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The potential impact of monetary policy normalization in 
the United States on Asia-Pacific economies

Amid gradual yet steady economic recovery in the 
United States in recent quarters, the Federal Reserve 
raised its policy interest rate by 25 basis points in 
December 2015; the first increase in nearly a decade. 
The new target range for the federal funds rate increased 
from 0-0.25% to 0.25-0.50%. The Federal Reserve’s 
projections suggest that monetary policy normalization 
would be relatively gradual, with the federal funds rate 
rising from about 0.4% in 2015 to 1.4% in 2016, 2.4% 
in 2017 and 3.3% in 2018, before reaching the long-run 
rate of 3.5%. 

Higher interest rates in the United States will put 
pressure on other economies to follow suit. Whether 
domestic interest rates in Asia-Pacific economies will 
increase accordingly depends on several country-
specific factors. For instance, countries that have fixed 
exchange rate regimes will be more likely to raise rates 
compared to those that are pursuing flexible exchange 
rates or are willing to depreciate their currencies. 
Furthermore, the rate hike may not be needed if (i) 
currency depreciation is expected to boost exports and 
unlikely to raise external account vulnerability through 
higher external debt burden; and (ii) lower asset prices 
are not expected to undermine private consumption 
and increase the risk of financial instability through 
rising loan defaults. Similarly, countries that are 
effectively pursuing macroprudential and capital flow 
management measures, the risk of capital outflow and 
thus the likelihood of raising domestic interest rate 
would be smaller. 

Possible short-term impact: financial market 
volatility

The immediate reaction by financial markets in emerging 
Asia-Pacific economies to the announcement has so far 
been calm. This is somewhat expected, given that the 
rate hike has been widely anticipated. Global investors 
had priced-in the rate increase, which is reflected in 
the currency futures market and strengthening of the 
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United States dollar against several major currencies 
in the region in the past quarters.   

Although the guidelines from the Federal Reserve 
indicate that monetary tightening would likely be 
gradual, what remains to be seen is the actual pace and 
sequence of the normalization, and whether this differs 
from market expectations. In recent years, a mismatch 
between actual and anticipated announcements 
regarding the direction of United States monetary 
policy has already affected global risk appetite and 
led to episodes of financial panics, resulting in sharp 
corrections in equity prices, capital outflows, and 
steep currency depreciations in many Asia-Pacific 
economies. For instance, in mid-2013, amid fears 
that the United States’ quantitative easing programme 
would be tapered earlier than expected, the exchange 
rate in India depreciated by 15%, and between 7-9% 
in Indonesia, Malaysia, the Philippines and Thailand 
during May and August. During this same period, equity 
prices in Indonesia, Thailand and the Philippines fell 
by 14-20%. The global stock market selloff in August 
2015, driven largely by concerns over slower economic 
growth in China, illustrated how actively investors 
could react to developments that have been generally 
anticipated.

A macroeconomic simulation shows that the impact of 
financial market turbulence on economic growth can be 
sizeable. A scenario, which assumes a similar decline 
in equity prices and currency depreciation to the one 
observed during May and August 2013, shows annual 
GDP growth rate in India, Indonesia, Malaysia and 
Thailand to be 0.5-0.9 percentage points lower than the 
baseline.1  Under another scenario that also assumes 
monetary policy tightening in response to capital 
outflows, the negative growth impact is estimated to 
increase to 0.8-1.3 percentage points. In both scenarios, 
the depreciating currencies would positively influence 
exports, but these are outweighed by weaknesses in 
fixed investment and private consumption.
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1 For more details, see box 1.1 in ESCAP, Economic and Social  
Survey of Asia and the Pacific 2014 (Bangkok, 2014). 
2 For more details, see box 2 in ESCAP, 2014 Year-end Update:  
Economic and Social Survey of Asia and the Pacific (Bangkok, 2015).    
3 Another two Asia-Pacific countries with large current account deficit 
during the same period are Afghanistan (34% of GDP) and Bhutan 
(25% of GDP). In Afghanistan, the shortfall is due to foreign aid to 
support the country’s basic services and internal security. In Bhutan, 
the deficit is largely funds from India to finance large-scale  
hydropower projects.
4 See IMF, “Article IV Consultation for Mongolia”, Country Report 
No.15/109 (Washington, D.C., 2015).
5 See IMF, “Kyrgyz Republic: Staff Concluding Statement of the 2015 
Article IV and First Review under the Extended Credit Facility (ECF) 
Mission” (Washington, D.C., 2015).
6 See IMF, “Papua New Guinea: Staff report for the 2015 Article IV 
consultation”, Country Report No. 15/318 (Washington, D.C., 2015).
7 See IMF, “Article IV Consultation for Mongolia”.
8 See IMF, “Kyrgyz Republic”.
9 See IMF, “Papua New Guinea”.

