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Chart 1: Taper Tantrum Reverses ASEAN FX Gains From US QE
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How Fed Intends To Roll-Back Its Balance Sheet

There are two ways that the Fed can shrink its balance sheet. It can sell
securities on its balance sheet or it can stop reinvesting maturing
securities. The preference of the Fed appears to be the latter with the
plan to allow USD10bn of maturing securities (USD6bn in UST and USD4bn
in MBS (mortgage-backed securities)) to run off. It will increase the pace
of reduction by USD10bn (USDé6bn in UST and USD4bn in MBS) every three
months over 12 months until they reach USD50bn (USD30bn in UST and
USD20bn in MBS). Based on this schedule, the cumulative amount of
balance sheet in the first year of operation will be USD350bn. According
to the Kansas Fed on 10 May 2017, their analysis showed that a $675
billion reduction in the Fed’s balance sheet over a two-year horizon is
about equivalent to a 25 basis point hike in the funds rate.

Given the size of the balance sheet, the question arises is how the ASEAN
FXs will be most impacted from this unwinding. As we had seen from the
episode when the Fed announced it was tapering its asset purchased
program in May 2013 that resulted in what is now known as the ‘Taper
Tantrum’ (see Chart 1), could a similar situation manifest itself with the
Fed’s unwinding of the balance sheet.

Limited Impact Of Balance Sheet Reduction On ASEAN FX

One possible transmission mechanism in which the unwinding of the

Fed’s balance sheet will impact on the ASEAN currencies is via UST yields.

The reduction in the amount of UST that Fed holds should weigh on US
asset prices, and this in turn lifts UST yields and USD higher. This in turn
could trigger a sell-off in emerging market assets back to the US as
investors seek higher returns, pressuring ASEAN FXs lower.

Examining the sensitivity of ASEAN FXs to changes in 10Y UST yield should
provide some insights into which currencies among the ASEAN economies
will be most impacted by the Fed’s move to reduce its balance sheet.

Our analysis shows that the sensitivity of the USD/ASEANs to moves in
the UST vyields has flipped into positive territory in 2016 (Chart 2).
Previously, higher UST yields led to dips in USD/ASEANs as higher yields
were suggestive of improvement in US growth prospects and hence
ASEAN growth. Now, a rise in UST yields lifts USD/ASEAN higher as
portfolio inflows to ASEAN assets slow in search of higher yielding ones in
the US.

In addition, the results from our analysis showed that the shrinking of

Fed balance sheet via UST yields is likely to impact the USDMYR the most.

This is followed by the USDTHB and USDSGD. It would appear that the
more open economies in the region are most sensitive to moves by the
Fed to normalize its balance sheet. The least sensitive to UST yield
moves are the USDPHP and USDIDR.

The increased sensitivity in the USDMYR to moves in 10Y UST yield is
probably due to the breakdown in MYR’s correlation to global oil prices
as the oil share of the Malaysian budget has fallen. Nevertheless,
improved domestic growth fundamentals as well as BNM’s recent
initiatives to boost bond market liquidity and allowance for additional
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hedging flexibility have boosted investor confidence and hence mitigated
the impact from higher UST yields.

We do not expect USD/ASEANs to climb as aggressively as it did in 2013
during the Taper Tantrum. This is because fundamentals in most ASEAN
economies have improved since 2013 with smaller current account
deficits, higher foreign reserves and strengthened central bank
regulations on hot money flows.

Chart 2: USDMYR, USDTHB & USDSGD Most Sensitive To UST Yield
Increase
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Equation: log(USD/ASEAN) = c + b*log(10Y UST yield) + error term

Note: (1) OLS regression analysis was used to determine the sensitivity
of the ASEAN FX (b in the equation) to 10Y UST vield for the two
time periods using daily data.
(2) The sensitivity (b in the equation) is plotted above

Source: Bloomberg, Maybank FX Research

Forecasting USD/ASEAN Moves Based On A US Normalization Scenario

We attempt to assess the impact of a possible US balance sheet
normalization scenario on USD/ASEAN over the next 18 months (we
assume other factors remaining constant). Our model assumes the Fed
balance sheet is reduced by USD600bn over 18 months (we apply a
similar trajectory as the Fed based on Kansas Fed study, Macro Bulletin -
Forecasting the Stance of Monetary Policy under Balance Sheet
Adjustments (10 May 2017) - assumption of an USD675bn reduction over
a 2-year period).

