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Hot Money Flow, Money Supply, Credit and

Residential Property Prices in China

KT KE R
BERTE /OB

This paper assesses the linkages between economic activity, foreign reserve,
money, credit, inflation and house prices in China over last decade. The analysis is
based on a structural VAR estimated using monthly data spanning the period June
2001-December 2011.

We find important responses of house price to economic activity, monetary
policy and credit shocks as well as to a foreign reserve shocks for overall average
residential property price. In Beijing, foreign reserve shock had much stronger impacts
on average residential property price during the late 2004 to the early 2005 and
thereafter hot money inflow continued to contribute to the rise of house price till the
middle 2008. After the Lehman Shock, the contribution of foreign reserve shock shrunk
largely and sometimes turned to negative but the loosing monetary policy and the
expansionary credit policy were the main sources driving the average house the
residential price in Beijing. However, the variances of residential property price are
predominantly due to its own shocks.

JEL Classifications: G21, G15, G28

Keywords: Monetary Policy, Credit Policy, Hot Money, Residential Property Price
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The Impact of Different Collateral Constraint Assumptions
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The Spillover Analysis on the African Stock Markets

in the Crisis Period

Kounan University Kimiko Sugimoto
Osaka Gakuin University Takashi Matsuki
Shiga University Yushi Yoshida

This paper examines the relative importance of the global and
regional markets for financial markets in developing countries, especially
during the recent turmoil in global financial markets. In particular, we
investigate the return transmissions in seven African stock markets (Egypt,
Mauritius, Morocco, Namibia, South Africa, Tunisia, and Zambia) for the
period between September 1, 2004 and March 29, 2013 by using the
spillover indices based on the forecast error variance decompositions from a
generalized impulse response function introduced by Diebold and Yilmaz
(2012). In addition, we examine how the degree of regional (seven African
markets combined), global (China, France, Germany, Japan, UK and US),
commodity (gold and petroleum), and nominal effective exchange rates
(Euro and US Dollar) transmission to individual African countries evolve
during the US sub-prime and European sovereign debt crises. We find that
regional spillovers among African countries are insulated from global crises
but African markets are severely affected by spillovers from commodity and

currency markets as well as from global markets.

Keywords: Spillover; Variance decomposition; African financial market;

Financial crisis; Market linkage.

JEL Classification Numbers: F36; G15; O53.
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The Impact of Public Insurance on Private Insurance Demand:

Is Private Insurance a Normal Good?

Nagasaki University Mahito Okura

The purpose of this study is to investigate whether private insurance is a normal
(inferior) good by examining the effects of public insurance. We show that differences in
terms of the public insurance benefits are the critical factor in our decision. Using a
theoretical model, we confirm that private insurance has the tendency to be a normal
(inferior) good if the public insurance benefits are fixed (positively linked) to household

income.

Keywords:

Normal good, Inferior good, Private insurance, Public insurance
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Active Policy Rule versus Ineffective Monetary Policy:

TVP-VAR Analysis of Chinese Monetary Policy from1994 to 2012

PhD student from Hitotsubashi University Cicely Liu

This paper aims to provide an analysis on the effectiveness of the monetary policy
in China during the past two decades by using the time-varying parameter structural
vector Autoregression (TVP-VAR) with stochastic volatility. The TVP-VAR model,
combined with stochastic volatility, enables us to capture structural changes in
underlying structure of the Chinese economy in a flexible and robust manner. The
Markov chain Monte Carlo method is employed for the estimation of the TVP-VAR
models with stochastic volatility. Both the policy rule and effectiveness of the monetary
policy are explored from three perspectives: inflation, output and real effective
exchange rate in this paper. We come to a conclusion that money supply policy is an
active monetary policy rule but it is not effective. One of the reasons may be the
exchange rate regime changes. This paper is the first attempt to use TVP-VAR model

to analyze Chinese monetary policy.

