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<Table 1> Description of Variables for Korea's Financial Condition Index
Variable Description
Return of KOSPI Quarterly rate of return of Korea Composite Stock Price Index(KOSPI)
Volatility of KOSPI Quarterly standard deviation of daily return
Growth rate of ¥/$ Quarterly growth rate of Won-Dollar exchange rate
Volatility of #/$ Quarterly standard deviation of daily growth rate of ¥/$
Term spread 3 year Government bond rate - 3 month CP rate
Risk spread 3 year Government bond rate - 3 year AA- corporate bond rate

Change in Gov't bond rate Quarterly change in 3 year Government bond rate
Spread on household loan  Lending rate on household loans - 3 year Government bond rate
Growth rate of total loans  Quarterly growth rate of total loans of depository financial institutions

o 7tshAl=
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<Table 2> Principal Component Analysis

Cumulative
0.3226
0.5566
0.7158
0.8172
0.8878
0.9335
0.9672
0.9891

Proportion
0.3226
0.2340
0.1592
0.1014
0.0706
0.0457
0.0338
0.0219
0.0109

Component

Component 1

Component 2

Component 3

Component 4

Component 5

Component 6

Component 7

Component 8

1.0000

Component 9

<Table 3> Weights on Variables for Components 1 and 2

weights(Component 2)

weights (Component 1)

variable (normalized residuals)

Return of KOSPI

0.31

0.40
-0.30
-0.06
0.15

0.32
-0.37
0.57
0.26

-0.27
0.39
0.42
0.54
-0.33
0.44
0.05
0.04
-0.04

Volatility of KOSPI
Growth rate of W/$
Volatility of #/$

Term spread
Risk spread

Change in Gov't bond rate

Spread on household loan

Growth rate of total loans
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<Figure 1> Korea's Financial Condition Index and GDP Growth
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——GDP growth (left) ——KFCI (right)

Note: The red line indicates the Korean financial condition index derived from a principal component
analysis with 9 financial variables, return of KOSPI, volatility of KOSPI, growth rate of W/$ exchange rate,
volatility of W/$, term spread, risk spread, change in government bond rate, spread on household loan,
growth rate of total loans. The dark blue line is the Korea’s quarterly GDP growth rate.
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<Figure 2>  Cross-Comrelations  between  Financial  Conditions and GDP  Growth,
p(AlnGDP,, KFCI, , ;)

0.2
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-0.06
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-0.4
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Note: The numbers above or below the bars indicate the cross-correlations between the Korean financial
condition index (AFCI . ,) and the GDP growth rate (AlnGDPF,) for k=—5,---,5 shown in the horizontal

axis.
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<Figure 3> Impulse Responses to One Standard Deviation Innovations: NFCI, KFCI, and
KORGDP with Short-Run Restrictions

Responseto CholeskyOne S.0.Innovations?2 S E.
Response of NFCI to NFCI Response of NFCI to KFC| Response of NFC| to KORGDP
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005 1
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Note: The impulse responses of variables to one standard deviation shocks are drawn based on the
short-run restrictions with the order of NFCI, KFCI, KORGDP. The blue lines are point estimated f the
impulse responses and the red dotted lines are 95 percent confidence intervals.
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<Figure 4> Impulse Responses to One Standard Deviation Innovations: USGDP, NFCI, KFCI,
and KORGDP with Short-Run Restrictions
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Note: The impulse responses of variables to one standard deviation shocks are drawn based on the
short-run restrictions with the order of USGDP, NFCI, KFCI, KORGDP. The blue lines are point estimated
f the impulse responses and the red dotted lines are 95 percent confidence intervals.
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<Figure 7> Quantile Regressions: Univariate Models
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Note: Blue bullets indicate all the data points and the red line, the dotted line, the dashed line, and the
dash-dotted line imply a relationship between the current KFCI and the GDP growth rate next quarter
based on an OLS estimate, a 5% quantile regression, a 50% quantile regression, and a 95% quantile
regression, respectively.
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<Table 4> Quantile Regressions (Dependent Variable: AlnGDP,)
(1) (2 3) “4) () (6)
OLS Q05 Q10 Q20 Q30 Q40
KFCI, -0.33 7 -0.525%* -0.560%x -0.318#xx -0.156* -0.103#
(0.069) (0.235) (0.202) (0.078) (0.081) (0.059)
AlnGDP, _, 0.34 5% 0.419 0.320 0.141 0.142 0.214#x*
(0.088) (0.301) (0.259) (0.100) (0.104) (0.076)
Constant 0.640%xx -0.779 -0.418 0.228 0.434x 0.592s
(0.147) (0.500) (0.430) (0.167) (0.173) (0.126)
Obs. 91 91 91 91 91 91
R2(Pseudo RQ) 0.309 0.409 0.311 0.124 0.073 0.069
@) (3) ) (10) (11) (12)
Q50 Q60 Q70 Q380 Q90 Q95
KFCI, -0.005 0.077 0.045 0.034 0.174* 0.169
(0.007) (0.062) (0.090) (0.083) (0.101) (0.194)
AInGDP, _, 0.196%* 0.297*xx  (0.296** 0.278%* (.34 0.400
(0.084) (0.079) (0.116) (0.107) (0.130) (0.249)
Constant 0.776%xx 0.87 2 1,127+ 1.360%xx 1.828#xx 2.20]#xx
(0.139) (0.131) (0.192) 0.177) (0.215) (0.413)
Obs. 91 91 91 91 91 91
Pseudo R> 0.076 0.094 0.100 0.103 0.164 0.160

