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II. International and domestic economic and financial 
conditions 

2.1 International economic and financial conditions 

Global economic growth slumped in 2011 as a result of an intensification of the European 
sovereign debt crisis and fears over fragilities in other regions. The recovery in major 
advanced economies weakened in response to elevated pressures of sovereign financing, 
especially in the euro area, which is predicted to go into a mild recession. Growth in 
emerging and developing economies was moderate and even slower than expected because of 
the worsening global economy and weakening domestic demand, but activity remained 
relatively solid in most of these economies. Mainland China’s economy grew at a more 
gradual pace. Measures to stem overheating investment and inflation began to bear fruit, 
contributing to a reduction in pressure on soaring commodity prices and a deceleration in 
credit expansion. Nevertheless, credit risks in the shadow banking system kept rising. In the 
beginning of 2012, world economic growth resumed somewhat thanks to improved activity in 
the US and an array of measures in the euro area in response to its sovereign debt crisis. From 
April onwards, however, growth prospects have dimmed given anti-austerity protests 
spreading across Europe, Greece’s political turmoil, worsening non-performing loans in the 
Spanish banking industry and the deepening European sovereign debt crisis.  

The global financial system was swamped in a danger zone of instability owing to the 
European sovereign debt crisis that emanated from the periphery of the euro area, spread into 
the core, and further spilled over to the banking sectors of a number of sovereigns. What’s 
more, bank deleveraging resulting in a credit crunch could initiate an adverse feedback loop 
between the financial sector and real economy. The euro area economies and the IMF have 
taken various important policy steps, but the crisis has yet relieved despite the fact that some 
measures have borne fruit for restoring confidence in financial markets. Continuing 
challenges of sovereign financing facing some economies could threaten global financial 
stability. Moreover, the impact of the sovereign debt turmoil also spilled over to emerging 
and developing economies, especially emerging Europe, which was affected most 
significantly. In other emerging economies, potential vulnerabilities to sudden reversals of 
capital inflows and deteriorating liquidity would pose upward pressures on financial markets, 
despite improved shock-bearing capabilities of banking systems.  
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Chart 2.1 Global economic growth rates 

Note: Figures for 2012 and 2013 are IMF estimates. 
Source: IMF (2012), World Economic Outlook, April. 
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Global downside risks elevated, but inflationary pressures waned 

Global growth was moving on a decelerating path, and fragilities remained 

The global economy grew at a tepid pace in the first half of 2011. However, from the second 
half of the year onwards, growth momentum dampened and downside risks increased due to 
intensifying strains in the European sovereign debt crisis and economic fragilities elsewhere. 
The IMF estimated that the global economic growth rate substantially dropped to 3.9% 
through 2011 from 5.3% a year earlier. This number could further decrease to 3.5%, driven 
largely by an upsurge in sovereign debt yields, the impact of bank deleveraging on output and 
additional fiscal consolidation. Improving financial conditions and less fiscal tightening 
might fuel the growth rate to rebound to 4.1% in 2013 13  (Chart 2.1). Other major 
international institutions announced more pessimistic outlooks for the global economy. For 
example, Global Insight predicted world real GDP growth to pick up to 3.5% in 2013 from 
2.9% in 2012,14 while the United Nations forecast that the growth of world gross product 
(WGP) would reach 2.6% in its baseline outlook for 2012 and 3.2% for 2013.15 

From 2011 onwards, quarterly economic growth in most advanced economies moved at a 
moderate pace resulting from lackluster economic activity and the spillover effects of the 
European sovereign debt crisis. However, rebounding private consumption and strong fixed 
investment boosted a stronger-than-expected growth in US output. The IMF estimated real 
GDP in advanced economies would drop to 1.6% in 2011 from 3.2% a year earlier, well 
below the growth rate of 6.2% in emerging 
and developing economies. It is expected to 
rebound to 2.0% in 2013 following growth of 
1.4% in 2012 (Chart 2.1). On the back of the 
effects of bank deleveraging on the real 
economy and the impact of additional fiscal 
consolidations, the euro area economy is 
predicted to go into a mild recession in 2012. 
Meanwhile, output growth in the US is likely 
to stay moderate, bolstered by recovering 
domestic demand and an improving labor 
market.  

                                                 
13 Except as otherwise noted, all IMF estimates and forecast data and information related to economic growth rates and CPI annual growth 

cited in this chapter relate to the April 2012 WEO. 
14 Global Insight (2012), Global Executive Summary, May. 
15 UNCTAD (2012), World Economic Situation and Prospects 2012, January. 