Keywords: Chinese monetary policy, exchange rate regime, TVP-VAR with stochastic
volatility, MCMC

JEL codes: E52
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A Regime-Switching SVAR Analysis of the Zero-Interest Rate Policy

Hitotsubashi University  Fumio Hayashi
University of Tokyo Junko Koeda

Central banks of major market economies have in recent years embarked on the Zero
Interest Rate Policy (ZIRP) of maintaining the policy rate at a very low level, with a
supply of large amounts excess bank reserves. We develop a regime-switching
structural vector autoregression (SVAR) in which the regime, chosen by the central
bank, is endogenous and observable. The model can incorporate the exit condition,
imposed on itself by the central bank, of not ending the ZIRP. We then apply the model
to Japan, a country that has accumulated, by our count, 130 months under three spells
of the ZIRP regime as of December 2012. Our impulse response analysis, which takes
into account the regime endogeneity, yields two findings. First, an increase bank
reserves under ZIRP raises inflation and output. Second, switching to a IRPdeflationary.
In particular, the decision by the Bank of Japan to terminate the ZIRP in July 2006 was
not deflationary. However, these is considerable uncertainty about these findings

because of relatively wide error bands.
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The Effects of Commodity Price Shocks and Systematic Monetary Policy
i Developed Countries

Ph.D. student, Kyoto University Atsushi Sekine

We investigate whether central banks in eight developed countries reacted to commodity price shocks before
and in the Great Moderation periods and, if so, whether their responses restrained changes in the consumer
price index (CPI) triggered by the shocks. Unlike previous studies that base their conclusions on oil prices, we use
prices of industrial mineral as an index of commodity prices. We examine central banks in the US as a
benchmark; Canada and Australia as industrial mineral producers; and Japan, the UK, France, Germany, and
Ttaly as non-resource countries.

By estimating the impulse response functions by local projections, we find that in the Great Moderation period
central banks with the exception of the Bank of Japan reacted to commodity price shocks that altered the CPL
Central banks in Canada and France seem to have been able to control CPI variations; however, central banks
in the US, Australia, the UK, Germany and Italy do not in the Great Moderation period. Moreover, each of the
central banks reacted “indirectly” to commodity price shocks, especially through changes in commodity prices.
These results imply that commodity prices affected CPI variations and were an important contributor of
monetary policy in those countries in the Great Moderation period.

Keywords: Industrial Mineral Prices, Systematic Monetary Policy, Local Projections, Impulse Responses,
Response Decomposition

JEL Classification: C32, E58, F14
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Oil Consumption and Macroeconomic Activity in Japan

FRRE K A

This paper investigates the important relationship among oil consumption, price of
oil, and economic activity during the period from 1986 to 2008 in Japan. In the first
step, we employ the residual-based test for cointegration with a structural change
proposed by Gregory and Hansen (1996), and find the long-run relationship among oil
consumption,price of oil, and economic avtivity and a break point among these
variables. In the second step, we use the lag augmented-vector autoregression
(LA-VAR) method developed by Toda and Yamamoto (1995). It is found that the oil
consumption can play an informational role in predicting future economic growth after
the burst of the economic bubble in the early 1990s. Therefore, these empirical results
show that the change in economic situation affects the relation of oil consumption and

its price and economic growth, and impacts causal linkage between these variables.

Keywords:Oil consumption; Structural change; Oil price elasticity; Income elasticity

JEL classification: C22; Q43
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Fiscal Policy under Staggered Loan Contract

Tokai University Kazuki Hiraga

Japan Center for Economic Research Tetsuaki Takano

This paper investigates the effects of fiscal policy in DSGE model with staggered
loan contracts under monopolistic competition as a financial friction. We show that the
qualitative and quantitative effects of fiscal policy are affected by the stickiness of loan
contracts to simulate the model, and it effect is effective in the meaning of shrinking the

spread to use the Bayesian structural estimation.

JEL classification:E62, E32, G21, H63, F41

Keyword:Staggered loan contracts, Fiscal policy, Bayesian Estimation
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Implications of the Japanese Corner Solution

GongPil Choi (The Korea Institute of Finance)

Throughout the roller-coaster ride of Japanese economy for the past several
months, many became concerned about future outcome of the current
quantitative easing (QE), especially its spillover effects for the region, if not for
Japan’s final escape from debt-deflation trap. The so-called Abenomics has
been increasingly regarded by many as a threat to global financial stability
despite earlier positive reception of its effect on Japanese recovery.