Note: Standard errors are in parentheses and ***, ** and * indicate the estimates are significant at 1%,
5%, and 10% levels, respectively.
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Note: The solid line is the estimated coefficient for each quantile regression with the shaded area as 95%
confidence interval and the dashed horizontal line is the OLS estimate with the two dotted lines showing

the confidence interval.
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<Figure 10> Distribution of GDP Growth over Time
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Note: The figures are the same graph from three different directions which illustrates the one-quarter-ahead
predictive distributions of real GDP growth based on quantile regressions with current real GDP growth and
financial conditions, approximated based on a noncentral ¢ distribution with a scale parameter and a local

parameter.
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<Figure 11> Probability Densities: One Quarter Ahead GDP Growth Predictions
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Note: The figures plot the probability density functions of the predictions of a one-quarter-ahead real

GDP growth based on quantile regressions with the previous real GDP growth and KFCI (red line) and
real GDP growth only (blue line).
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<Figure 12> Out-of-sample Predictions of 5% and 95% Quantile Regressions
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<Table 5> OLS Regression for Korea's GDP Growth (Dependent Variable: Aln GDP/OF)
M

OLS
KFCI_RE, _, -0.373%%
(0.070)
NFCI, _, 0.384
(0.277)
AlnGDP_RE[OR @ 0.337#+
(0.089)
AlnGDPYS, 0.160%++
(0.058)
Constant 0.733#**
(0.165)
Obs. 91
R? 0.361

Note: Standard errors are in parentheses and ***  ** and * indicate the estimates are significant at 1%, 5%, and 10%
levels, respectively. a) The variables with '_RE" are residuals from the OLS estimations of the original variables for

NFCT and Aln GDPYS,
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<Figure 13> Estimated Quantile Regression Coefficients
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showing the confidence interval.
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Abstract

With growing interest in the construction and application of financial conditions index since the
Global Financial Crisis, this study examines the impact of changes in the Korean financial
conditions index on GDP growth using the structural vector recursive model and the quantile
regression model following Adrian et al. (2019). The main empirical findings are summarized as
follows: First, the deterioration of the U.S. Financial Conditions Index and the Korean Financial
Conditions Index, identified as foreign financial shocks and domestic financial shocks based on a
structural vector autoregressive model, lowers Korea's current and future GDP growth rates.
Second, estimates of the impact on GDP of the financial conditions index based on a quantile
regression model vary significantly across the quantiles. That is, the lower quantiles of the
distribution of future GDP growth show strong variation related negatively with current financial
conditions, while the relationship turns out to be insignificant at the upper quantiles, implying
higher downside risk under tight financial conditions. Third, an extension of the quantile
regression model including US financial conditions and US GDP growth shows that the U.S.
financial condition does not appear to affect Korea's GDP growth in the OLS estimation, but the
quantile regression analysis show the same asymmetry in the conditional distribution of future
GDP growth as a function of US financial conditions as found in the quantile regression with

domestic financial conditions.
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