International and domestic economic and financial conditions 

 

FINANCIAL STABILITY REPORT MAY 2012  17

Chart 2.2 Global headline inflation indices  

Note: Figures for 2012 and 2013 are IMF estimates. 
Source: IMF (2012), World Economic Outlook, April. 
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GDP growth in emerging and developing economies experienced a greater-than-expected 
slowdown in 2011. The IMF estimated that output grew by 6.2% throughout the year from 
7.5% in 2010, but Asia, registering an economic growth rate of 7.8%, outpaced elsewhere. 
Growth in Mainland China contracted to 9.2% as a result of weakening export momentum 
and domestic demand. Output in emerging and developing economies is projected to register 
a sustained fall to 5.7% in 2012, but rebound to 6.0% in 2013 (Chart 2.1).  

Inflationary pressures receded 

Global consumer prices saw an upward trend in the first half of 2011, especially in emerging 
and developing economies. In the second half of 2011, however, with softening global 
demand, consumer prices saw a favorable or falling trend by way of gradually stabilizing 
international raw materials prices. Reflecting this, inflationary pressures abated. The IMF 
estimated that global headline inflation (consumer price inflation) settled at 4.84% in 2011, 
above the 3.68% recorded a year earlier. In 2012, global oil prices are projected to remain 
elevated due to geopolitical tensions, but non-oil commodity prices could drop below the 
level registered one year earlier. Against this backdrop, global headline inflation is expected 
to fall back to 4.04% (Chart 2.2). 

In advanced economies, inflationary pressures stayed subdued as a result of economic slump 
and well-anchored inflation expectations. Reflecting this, the IMF projected that headline 
inflation would drop to 1.9% in 2012, down from a peak of 2.7% in 2011. The US and the 
euro area would exhibit waning inflationary 
pressures, while concern about deflation is 
expected to linger in Japan. Inflationary 
pressures in emerging and developing 
economies are predicted to subside, with 
headline inflation standing at 6.2% during 
2012, down from 7.1% in 2011(Chart 2.2), as 
a consequence of decelerating economic 
growth and decreasing food prices. 
Inflationary pressures in emerging Asian 
economies are broadly expected to ease, 
except for India and Indonesia.  
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Chart 2.3 Unemployment rates in major 
economies 

 
Note: Figures for 2012 and 2013 are IMF estimates. 
Source: IMF (2012), World Economic Outlook, April. 

4

5

6

7

8

9

10

11

12

UK US Euro area Japan

2010 2011 2012f 2013f%

Unemployment rates in advanced economies showed slight improvements but 
performance was uneven  

The IMF estimated the unemployment rate in advance economies had slipped to 7.94% in 
2011 from 8.28% in 2010. Unemployment is expected to see an ongoing improvement in the 
US and Japan in 2012, whereas it may keep exacerbating in the UK and the euro area over 
the same period (Chart 2.3). In the US, the tenuous labor market improved gradually, helping 
the unemployment rate to fall to a three-year low of 8.2% in March 2012. 16  The 
unemployment rate in the UK stayed at a high level of 8% through 2011 and further surged in 
the forth quarter of the year, attributable to stagnant economic activity. The rate further rose 
to 8.2% in March 2012, with 1.02 million unemployed youth.17 In Japan, the unemployment 
rate shrank to 4.2% in September 2011, backstopped by earthquake reconstruction, but 
bounced back to 4.5% in Mach 2012.18 

In the euro area, unemployment kept advancing on the back of the worsening European 
sovereign debt crisis, moderating economic growth and increasing corporate layoffs (Chart 
2.3). The EA-17 seasonally adjusted unemployment rate rose to 10.8% in February 2012, 
hitting a peak since the implementation of the euro system. However, there were sharp 
differences among the member states. The 
lowest unemployment rates were recorded in 
Austria (4.2%) and the Netherlands (4.9%), 
while the highest rates were registered in 
Spain (23.6%) and Greece (21.8%). 19  In 
particular, unemployment rates of persons 
aged below 25 were even greater than 50% in 
the latter two countries. The high level of 
unemployment rates in the euro area, 
especially high youth unemployment, has 
raised tough issues that need to be urgently 
addressed by national governments.  

