REGIONAL ECONOMIC OUTLOOK— Asia and Pacific

Online Box 1.1. Financial Conditions in Asia® Box Figure 1.1.1. AREO-FCI
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reflects the overall state of the financial markets in an economy. It
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institutions using various financial market price indicators. (In standard deviations from historical average)

However, most of the existing FCls have two main limitations. ’

First, they focus on price of risk variables but exclude credit 1

market quantity indicators that are important for bank-based

emerging markets. Second, they rely on data-reduction

techniques that are agnostic and model-driven, such as 4

regression-based approach or factor-model-based approach.?®
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price and quantity indicators.* This approach is more = Crecit market condifons ——FOl (Equal Wieihts)

parsimonious than other data-reduction methods and has been
shown to be equally or more effective in capturing tail risk for Source: Bloomberg Finance L.P.; BIS; Datastream;
. L. L. . . Haver Analytics; and IMF staff calculations.
economic activity and predicting banking and currency crises Note: AE Asia (excl. Japan) includes Australia,
(Arrigoni, Bobasu, and Venditti, 2022). Hong Kong SAR, Korea, and Singapore. EM Asia
(excl. China) includes India, Indonesia, Malaysia,

and Philippines. FCI for each region is calculated as
a simple average across economies.

' This box was prepared by Yizhi Xu.

2 The regression-based approach includes indicators constructed based on Ordinary Least Square regressions (Gauthier, Graham, and Liu, 2004) and
vector autoregressions (Batini and Turnbull, 2022; Gauthier, Graham, and Liu, 2004; Swiston, 2008).

3 The factor-model-based approach includes financial condition index constructed by Goldman Sachs (Hatzius et al., 2010), Chicago Fed (Brave and Kelly,
2017), 2017), European Central Bank (Angelopulou, et al., 2012), and IMF’s Global Financial Stability Report (2017).

4 These include real short-term interest rates, interbank spreads, sovereign bond spreads (currency—denominated and US dollar-denominated), corporate
bond spreads (both local-currency—denominated and US dollar—denominated), equity prices, equity volatility, exchange rates, real house price, real credit
growth, and lending standards based on senior loan officer surveys.
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The new index exhibits a stronger performance in capturing
not only episodes of sharp tightening during the onset of the
pandemic (Box Figure 1.1.1., panel 1 and 2), but also the
recent loosening of financial conditions in emerging markets
of Asia, compared with FCI constructed by Goldman Sachs
(GS-FCI) and one based on principal components analysis
(PCA-FCI).5 Decompositions of Asia’'s AREO-FCI reveal
that the muted financial tightening cycle in emerging Asia
has been mainly driven by less declines in asset
valuations—more compressed sovereign and corporate
spreads, relatively unchanged equity and house prices—
and slightly eased lending standards, in contrast to rapidly
tightened credit market conditions in advanced Asia (Box
Figure 1.1.1., panel 3).

The AREO-FCI captures the significant downside risk to
growth stemming from abrupt financial tightening,
particularly for Asia’s emerging markets. Unlike other FCI
measures, which rely solely on market price indicators, the
AREO-FCI is more robust in explaining increased Growth-
at-Risk following financial tightening across both advanced
Asia and emerging Asia (Box Figure 1.1.2.). Furthermore,
for Asia’s emerging economies, estimates indicate that
rising AREO-FCI is associated with increased downside risk
to growth for a more prolonged period, suggesting the
region’s higher susceptibility to financial tightening. Finally,
AREO-FCI could also forecast significant inter-temporal
growth-at-risk relations associated with loosening financial
conditions in emerging markets of Asia. A one-standard-
deviation easing of financial conditions, indicated by a
decline in AREO-FCI, leads to a substantial reduction in
near-term downside risks, but also a commensurate
increase in the growth-at-risk over the medium-term (Box
Figure 1.1.2., panel 3).

Challenges to Sustaining Growth and Disinflation

Box Figure 1.1.2. Growth-at-Risk
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Source: Bloomberg; BIS; Datastream; Haver; and IMF staff
calculations.

Note: Negative values indicate increased growth-at-risk. In
panel 1 and 2, the impact is associated with one-standard-
deviation increase in FCI. Solid dots indicate statistically
significant with 90 percent confidence. In panel 3, the
impact is associated with one-standard-deviation decrease
in FCI. Solid bars indicate statistically significant with 90
percent confidence. PCA-FCl is principal-component-
analysis-based financial conditions index, and GS-FCl is
the financial conditions index from Goldman Sachs.

5 The Goldman Sachs FCl is a composite indicator of five market price indicators, weighted by their estimated impact on real GDP growth over the next four
quarters using a stylized macro model. The PCA-based FCl is based on nine market price indicators, weighted by the first component of principal
component analysis (PCA).
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Online Box 1.2. Spillovers to Asia from Japan’s Monetary Policy Normalization®

Amid a strong economic recovery and accelerating Box Figure 1.2.1. Surprise! Reaction of asset
inflation that has risen above its target for the first

time in decades, the Bank of Japan (BoJ) has
recently made two adjustments to its yield curve
control policy. At its meetings in December 2022
and July 2023, the BoJ announced changes to its Change in 10Y JGB Yield After News of YCC
policy that allowed the yield on 10-year government  Changes

bonds to rise. As further normalization of the BoJ’s (Basis points [y-axis]; hours from Nikkei's first news on
policy settings is possible in coming months, this YCC [x-axis])

box provides estimates of the cross-border Dec. 20, 2022 12:09 PM (JST)
spillovers on asset prices in other Asian economies. %

prices in Japan and across Asia to BoJ
announcements

Jul. 28, 2023 9:00 AM (JST)