At the core of the Japan's latest attempt to extricate itself from the abyss
of chronic depression is its ill-timed execution of QE. In fact, the FED has been
engaged in open-ended QE for several years now and Japan only recently
joined the pack. Unfortunately, the US is pondering upon a gradual exit from
QE sooner than later as the FED sees the impact on the economy dissipating
with increasing burden of follow-up operation. This conflicted engagement by
the Bank of Japan is seen by many as nothing but a desperate attempt with
only a marginal policy effect. Japan is trapped in the global endgame in a
global context! In this short article, I try to expound backgrounds of Abenomics
and draw implications for the future of Asian economy.

Evidently, Japan has been struggling with the repercussions of asset bubble
collapse in the early 90s, long before the current global financial crisis. This
initial shock triggered a massive balance sheet recession and brought about
liquidity trap and the compensatory fiscal overdrive. Even with these
unconventional measures, things have not been stabilized and led to two lost
decades. Given the temporary effects of bolder and stronger Abenomics, we
have to consider whether Japan's responses were the right one. The point is
whether Japan could have chosen a different path given their aggravated
situation after the global financial crisis. It is important to sort out various
causes for the current malaise to evaluate the current mix of Abenomics in full
detail.
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BACKGROUND CHECK

One of the most visible factors for the recent Abenomics can be traced to
structural impediments associated with the balance sheet recession that has
plagued Japanese economy for over two decades. Japan is mired in an
intractable deleveraging process that blocks the path to a sustained economic
recovery.

We cannot deny that Japanese tried their best to escape from the
horrendous debt-deflation trap. The fiscal crisis situation has been the obvious
consequences of rescue operations, but the depletion of war chests made
ensuing stimulus less effective. In this vein, the renewed attempt to re-energize
the economy via expansionary monetary and fiscal measures is seen to lift the
sagging market confidence, a psychological turnaround. Underlying this picture
is an aging Japanese society with massive demographic shift that already
transformed the financial landscape. Since the majority prefers stable
consumption stream after retirement, asset prices came under massive
downward pressure when Japanese workers began to retire en masse, and this
overlapped with the burst of asset bubble. Also, too much savings and lack of
diversity in portfolio further squeezed their consumption capacity to an extent
that no dynamic consumption growth could be expected. Thus, from a
contrarian view, the seemingly endless depression had not gotten worse largely
thanks to strong and continued fiscal efforts, which turned out to be the right
choice for a balance sheet recession. Balance sheet recession, by definition, is a
pernicious form of recession where the recovery efforts on the asset side put
additional downward pressure on asset prices, causing an implosion, so that
deleveraging becomes very difficult. When the private agents cannot do
anything effective, the public sector becomes the only source of sustaining
demand at the current level. Essentially, this is what Japan has been going
through for the last two decades.

The added shock of global financial crisis only deepened the malady and

made the policy choices even more difficult. It proved to be almost impossible
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to keep the economy afloat when most advanced economies try to scrimmage
through the debris of aftershock. As a result, even boosted policy measures
hardly showed any positive effect, but only contributed to status quo. Japan
actually has done more than its fair share of responsibility since Japanese Yen
moved stronger against other currencies in the wake of global financial crisis.
Given that Japan struggles with double whammies of bubble collapse and
global great recession and the lack of conventional policy measures have
prompted Japan to take even bolder measures, which we call Abenomics. In this
context, Abenomics is not entirely a Japan’'s voluntary choice, but a confluence
of global efforts to keep the third largest economy from the precipitous fall.
From a global perspective, Abenomics is an endogenous global solution to
stabilize the global economy from falling further into impossible situation.
Unlike a positive and aggressive policy stance of Japan, Abenomics is nothing
but a temporary relief to correct for the past backlog of overextended
adjustment burden on the Japanese economy.

As it happens, dire situations call for drastic measures, and the Japanese
authority chose to weaken yen with a massive QE, a very dangerous mix
temporarily allowed in the doldrums of massive QE rallies in the rest of the
world. Essentially, it is a coerced move when most G-7 central banks keep on
printing money, which strengthened the Japanese yen to hurt its already feeble
economic vitality. In fact, it looked as if G-7 finally agreed on the needs of
allowing Japan to catch the breath amid the relentless deleveraging process.
The burden of adjusting yen vis-a-vis other major currencies has been evident
since Japanese yen is about the only major currency in Asia, whose value is
determined in the market. Japan has been instrumental in the global
deleveraging process by allowing its currency to strengthen against dollar. In
retrospect, their trouble with its asset bubble and collapse started at the time of
the Plaza Accord in 1985, which instantly put the Japanese Yen on a steep
appreciation path. Therefore, yen remains the important linchpin, a reset button

to restore equilibrium in the current crisis-prone international financial system.