 

                                                 
16 The figure is based on a US Bureau of Labor Statistics (BLS) news release on 6 April 2012. 
17 The figures are based on labor market statistics for January to March 2012, released in the Statistical Bulletin of the UK Office for 

National Statistics on 16 May 2012. 
18 The figure is based on a news release on 27 Aril 2012 by the Japan Statistics Bureau, Director-General for Policy Planning (Statistical 

Standards) & Statistical Research and Training Institute. 
19 The unemployment rates for Austria, the Netherlands and Spain are as of February 2012, based on a Eurostat news release on 2 April 

2012. The figure for Greece is as of January 2012, released in a Hellenic Statistical Authority news release on 12 April of the same year. 



International and domestic economic and financial conditions 

 

FINANCIAL STABILITY REPORT MAY 2012  19

Chart 2.4 Policy rates in selected economies 

Notes: 1. Advanced economies: figure for the US is based on 
federal funds rate target; for Australia, cash rate target; 
for the UK, official bank rate; for the euro area, the 
main refinancing operations fixed rate; and for Japan, 
uncollateralized overnight call rate. 

2. Emerging Asia: figure for Hong Kong is based on 
discount window base rate; for Mainland China, 
financial institution one-year lending base rate; for 
Thailand, 1-day repurchase rate; for Indonesia, Bank 
Indonesia rate; for Malaysia, overnight policy rate. 

3. Figures are 3 May 2012 data. 
Source: Central banks’ websites. 
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Monetary policy kept easing in advanced economies along with an 
improvement in fiscal deficits 

Most advanced economies continued to adopt easy monetary policies in 2011 in an effort to 
boost domestic recovery. The Board of Governors of the Federal Reserve System (FED), the 
Bank of England (BoE) and the Bank of Japan (BOJ) kept their low policy rates unchanged.20 
By contrast, the European Central Bank (ECB) lowered the policy rate in November and 
December of the same year to provide liquidity support to banks. Meanwhile, the Reserve 
Bank of Australia also successively cut the cash rate target three times to 3.75% from 
November 2011 to May 201221 (Chart 2.4). Furthermore, the FED, ECB, BOJ, BoE, Bank of 
Canada and Swiss National Bank jointly reduced the dollar overnight index swap rate to plus 
0.5% from plus 1% in the hope of relieving the dollar liquidity shortage in EU-based banks. 
The move was aimed at easing the liquidity constraints in financial markets and boosting 
economic activity by promoting access to bank credit for the corporate and household sectors. 

The monetary policy stances in emerging 
Asian economies were varied due to 
cross-country divergence in economic and 
financial conditions. Mainland China 
sequentially hiked policy rates three times in 
the context of continued policy tightening to 
restrain housing and consumer prices in the 
first three quarters of 2011. However, 
monetary policy turned to an easy stance from 
the fourth quarter of the year in view of 
tightening market liquidity and increasing 
failures of small and medium enterprises due 
to funding strains. As of the middle of May 
2012, the financial institution deposit reserve 
ratio had been reduced three times in response 
to slowing economic growth on the horizon. 
The Bank Indonesia lowered the policy rate 

                                                 
20 The Federal Open Market Committee (FOMC) decided to maintain the target range for the federal funds rate at 0 to 0.25% on 25 April 

2012 and to maintain this exceptionally low level for the federal funds rate at least through to late 2014. Moreover, as of 3 May 2012, the 
BoE preserved its policy rate at 0.5%, while the BOJ kept the uncollateralized overnight call rate at around 0 to 0.1%.  

21 The ECB cut the main refinancing operations fixed rate by 25 basis points to 1.25% in November 2011 and continued cutting the rate to 
1.0% in the following month. The Reserve Bank of Australia cut the cash rate target twice, each time by 25 basis points, in November and 
December 2011, and further cut the rate by 50 basis points to 3.75% on 1 May 2012. 
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Chart 2.5 Fiscal deficit and public debt in 
major advanced economies  

Source: IMF (2012), Fiscal Monitor, April. 
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three times to 5.75%22 from October 2011 to February 2012 in response to the deceleration 
in global activity. In Thailand, the policy rate stayed on its upward trend in the first half of 
2011. Subsequently, floods seriously impacted the Thai economy in the second half of the 
year, resulting in the rate dropping to 3.0% after consecutive rate cuts in December 2011 and 
January 2012, respectively. The Bank Negara Malaysia policy rate remained unchanged 
following a rate rise of 25 basis points in May 2011 (Chart 2.4).  

