced econom ies 

have raised concerns that  em erging East  Asia 

could be flooded with capital searching for 
higher y ields. The relat ively st ronger econom ic 

condit ions in the region have also at t racted 

new foreign investors. These developm ents 

m ight  put  upward pressure on exchange 

rates, m aking exports less com pet it ive. 

There are also concerns that  higher levels 

of liquidity could lead to excessive credit  

growth, thus fueling asset  pr ice bubbles in  

the region.
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