55

DIAGNOSIS

Since the fundamental cause of today's problem lies in the lack of
effective demand that has been held hostage to excessive debt burden,
weakening currencies in the presence of fiscal constraints has only limited
effectiveness. The Abe administration’s moves might make the numbers look
great, but it does not help the economy get back on a sustainable recovery
path. An increase in external demand may prove to be of some help, but
certainly not enough to pull the Japanese economy out of the trap. They need
to stimulate domestic demand, and to do so, some of the constraints of
Japanese economy should be mitigated to. However, such example is hard to
find in history. When things get bad, it is almost impossible to shy away from
policy measures and this would delay any structural reform or necessary
remedies with subsequent drastic adjustments in the form of crises. The policy
choice has always been a second best globally and historically.

The Japanese endeavor with its initial success and a subsequent fizzle is a
tell-tale case of wrong medicine applied at the wrong time. In fact, it is a
deliberate choice by global citizens even though they may have realized its dire
consequences later. It is quite clear that weakening yen contributed to
ballooning corporate profits, signaling the roaring comeback of the Japanese
corporate powerhouse. Yet, the gradual adjustment toward weakening yen
makes the comeback less enduring and appealing. The boost is bound to taper
off since the relative adjustments by others are unavoidable and the world is
sitting on massive central bank liquidity that finds no viable investment
opportunities. All the talks about turnaround are based on flimsy basis of
artificially sustained credit flows as supported by the authorities worldwide.
Adding more central bank liquidity without serious modification of its inner
workings would not brighten the picture for long.

Lack of circulation and intermediation in the presence of abundant central
bank liquidity means that boosted measures will prove to be only temporary.

Simply, we are creating a massive liquidity bubble that would not help restore
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balance sheets, but instead poses additional threat to already overstretched
economies. This added pressure shows itself in heightened probability of
interest rate hike, liquidity pullback, or inflationary expectations. Financial
market volatility is on the rise and our market window remains murky and
uncertain. At this point, the critical question is: Is it really a more central bank
liquidity we want or a normalized investment flows that help promote
employment? Or is the latter implausible when most economic participants are
sidelined with government taking a central stage? The difficulty and anomaly
are exactly the result of the conflicted choices of dilemma. We are adhering to
choices which would not deliver intended policy effects. In fact, we are
complicating the situation since markets no longer deliver information on
potential risk. The weighty issue of unemployment and lack of investment
opportunities have been sidelined for quite some time and we are simply front-
loading our valuable resources to combat the last fight. Investing in outmoded
economic paradigm would be ultimately linked with tail events of one sort or
another. Lack of asset choices, bureaucratic governance, dollar-sensitive
exchange rate regime, rigid labor and financial market remain intact and policy
efforts always come first, distorting incentive scheme to remain status quo.
Japan'’s recent episodes are nothing more than a fleeting bout of hiccup.

All in all, Abenomics is a missed cue from the US in reviving the severely
constrained Japanese economy. Mimicking the strategy of the US would not
work this time since the basic picture behind the sustained recovery is still
missing. To put it bluntly, monetary expansion in the presence of fiscal
constraint that cuts into interest rate path to avert low financing costs would
only backfire and put the economy in an even deeper depression. Abenomics
cannot succeed due to its internal inconsistency and any chance of success
would derail the recovery picture once and for all. This is because interest rate
adjustments cannot be avoided when monetary expansion conflicts with fiscal
constraints.

First, fiscal maneuverability is very limited in Japan, making it vulnerable to
any kind of interest rate hike as perpetuated by heightened inflationary

expectations. The intended consequences of QE have been to raise inflationary
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expectations, but interest rate hike due to fiscal bottleneck would steer the
economy in the opposite direction, perpetuating depression. This is a highly
unusual situation.

Second, QE in the wake of global easing comes in too late to provide
grounds for a sustained recovery. Now, the problems globally got even more
complicated since deleveraging and balance sheet restoration would not take
place. We are simply making it more difficult to find any rationale for recovery
acts to take hold since the rescue efforts do not help restore the sectoral
balance sheet conditions. Instead, we are applying drastic and unconventional
measures that distort market functioning such that normal investment flows
would not be observed. This is an uneasy disequilibrium.