In 2011, the fiscal deficits in most advanced economies improved notably but government 
debt kept expanding (Chart 2.5). As a result, fiscal risks in advanced economies remained 
high. In the US and the UK, the fiscal deficit to GDP shrank year on year but total 
government debt to GDP continued mounting. Spurred by growing earthquake reconstruction 
spending, Japan saw continued hikes in the fiscal deficit and total government debt, with a 
government debt-to-GDP ratio of 229.8% in 2011. Meanwhile, in the euro area, the fiscal 
deficit as a whole shifted to register a sharp plunge, mainly by virtue of a marked 
improvement in the fiscal position of Germany. Spain also exhibited a highly strengthened 
fiscal position. For France and Italy, the improvement was limited as new fiscal measures did 
not completely come into effect until 2012. Greece saw a higher-than-expected fiscal deficit 
due to poor economic performance. 

In 2012, with additional large-scale fiscal consolidations, the reductions in the fiscal deficits 
of most advanced economies are expected to be sustained. The IMF forecast that the fiscal 
deficit-to-GDP ratio might fall to 5.7% for the 
year 2012 from 6.6% in 2011, and further 
drop to 4.5% in 2013. By contrast, the 
government debt-to-GDP ratio might keep 
rising to 106.5% in 2012 from 103.5% a year 
earlier, and even climb to 108.6% in 2013.23 
The euro area is on the brink of a mild 
recession in view of softening growth in 
advanced economies. In this context, 
large-scale fiscal retrenchment could induce 
adverse impacts on the economic prospects of 
this region alongside intensifying pressures 
on financial markets. 

                                                 
22 In Mainland China, the financial institution one-year lending base rate was cut to 6.06%, 6.31% and 6.56% in February, April and July 

2011, respectively. In Indonesia, the BI rate was reduced by 25 basis points to 5.75% in February 2012, following sequential rate cuts that 
registered the policy rate at 6.5% (October 2011) and 6.0% (November 2011).  

23 IMF (2012), Fiscal Monitor, April. 
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In fact, economists often hold different perspectives with respect to the effect of “fiscal 
austerity” on the economy. Some argue that the European sovereign debt crisis reflects a 
“confidence crisis” stemming from investors’ distrust of European Union (EU) policymakers. 
Theoretically, it is plausible that the strong enforcement of fiscal austerity could bring 
benefits to maintain the EU’s fiscal discipline in the face of a protracted downturn. However, 
the consequences in the real world may breach the underlying theory. This is because fiscal 
austerity could lead to unfavorable results, including further sluggishness in output, soaring 
unemployment rates, sharply shrinking taxation, deteriorating fiscal positions, and ultimately 
increasing difficulty in restoring investor confidence. From 2012 onwards, the convergence 
of arguments about anti-austerity has gradually gone mainstream driven by still-lingering 
concerns about the effectiveness of fiscal contractions to relieve the European sovereign debt 
crisis, and the initiative of economists who advocate replacing the austerity of contracting 
fiscal spending with structural reforms for boosting economic growth. Given the faltering 
economy still facing Europe, the emphasis should now shift increasingly to prioritizing 
measures that can boost growth and tackle high unemployment. In this context, Europe ought 
to head toward a more stable fiscal stance so as to promote healthy domestic and global 
economic conditions, and to resume an orderly financial system.  

Future economic risks 

According to the latest analysis from the IMF and other international institutions, 24 
uncertainties continued to cloud the world economic outlook with heightened downside risks, 
including (1) a more massive and persistent bank deleveraging and credit tightening in the 
euro area as a result of an intensification of the vicious circle of sovereign debt and banks’ 
funding stress; (2) still-fragile financial systems and slack macro demand; (3) an elevating 
unemployment rate in advanced economies; (4) the absence of progress in the medium-term 
fiscal adjustment plans by the US and Japan. In particular, the short term political stalemate 
in the US could inflame the risk of fiscal contraction; (5) downside risks of advanced 
economies could threaten economic growth and stability in emerging and developing 
economies through international trade and financial channels; (6) geopolitical unrest could 
trigger an abrupt increase in oil prices; (7) global risk aversion could cause a rise in funding 
costs; and (8) easy monetary policies in advanced economies could induce asset price bubbles, 
currency appreciation and mounting inflation in some emerging and developing economies. 
Considering these uncertainties, the IMF and other international organizations suggest that 

                                                 
24 IMF (2012), World Economic Outlook, April; OECD (2011), Economic Outlook, No. 90, November; OECD (2012), What is the economic 

outlook for OECD countries? An interim assessment, March; UNCTAD (2012), World Economic Situation and Prospects 2012, January; 
Global Insight (2012), Global Executive Summary, January. 
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Chart 2.6 Economic growth rate and CPI 
inflation rate of Mainland China 

Note: Figures for 2012 are Global Insight projections.  
Sources: National Bureau of Statistics of China and Global 

Insight. 
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national governments should adopt appropriate policies or measures in response to the rising 
macroeconomic risks.  

