





DRIVERS AND IMPLICATIONS OF RAPID CREDIT GROWTH IN EMERGING ASIA

Figure 2.4. Credit Booms Across Emerging Economies
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Sources: IMF, WEQ database and staff calculations.

! Year zero denotes peak of booms.

Two main results are worth empha51z1ng: Figure 2.5. Emerging Asia: Real Credit Growth and the Role

of Domestic versus External Factors
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below the sample average of 4.6 percent), the actual
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real credit growth rate, and its historical average.
The horizontal red dashed line corresponds to a
level of real credit growth which—based on the
credit boom event study discussed in section A
above—may serve as an illustrative warning
threshold above which real credit growth may be
excessive. The model-based forecast is the baseline,
shown with the black line, and gradually converges
to the historical average (albeit at a much slower rate
after 2011). Focusing on the forecast horizon, the
first illustrative scenario is shown with the blue line
(along with 90 percent nonsymmetric confidence
bands, shown by the dotted blue lines), whereas the
second scenario is depicted with the orange line.
Three points worth underscoring are as follows:

e  First, barring major global economic
disruptions, if the current stance of monetary
policy continues in the future, then credit
growth in emerging Asia is likely to be higher
than the baseline and follows an upward
trajectory as indicated by the blue line.

e Second, credit is more likely to grow faster,
rather than slower, under this scenatio, as
indicated by the nonsymmetric 90 percent
Bayesian confidence bands (in dashed blue). By
end-2012, there is a one in three chance that real
credit growth in emerging Asia will exceed the
warning threshold discussed above.

e Third, although an increase in global liquidity in
line with the 2009 experience could surely
exacerbate credit growth throughout the region
(indicated by the orange line), the impact seems
to be more modest.

These scenarios serve to illustrate that the
monetary response to the immediate
macroeconomic downside risks should be balanced
by a consideration of the risks associated with
lingering financial imbalances over the medium
term. Country-specific circumstances need to be
recognized, but these illustrative scenarios highlight
that if the current loose monetary policy stance
within the region continues over the near term, it
could exacerbate financial imbalances, which have a
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tendency to end abruptly. Tighter monetary policy
stances could be usefully complemented by
macroprudential measures as highlighted in the April
2011 Asia and Pacific Regional Economic Outlook.

The results discussed so far refer to the region as a
whole, but there are important differences across
economies, especially in terms of exchange rate
regimes. The model was estimated for each country in
the sample separately, allowing an individual
breakdown of factors affecting credit growth. These
factors were compared with various structural
characteristics of the economies within the region. The
results indicate that economies with more flexible
exchange rate regimes (for example, Indonesia, the
Philippines, and Thailand) are characterized by a lower
share of external factors driving credit growth (the
correlation is —60 percent). Greater exchange rate
flexibility acts as a shock absorber by smoothing out
cyclical fluctuations that affect credit dynamics, and
also helps mitigate the buildup of financial imbalances.

C. Conclusions

Although credit growth has eased in recent months,
it still appears elevated across emerging Asia. Although
external factors such as global liquidity conditions
matter, and increasingly so over time, domestic factors
(including monetary policy) remain a more important
driver of real credit growth in emerging Asia.

While near-term macroeconomic policy would be
geared toward managing exceptionally uncertain global
growth prospects, policymakers should remain focused
on potential risks to financial stability and the real
economy from lingering financial imbalances, including
rapid credit growth. In particular, while they may have
abated more recently, overheating pressures (which are
associated with rapid credit growth) are still a concern
in several economies including China, Hong Kong
SAR, and Indonesia. Therefore, depending on country
circumstances, policymakers should be prepared to use
monetary, macroprudential, and exchange rate policies
to limit financial imbalances that could eventually
jeopardize macroeconomic stability.



lIl. ASIA'S QUEST FOR INCLUSIVE GROWTH

Income inequality has risen across the world
over the last two decades. The academic literature
attributes the rise mainly to three factors:
globalization, skill-biased technological change,
and the decreasing bargaining power of workers.
The global financial crisis and recent social turmoil
in different parts of the world have heightened
global awareness, including in Asia, of the
potential impact of rising inequality on economic
and social stability and on the sustainability of
growth (Berg and Ostry 2011 and Rajan 2010).

This chapter examines how pro-poor and
inclusive Asia’s recent growth has been compared
with its own history and other emerging regions,
and discusses some policies that are currently
being considered to make growth more inclusive.
The main findings are that poverty has fallen in
the last two decades in Asia, but income inequality
has increased and has dampened the impact of
growth on poverty reduction. Relative to other
regions, the recent period of growth in Asia has
been both less inclusive and less pro-poor. There
is scope for policy measures, including those
related to spending on health and education, labor
markets, financial inclusion, and governance, to
broaden the benefits of growth.

A. How Does Asia Compare With
Other Regions?

Over the last two decades, growth in most Asian
economies has been robust and higher on average
than in other emerging regions (Figure 3.1). In
turn, this has translated into significant reductions
in poverty; however, Asia still remains home to
the largest number of the world’s poor (Table 3.1).

Note: The main authors of this chapter are Ravi
Balakrishnan, Chad Steinberg, and Murtaza Syed, and it is
based on their forthcoming working paper. Jingfang Hao and
Sanjeeda Munmun Haque provided research assistance.

Inequality has increased actross the region, in
sharp contrast to the previous three-decade record
of equitable growth in Japan, the newly
industrialized economies (NIEs), and the
ASEAN.? While some decline in the impact of
growth on poverty is to be expected as poverty
rates fall, in Asia this decline has been exacerbated
by the larger rise in inequality than in other
emerging regions. Earlier work (IMF, 2006)
attributes the rise in inequality to skill-biased
technological change and the transition from
agriculture to industry for lower-income Asian
economies (consistent with the Kuznets
hypothesis).® At the same time, even as the size
and purchasing power of Asia’s middle class have
grown in the last two decades, their share of
overall income has fallen while that of the richest
quintile has increased. By contrast, in Latin
America and the Middle East and North Africa,
the share of the richest quintile has declined.

More recently, poverty has generally continued
to fall in Asia, but the global crisis exacerbated the
rise in inequality in several economies for which
data are available (Figure 3.2). This trend has been
particularly pronounced in China, Indonesia, and
Malaysia, but has also been observed for some
NIEs and Japan.