Despite obvious drawbacks as a global vehicle currency, dollar enjoys a
unique position as an irreplaceable de facto currency and its position remain
unchallenged. From a contrarian perspective, we may have to think about the
possible governance reform such that US institutions remain de facto global
central bank. Or we need a viable global governance network such that a stable
equilibrium can be achieved with wider participation of global citizens in

supplying global public goods.

JAPANESE BOTTLENECK

The market anticipation for higher interest rate in the wake of massive
guantitative easing stems from the lack of de facto vehicle currency status of
the Japanese yen in contrast with the US dollar. Most JGBs are held by
domestic investors and its international position has been maintained not by
wider demand basis but by amazingly tenacious Japanese proclivities toward a

buy-and-hold strategy.
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FIGURE 1 JAPANESE GOVERNMENT BOND 10Y
Source: KEIC
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FIGURE 2 POPULATION BY AGE

Source: Statistics Bureau of Japan
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FIGURE 3 ASSET PRICE IN JAPAN
Note: House price is average price of existing condominum sales in Tokyo

Metropolitan Area.
Source: Land Institute of Japan, Bloomberg
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FIGURE 4 BID-TO-COVER RATIO AND TAIL
Note: 1. The data is based on 2-year, 5-year, 10-year, 20-year and

30-year bonds.
2. A Bid-to-Cover ratio that compares the number of bids
received in a Treasury security auction to the number of bids

accepted.
Source: Ministry of Finance, Japan
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Unlike the inflation expectations that remain stable even after the third
round of QE in US, there are already signs of interest rate hike and higher
inflationary expectations that would make the risk of a fiscal crisis more
palpable. This is a reflection of the threshold level of government debt
problems that has plagued Japan for over a decade. Even with the added
boosting power of asset purchase program, markets simply would not buy into
bonds with impending interest rate hike in recognition of JGB's over-sensitivity
to interest rate. This episode is in a stark contrast with the US where the
possible exit strategy rattles the latest market sentiment not by interest rate
hike but by asset price meltdown. Simply, fiscally constrained economy has a
higher chance of seeing higher interest rate even with small changes in policy
mix or macro conditions. If Abenomics works and inflation reaches 2%, it would
encroach upon any positive impact by raising funding costs via JGB, cancelling
any expansionary effect of QE. If Abenomics does not work, then Japan will find
itself embroiled in another round of deflationary trap. Overall, it would be
difficult to raise interest rate above 2% via Abenomics since debt overhang is
still serious and even if it succeeds it would not bring about positive effect that
we expect.

In reality, it is very difficult to imagine that the world economy would get

back on its recovery path in the near future. The artificial maintenance of
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financial stability leaves indelible mark on corporate and government balance
sheet, making the normalized credit flows extremely difficult. It is undeniable
that policy measures that deal with crisis situation cannot be all that different
from what we all have been doing, but the choices are costly going forward
since we are left with even more difficult task of dealing with structural reform
issues or overhauling of economic and financial paradigms, which is impossible
given the prevailing global governance. The wrong policy mix would continue
to distort credit flows and make the government’s role even greater in favor of
aspiring to achieve a fully functioning market economy.

We created enough mess already in a futile search for the right
remedies.—Even if we know the directions, we cannot make it happen at the
right time. Accordingly, we need to seek the viable alternatives. Broad-based
regional cooperation in finance, climate changes, energy remains the only path
we can all pursue to make the region a viable alternative to overcome our

structural weaknesses.

CONCLUSION

Recent worries about Abenomics signals a last chapter before the full-
fledged global asset meltdown. The FED has been engaged in QE from the
beginning and now realizes the limits of this unconventional support. Japan
only recently has been given a limited pass from G-7 to engage in QE, but hit
the wall with a renewed sense of fiscal reality. Now, the global economy is
running out of option to salvage the basic boosting power. It simply wasted
resources and time to provide for a sustainable recovery in favor of short-term
fix. Now, we see the final bastion of global financial support begins to rattle
and it would continue to do so until it hits the bottom of commodity currency.
Simply, the fragmented emerging world would only be the basic ground to
start from after a massive asset meltdown that becomes inevitable after a series
of QE. We need more time to heal and this time we will be left with a final and
straightforward way to deal with it without government intervention that we

thought would save the world. Even though the consequences would be serious,
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it is the right time to think about money and finance in an integrated global
economy. And this time we should not hasten our steps before being fully
prepared to tackle the next chapter in modern financial capitalism.