While markets have long speculated that the BoJ 20 L
may need to modify its unconventional policy
settings, both recent policy announcements appear 15 L
to have surprised markets, and were followed within

minutes by a significant repricing of Japanese 10

government bonds across all maturities (Box Figure

1.2.1, panel 1).” Both announcements also led to a 5

transitory strengthening of the yen against the US

dollar as the interest rate differential narrowed. 0 w L
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These unanticipated monetary policy

announcements offer natural experiments to study Change in sovereign bond yields

the cross-border financial spillovers from the BoJ’s (Basis points)

policy.® Within minutes of the BoJ announcement, W 24 rs. since policy news on Dec 20
10-year Treasury yields increased immediately in %5 - ® 24 hrs. since policy news on Jul 28
several other countries with highly liquid markets,

including the United States, Australia, Korea, and 20

several European economies. Within a day, yields

had increased significantly in Hong Kong SAR, 15

Singapore, and Indonesia as well, while yields in

China and India were less impacted (Box Figure

1.2.1., panel 2). 10

The strength of spillovers varied across countries 5

and appears higher in countries with closer financial

and trade linkages to Japan (Box Figure 1.2.2). 0

Japan is the largest net creditor country and held g 3 & ;‘ L EEESH
portfolio and direct investment gross assets of ” _ x _ > * = .O @
about US $6 trillion g|0ba”y as of end-2022, of Eg;’;iﬁﬁ:;‘jﬁ'l\; gg(?:o%;w:evsvt:ftir?::ﬂ?g?g;ém but data is only
which about $1 trillion is invested in Asia. This available from 9:20 am.

accumulation of foreign assets has been supported

by years of very low domestic interest rates that drove Japanese investment abroad in search of higher
yields. Within Asia, Japanese investors hold a significant market share of sovereign debt in Australia and
Singapore, followed by lesser but notable shares in Hong Kong SAR, Malaysia, and Indonesia, among
others.

6 This box was prepared by Yan Carriére-Swallow, Purva Khera, Kaustubh Chahande, with help from MCM’s Monetary Modeling Unit.

7 In the case of the July policy change, Nikkei’s reporting of the expected policy change released overnight, prior to the actual policy announcement, is used
as the timing of the policy surprise.

8 See Kuttner (2001) and Gertler and Karadi (2015) for details on the use of high-frequency data to measure US monetary policy surprises. Past estimates
reporting significant spillovers from Japan’s earlier unconventional monetary policy to other economies include Dekle and Hamada (2015) for impacts on
the US, and Ganelli and Tawk (2016) for impacts on Asian emerging market and developing economies.
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Challenges to Sustaining Growth and Disinflation

In trade, close to 56 percent of Japan's exports Box Figure 1.2.2. Financial interlinkages with Japan
in 2022 were to Asia and 45 percent of its

imports came from Asia, with China, Australia, Debt securities held by Japanese investors

Thailand, and Indonesia among its top tradi.ng (Percent; end-2022)

partners. To better understand the mechanisms Relative to Recipient Country Total Debt Securities
through which withdrawal of BoJ's exceptional m Relative to Recipient Country General Govt. Debt Securities
policy support spills over to the rest of Asia, we 14 r

consider a two-country New Keynesian model 12

that incorporates both the short-term policy rate

and quantitative easing as policy instruments for
the central bank (Erceg and others, 8
forthcoming). The model is calibrated to fit

Japan and its Asian peers, differentiating 0
between advanced versus emerging 4
economies.® We simulate a scenario where 2
unanticipated positive demand and cost-push
shocks create a positive output gap and raise 0 g &5 5 L L x £ z 2 z 2
inflation well above target. The BoJ responds by < ® =2 T = x = = & 0=
raising the 10-year yield through gradual Higher spillovers to markets with stronger Japanese
quantitative and policy rate tightening. This footprint
monetary tightening affects economies abroad (Percent [x-axis]; basis points [y-axis])
through several channels, including the 5 Y=g-21_8>5‘;;-55
rebalancing of investor portfolios as described 23 & KOR & AUS '
by Caldara, Ferrante, and Queralto (2022). 28 5|  pey Esp
=& 4 [CAN o " BEL® FRA e ¢ IR
An increase in domestic yields in Japan prompts 8= HKG ‘f o® LQ‘U ® NLD
capital outflows from its foreign counterparts in 52 3 THA € ¢e US NOR
search of higher yield at home. This translates §§ 2 1 * IND %A
into a fall in foreign long-term bond prices and o.>§ 1 PR * MYS \iEx
an increase in long-term premiums, thus leading =5 ¢:¢ , CHLe SGP
to an increase in the foreign long-term rates. St %T IDN  POL
Specifically, the model suggests that a 100 § é '_11 CHN . o » o "

basis point increase in Japan’s long-term rate Japanese residents' investments (end-2022, relative
would increase the same maturity advanced and to recipient country general govt. debt securities)
emerging economy rates in Asia by about 40

oS o : Sources: MOF Japan; BIS; Haver Analytics; and IMF staff calculations.
basis points and 20 basis points, respectively. ources apan; BIs; aver Analylics; and Tk stalt caleulations

The magnitude of this modeled spillover

response is closely aligned with the experience from recent events described above. Indeed, Japanese
investors reduced their holdings of foreign assets amid both actual and expected rise in JGB yields and US
dollar hedging/funding costs (April 2023 GFSR).

With room for further increases in Japanese interest rates in the near future, this could continue to have
significant implications for the rest of Asia. If Japan’s inflation were to continue to rise significantly in the near
term, a much stronger monetary tightening response including raising the short-term policy rate and allowing
further increases in long-term rates will be needed to get inflation back in control (IMF 2023 Japan Article IV
Staff Report).

9 The model is calibrated to capture the relative economic sizes of Japan’s advanced versus emerging economy neighbors, as well as their respective
degree of openness.
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