B. Poverty, Growth, and Inequality

Going beyond the stylized facts, regression
analysis can be used to quantify how pro-poor and

8 This chapter follows the old Regional Economic Outlook
classification and so “NIEs” include Hong Kong SAR,
Korea, Singapore, and Taiwan Province of China, whereas
“ASEAN? refers to Indonesia, Malaysia, the Philippines,
Thailand, and Vietnam only. “South Asia” in this chapter also
includes Bhutan and Nepal.

¢ Jaumotte, Lall, and Papageorgiou (2008) also argue that
skill-biased technological progress is a key driver of rising
inequality. In China, growing disparities between coastal and
inland regions as well as between urban and rural areas are
sometimes cited as explaining much of the rise in inequality.
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Figure 3.1. Stylized Facts: Asia’s Growth Experience over the Last Two Decades

Emerging Markets: Real GDP Growth
(Annual percent change, 1990-2010)
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Source: IMF, WEQ database.
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Nepal, and Sri Lanka.
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Sources: CEIC Data Company Ltd.; World Bank, Povcallet database; UNU-WIDER, World
Income Inequality database; Milanovic (2010); country authorities; and IMF staff calculations.
" In parentheses, the latest available year and corresponding Gini coefficients.

Table 3.1. Number of People Living on Less than $1.25 per
Day
(At 2005 purchasing power parity prices)

Percent Percent
Percent of Number of world  Number of world
population  (millions)  total (millions)  total

1990 2005 1990 2005

Europe and Central Asia 2 4 9 <1 17 1
Latin America and the Caribbear 11 8 50 3 45 3
Middle East and North Africa 4 4 10 1 " 1
Sub-Saharan Africa 58 51 297 16 388 28
Asia 53 27 1452 80 912 66

China 60 16 683 38 208 15

India 51 42 436 24 456 33

Rest of Asia 45 26 333 18 248 18
Total 42 25 1818 1374

Source: World Bank, Povealllet database.
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Selected Asia: Change in Poverty Headcount Ratio’
(In percentage points, since 1990)
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Sources: World Bank, World Development Indicators database; and IMF staff calculations.
At 2005 purchasing power parity prices. In parentheses, the latest available year and
corresponding headcount ratios at $1.25 per day and $2 per day, respectively.
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Change in Gini Index
(In Gini points, since 1990)
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Sources: CEIC Data Company Ltd.; World Bank, PovcallVet database; UNU-WIDER, World
Income Inequality database; Milanovic (2010); country authorities; and IMF staff calculations.
1 Other Asia here includes Cambodia, China, Lao P.D.R., and Mongolia.

inclusive growth has been in Asia relative to other
emerging regions.!?

How Pro-Poor and Inclusive Is Growth?

There are various ways to interpret what it
means for growth to be inclusive and pro-poor. In
this chapter, we follow the Ravallion and Chen
(2003) approach and define growth as pro-poor
simply if it reduces poverty. lnclusive growth, on the
other hand, is defined as growth that is not
associated with an increase in inequality, following
Rauniyar and Kanbur (2010). In particular, we

10'The main sources of data are the April 2011 version of the
PovealNet database and the Penn World Tabiles. To this, household
survey data for the NIEs is added, resulting in an unbalanced
panel between 1971 and 2010, with the sample skewed toward
the latter part of the period.



define growth as inclusive when it is not
associated with a reduction in the share of the
bottom quintile of the income distribution.

The regression analysis suggests that growth is
in general pro-poort, with growth leading to
significant declines in poverty across all economies
and time periods. Specifically, a 1 percent increase
in real per capita income leads to about a
2 percent decline in the poverty headcount. The
relationship, however, varies across regions and
economies. In particular, in East Asia and Latin
America, income growth has a significantly lower
impact on poverty than in the Middle East and
North Africa, Eastern Europe and Central Asia,
and sub-Saharan Africa, which make up our
baseline economies (Figure 3.3). The impact is
particularly weak in India and Indonesia.

However, a 1 percent increase in the Gini
coefficient more or less directly offsets the
beneficial impact on poverty reduction of the
same increase in income. Moreover, inequality
interacts with income, meaning that a higher level
of inequality tends to reduce the impact of income
growth on poverty reduction. An increase in the
Gini coefficient of about 25 percent (the case of
urban China from 1995-2005) reduces the impact
of a 1 percent increase in income to about a
1%2 percent decline in the poverty headcount from
2 percent in the base case. The implication of this
result is that past rises in inequality in Asia are
likely to reduce the future impact of income
growth on poverty, even if the level of inequality
remains constant.

As a second step, we follow Dollar and Kraay
(2002) and look at the relationship between a
broader definition of “the poor”—the income of
the bottom quintile of the income distribution—
and per capita income. If the income of the poor
tends to rise equiproportionately with average
incomes—that is, income growth is not associated
with a decrease in the income shate of the bottom
quintile—then growth would be considered
inclusive. Given that much of the ongoing debate
on inclusiveness has not just focused on the

ASIA’S QUEST FOR INCLUSIVE GROWTH

Figure 3.2. Selected Asia: Change in Poverty and Inequality
during the Global Crisis’

(In percentage points)
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Sources: CEIC Data Company Ltd.; World Bank, Povcallet database; UNU-WIDER, World Income
Inequality database; country authorities; and IMF staff calculations.
1 For China and the Philippines, based on World Bank estimates.

Figure 3.3. Income Elasticity of Poverty Reduction'
(Impact on poverty headcount of a 1-percent increase in per capita
Iincome; in percent)

I coscine
| South Asia (excl. India)
China

Brazil

Other Asia®

Latin America (excl. Brazil)
[T india
’—‘ Ind. ;

-3.5 -3.0 -2.5 -2.0 15 -1.0 05 0.0

Sources: WorldBank, PovcallVet datat University of P ylvania, Penn World Table;
and IMF staff calculations.

" The elasticity is set equal to that for baseline countries when the null hypothesis of a
significant difference cannot be rejected.

20ther Asia here includes Cambodia, Malaysia, the Philippines, Thailand, and Vietnam.

poorest fifth of society being left behind, but the
richest fifth doing particularly well, we also
estimate a similar relationship for income in the
top quintile.

