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• A major recent risk to global financial stability is the marked appreciation of the US
dollar. In view of the continued rise of the US dollar and the upcoming US interest rate
normalisation, asset markets in the emerging economies will come under pressure and
see potential capital outflows.

• Central banks in Europe, the US and Japan have also taken divergent monetary policy
paths. The European Central Bank (ECB) decided on quantitative easing measures at
its meeting on January 22 this year. To address deflationary risk, it planned to start
buying €60 billion assets each month in March and until September 2016. The Bank of
Japan (BoJ) also expanded its QQE programme in October 2014, with target for
monetary base growth each year lifted from 60-70 trillion Yen to 80 trillion Yen. The
chart shows the sharp fall of the Euro and the Japanese Yen under the divergent policy
paths of the central banks concerned. The yen fell from 109.2 to 118.3 against the US
dollar (red line), or about 8%, on October 31 last year following the BoJ’s expansion of
its QQE. Meanwhile, prior to the ECB’s announcement of quantitative easing, the Euro
dropped about 15.7%, from about 1.38 on 2 April, 2014 to 1.16 against the US dollar
(blue line). It has dropped further 2.5% to 1.13 since the announcement.



• Prior to the ECB’s announcement of QE, the Swiss National Bank took a surprise move
on January 15 this year to discontinue the exchange rate floor of 1.2 Swiss francs
against the Euro. It also further cut deposit rates from -0.25% to -0.75%. The
unexpected move saw the Swiss franc surge 23% against the Euro (green line) on the
day of the announcement.

• Markets were concerned that the Swiss franc’s sharp rise might hurt Swiss exports and
the economy. As a result, the Swiss stock market plunged 15% within two hours, with
significant fluctuation also seen in major stock markets in the Euro area.



• The market focus is on Russia. It already suffered from weak growth as a result of
economic sanctions by the EU and US. Furthermore, it relied heavily on oil exports.
Russia's oil exports accounted for 53% of its total exports while public revenue from
energy products accounted for 50% of its total revenue in 2013. The oil prices fall added
to the plight of the Russian economy.

• The chart shows that amid worries about the impact of oil prices fall on the Russian
economy, the rouble plummeted about 51% to 69 against the dollar (blue line) from a
high of 33.7 in end-June 2014. As the rouble’s fall drove up inflation, the Russian central
bank had to raise interest rates substantially to stabilise the currency and contain
inflation.

• The Russian sovereign default risk has increased substantially. The chart shows
Russia’s five-year credit default swaps (red line) shot up by 450 basis points from their
low levels in mid-2014.



• The chart shows high-yield bond spreads in the US energy sector rose sharply by 486
basis points in the second half of 2014 in tandem with sharp fall in oil prices.

• Recently there are signs that investors have become more cautious about the high-yield
bond market, driving up US high-yield bond spreads in general.

• If persistently low level of oil prices results in a widespread default among shale oil
production companies, a sell-off in the US high-yield bond market may be triggered,
posing systemic financial risk.



• While oil price fall may drive down global inflation in the short-term, its effect in
suppressing the inflation in the US might not persist.

• The US economy and its job market improved markedly. As the chart shows, the
unemployment rate (blue line) has persistently fallen by a faster pace than the Fed’s
forecasts (red dots). In addition, it has even edged close to the natural rate of
unemployment. The Congressional Budget Office earlier estimated the natural rate of
unemployment at 5.7% (green dotted line) (compared with the Fed's latest estimate of
5.2-5.5%). This reflects a shrinking labour market slack. Previous experience shows as
this labour market slack reduces to a certain level, upward pressure on wages will build
up, causing inflationary pressures.

• Sharp oil price falls will drive down the US overall inflation rate in the short-run. But as
demand in the domestic private sector grows, underlying inflation as reflected in the core
inflation rate will continue to face upward pressure. Indeed, prices in the US service
sector account for as much as 60% of the overall consumer price index basket, which
mainly reflects the domestic demand pressure and that it is more prone to wage rises.