All in all, we can draw following implications for the region. Global policy
rates will remain low until the FED may finally begin to scale back its stimulus
efforts in the United States. And higher bond vyields in Japan and the welcome
weakening of the yen would come to an end. As such, the extent and duration
of quantitative easing, and fiscal stimulation efforts remain keys to future
investment returns across a multitude of asset categories. Governments’
involvement in financial markets will continue with implicit/explicit guarantees.
And Asian economies will continue to dominate future global growth. However,
the type of growth that is broad-based and sustainable would be hard to
realize since most policy efforts in the region are basically not geared toward
redressing fundamental weaknesses of Asian economies. They are almost
identical in that bureaucratic decision-making tradition still prevails. Dollar
dependent financial system channels asset accumulation into FX reserves that
have limited investment capabilities.

Abenomics is neither a voluntary choice nor a deliberate strategy as seen by
many but an endogenously contrived response. Some spillovers are
unavoidable but given the importance of Japanese economy, we cannot apply
usual beggar-thy-neighbor argument. We also have to recognize that Japan is
plagued with serious constraints, in both economic and non-economic sphere.
Finally, some long-term issues become more impending because current system
needs overhaul in the short-run lest it completely derails the whole world. Even
with the best macro mix, structural issues call for structural reform. Unless the
global concensus recognize and implement the right responses, the world
economy will continue to flounder. From a regional perspective, it should be
very clear by now that Asia needs to evolve into a full-fledged regional
economy where requisite market and financial capacity supports self-sufficient
economic activities in the region. Regional issues need a regional solution.
Abenomics should be revised and expanded to include regional aspects in full

frame to change the course of its doomed future.
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Time Varying Pass-through:
Will the Yen Depreciation Help Japan Hit the Inflation Target?

—RERT MRS A

This paper estimates time evolution of the exchange rate pass-through into
Japanese domestic prices using the time-varying parameter-volatility VAR
method. The Japanese yen has depreciated against the US dollar in recent
months, from about 78 JPY/USD in early October 2012 to almost 100 in mid
April 2013. Many hope that this would help the Bank of Japan hit the newly
announced inflation target of 2%. On the other hand, existing research suggests
that the extent of pass-through has declined lately. In this paper, I use an
updated data set and the new empirical methodology to find that there has been
a notable revival of pass-through in recent years. Thanks to this, a 25%
depreciation of the yen is expected to push up the Japanese CPI by almost 1%;
not enough to achieve the target, but it is still going to be a non-trivial

contribution.
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An Investigation of Housing Affordability in the UK

University of Stirling Alberto Montagnoli
University of Tsukuba dJun Nagayasu

The housing market has been extensively investigated in the literature, however
there is a lack of understanding of the fundamentals affecting housing affordability
across UK regions as measured by the price to income ratio. The aim of this paper is
twofold; firstly we calculate the affordability index based on individuals' incomes.
Second we set off to ask which socio-economic factors could affect the house price to
income ratio. The analysis finds a strong influence coming from the mortgage rate and
academic qualifications. We also report a positive and significant effect coming from
foreign investment. Finally, we record a non-negligible degree of heterogeneity across

the twelve regions.

Keywords: House market, affordability index, heterogeneity, panel data.
JEL classification: E31, E52.
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Market Liquidity and Bank-dominated Corporate Governance:

Evidence from Japan

Nagoya City University  Hideaki Sakawa
Kushiro Public University = Masato Ubukata

Ritsumeikan University Naoki Watanabe

This paper investigates the relationship between market liquidity and bank-dominated
corporate governance structure of Japanese listed firms, represented as main bank
relationships and cross shareholdings. We find that (i) main bank lending relationships
increase market liquidity and reduce asymmetric information in the Tokyo Stock Exchange
and (ii) foreign shareholdings are positively related to market liquidity and negatively
correlated with asymmetric information. This suggests that the bank monitoring
mechanisms would take a substitute information production role for block holder

monitoring role in the market-oriented corporate governance countries like US.

Keywords: Market liquidity; Main bank; Foreign shareholdings

JEL Classifications: G10; G32
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