We find that income of the bottom quintile rises
significantly /ess than proportionately with average
income and income of the top quintile rises
significantly zore than proportionately with average
income. Moreover, these elasticities vary significantly
across regions and economies. For the bottom
quintile, the elasticity is significantly less than one for
China, the NIEs, and South Asia (excluding India).
For Brazil, the elasticity is significantly greater than
one (Figure 3.4). Turning to the top quintile, the
results are the mirror image of those for the bottom
quintile. The elasticity is significantly greater than one
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for China, the NIEs, and South Asia (excluding
India); and significantly less than one for Brazil. In
sum, the results suggest that growth has generally
not been inclusive in China, the NIEs, and South
Asia (excluding India), whereas it has been inclusive
in Brazil.l!

Figure 3.4. Degree of Inclusiveness of Growth'
(Impact on income of the bottom quintile of a 1-percent increase in
per capita income; in percent)
Baseline [N
South Asia (excl. India) [
NiEs [T
china [

India

Other Asia® |

Latin America (excl. Brazil) |

Brazil | |

0.0 05 1.0 1.5

Sources: WorldBank, Povcallet database; University of Pennsylvania, Penn World Table;
and IMF staff calculations.

' The elasticity is set equal to one when the null hypothesis of a significant difference cannot be
rejected.

20ther Asia here includes Cambodia, Malaysia, the Philippines, Thailand, and Vietnam.

How Important Is Growth for the Poor?

Using the regression estimates, Table 3.2
constructs measures of pro-poor and inclusive
growth for Brazil, China, India, Indonesia,
Mexico, and Russia over recent decades. Although
the income elasticities of poverty and income of
the bottom quintile vary significantly across
economies, per capita income growth remains a
key driver of income of the poorest fifth of
society. Some of the more specific results include:

e Inequality has widened in China, in contrast
to Brazil and Mexico. Yet China has still
experienced the greater poverty reduction
given its higher growth in average income.!?

e The importance of average income growth is
reinforced when looking at trends in

11 One important caveat is that Brazil entered the 1990s
with a relatively higher level of inequality. A second caveat
regarding India is that the last observation is for 2005, and
thus the picture may have changed more recently.

12 The contrast is even more striking in the 2000s, as the
latest datapoint for China is 2005 relative to 2009 in Brazil
and Indonesia.
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Indonesia and Russia. For both economies in
the 2000s relative to the 1990s, poverty
reduction was much greater despite inequality
worsening, as growth was much higher.

e A similar story emerges when looking at
measures of inclusive growth. For example,
while growth has been only half as inclusive in
China compared with Brazil, the income of
the poorest fifth of society has increased by
relatively more in China as average income
growth has been much stronger.

C. Policies

This section examines some policies that can
reduce inequality and increase inclusiveness. The
multiple factors behind rising inequality suggest
that a set of mutually reinforcing policies will
likely be needed, and that the necessary mix will
vary from country to country.!3

Fiscal Policy

The relatively low share of education and health
spending in GDP across Asia points to an
important potential role for fiscal policy in
strengthening inclusiveness (Figure 3.5; OECD,
2011). Conditional cash transfer programs (CCT) are
being increasingly used in low-income emerging
economies. Brazil and Mexico have two of the
largest schemes (in the former, “Bolsa Familia”
covers about 25 percent of the population) with
transfers contingent on requirements such as
children’s school attendance or vaccination
records. Both are considered to have been
successful, with the Mexican program being
associated with a 10 percent reduction in poverty
within two years of its introduction. In Asia, the
Philippines introduced a CCT in 2008 (“the 4Ps”)
to help redirect resources toward socially desirable
programs in a well targeted way. By 2012, it is
budgeted to reach 60 percent of the poor.

13 Balakrishnan, Steinberg, and Syed (forthcoming) model
the determinants of inclusiveness more formally. The policies
that follow are partly motivated by this work.



In Asian economies with higher per capita
income and lower poverty, enhancing other safety
nets could be a higher priority. In particular, few
emerging Asian economies have #nemployment
insurance schemes and many have Jow pension coverage
rates—less than 20 percent of the working age
population is covered in most of emerging Asia
compared with an average of 60 percent in OECD
countries (OECD, 2009). Enhancing such safety
nets, as well as increasing inclusiveness, would also
reduce precautionary motives to save, thereby
increasing consumption and facilitating global
rebalancing.

A key question about such policies is their fiscal

cost. The Bolsa Familia program in Brazil costs
only 0.4 percent of GDP and recent IMF work on

Figure 3.5. Fiscal Policy and Inclusiveness'

Education and Inclusiveness

45
® Baseline
.UﬂrerAsiaZ ’
4 Latin America,, Brazil
< NIEs (excl.Brazil)
g5
s L
E’_ § = Indonesia & India
F
§ §~ 3.0
RS
28 South Asia
fexcl.India) China
2.0 | . .
0.3 0.6 0.9 1.2 15

Degree of inclusiveness

ASIA’S QUEST FOR INCLUSIVE GROWTH

Table 3.2. Pro-poor and Inclusive Growth Measures

Elasticity of

poverty with Predicted

respect to Change Predicted change in

income Degree of Income in Gini  change in bottom fifth

growth inclusiveness gruwlhl index'  poverty' income'

[5]= [1]*[3] +
[ 21 3] 4 274 [61=(2]"[3]

China 1980s -2.3 0.7 84 54 -81 56
China 1990s -2.3 0.7 88 36 -127 59
China 2000s -2.3 0.7 88 n -176 58
Indonesia 1990s -1.4 1.0 15 -5 =31 15
Indonesia 2000s -1.4 1.0 90 23 -84 90
India 1990s -15 1.0 10 -1 -17 10
India 2000s -15 1.0 13 8 -4 13
Brazil 1980s -2.2 14 24 5 -42 33
Brazil 1990s -2.2 14 5 -3 -18 7
Brazil 2000s -2.2 14 34 -9 -92 47
Mexico 1990s -2.1 1.0 -17 -3 31 -17
Mexico 2000s -2.1 1.0 4 -4 -94 4
Russia 1990s -3.4 1.0 -47  -26 109 -47
Russia 2000s -3.4 1.0 92 12 -289 92

Sources: WorldBank, Povcalllet database; University of Pennsylvania, Penn World Table ; and
IMF staff calculations.
TAs proxied by 100 times the change in the logarithm over the corresponding period.
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"The yellow diamonds represent those economies whose inclusiveness coefficient has been estimated to be significantly different from one.
2 Other Asia here includes Cambodia, Malaysia, the Philippines, Thailand, and Vietnam.

