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Managing monetary policy in a small open economy is never easy. In this issue of Infocus,
EFG Chief economist Stefan Gerlach looks at the Monetary Authority of Singapore’s
successful “crawling peg” regime, which this year turns 40.

Much attention is paid to how central banks in large
economies, in particular the Federal Reserve and the ECB,
set monetary policy.! Such economies are relatively closed
and therefore not much affected by economic developments
and disturbances abroad. In particular, the exchange rate is
relatively unimportant. The central bank’s focus is therefore
on judging the underlying state of demand for goods and
services and how it impacts inflation at a horizon of about
two years.

But most central banks face different circumstances. They
operate in Small Open Economies (SOEs) in which the
exchange rate often plays a dominant role in determining
economic outcomes. A sharp, unexpected exchange rate
change can plunge the economy into recession or lead to a
burst in inflation. Indeed, while flexible exchange rates are
often thought of as shock absorbers, the experiences of SOEs
is often that they function as shock generators.

Managing the exchange rate

There are two main approaches to managing the exchange
rate in a SOE. The first is to let it float freely. Since exchange
rate changes impact inflation and economic activity, central
banks nevertheless monitor the exchange rate and may
adjust interest rates to offset any adverse macroeconomic
effects it may have. Occasionally, the central bank may
intervene in the foreign exchange market to prevent the
exchange rate from moving excessively.

This is the approach that Switzerland followed between the
breakdown in the early 1970s of the Bretton Woods system of
fixed exchange rates and the global financial crisis in 2008.
However, few central banks can afford to be aloof to exchange
rate changes.

The polar opposite approach is to fix the exchange rate
against a foreign currency. While this reduces the risk of
unwarranted exchange rate movements impacting inflation
and economic activity, it requires the central bank to focus
solely on maintaining exchange rate parity. It must therefore
disregard any domestic policy objectives. This is known as the
“Impossible Trinity,” which asserts that it is impossible to have

a fixed foreign exchange rate, free capital movement (without
capital controls) and an independent monetary policy.
Success is always uncertain, since it also requires prudent
fiscal policy, which is outside the central bank’s control.

Fixed exchange rates used to be common but few central
banks now operate policy this way. Notable exceptions are
Hong Kong, which has operated a currency board against the
US dollar effectively since 1983, and Denmark, which operates
a fixed exchange rate regime against the euro.

Singapore’s “crawling peg”

Since 1981, Singapore has very successfully followed an
intermediate policy strategy. Much like a fixed exchange rate
regime, the strategy reduces the risk of damaging short-term
fluctuations in the exchange rate. But like a floating exchange
rate regime, it allows the Monetary Authority of Singapore
(MAS) to gear policy to domestic considerations.

The crawling peg regime is focused on the Nominal Effective
Exchange Rate (NEER) of the Singapore dollar as the
intermediate target of monetary policy.? The idea is that by
steering the NEER, the MAS can achieve a desirable balance
of inflation and economic activity in Singapore. While the MAS
has good control of the exchange rate, it cannot precisely
control it day-to-day. It therefore allows the exchange rate to
move within a band around the target.

Since the objective of the MAS’s monetary policy is “to
maintain price stability conducive to sustained growth of the
economy,” the NEER has been allowed to appreciate gradually
over time to limit inflation in Singapore (Figure 1).2 The
average rate of appreciation of the NEER can be estimated

by studying the time periods during which, according to the
MAS’s announcements, the desired rate of change of the NEER
was positive. Doing so gives an estimate of the average rate
of appreciation of about 1.5% per year.* Market commentary
suggests that the width of the band is generally in the order
of +2%.

The way in which the MAS manages the exchange rate is
unique, and reflects the exceptionally high import content

" In measuring the openness of the eurozone, it is essential to net out inter-eurozone trade.
See, for instance, https:/ /www.ecb.europa.eu/pub/pdf/other/mb199912_focus08.en.pdf

2 The nominal effective exchange rate (NEER) is a weighted average rate at which one country’s currency exchanges for a basket of multiple foreign currencies,
where the weights are typically determined by the country’s trade pattern. The nominal exchange rate is the amount of domestic currency needed to

purchase the basket of the foreign currencies.

3 See www.mas.gov.sg/monetary-policy/Singapores-Monetary-Policy-Framework

“ Interestingly, the MAS has never indicated that the desired rate of appreciation was negative (that is, that it desired a depreciation of the Singapore dollar).
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1. Singapore’s Nominal Effective Exchange Rate (NEER)
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Source: MAS. Data as at 23 February 2021.

of spending in Singapore. Thus, exchange rate changes
have immediate and powerful effects on inflation and
macroeconomic conditions more broadly.