Longer-term impact: higher financing costs

A more fundamental, longer-term effect of the United 
States monetary policy normalization is higher financing 
costs for developing economies. It is estimated that a one 
percentage point increase in domestic short-term interest 
rates over 2016, in response to US interest rate increases, 
could lower annual output growth in 11 emerging Asia-
Pacific economies by 0.3-0.7 percentage points (figure 
1).2  As expected, there is a positive association between 
the size of the estimated impact and the domestic credit-
to-GDP ratio. Economies that are more sensitive to higher 
borrowing costs, namely China; Hong Kong, China; the 
Republic of Korea; and Singapore, all have a credit-to-
GDP ratio of at least 110%. 

While the estimated economic growth impact of higher 
financing costs in major Asia-Pacific economies is 
notable, a more worrying case is the impact on smaller 
developing economies that rely heavily on foreign capital 
to finance their investment needs. Among Asia-Pacific 
economies with available data, the current account 
deficits are large in Kyrgyzstan, Mongolia and Papua 
New Guinea, at about 15-27% of GDP on average per 
year during 2012-2014.3 As a result, external debts in 
these three countries currently amount to 101-186% of 
gross national income and debt service has been rather 
burdensome. For instance, Mongolia’s debt service stood 
at over one-fifth of the country’s goods and services 
exports and primary income in 2014. Higher interest rates 
could make repayment of existing debts even more costly. 
Moreover, as Kyrgyzstan, Mongolia and Papua New 
Guinea exhibit low foreign-currency sovereign ratings, 
additional borrowing on a non-concessional basis would 
incur higher costs amid tighter global financial liquidity.

Meanwhile, as credit default risks tend to rise amid higher 
interest rate, a healthy banking sector is needed to 

maintain financial stability. However, in Mongolia, a stress 
test points to inadequate capital positions in some banks 
under an economic shock.4  Similarly, in Kyrgyzstan, 
rapid bank credit growth, high degree of dollarization and 
sharp currency depreciation are increasing vulnerabilities 
in the banking sector.5  The banking sector in Papua New 
Guinea appears more resilient, with adequate capital 
position, low non-performing loan ratios, and credit 
growth rate that is in line with economic expansion.6

In terms of room for policy response, smaller economies 
often have limited ability to cope with adverse economic 
shocks because they typically have small fiscal space, 
shadow financial markets, and weak regulatory 
frameworks. According to a joint IMF-World Bank debt 
sustainability analysis, the risk of public debt distress in 
Mongolia is considered high, with key debt indicators 
staying above the relevant thresholds for the coming 
years.7 Similarly, in Kyrgyzstan, the IMF estimates that 
public debt would increase slightly over the next few years 
amid economic slowdown and currency depreciation, 
so further fiscal expansion could undermine public debt 
sustainability.8  In contrast, Papua New Guinea appears 
to have more comfortable fiscal position.9 Such fiscal 
space can be used to provide, for example, temporary 
tax measures for households and small businesses that 
face higher debt burdens.

Taken together, rising international interest rates 
in the coming years tend to affect economies such 
as Kyrgyzstan and Mongolia notably because their 
economic growth and financial stability are exposed to 
higher interest rates, while room for fiscal policy response 
is limited. As both economies are commodity exporters, 
their near-term growth outlook is further constrained by 
lower global prices of primary commodities and sluggish 
import demand in key neighbouring economies such as 
the Russian Federation in the case of Kyrgyzstan, and 
China in the case of Mongolia.

Source:  ESCAP, based on Oxford Global Economic Model.

Higher financing cost could hold back economic 
growth significantly

Figure 1.
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