Mainland China’s economic growth and credit expansion slowed down 

Mainland China’s economic growth slowed down and pressure on consumer prices 

alleviated 

In 2011, due to global economic growth slowing down, Mainland China’s trade surplus 
shrank. With Mainland China’s “Twelfth Five-Year Plan for National Economic and Social 
Development” proposing to reorient its growth policies and promote consumption over 
investment and exports, momentum in fixed capital formation began to decline. However, 
boosting private consumption in a short time is proving to be much more difficult. As such, 
instead of increasing, real consumption decreased slightly compared to the previous year. 
Economic growth, therefore, decreased quarter by quarter from 9.7% in Q1 to 8.9% in Q4 
and registered 9.2% for the whole of 2011, down from 10.4% in 2010. In 2012, Mainland 
China’s export performance continues to be clouded by the pessimistic shadows of weak 
economic conditions in Europe and the US and transformation of its growth policies is 
expected to suppress investment growth. As a result, Global Insight projected Mainland 
China’s economic growth through 2012 to soften to a rate of 8.1%25 (Chart 2.6). 

Regarding consumer prices, due to increasing food prices driven by rapidly rising wages and 
international raw materials costs, the CPI 
inflation rate in the first half of 2011 
continued its upward trend from 2010 and 
climbed from 4.9% in January to 6.5% in July 
2011, registering a new high in the past three 
years. In the second half of the year, as 
Mainland Chinese officials aggressively 
implemented measures to stabilize the supply 
of agricultural products, accompanied by 
decreasing prices of international raw 
materials, the increase of food prices slowed 
and allowed the CPI inflation rate to fall back 
to 4.1% in December. Nevertheless, the CPI 

                                                 
25 Global Insight estimate in May 2012. 
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Chart 2.7 Annual growth rates of M2 and 
renminbi loans in Mainland China 

Source: PBC. 
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inflation rate for the whole of 2011 still increased by 2.1 percentage points to 5.4% compared 
to that in 2010. In 2012, the inflationary pressure of a shortage in the supply of agricultural 
products is expected to ease and over capacity of production in other areas of the economy 
will continue to stabilize non-food prices. Global Insight projected Mainland China’s 
inflation rate to decrease to 3.1%, indicating an alleviation of inflationary pressure (Chart 
2.6). 

Bank credit expansion slowed down and monetary policy eased 

Overspeed credit expansion in 2009 built up asset bubbles and inflationary pressure in 
Mainland China. In response to this issue, Mainland China shifted toward a tightening 
monetary policy stance and adopted measures to curb an overheating real-estate sector and 
local government financing platforms from 2010 onwards. In the first three quarters of 2011, 
the PBC continuously tightened the money supply and aggressively drained liquidity from the 
market by raising the reserve requirement ratio for depository financial institutions six times 
by a total of three percentage points, raising 1-year renminbi benchmark deposit and lending 
rates of financial institutions three times to 3.5% and 6.56%, respectively, and conducting 
open market operations several times. Starting Q4, as tightened monetary policy soaked up 
market liquidity, masses of small and medium enterprises facing funding cuts went bankrupt. 
Bearing this situation in mind, alongside declining inflationary pressure resulting from 
slowing economic growth on the horizon, the PBC reversed its tightened monetary policy 
stance by lowering the RRR for depository financial institutions three times by a total of 1.5 
percentage points during December 2011 to mid-May 2012. Therefore, as of the end of 
March 2012, the annual growth rates of M2 
and renminbi loans decreased from their 
peaks of 29.7% and 34.4% in 2009 to 13.4% 
and 15.7% (Chart 2.7). The real estate climate 
index also descended from its peak of 105.89 
in 2010 to 96.92 (Chart 2.8). Both indicated 
that credit expansion had slowed and the 
property market had cooled down. However, 
the rapid adjustment of housing prices may 
weigh on the real estate industry and the loan 
quality of banks, and thus warrant close 
attention. 
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Chart 2.8 Real estate climate index of 
Mainland China 

Note: The real estate climate index is a composite of the indexes 
for real estate investment, source of capital, area of land 
developed, floor space of buildings under construction, 
floor space of marketable yet unsold buildings and 
average sales price of buildings. 