China and Korea (Barnett and Brooks, 2010; and
Feyzioglu, Skaarup, and Syed, 2008) argues that a
minimum social safety net can be provided at low
cost, with more comprehensive nets funded by
broadening the tax base and increasing some
taxes, along with reallocating existing spending.
For many economies, introducing a general sales
tax (or increasing the rate) and reducing pootly
targeted fuel subsidies would be obvious
candidates. Some policies may have no fiscal cost,
such as unemployment insurance schemes with
employee/employer contributions to individual

accounts. Regarding education, in many cases, the
challenge is to improve quality. Expanding
pension provision could entail costs, but not
necessarily if benefits are provided on a defined-
contribution basis and contribution rates are
increased.

Labor Market Reform
Inclusiveness also seems to be positively
associated with the degree of employment

protection and minimum wage levels, with South
Asia and the NIEs having particularly low
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minimum wages (Figure 3.6). This is consistent
with recent academic work that links rising
inequality in advanced economies to weakened
bargaining power of workers (for example, Levy
and Temin, 2007). A comprehensive discussion
of the impact of labor market institutions (for
example, collective bargaining structures and dual
labor markets) on the inclusiveness of growth is
beyond the scope of this chapter; however,
minimum wages are being increasingly

advocated in the region to support the income of
low-earning workers.!#

Figure 3.6. Labor Market Institutions and Inclusiveness'
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"The yellow diamonds represent those countries whose inclusiveness coefficient has been
estimated to be significantly different from one.

2 Other Asia here includes Cambodia, Malaysia, the Philippines, Thailand, and Vietnam.

Minimum wages are one of the most well-
studied policies. Yet both theory and empirical
evidence are largely ambiguous on their
disemployment effects (Boeri and Van Ours,
2008). It is usually a matter of fine-tuning: set the
rate too low and it has no impact, set it too high
and it will have significant disemployment effects.
Moreover, minimum wages usually work better in
combination with benefits conditional on

14 Hong Kong SAR introduced a minimum wage in
May 2011, and Malaysia is considering one for 2012.
Moreover, rates wete increased in China, India, the
Philippines, and Vietnam in 2011. China and Thailand are
also looking at increasing existing minimum wages
considerably in the near future.
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employment as they reinforce each other. In
particular, while the latter may be a good way of
providing targeted assistance and work incentives,
if labor has limited voice, employers could use
such benefits to drive down wages, which a
minimum wage can help avoid (Gregg, 2000).

Other Policies

While financial development generally increases
incomes of the poorest households (Claessens and
Perotti, 2005), unequal access to financial markets
can reduce it by impeding investments in human
and physical capital. These barriers are widespread
in Asia, with nearly 60 percent of the population
in Hast Asia and 80 percent in South Asia lacking
access to the formal financial system, and there is
evidence that they worsened during the global
crisis (Financial Access, 2010). Reforms such as
promoting rural finance, extending microcredit,
and expanding credit information sharing should
significantly expand credit availability. Already,
there are some promising initiatives underway in
Asia, such as the microfinance institution (MFT)
card in the Philippines.

Institutional reforms can also play an important
role. Work by the IMF suggests that high and
rising corruption increases inequality and poverty,
including by reducing the progressivity of the tax
system, the level and effectiveness of social
spending, and the formation of human capital
(Gupta, Davoodi, and Alonso-Terme, 1998).
Across Asia, notably in China and India,
corruption has been identified by governments as
a key challenge in recent years, with governance
and institutional reforms high on the agenda.



IV. THE BENEFITS OF FURTHER FINANCIAL INTEGRATION
IN ASIA

The need for economic rebalancing in the
aftermath of the global financial crisis and the recent

surge of capital inflows to emerging Asia have revived

the debate about deeper financial integration in the
region. On the one hand, financial integration is seen
as an important tool to deepen regional financial
markets, strengthen regional sources of funding,
reduce the impact on Asian economies from negative
shocks, and so allowing more “risk sharing,” and
improve access of consumers and investors to
financial services and, therefore, help rebalance
growth by strengthening domestic demand. On the
other hand, greater financial integration may imply
larger risk of contagion from negative external
shocks.

This chapter presents key findings from two
working papers by IMF staff on these issues:'>

e Asia’s degree of financial integration, both with
the world and within the region, is relatively low,
especially when compared with Asia’s high
degree of trade integration.

e There is scope for Asia’s financial integration to
be more effective, in particular intraregional
integration: for the same level of contagion risks,
Asian economies currently benefit less from risk
sharing compared with advanced economies.

e Greater financial integration offers the largest
benefits to Asian economies when done in a
regional context. Therefore, Asian policymakers
should coordinate efforts to deepen regional
financial markets by harmonizing legal,
institutional, and macroeconomic policy
objectives.

Note: The main authors of this chapter are Phurichai
Rungcharoenkitkul and Olaf Unteroberdoerster.

15 Pongsaparn and Unteroberdoerster (forthcoming) and
Rungcharoenkitkul (forthcoming).

A. Assessing the Degree of Financial
Integration in Asia

Over the last decade, cross-border portfolio
investment, foreign direct investment (FDI), and
banking activities have been on an upward trend in
Asia, as in other regions, except for a sharp decline
during the global financial crisis of 2008—09.
Relative to GDP, cross-border financial positions in
Asia are comparable with other emerging economies
of Latin America and Eastern Europe, but
substantially smaller than in the euro area (the group
of advanced economies that are the most financially
integrated). However, cross-border portfolio
investment in Asia is predominantly interregional
(that is, with economies outside the region),
especially after adjusting for the role of Hong Kong
SAR and Singapore in intermediating inflows from
outside the region (Figure 4.1).16

Typically, a country’s degree of financial
integration tends to increase with its degree of trade
integration. However, compared with the world,
most Asian economies’ rapid expansion into global
trade has not been matched by a commensurate
increase in their degree of financial integration
(Figure 4.2). This is true especially for the many
ASEAN economies (including Indonesia, Malaysia,
the Philippines, and Thailand) for which the main
channel of financial integration is through FDI
flows.