We used the following simultaneous equations to forecast USD/ASEAN:

(1) log(10Y UST Yield) = ¢ + d *log(Fed Balance Sheet levels) + error
term
(2) log(USD/ASEAN) = ¢ + b*log(10Y UST yield) + error term

where equation (1) is used to forecast the 10Y UST yields from a
reduction in the Fed balance sheet. The resultant 10Y UST yields are
then fed into equation (2) to determine the levels of USD/ASEANs at the
end of 18 months of balance sheet normalization.
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Chart 3: Forecast of ASEAN FX Suggests Impact Of Fed Balance Sheet
Reduction Muted
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Simultaneous Equation Model:

Log(10Y UST Yield) = ¢ + d *log(Fed Balance Sheet levels) + error term

Log(USD/ASEAN) = ¢ + b*log(10Y UST yield) + error term

Note: Assumes Fed balance sheet reduction of USD600bn from Jul 2017
to Dec 2018; based on Kansas Fed assumption of an USD675bn
reduction over a 2-year period.

Sample period: Jan 2000 to Jun 2017

Source: Bloomberg, Maybank FX Research

We plot our results of ‘b’ in equation (2) in Chart 3 above. Our model
suggests the impact of a shrinkage in the Fed’s balance sheet over a 18-
month period on ASEAN FX is muted. An USD600bn reduction in the Fed’s
balance sheet by end-2018 results in the USDSGD, USDTHB and USDPHP
rising by 4.1%, 3.3% and 1.8% per annum respectively by end-2018 from
current levels (holding other factors constant). A smaller impact is seen
for the USDMYR from the Fed balance sheet reduction, rising by 0.9% by
end-2018, while the USDIDR could dip by 1.3% at the end of 2018.

We would like to highlight that some of the effects of the Fed
normalization and then proxied via bond yields and sentiment in our
analysis could be mitigated by other countervailing factors such as
portfolio inflows, domestic fundamentals, commodity prices and USD
dynamics. Furthermore, the Fed normalization assumptions built-in in
our analysis could be different.
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DISCLAIMER

This report is for information purposes only and under no circumstances is it to be considered or intended as an offer to sell or
a solicitation of an offer to buy the securities or financial instruments referred to herein, or an offer or solicitation to any
person to enter into any transaction or adopt any investment strategy. Investors should note that income from such securities or
financial instruments, if any, may fluctuate and that each security’s or financial instrument’s price or value may rise or fall.
Accordingly, investors may receive back less than originally invested. Past performance is not necessarily a guide to future
performance. This report is not intended to provide personal investment advice and does not take into account the specific
investment objectives, the financial situation and the particular needs of persons who may receive or read this report.
Investors should therefore seek financial, legal and other advice regarding the appropriateness of investing in any securities
and/or financial instruments or the investment strategies discussed or recommended in this report.

The information contained herein has been obtained from sources believed to be reliable but such sources have not been
independently verified by Malayan Banking Berhad and/or its affiliates and related corporations (collectively, “Maybank”) and
consequently no representation is made as to the accuracy or completeness of this report by Maybank and it should not be
relied upon as such. Accordingly, no liability can be accepted for any direct, indirect or consequential losses or damages that
may arise from the use or reliance of this report. Maybank and its officers, directors, associates, connected parties and/or
employees may from time to time have positions or be materially interested in the securities and/or financial instruments
referred to herein and may further act as market maker or have assumed an underwriting commitment or deal with such
securities and/or financial instruments and may also perform or seek to perform investment banking, advisory and other
services for or relating to those companies whose securities are mentioned in this report. Any information or opinions or
recommendations contained herein are subject to change at any time, without prior notice.

This report may contain forward looking statements which are often but not always identified by the use of words such as
“anticipate”, “believe”, “estimate”, “intend”, “plan”, “expect”, “forecast”, “predict” and “project” and statements that an
event or result “may”, “will”, “can”, “should”, “could” or “might” occur or be achieved and other similar expressions. Such
forward looking statements are based on assumptions made and information currently available to us and are subject to certain
risks and uncertainties that could cause the actual results to differ materially from those expressed in any forward looking
statements. Readers are cautioned not to place undue relevance on these forward looking statements. Maybank expressly
disclaims any obligation to update or revise any such forward looking statements to reflect new information, events or
circumstances after the date of this publication or to reflect the occurrence of unanticipated events.

This report is prepared for the use of Maybank’s clients and may not be reproduced, altered in any way, transmitted to, copied
or distributed to any other party in whole or in part in any form or manner without the prior express written consent of
Maybank. Maybank accepts no liability whatsoever for the actions of third parties in this respect.

This report is not directed to or intended for distribution to or use by any person or entity who is a citizen or resident of or
located in any locality, state, country or other jurisdiction where such distribution, publication, availability or use would be
contrary to law or regulation.
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