Source: National Bureau of Statistics of China. 
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Meanwhile, Mainland China imposed interest 
rate controls and credit rationing which 
resulted in an imbalance between funding 
supply and demand. Its credit markets are 
subject to market access constraints and 
oligopolized by state-owned banks, also 
posing challenges to private companies in 
receiving funding. As a result, the financial 
intermediation function of the banking system 
was insufficient, which gave rise to various 
types of shadow banking 26 . Additionally, 
starting 2010, Mainland China adopted 
tightened monetary policy and property 
market cooling measures, forcing many 
companies to resort to informal banking 
channels to meet funding needs, which further led to the quick expansion of the shadow 
banking system. As a result, the financing scale of the entire economy increased rapidly. 
While Mainland China’s economic growth slowed and its property market cooled down, the 
credit risk of the shadow banking industry continuously increased. This may negatively 
impact the asset quality of banks through contagion effects and aggravate economic downside 
risks, and thus close monitoring of future developments and potential impacts is needed. 

The global financial system remained fragile 

With aggravating European sovereign debt strains in the second half of 2011, the sovereign 
funding stress spilled over from the periphery of the euro area into the core, and in turn 
spread to the banking sectors of sovereign countries. This pushed the global financial system 
to enter into a danger zone with sharply rising risks. International institutions and euro area 
economies have successively taken rounds of policy steps aimed at taming the deteriorating 
euro area debt crisis and banking sector problems. Although they have recently been 
somewhat effective for restoring confidence in financial markets, some economies still face 
substantial challenges in sovereign financing that might persistently threaten global financial 
stability. Furthermore, the US and Japan have not yet achieved political consensus for 
medium term deficit reductions, renewing latent risks to financial stability. In response to 

                                                 
26 Shadow banking in Mainland China includes: (1) non-bank institutions, such as pawnshops, credit guarantee companies and 

micro-finance companies; (2) private equity; (3) wealth management products, such as entrusted loans and trust loans; (4) financial 
innovation products, such as asset securitization and derivatives. This definition draws from IMF (2011), People’s Republic of China: 
Financial System Stability Assessment, Country Report No. 11/321, November, and other relevant papers. 
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Chart 2.10 Credit default swap spreads of 
euro area government debt  

Notes: 1. The ratios refer to the weight of individual country’s 
government debt to total euro area government debt. 

2. Spreads as of April 2012. 
3. As of 2011 Q2, the total euro area government debt 

stood at €6.9 trillion.  
Sources: Bloomberg; IMF (2012), Global Financial Stability 

Report, April. 
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mounting risks to stability, the IMF suggested that stepping up cross-border coordination 
among governments and taking necessary policy responses to entrench financial stability is 
warranted.  

Deterioration in some advanced economies’ sovereign debt problems spilled 
over to the euro area banking system  

In the first half of 2011, sovereign debt strains in some advanced economies were not 
completely resolved. Nevertheless, the risks 
to global stability gradually fell, backstopped 
by improving growth prospects along with 
benign liquidity conditions and 
macroeconomic policies taken by national 
governments. However, concerns about 
sovereign debt sustainability renewed with 
recovery proceeding at a slow pace from the 
second half of the year. This, together with 
the fact that euro area member countries were 
still struggling to forge a political consensus 
for financial adjustments and fiscal bailouts, 
contributed to an upswing in sovereign 
default risks and more sovereign rating 
downgrades. This was signified by an acute 
increase in sovereign CDS spreads of 
periphery countries over core countries. A 
further loss of investor confidence not only 
triggered the slump in global stock markets 
(chart 2.9) but pushed sovereign strains to 
spill over to core advanced economies of the 
euro area. As a result, the sovereign CDS 
spreads of France, Austria and Germany also 
hit historical highs over this period. In April 
2012, the sovereign debt of France and 
Austria had CDS spreads of over 150 basis 
points, whereas Belgium registered 250 basis 
points or so. Some economies—including 
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Greece, Ireland, Italy, Portugal and Spain (GIIPS)—even stood beyond 400 basis points. 
According to IMF estimates,27 the total GIIPS government debt accounted for 42% of total 
euro area government debt (Chart 2.10).  