Controlling for a broad set of structural and
cyclical factors confirms that Asian economies tend
to be less financially integrated than other regions.
We estimate what the degree of financial integration

16 By contrast for FDI flows, the share of intraregional flow
accounts for about half of total flows, mainly on account of
round-tripping between Mainland China and Hong Kong SAR,
and FDI from Japan. Other regional economies only account
for about 10-30 percent of intraregional FDI flows.
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“should” be based on a set of country characteristics

Figure 4.1. Regional and Nonregional Sources of Portfolio %ncluchng trade integration, relative GDP growth,
Investment Liabilities, 2001-09 interest and exchange rate movements, and
(In percentage points) exchange rate volatility. We consider a panel of

i — 90 advanced and emerging markets. Except for the
financial centers of Hong Kong SAR and Singapore,
the degree of financial integration of many Asian
economies is below the level predicted by the model
for all economies, and in several cases falls behind

the norm for Latin America and Eastern Europe

(Figure 4.3). Furthermore, a gravity-type regression
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the same variables also suggests a lower degree of

financial integration within the Asia region.!”
Sources: IMF, Coordinated Portfolio Investment Survey and staff calculations.

B. Risk Sharing versus Contagion

Fi 4.2. Trad d Fi ial Int tion, 2001-09 . . .
I L LG J An important potential benefit of financial

integration is that it affords countries insurance

=)

o gae%‘efw// against shocks. Through borrowing and lending,
§ j A"”"'H,,”_,,K,,”‘,,SA,, countries can stabilize their consumption around
§ 6 — their long-term potential growth, even in the
§ i _ 6306 + 0.0839 presence of idiosyncratic shocks. This “risk sharing”
% 3 —UMM;UITMW’ oo benefit remains low in Asia, however. Our measure
c 2 '\:ygf‘aﬁ;'f””";; Taiwan Province of Chia of risk sharing captures the degree to which
V| et g o JTenan oy . . . .
o RS iR countries succeed in insuring each other against
bl ,,ad:,.mg,;,nm;e e shocks—a perfect risk sharing implies no further
Source: IMF staff calculations. potential gain from redistributing risk.!8 The
gI;;r;:ea;‘]I::zg:'scures measure country ratios (of exports and imports; or capital flows) to GDP over risk—sharing index for each pair of regions, which
has a maximum value of one, is depicted in
Figure 4.4." The newly industrialized economies
Figure 4.3. Deviations from Model-Based Norms of Financial (NIEs) share risks substantially with the United
Integration States, but much less so with other Asian economies.
(In number of standard deviations from global mean) Meanwhile, intraregional risk sharing is below average
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17 For the average country pair within the Asia region, our
estimates suggest that cross-border portfolio investment is
about 0.8 percent of own GDP lower than it would be for any
other pair.

18 Typically, a risk-sharing index compares how growth in
marginal utility of consumption differs across countries, which
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market data..

lsél::ﬁjeéel'vllFD:‘gagE:|‘§“ﬂi:::-smgapore 19 This chapter follows the old Regional Economic Outlook

2 Excludes Luxembourg. i classification and so “NIEs” include Hong Kong SAR, Korea,
Singapore, and Taiwan Province of China. For data availability

reasons “ASEAN” refers to Indonesia, Malaysia, the

Philippines, and Thailand only.
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for both NIEs and ASEAN. Among NIEs, only risk
sharing between Hong Kong SAR and Singapore is
above average, whereas Korea in fact achieves more
risk sharing with ASEAN countries than with other
groups of economies. Overall, the risk-sharing benefits
enjoyed by all Asian economies, including China,
Japan, and India (not shown), are dwarfed by those
between the United States and the European Union.

Financial integration also has potential costs,
particularly the greater risk of contagion, which can
arise through interconnected banking sectors (Box 4.1)
as well as through financial linkages more generally. As
the recent global financial crisis illustrates, contagion
costs can be large, calling into question the virtue of
having an integrated financial market. To evaluate the
trade-offs arising from financial integration we estimate
an index of financial contagion (the lower the index the
greater the contagion; see Rungcharoenkitkul,
forthcoming, for details). Setting this index against the
risk-sharing index in Figure 4.5 shows that there is a
negative and statistically significant relationship
between the two measures (green line), suggesting that
more risk sharing can be obtained only at a cost of
greater financial contagion risk. As Figure 4.5 reveals,
however, there remains substantial room for most
Asian economies to improve their trade-offs, thereby
to enhance the “quality” of financial integration. The
trade-off for the United States (red line) is noticeably
supetior, and in effect defines the efficient frontier.
Most Asian economies, in contrast, have room to
benefit more from risk sharing without incurring
higher contagion costs.

One way to enhance the quality of financial
integration is to further develop financial markets, and
enable them to play a better risk-sharing role.
Meanwhile, risk sharing should not be expected to
contain the most extreme of shocks. Moreover, the
ability of markets to provide insurance against even
moderate shocks may be hampered by structural cross-
country differences in macroeconomic conditions and
policy objectives. To test these hypotheses,
intraregional risk sharing within NIEs, ASEAN, and

THE BENEFITS OF FURTHER INTEGRATION IN ASIA

Figure 4.4. Risk Sharing within and between Regions
(Risk-sharing Index)
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Figure 4.5. Trade-Offs between Risk Sharing and Contagion
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Source: IMF staff calculations.

the G-2 (the United States and European Union) are
regressed against (i) the degree of intraregional financial
integration,; (i) financial development, captured by
stock market capitalization over GDP; (iii) the
magnitude of real economic shocks, measured by
deviations of industrial production growth from
trends; and (iv) inflation rate differentials, which reflect
differences in policy objectives. The fitted model is
then used to decompose the conttibution of each
factor to the overall degree of risk sharing. As

Figure 4.6 shows, policies that promote lower inflation
differentials, contain volatility of real shocks, and foster
financial development can go a long way in reducing
this difference and therefore can help Asia attain a
better trade-off between costs and benefits from
financial integration.
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Box 4.1. Assessing the Contagion of Systemic Risk from Financial Integration through Banks

We exploit comovements of daily equity prices and CDS spreads among 20 large financial institutions across

10 regional economies to estimate the interconnectedness and the common dependence on external shocks. The
analysis uses a probability-based model developed by Segoviano and Goodhart (2009) to analyze risk transmission
and provides a systemic distress indicator measuring potential spillovers within and outside the region.! The main

results atre as follows:

While the systemic risk from external vulnerability has remained low, the risk indicator has increased sharply
since June, to levels similar to those observed during the Lehman Brothers episode, reflecting weakening global

growth and U.S. and European debt turmoil. The risk
indicator on Asian financial institutions has been highly
cotrelated with global distress events, but the
magnitudes appear to be smaller than for other regions
(see IMF 2011a and 2011c).