To understand the mechanics, consider the illustration in
Figure 2 below.

2. The mechanics of a crawling peg
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Source: MAS. Data as at 23 February 2021.

The figure shows the NEER together with a “target” for the
NEER and the band around the target.

To manage policy, the MAS has three choices to make.

1. Decide how quickly the target evolves over time, that is,
the “rate of crawl.” In the figure this choice is captured by
the slope of the target line. As Figure 1 and the table with
the announced policy decisions in the Appendix show,
in practice the rate of crawl has generally been positive,
but on occasion the MAS has reduced the rate of crawl to
zero, that is, it has sought to maintain the exchange rate
at the current level.

2. Whether it would be desirable to shift the entire target
band. In the figure, the target band is shifted down in the
middle of the graph.

3. Determine the width of the band around the target. The
MAS allows the exchange rate to deviate from the target
within a band, whose width need not be constant. In the
figure it is assumed that the band was widened towards
the end of the time period considered.

Keeping the exchange rate in the band

While the MAS announces the decisions made at its twice-
yearly monetary policy meetings, it does not provide any
quantitative details regarding the exchange rate objective.
Thus, the exact location of the target and the edges of the
band are unknown to market participants, but they do know
if the MAS has increased or reduced the desired rate of
appreciation of the NEER, or it is zero. They also know if the
band has been widened or narrowed and whether the band
has been shifted up or down.

Despite the fact that the MAS does not provide detailed
technical information, market participants are well positioned
to deduce the main features of the system in real time. Since
the MAS has operated the system very successfully for 40
years, it has an exceptional track record and credibility. That
facilitates the management of policy. Thus, if the exchange
rate strays from the target, limited intervention in the foreign
exchange market is sufficient to signal to market participants
that the MAS believes that the exchange rate has moved too
far, and to nudge it towards the desired level.

MAS conduct of policy

So how has the MAS conducted monetary policy? Focussing
on the period 2000 to 2020, Figure 3 shows the rate of growth
over 4 quarters of the NEER (taken here as the measure of the

3. NEER, inflation and the output gap
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stance of monetary policy) with inflation and the output gap.
The figure shows that the MAS lets the NEER strengthen when
inflation is relatively high and the output gap is positive (real
GDP exceeds potential).

These impressions are supported by estimates of a so
called “reaction function,” according to which the MAS sets
its policy variable as a function of the rate of inflation and
the output gap. The estimates shows that a 1% increase in
inflation or rise in the output gap leads to an 0.2% higher
rate of growth of the NEER in the same quarter, and about a
0.6-0.7% permanently higher growth rate of the NEER if the
increases in inflation and the output gap were permanent.®
Interestingly, the adjustment of the growth rate of the NEER
to changes in macroeconomic conditions is quite rapid, with
half of any adjustment undertaken in 2.2 quarters.

Inflation control

As noted above, given the focus on price stability in the
MAS’s mandate, the MAS has allowed the NEER to appreciate
gradually over time. Using data on CPI inflation in Singapore
and the real and nominal effective exchange rate, it is
possible to compute a weighted average of inflation in
Singapore’s trading partners. Over the period 1995-2020, it
averaged 2.4% per year. In contrast, inflation in Singapore
averaged 1.4%. While inflation in Singapore, as in many other
countries, experienced sharp gyrations around the time of
the Global Financial Crisis and afterwards, it has generally
been below 2% (see Figure 4)

4. Inflation: Singapore and trading partners
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°> Of course, such permanent increases are unlikely in practice

Conclusions and outlook

The MAS has successfully managed monetary policy in
Singapore since 1981 using a unique approach thatis
focused on the NEER in light of the exceptional openness
of the economy. Policy is expressed in terms of the slope of
the target for the exchange rate and the width of the band
around the target. Policy makers may also move the target
and band up or down in light of economic conditions. While
these details are not announced, market participants have
a good sense of these parameters in real time. Should the
exchange rate stray too far from the desired level, the MAS
can nudge it back by intervening in the foreign exchange
market. Since the MAS is highly credible, limited intervention
is enough to move it towards the target.

In its last monetary policy statement, published on 14 April,
the MAS announced that it would maintain its current policy
stance, involving a zero percent per annum appreciation of
the currency, with no change in the currency band or the
level at which it is centred.® This decision reflects the MAS'
expectation that inflation will rise only gradually, but remain
below its historical average, in 2021, and that the output gap
will remain negative.