Soaring periphery sovereign default risks spilled into the euro area banking system and real 
economy. The European core economies (such as France, Germany and the UK) that held 
massive periphery sovereign debt suffered sizable losses due to a plunge in bond prices. As a 
result, an increasing number of banks in the region suffered credit downgrades as their health 
weakened. Some banks closed funding channels due to elevated counterparty risks. 
Accordingly, European banks took severe liquidity risks stemming from funding strains and 
saw a sharp increase in the cost of funding which even exceeded that during the Lehman 
crisis. Funding strains among banks also spilled over into the real economy with tighter 
conditions for accessing bank credit for small and medium enterprises, and individuals. 
Moreover, some EU-based banks were being forced to launch significant balance sheet 
deleveraging plans, in part because of increasing sovereign risks, lackluster economic growth 
in the euro area, increasing difficulty in rolling over funding and higher capital buffer 
requirements. Against this backdrop, an IMF report suggested28 that the large EU-based 
banks could reduce their assets by US$2.6 trillion from September 2011 to the end of 2013, 
or equivalent to a 7% fall in total balance sheet size, given that the euro area governments 
have not yet taken further policy responses. About one-quarter of the fall in assets is 
estimated to occur through a contraction in loans, with the remainder coming largely from 
sales of securities and non-core assets. This could reignite the vicious feedback loop between 
the banking system and real economy.  

With a view to stabilizing financial markets and restoring investor confidence, the EU, ECB 
and IMF sequentially launched a series of policy steps, including offering liquidity support, 
requiring bailout recipients to cut down fiscal deficits, reaching a new fiscal treaty among EU 
member states and requiring EU-based major banks to enhance their capital. These measures 
have had effects, to some extent, in stabilizing financial markets and containing the 
deterioration in the crisis. However, financial stability risks remained elevated as sovereign 
debt sustainability in some economies stayed at challenging levels and the effectiveness of 
backstops, such as long-term refinancing operations and the European Financial Stability 
Fund, are likely to be limited.29  

                                                 
27 IMF (2012), Global Financial Stability Report, April. 
28 See Note 27. 
29 IMF (2012), Global Financial Stability Report Market Update, January. The report indicated that long-term refinancing operations did 

much to alleviate bank-funding concerns, but it has had less of an impact on peripheral sovereign yields. The capacity of the European 
Financial Stability Fund remains limited. Taking into account resources already committed to program financing, the remainder which is 
available to be deployed would still likely not be sufficient to contain rising sovereign spreads under stress scenarios. 
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Chart 2.11 Movements of various currencies 
against the US dollar 

Note: 1 January 2009 = 100. 
Source: Bloomberg. 
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Recently, the US banking sector’s health has resumed, but the US financial system remains 
susceptible to shocks from the European sovereign debt crisis. This is broadly because there 
are close financial and trade ties between the US and the euro area, the US banking sector 
holds bulky exposures to EU-based banks, and European banks deleveraged by selling US 
assets. Indeed, the commercial mortgage-backed securities (CMBS) and asset-backed 
securities (ABS) markets in the US have recently been under pressure, weighed down by the 
volume of asset shedding from European banks. Soaring dollar-funding strains in the euro 
area could also transmit pressure to the US banking sector. While US sovereign debt markets 
benefited from a flight to safety away from the euro area, such a situation could not be 
counted on to persist indefinitely. Moreover, against the background of a still-moribund real 
estate market, US banks will struggle to maintain historical returns on equity in a more 
stringent regulatory environment. The political impasse over the fiscal consolidation facing 
the US could also provoke run-ups in sovereign risks. These vulnerabilities in the financial 
system could renew financial stability risks in the US.  

European sovereign debt crisis also spilled over to emerging markets 

In the first half of 2011, stronger economic growth in emerging economies, coupled with 
higher interest rates than in advanced economies, spurred massive capital flows into such 
economies, and in turn contributed to buoyant stock markets with rising equity prices, 
exerting upward pressure on currency appreciation in some economies, such as Taiwan, 
South Korea, Mainland China and Brazil (Chart 2.11). This also brought about some 
emerging issues, such as a surge in domestic liquidity and credit supply as well as 
acceleration in leverage levels and asset prices, and ultimately fueled the buildup of risks for 
overheating and financial imbalances.  

In the second half of the year 2011, the 
deteriorating European sovereign debt crisis 
spilled over to the European banking system. 
It not only directly made a serious threat to 
emerging Europe but spread to other 
emerging markets. Because European banks 
had tremendous business lines reaching into 
emerging Europe, European bank 
deleveraging curbed capital inflows to those 
economies, sparking off serious damage to 
credit supply and economic activity in the 
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region. In addition, the potential spillovers indirectly affected financial systems elsewhere 
through a contraction of credit and capital outflows. European banks further made a pullback 
of cross-border lending, especially trade financing. This, combined with a loss of parent bank 
support for local lending, created unfavorable conditions for accessing bank credit in 
emerging economies. Meanwhile, capital outflows and deteriorating liquidity also exerted 
pressures on their foreign exchange, bond and stock markets. For example, in the second half 
of 2011, many emerging economies suffered slumps in stock markets and dramatic 
volatilities in foreign exchange markets in the wake of massive capital outflows (Chart 2.9 
and 2.11). However, the markets resumed stable trading conditions in the beginning of 2012.  