Financial institutions in the region appear to be more
exposed to distress from advanced economies outside
the region than within the region (table), consistent
with the pattern of low intraregional financial
integration. If systemic distress occurred in the United
States and Europe, it would likely have significant
financial spillovers.

Within the region, distress from regional financial
centers, including Hong Kong SAR and Singapore,
tends to have higher spillovers to the financial
institutions in the region. The significance of regional
financial centers could arise from direct loan exposures
by banks in the region and higher funding soutces
from these regional financial centers.

Note: The main author of this box is W. Raphael Lam. For
further details see Lam and Oura (forthcoming).

Heat Map of Potential Spillover of Systemic Risk

Sources of distress

Spillover to

Hong Kong SAR

Australia
China
Japan
Korea
Indonesia
Malaysia
Singapore
Thailand

Australia

China

Hong Kong SAR
Japan

Korea

Indonesia
Malaysia
Singapore
Thailand

Sources: Bloomberg L.P. ; Markit; and IMF staff estimates.

' Each cell indicates the conditional probability of banks in distress
for the economy of i-th row given the banks in the economy of j-th
column is in distress. Cells in red indicate high conditional
probabilities of above 0.3, whereas yellow cells are considered middle
risk (conditional probabilities between 0.2 and 0.3), and green cells
indicate low probabilities (below 0.2).

1'The systemic risk indicator is defined as the joint probability of distress, which is a probability that all financial institutions in
the sample become distressed. The probability includes individual idiosyncratic risk and distress owing to common dependence

among financial institutions.

Figure 4.6. Decomposing the Gap between International Risk
Sharing in Asia and the G-2
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C. Policy Implications

Greater quality of financial integration could yield
significant benefits to Asian economies. Indeed,
policies that can help enhance the benefits from
risk sharing at a minimal risk of financial contagion
are being pursued by many governments in the
region and include:

e Developing harmonized market standards and
rules, by building common trading rules and
platforms, as well as harmonizing accounting
standards and securities regulations, which in



turn will help engender financial development
and facilitate the creation of institutional
investors, and Asia-wide portfolio investments.

e Fostering policy coordination in response to
shocks, through policy dialogue and recognition
of risks to regional stability and common policy
priorities. With deeper cross-border linkages,
improved cross-border supervision and
cooperation will also become important, in
particular coordinated efforts to move toward
risk-based supervision.

e Harmonizing macroeconomic and monetary
policy objectives, to foster more universal

macroeconomic stability in the region and create

an environment that is more conducive to
intraregional risk sharing. With greater regional
capital mobility, macroeconomic policies will
need to converge to avoid sharp fluctuations in
cross exchange rates with potential disruptions
to trade and the real economy.

Against this background, ongoing coordinated
efforts by policymakers in the region to further
develop common regional financial markets should
continue to be a priority. The Asian Bond Market
Initiative, for example, has already led to a notable
expansion of the investor base.2’ Combining these
initiatives with ongoing efforts to promote
convergence in macroeconomic policy objectives,
such as through regional surveillance, peer review,
policy discussions, and, ultimately, greater regional
policy coordination, can help ensure that the
benefits of financial integration are maximized for

Asia.

Deeper financial integration with better access of
consumers and investors to financial services would
also strengthen domestic demand in the region and
support economic rebalancing. Moreover, by
facilitating the transfer of financial know-how,
financial integration could foster financial
innovation and lessen the motives for precautionary
savings. Similarly, pressure for greater transparency

20 See Felman and others (2011).
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exerted by foreign investors may reduce asset price
volatility, as it would improve the quality and
frequency of information (Prasad and Rajan, 2008).
Model-based estimates using the macroeconomic
balance approach (which analyzes structural
determinants of savings and investment) suggest
that if the degree of financial integration in Asia
were to be at the global norm, on average across
emerging Asia (excluding Hong Kong SAR and
Singapore), the region’s current account surplus
would be reduced by about 1 percent of GDP
(Figure 4.7).

Figure 4.7. Effect of Financial Integration on Current Account
Surplus
(In percent of GOP)
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Source: IMF staff calculations.

D. Conclusions

Further financial integration of Asian economies,
in particular at the regional level, would strengthen
Asia’s domestic sources of growth and improve
economic resilience. In particular, policymakers
should focus on ways to harmonize legal,
institutional, and macroeconomic policy objectives
and reduce discrepancies in the stage of
development across different financial markets in
the region. Such efforts would enhance risk
sharing among regional economies at minimal
cost of financial contagion, which is an inevitable
by-product of greater financial integration. Deeper
financial integration with better access of consumers
and investors to financial services is also likely to
support further economic rebalancing.
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V. AsIAN Low-IncoME AND PACIFIC ISLAND COUNTRIES:
MANAGING INFLATION RISKS AND STRENGTHENING
GROWTH PROSPECTS

This chapter highlights a few issues facing Asian
low-income countries (LICs) and Pacific Island
countries (PICs). For most Asian LICs, headline
inflation has picked up following the rise in global
commodity prices in 2010 (Figure 5.1). Section A
suggests that Asian LICs need to be vigilant in
their inflation-fighting efforts, despite a recent
slowdown in commodity prices. For Asian PICs,
the main issue remains how to achieve higher and
sustainable growth. As section B shows, over the
last decade PICs have grown more slowly than
emerging Asia and similar comparators. To
increase their resilience, the PICs should continue
to rebuild policy buffers and implement growth-
oriented structural reforms.

A. Recent Inflation Trends in
Asian LICs

Headline inflation for Asian LICs reached a
three-year high in 2011. Generally, food inflation
has been the main driver of inflation (Figure 5.2).
In some cases, however, the procyclicality of
macroeconomic policies, along with second-order
effects of higher food prices, contributed to raise
core inflation rates. As of September 2011, futures
prices for rice and wheat imply price increases for
these major staples of about 10 percent through
end-2012. Higher food and commodity prices
carry with them a risk of more generalized
inflation if they destabilize inflation expectations.

What Distinguishes the Current Inflation
Episode?

A few factors distinguish the current inflation
episode in Asian LICs from the one in 2007-08.

Note: The main authors of this chapter are Nombulelo
Duma, David Cowen, Joedianna Mohammed, Shiu Raj Singh,
Patrizia Tumbarello, Yiqun Wu, and Yongzheng Yang.