The next policy meeting will take place in October. Whether
the MAS will change its policy stance will depend on whether
inflation rises more strongly than is currently expected. In
turn, that will depend on how the Covid-19 pandemic evolves,
which, at the moment, is anybody’s guess.

¢ https:/ /www.mas.gov.sg/news/monetary-policy-statements/2021/mas-monetary-policy-statement-14apr21
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APPENDIX

A1. Monetary policy decisions by the MAS since 2001

Date Slope of band Width of band Level at which band is centred

0% - Re-centre downwards, at prevailing level of the SSNEER

Reduce slightly - _
Increase slightly - -
Increase slightly - -

Setat 0% = =
Reduce slightly - -
Reduce - -

Increase slightly Restore narrower band =
Reduce - -

- - Re-centre upwards, to below prevailing level of the SSNEER
Increase slightly Widen slightly =

Increase = Re-centre upwards, to below prevailing level of the SSNEER

- - Re-centre upwards, to below prevailing level of the SSNEER
Setat 0% = =

- - Re-centre upwards, to below prevailing level of the SSNEER
Increase slightly - -

Increase = =

- - Re-centre downwards, at prevailing level of the SSNEER

= Restore narrower band Re-centre downwards, at prevailing level of the SSNEER
= Widen =
Setat 0% = =

N (= [ 2NN [=mR N2 aaaaaalaalaalaalaaalaalaaalalaalaaaalaaaalalalw|=
N[Nl Rl |lojloldM|mR|N|m|2ojcjojlojoRIN|IFIFIFIPIOIMNINIFIRIRIOIFIPIRIFIO|IW|IBIMIGI®|S R
niclo|2 el |-jol0oO| 0 ololl0o0o| oo/ 0olol ol oo 0| |0|> |0 o
‘D'C—n:"C—:.C—n'Un'Uﬁ'cn'cn‘cn'Un'cn'cn'cn'cn'cng'cn'cn'cn'cn'cr"%n
O &+ S <K (€ < |+ |3 |20 |2 |0+ |5 |+ |5 | (S| S| |2 |D | |5 | = T = T e T = e T = e SO - O B
ENO2NgNo.—g_.—g_.—o.—_'o:o.——'8_.—_'0:o:g_-o:og:o.—_’o:g_:g_.—ono
o | =} o N N N Do (TN (TN N (DN (T N N (DN (T N (DN (TN N N (T | (T
o Sl SioalS8olo2 o2 oo|S|e|D(e|oe|S|e|o(@ (S| |S|e|s@S|S|@ || |d|@|S|@|S|2|S|®
SIS INININ |Gl ol |loc ol oo (2| 27|23 =220 = YR =R =R =Y R N
N | = NIRINIGINIOINIIINIG®|IN|[OINIOIN[2INININIW N AN G|V o|N[NN (YN (YN )
o |9 S o =4 = o o =1 o =) o =1 =} o |2 o =) =1 =1 =] o
(=) S |~ @ S o o S o b3 S = = = = = |3 = = = = = )
S 4* @ > (53] P i 1) O (=) - N w S (T3] (o)) ~ o] O (=)
*
*

*Denotes an off-cycle monetary policy announcement. Since October 2003, MAS’ semi-annual monetary policy cycle has been scheduled for April and
October. **First release of the Monetary Policy Statement by MAS.
Source: MAS, www.mas.gov.sg/monetary-policy/past-monetary-policy-decisions
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Important Information

The value of investments and the income derived from them
can fall as well as rise, and past performance is no indicator
of future performance. Investment products may be subject
to investment risks involving, but not limited to, possible loss

of all or part of the principal invested.

This document does not constitute and shall not be construed as a prospectus,
advertisement, public offering or placement of, nor a recommendation to buy,

sell, hold or solicit, any investment, security, other financial instrument or other
product or service. It is not intended to be a final representation of the terms and
conditions of any investment, security, other financial instrument or other product
or service. This document is for general information only and is not intended as
investment advice or any other specific recommendation as to any particular
course of action or inaction. The information in this document does not take into
account the specific investment objectives, financial situation or particular needs
of the recipient. You should seek your own professional advice suitable to your
particular circumstances prior to making any investment or if you are in doubt as to
the information in this document.

Although information in this document has been obtained from sources believed
to be reliable, no member of the EFG group represents or warrants its accuracy, and
such information may be incomplete or condensed. Any opinions in this document
are subject to change without notice. This document may contain personal opin-
ions which do not necessarily reflect the position of any member of the EFG group.
To the fullest extent permissible by law, no member of the EFG group shall be re-
sponsible for the consequences of any errors or omissions herein, or reliance upon
any opinion or statement contained herein, and each member of the EFG group
expressly disclaims any liability, including (without limitation) liability for incidental
or consequential damages, arising from the same or resulting from any action or
inaction on the part of the recipient in reliance on this document.