By and large, most emerging economies were resilient to withstand the financial impact and 
economic spillovers from advanced economies. Nevertheless, given worsening financial and 
economic conditions, a sharp contraction in domestic and cross-border credit, or large and 
sudden capital outflows, for example, could pose significant challenges to the resilience of 
some emerging economies, in particular those in emerging Europe. 

Progress in international financial reforms 

In December 2010, the Basel Committee on Banking Supervision (BCBS) announced a 
comprehensive framework presenting reforms on bank capital adequacy and liquidity (also 
known as Basel III), in an attempt to enhance the resilience of the global banking system, to 
maintain market confidence in regulatory capital ratios and to provide a level playing field. 
The implementation will be subject to transitional and phase-in arrangements from 1 January 
2013, and be completed by 1 January 2019. In order to adopt Basel III starting in 2013, each 
Committee member speeded up revamping its domestic regulations related to capital 
adequacy. However, according to a new survey by the BCBS,30 among the 27 members, only 
Japan and Saudi Arabia had completed the final rules as of end-March 2012. The rest of the 
countries or jurisdictions have either been drafting the regulations or releasing the drafts for 
comments. This reflects the high degree of sophistication in the revision of the relative rules. 
In Taiwan, the financial authorities are inclined to follow the supervisory approaches set out 
by international financial regulatory institutions. To this end, the Financial Supervisory 
Commission (FSC) has been undertaking the regulations revision taking into account the 
Basel III. The interim drafts were published in June 2012, while the final rule will be released 
after a quantitative impact study in the second half of the year, prior to implementation 
starting in January 2013.31  

                                                 
30 Basel Committee on Banking Supervision (2012), Progress Report on Basel III Implementation, April. 
31 For more details, please refer to the text of “The evolution of the implementation of Basel III in Taiwan” in the fourth section titled 

“Financial infrastructure” of this report. 
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Moreover, the Financial Stability Board (FSB) provided a policy framework to address the 
systemic and moral hazard risks associated with global systemically important financial 
institutions (G-SIFIs), aiming to reduce the probability and severity of the failure of large 
financial institutions, and prevent a systemic crisis. The policies include (1) the establishment 
of effective resolution regimes for failing financial firms; (2) requirements for recovery and 
resolution planning for G-SIFIs; (3) requirements for a 1%-2.5% capital surcharge for 
G-SIFIs; and (4) more intensive and effective supervision of all G-SIFIs. This framework was 
endorsed at the 2010 G20 Seoul summit, and the implementation of these measures will 
begin from 2012. Full implementation is targeted for 2019. 

Furthermore, in response to the global financial crisis, US and European financial supervisors 
successively required domestic banks to conduct stress tests and publish the test results in 
order to assuage market fears about the soundness of financial institutions in some 
jurisdictions or countries, and to rebuild market confidence. In light of these recent 
developments, the stress tests have drawn more attention. In addition, according to their 
responsibility of safeguarding financial stability, central banks have recently become devoted 
to developing adequate stress testing frameworks that are able to assess the vulnerabilities 
and the risk-bearing capability of a financial system. In this context, macro stress tests are 
regarded as one of the most crucial assessment tools. In Taiwan, in line with international 
regulatory trends, the FSC requires domestic banks to conduct a stress test at least annually 
under pillar 2 of Basel II, and to submit the test results to the FSC to serve as a reference for 
financial supervision. Meanwhile, in accordance with the operational objective that aims at 
promoting financial stability, the CBC recently developed two macro stress testing models 
that focus on market and credit risks, respectively, with intent to assess system-wide financial 
soundness and shock-bearing capability under alternative economic scenarios (Box 1). 

2.2 Domestic economic and financial conditions 

Taiwan’s economy grew at a decelerated pace in 2011 compared to the previous year due to a 
higher base effect. During the same period, the price level rose moderately. Short-term 
external debt servicing ability remained strong on the back of a continued surplus in the 
current account and ample foreign exchange reserves. The scale of external debt continued to 
expand, while overall external debt servicing ability stayed robust. The government’s fiscal 
deficit shrank, whereas total government debt continuously mounted. 