• Mainland China's economic growth moderated from 7.7% in 2013 to 7.4% in 2014 (2014
Q4: 7.3%). Due to increased uncertainties, the market expects GDP growth to slow to
around 7% in 2015. Nevertheless, it is anticipated that growth would become more
balanced, in which net exports may play a less significant role as compared to the period
before the financial crisis. The contribution of investment and consumption to economic
growth will also be more balanced. Downturn in real estate remains the major downside
risk to the Mainland economy.



• Growth in fixed asset investment weakened but stabilised slightly at the end of 2014.
Real estate investment growth decreased from about 20% in Q4 of 2013 to below 6% in
Q4 of 2014.





• Property trading has become active since Q2 2014, with an average monthly turnover
of 5,891 units between Q2 and Q4, an increase of almost 40% compared with 2013
(4,223 units). However, the transaction volume was still lower than that of the boom
between 2010 and 2012. Primary market transactions were particularly active, acting
as the main driver behind the overall turnover growth in 2014. Transaction volume in
the primary market reached a monthly average of 1,405 units, up 53% from 2013. It
accounted for 26% of total transaction volume, a high since 2004.

• Property prices bucked their falling trend and resume the upward trend since March
2014. In terms of unit size, prices of small- and medium-sized flats rose faster.
Whether the property uptrend will continue remains to be seen. Future market direction
depends on a host of factors, including interest rate movements, economic growth
prospect and housing supply. In particular, uncertainties over the pace and timing of
interest rate hikes have increased. It should also be noted that rate hikes will not be
one-off. Instead, there may be multiple rate hikes in the future cycle. The impact on
the property market remains uncertain .

• The HKMA will continue to monitor closely the development of the property market and
adopt appropriate counter-cyclical measures as and when necessary.



• Mainly due to a slowdown in loan demand, coupled with banks’ strengthened risk
management, recent loan growth continued to moderate.

• In 2014, growth in overall bank loans was 12.7%, slower than 16.0% in 2013.
Annualised growth rate fell from 7.7% in Q3 to 3.7% in Q4.





Legislation

• 3 pieces of subsidiary legislation (viz., Banking (Amendment) Ordinance 2012
Commencement Notice 2014, Banking (Capital) (Amendment) Rules 2014 and
Banking (Liquidity) Rules) were enacted by LegCo towards the end of last year
and took effect from 1 January 2015. The legislations introduce a series of
regulatory capital buffers and the Liquidity Coverage Ratio which together
constitute the 2nd phase of Basel III implementation.

• To implement the associated public disclosure requirements, a set of Banking
(Disclosure) (Amendment) Rules (BDAR) 2014 was tabled at LegCo on 7 January
2015 for negative vetting, with a view to taking effect from 31 March 2015.















• In 2014, RMB trade settlement handled by banks in Hong Kong amounted to
RMB6,258.3 billion, up 63% compared with 2013.

• Turnover in Hong Kong’s RMB RTGS system increased further, with daily
turnover reaching RMB888.0 billion in December 2014.



• At end 2014, RMB customer deposits and outstanding RMB certificates of
deposit amounted to RMB1,003.6 billion and RMB154.7 billion respectively,
totaling RMB1,158.3 billion, a 10% growth from RMB1,053 billion at the
end of 2013. The daily RMB conversion limit for Hong Kong residents has
been removed since 17 November 2014.

• The RMB dim sum bond market was active in 2014, with issuance totalling
RMB196.8 billion, 69% more than the total amount of RMB116.6 billion in
2013. Outstanding dim sum bonds amounted to some RMB380.5 billion at
end 2014, up 23% from end 2013.

• RMB bank lending continued to grow, with outstanding amount of RMB
loans increasing to RMB188.0 billion at end 2014, a growth of 63% from
the end of 2013.