The availability of this document in any jurisdiction or country may be contrary to
local law or regulation and persons who come into possession of this document
should inform themselves of and observe any restrictions. This document may not
be reproduced, disclosed or distributed (in whole or in part) to any other person
without prior written permission from an authorised member of the EFG group.
This document has been produced by EFG Asset Management (UK) Limited for

use by the EFG group and the worldwide subsidiaries and affiliates within the EFG
group. EFG Asset Management (UK) Limited is authorised and regulated by the UK
Financial Conduct Authority, registered no. 7389746. Registered address: EFG Asset
Management (UK) Limited, Leconfield House, Curzon Street, London W1J 5/B, United
Kingdom, telephone +44 (0)20 7491 9111.

If you have received this document from any affiliate or branch referred to below,
please note the following:

Bahamas: EFG Bank & Trust (Bahamas) Ltd. is licensed by the Securities Commission

of The Bahamas pursuant to the Securities Industry Act, 2011 and Securities Industry
Regulations, 2012 and is authorised to conduct securities business in and from The
Bahamas including dealing in securities, arranging deals in securities, managing securities
and advising on securities. EFG Bank & Trust (Bahamas) Ltd. is also licensed by the Central
Bank of The Bahamas pursuant to the Banks and Trust Companies Regulation Act, 2000 as
a Bank and Trust company.

Bahrain: EFG AG Bahrain Branch is regulated by the Central Bank of Bahrain with registered
office at Bahrain Financial Harbour, West Tower - 14th Floor, Kingdom of Bahrain.
Bermuda: EFG Wealth Management (Bermuda) Ltd. is an exempted company incorporated
in Bermuda with limited liability. Registered address: Thistle House, 2nd Floor, 4 Burnaby
Street, Hamilton HM 11, Bermuda.

Cayman Islands: EFG Bank is licensed by the Cayman Islands Monetary Authority for

the conduct of banking business pursuant to the Banks and Trust Companies Law of

the Cayman Islands. EFG Wealth Management (Cayman) Ltd. is licensed by the Cayman
Islands Monetary Authority for the conduct of trust business pursuant to the Banks and
Trust Companies Law of the Cayman Islands, and for the conduct of securities investment
business pursuant to the Securities Investment Business Law of the Cayman Islands.
Chile: EFG Corredores de Bolsa SpA is licensed by the Superintendencia de Valores y
Seguros (“SVS”, Chilean securities regulator) as a stock broker authorised to conduct
securities brokerage transactions in Chile and ancillary regulated activities including
discretionary securities portfolio management, arranging deals in securities and
investment advice. Registration No: 215. Registered address: Avenida Isidora Goyenechea
2800 Of. 2901, Las Condes, Santiago.

Cyprus: EFG Cyprus Limited is an investment firm established in Cyprus with company

No. HE408062, having its registered address at Kennedy 23, Globe House, 6th Floor, 1075,
Nicosia, Cyprus. EFG Cyprus Limited is authorised and regulated by the Cyprus Securities
and Exchange Commission (CySEC).

Dubai: EFG (Middle East) Limited is regulated by the Dubai Financial Services Authority
with a registered address of level 15, Gate Building, Dubai International Financial Centre,
Dubai, UAE.

r

Guernsey: EFG Private Bank (Channel Islands) Limited is licensed by the Guernsey
Financial Services Commission.

Hong Kong: EFG Bank AG is authorised as a licensed bank by the Hong Kong Monetary
Authority pursuant to the Banking Ordinance (Cap. 155, Laws of Hong Kong) and is
authorised to carry out Type 1 (dealing in securities), Type & (advising on securities) and
Type 9 (asset management) regulated activity in Hong Kong.

Jersey: EFG Wealth Solutions (Jersey) Limited is regulated by the Jersey Financial Services
Commission in the conduct of investment business under the Financial Services (Jersey)
Law 1998.

Liechtenstein: EFG Bank von Ernst AG is regulated by the Financial Market Authority
Liechtenstein, Landstrasse 109, PO. Box 279, 9490 Vaduz, Liechtenstein.