Figure 5.1. Selected Asia: Inflation and World Prices
(Year-over-year percent change)

—Food (world) Energy (world) —— Headline (right scale)’ =~-Core (right scale)

Sources: Country authorities; IMF, WEQ database, and staff calculations.

" Weighted average, based on purchasing power parity GDP weights, headline inflation rates of
Bangladesh, Cambodia, Lao P.D.R., Mongolia, Nepal, Sri Lanka, Timor—Leste, and Vietnam. Core
inflation includes Nepal, Cambodia, Lao P.D.R., Sri Lanka, and Vietnam.

Figure 5.2. Selected Asia: Headline Inflation, January 2005-
Latest'
(Cumulative percent change)
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Sources: Country authorities; IMF, WEQ database, and staff calculations.
" Energy includes water and housing for Bangladesh, Nepal, and Sri Lanka.

o Incomplete pass-throngh. Headline inflation has
increased by less in the current episode in Asian
LICs, reflecting the smaller run-up in global oil
and food prices (particularly rice prices) and a
lower pass-through to domestic prices owing to
efforts to contain the cost of basic foodstuffs
and related inputs.2!

21 For example, the increase in official food imports and

fertilizer subsidies in Bangladesh; selling off of strategic food
stocks (meat) in Mongolia; and a new rice policy in
Cambodia.
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Subduned core inflation. Asian LICs’ core (or
nonfood) inflation has been lower for the
most part in the current episode, even though
it is increasing in some countries—in
particular Vietnam. Core rates have also risen
more slowly than in emerging Asia suggesting
that inflation may not yet have run its course
in Asian LICs. Indeed, wage pressures in
Mongolia, Nepal, Timot-Leste, and Vietnam

the lowest pass-through and highest degree of
inflation persistence.

Regional spillovers. Headline inflation in Asian
LICs is more affected by inflation in China
than in India or advanced countries

(Table 5.1). Given the heavy weight of China
in imports of Cambodia, Lao P.D.R.,
Mongolia, and Vietnam, this is unsurprising.

have been rising in recent months.

A few factors suggest inflationary pressure may

continue in the near future in Asian LICs:

Inflation persistence. Inflation persistence is
higher (Figure 5.3) in countries where the
pass-through from international to domestic
prices is low in the first 12 months

(Figure 5.4). Among Asian LICs, Nepal has

Figure 5.3. Selected Asia: Inflation Persistence, 2005-11'

B Srilanka O Cambodia B Vietnam O Mongolia
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Sources: IMF staff calculations.
' Decay of autocorrelation functions in months. Monthly data unavailable for Bhutan and Papua
New Guinea.

Figure 5.4. Pass-Through from International Prices to
Domestic Prices’
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Sources: Country authorities; and IMF staff calculations.
1 The pass-throughis esti d using country-by try vector autoregressions of
international food and energy prices and domestic CPls.
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However, the spillovers from Chinese
inflation appear stronger than those from
India even in Asian LICs for which India is a
major trade partner, such as Bangladesh. This
suggests that China has an indirect impact on
price movements even where direct trade ties
are relatively small (see Box 1.2). Inflation
spillovers from China and India tend to be
lower in economies that have relatively more
flexible exchange rates, such as Mongolia,
Papua New Guinea, and Sri Lanka, than in
economies with less flexible rates.

Amid unusual uncertainty over the global
economic outlook, Asian LICs may be reluctant to
withdraw policy stimulus rapidly. But
accommodative policy stances can add to inflation
pressures over the near term.

o Fiscal policy. Although fiscal deficits are
expected to fall in 2011 in most Asian LICs,
they are likely to remain larger than in 2008
(Table 5.2), suggesting that policies are still
accommodative. In the event of a larger-than-
anticipated rise in food or fuel prices, direct
and indirect subsidy costs could rise more
than expected, leading to larger fiscal
imbalances and a higher public debt burden.?

o Monetary policy. Strong monetary growth and
negative real interest rates point to loose
monetary conditions in some countties

(Table 5.2).

o Exchange rates. Negative terms-of-trade shocks
and continued monetary and fiscal policy

22 In Bangladesh and Nepal, some of these costs, especially
related to oil, are being absorbed by state-owned enterprises.



accommodation have led to rising current
account deficits in a few Asian LICs.
Downward pressures on exchange rates could
pose a further risk for inflation.

B. Pacific Island Countries:
Improving Resilience to External
Shocks

Most PICs seem to be stuck on a low-growth
path (Figure 5.5). In the 10 years preceding the
2008-09 global financial crisis, PICs grew on
average by only 2 percent a year—a much lower
rate than the Asian LICs (6 percent) and countries
of the Eastern Caribbean Currency Union
(ECCU) (4 percent). PICs were hit hard by the
2008-09 global crisis, and they are recovering only
slowly—although at different paces. Commodity
exporters (Papua New Guinea and Solomon
Islands) have benefited from high global
commodity prices, but, excluding them, real GDP
for the PICs fell by 1.2 percent on average in
2009. The flood in Fiji and the earthquake and
tsunami in Samoa, in January and September 2009,
respectively, further weighed negatively on growth
performance.

The PICs’ recovery is also slower than that of
Asian LICs and emerging economies. The slower
recovery pattern reflects PICs’ relatively small
export base, which does not allow the global
recovery to feed into a large increase in external
demand. Helped in part by the resilience of
Australia during the crisis, the PICs have,
however, recovered more strongly than some
comparators in other regions, such as the ECCU,
which relies more heavily on U.S. demand.
Indeed, PIC growth performance appears to be
strongly correlated to the business cycle in
Australia and New Zealand (Figure 5.6). In
particular, the strong appreciation of the
Australian and New Zealand dollars supported the
PIC tourism sector in 2011.

The PIC economies are also recovering more
slowly this time around than in previous recessions.