Luxembourg: EFG Bank (Luxembourg) SA. is listed on the official list of banks established
in Luxembourg in accordance with the Luxembourg law of 5 April 1993 on the financial
sector (as amended) (the “Law of 1993"), held by the Luxembourg supervisory authority
(Commission de Surveillance du Secteur Financier), as a public limited company under
Luxembourg law (société anonyme) authorised to carry on its activities pursuant to
Article 2 of the Law of 1993. Luxembourg residents should exclusively contact EFG Bank
(Luxembourg) SA, 56 Grand Rue, Luxembourg 2013 Luxembourg, telephone +352 264541,
for any information regarding the services of EFG Bank (Luxembourg) SA.

Monaco: EFG Bank (Monaco) SAM is a Monegasque Public Limited Company with a
company registration no. 90 S 02647 (Registre du Commerce et de UIndustrie de la
Principauté de Monaco). EFG Bank (Monaco) SAM is a bank with financial activities
authorised and regulated by the French Prudential Supervision and Resolution Authority
and by the Monegasque Commission for the Control of Financial Activities. Registered
address: EFG Bank (Monaco) SAM, Villa les Aigles, 15, avenue d'Ostende - BP 37 — 98001
Monaco (Principauté de Monaco), telephone: +377 93 15 11 11. The recipient of this
document is perfectly fluent in English and waives the possibility to obtain a French
version of this publication.

People’s Republic of China (“PRC"): EFG Bank AG Shanghai Representative Office is
approved by China Banking Regulatory Commission and registered with the Shanghai
Administration for Industry and Commerce in accordance with the Regulations of the
People’s Republic of China for the Administration of Foreign-invested Banks and the
related implementing rules. Registration No: 310000500424509. Registered address: Room
65T10, 65 F, Shanghai World Financial Center, No. 100, Century Avenue, Pudong New Area,
Shanghai. The business scope of EFG Bank AG Shanghai Representative Office is limited to
non-profit making activities only including liaison, market research and consultancy.
Portugal: The Portugal branch of EFG Bank (Luxembourg) SA. is registered with the
Portuguese Securities Market Commission under registration number 393 and with the
Bank of Portugal under registration number 280. Taxpayer and commercial registration
number: 980649439, Registered address: Av. da Liberdade, No 131, 60 Dto - 1250-140 Lisbon,
Portugal.

Singapore: The Singapore branch of EFG Bank AG (UEN No. TO3FC6371)) is licensed by the
Monetary Authority of Singapore as a wholesale bank to conduct banking business and is
an Exempt Financial Adviser as defined in the Financial Advisers Act and Exempt Capital
Markets Services Licensee as defined in the Securities and Futures Act.

Switzerland: EFG Bank AG, Zurich, including its Geneva and Lugano branches, is authorised
and regulated by the Swiss Financial Market Supervisory Authority (FINMA). Registered
address: EFG Bank AG, Bleicherweg 8, 8001 Zurich, Switzerland. Swiss Branches: EFG Bank
SA, 24 quai du Seujet, 1211 Geneva 2 and EFG Bank SA, Via Magatti 2 6900 Lugano.

United Kingdom: EFG Private Bank Limited is authorised by the Prudential Regulation
Authority and regulated by the Financial Conduct Authority and the Prudential Regulation
Authority, registered no. 144036. EFG Private Bank Limited is a member of the London
Stock Exchange. Registered company no. 2321802. Registered address: EFG Private Bank
Limited, Leconfield House, Curzon Street, London W1) 5/B, United Kingdom, telephone +44
(0)20 7491 9171. In relation to EFG Asset Management (UK) Limited please note the status
disclosure appearing above.

United States: EFG Asset Management (UK) Limited is an affiliate of EFG Capital, a U.S.
Securities and Exchange Commission (“SEC”) registered broker-dealer and member of the
Financial Industry Regulatory Authority (“FINRA”) and the Securities Investor Protection
Corporation (“SIPC"). None of the SEC, FINRA or SIPC, have endorsed this document or the
services and products provided by EFG Capital or its US. based affiliate, EFGAM Americas.
EFGAM Americas is registered with the SEC as an investment adviser. Securities products
and brokerage services are provided by EFG Capital, and asset management services

are provided by EFGAM Americas. EFG Capital and EFGAM Americas are affiliated by
common ownership and may maintain mutually associated personnel. This document

is not intended for distribution to U.S. persons or for the accounts of U.S. persons except
to persons who are “qualified purchasers” (as defined in the United States Investment
Company Act of 1940, as amended (the “Investment Company Act”)) and “accredited
investors” (as defined in Rule 501(a) under the Securities Act). Any securities referred to
in this document will not be registered under the Securities Act or qualified under any
applicable state securities statutes. Any funds referred to in this document will not be
registered as investment companies under the Investment Company Act. Analysts located
outside of the United States are employed by non-US affiliates that are not subject to
FINRA regulations.