ASIAN LOW-INCOME AND PACIFIC ISLAND COUNTRIES

Table 5.1. Selected Asia: Decomposition of Inflation and
Exchange Rate Regimes'

By inflation innovations in

Horizon Exchange rate
Country ) - - 3
(months) OECD  China India Own  regime
Bangladesh 3.0 24 12.2 6.2 79.2  Stabilized
12.0 1.3 435 8.5 36.7
Bhutan 1.0 24 1.4 8.5 87.7  Conventional peg
4.0 3.4 244 208 514
Cambodia 3.0 25 9.5 9.4 78.7  Stabilized (dollarized)
12.0 1.3 435 8.5 36.7
Lao P.D.R. 3.0 9.2 1.4 27 86.8  Stahilized
12.0 26 370 105 500
Mongolia 3.0 6.4 2.5 29 88.1  Multiple (flexible)
12.0 8.0 271 122 526
Nepal 3.0 8.3 1.2 11.6 78.9  Conventional peg
12.0 15.7 2.7 18.7 629
Papua New Guinea 1.0 19 1.3 185 783 Floating
4.0 32 163 121 685
Sri Lanka 3.0 0.3 36.4 38 59.6  Stahilized
12.0 04 478 203 315
Timor-Leste 3.0 0.1 29.5 6.9 63.5  Dollarized
12.0 34 65.8 5.8 25.0
Vietnam 3.0 0.8 1.2 79 90.1  Stabilized

12.0 290 266 166 27.8

Source: IMF staff estimates.

" Error variances (in percent) of 3- and 12-month-ahead forecasts of each country's inflation
rates. Sample covers 2005-11 period.

? Horizon in quarters for Bhutan and Papua New Guinea.

% Based on IMF Annual Report on Exchange A and Exchange Re

Table 5.2. Selected Asia: Monetary Conditions

Inflation Monetary  Real interest Real effective  Change in

bias' gmwlhz rate’ exchange rate” fiscal balance®
Bangladesh down + - | -
Bhutan + + + +
Cambodia | + | +
Lao P.D.R. down + - + +
Mongolia | + + + -
Nepal up - + + +
Papua New Guinea + | | +
Sri Lanka | + I + -
Vietnam down + - - +

Source: IMF staff estimates.

" The inflation bias points up if inflation is higher in both first and second quarters in 2011, "/"
if inflation is higher in one quarter, or down if inflation is lower in both quarters in 2011 relative

At () if money growth in 2011 (projection) is higher (lower) than in 2008.

3 Policy rates as of end-August 2011, except Cambodia, which is a weighted-average

commercial bank rate.

. denotes one year appreciation of more than 3 percent in June 2011, "-" depreciation of

more than 3 percent, and "/" otherwise.
S A"+" ("=} if the fiscal deficit in 2011 (projection) is higher (lower) than in 2008.

Over the past four decades, PICs have
experienced five episodes of economic
contraction—1975, 1980, 1987, 1997, and 2009.
Only two of these five episodes coincided with
global recessions (1975 and 2009). For commodity
importers the 2009 contraction was milder than in
previous downturns, yet the recovery has been
much weaker (Figure 5.7).
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Figure 5.5. PICs: Real GDP Growth
(Year over year; in percent)
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Sources: Country authorities; and IMF staff calculations.

1 Commodity exporters refer to Papua New Guinea and Solomon Islands.

2 Excludes China and India.

3 Eastern Caribbean Currency Union (ECCU) includes Antigua and Barbuda, Dominica, Grenada, St. Kitts
and Nevis, St. Lucia, and St. Vincent.

Figure 5.6. PICs: Real GDP Growth—Correlation with
Australia and New Zealand, 2002-10
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Sources: Country authorities; and IMF staff calculations.

Figure 5.7. PICs (Commodity Importers): Real GDP Growth
around Downturns'
(Year over year; in percent)
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" Historical is average of four downturns.
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What explains the current slow recovery of PICs
compared to past episodes and relative to Asian
LICs? A VAR analysis is carried out to identify
which shocks have a larger and more persistent
impact on PIC growth. Shocks to the terms
of trade result in a considerably greater output
loss than do shocks to external demand
(Figures 5.8 and 5.9). This may explain the milder
recession experienced by PICs in 2009 as well as
the slower recovery, compared with previous
episodes. By contrast, external demand shocks
have a more substantial impact on output in Asian
LICs (IMF, 2009), which may help explain the
greater impact of the global recession on those
economies.

Resilience to Shocks: Looking Ahead

PICs remain vulnerable to external shocks,
although vulnerabilities differ across countries. In
the event of a global downside scenario, Fiji,
Palau, Samoa, and Vanuatu would be affected
through falls in tourism, which accounts for
between 20 percent and 50 percent of GDP.
Remittances would be one of the main channels
of contagion in Samoa, Tonga, and Tuvalu, and to
a lesser extent in Fiji and Kiribati. A deterioration
in the terms of trade would negatively impact
Papua New Guinea and Solomon Islands. A fall in
stock prices in advanced economies would also
impact PICs with large trust funds whose assets
are invested offshore (Kiribati, Marshall Islands,
Micronesia, Palau, and Tuvalu), worsening fiscal
sustainability in Kiribati, Marshall Islands, and
Micronesia. Aid flows to PICs are expected to
hold up well, in line with the experience during
the previous crises and planned increases in
official development assistance from Australian
and New Zealand.

Fiscal space is limited in PICs, with high public
debt narrowing the scope for countercyclical
policies in Fiji, Marshall Islands, Tonga, and
Tuvalu. In countries with large trust funds, fiscal
rules that prevent additional draw-downs to
finance budget deficits in the face of a crisis could
lead to procyclical policies. Papua New Guinea



and Vanuatu still have some fiscal space. Several
islands have accumulated comfortable levels of
foreign exchange reserves (Fiji, Papua New
Guinea, Tonga, and Vanuatu), which could
provide a temporary cushion. Greater exchange
rate flexibility would be warranted in economies
with relatively weak monetary transmission
mechanisms. In Papua New Guinea, for example,
the exchange rate channel of monetary policy
continues to be effective, but excess liquidity is
weakening the interest rate and credit channels. In
Vanuatu, lower-than-anticipated inflation could
allow a pause in monetary tightening.

To strengthen their resilience to shocks, PICs
will need to step up the rebuilding of policy
buffers and implement growth-oriented structural
reforms, which would help boost investors’
confidence as well as ensure sustainable and
inclusive growth. Focusing on the quality of
spending, for example on education and
infrastructure, could be key in lifting long-term
growth potential. While rebuilding policy buffers,
additional assistance from donors would also
provide countercyclical support in several islands.

ASIAN LOW-INCOME AND PACIFIC ISLAND COUNTRIES

Figure 5.8. PICs: Impulse Response of Output Loss to Terms-
of-Trade Shock
(Percent deviation from baseline trend)
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Source: IMF staff calculations.

Figure 5.9. PICs: Impulse Response of Output Loss to External
Demand Shock
(Percent deviation from baseline trend)
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Years after shock

Source: IMF staff calculations.
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