1. Managing Shifting Risks

Signs of Pickup amid Receding
Tail Risks

The global economy entered 2013 with receding
tail risks as the U.S. fiscal cliff and an escalation
of the euro area crisis had been averted. In the
United States, activity, balance sheets, house prices,
and credit were improving while major emerging
economies were also seeing strengthening activity.
In the euro area, however, economic prospects
remain fragile, with weak activity extending to
core countries. Meanwhile, financial conditions are
ameliorating across the board, with equity prices
rising to multiyear highs, volatilities declining, and
credit spreads compressing (Figure 1.1). While
downside risks remain significant, risks are now
more balanced than they were at the time of the
October 2012 Asia and Pacific Regional Econonic
Outlook Update (IMFE, 2012d).

With global financial conditions easing markedly
since mid-2012 amid further loosening in monetary
stances in major advanced economies, risk capital
began to return to emerging Asia (Figure 1.2).

In particular, net portfolio flows gained strength
since the third quarter of 2012, when they turned
positive. Mutual funds data at the beginning of
2013 suggest weekly flows were comparable to

the strong levels seen before the global financial
crisis, although capital inflows moderated more
recently. The turnaround has been led by ASEAN
economies where, in 2012:QQ3, the swing in net
portfolio flows amounted to about 3% percent of
GDP. At the same time, the impact of Furopean
bank deleveraging on Asian financial systems
continued to be relatively small and measured, with

cross-border lending from euro area banks declining

at a pace of less than "4 percent of emerging Asia

Note: The main authors of this chapter are Kevin C.
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Figure 1.2
Selected Asia: Equity and Bond Funds—

Quarterly Net Flows during 2010-13"
(In billions of U.S. dollars)

mmBond funds == Equity funds - -+ Peak in 2006-07

30

25

20 ........ BEER. ¢ c c ccsccccevssssscscscccssssssssccsss
b — -1 ,,,,,,

1 | | = e
e o =

2010:Q1
2010:Q2
2010:Q3
2010:Q4
2011:Q1
2011:Q2
2011:Q3
2011:Q4
2012:Q1
2012:Q2
2012:Q3
2012:Q4
2013:Q1

Source: Haver Analytics.
" Includes exchange traded fund flows and mutual fund flows for Emerging
Asia, Hong Kong SAR, Taiwan Province of China, Korea, and Singapore.

GDP in the third quarter of 2012 and regional
banks, notably from Japan, taking up the slack.

As a result, Asian financial markets have been
buoyant, and indicators of financial stress have fallen
sharply. Most stock markets have risen by more than
10 percent since early 2012, and gains have exceeded
20 percent in a number of cases (Figure 1.3). Since
their peak in mid-2012, spreads on sovereign credit
default swaps (CDS) have fallen by some 100 basis
points on average and stabilized at their lowest

levels since 2010. Bank CDS spreads indicate a
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Figure 1.3
Asia: Stock Markets!
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similar improvement of risk perceptions for Asian
banks. Easy financial conditions have contributed
to robust credit growth in the region (Figure 1.4),
while corporate bond issuance has accelerated. At
the same time, the currencies of most economies
have appreciated since mid-2012, both in nominal
and real effective terms—in several cases (including
Korea and Thailand) by more than 5 percent. Japan
and, to a lesser extent, Indonesia are two notable
exceptions to this trend, with the yen depreciating
by more than 18 percent in real effective terms since
July 2012 (Figure 1.5). While the yen depreciation

Figure 1.4
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Figure 1.5

Asia: Effective Exchange Rates!
(Change since July 2012; in percent; positive change = appreciation)
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reflected a confluence of factors including further
monetary easing, a widening trade deficit, and
reduced safe-haven effects amid improving global risk
appetite, foreign investor sentiment against the rupiah
weakened amid a deteriorating current account deficit.

Against the backdrop of easier financial
conditions and stabilizing external demand,
economic activity gained momentum during
2013:Q1, after a broad-based weakening of
exports growth across the region through most
of 2012 (Figure 1.6). Led by China, export

Figure 1.6
Asia: Changes in Real GDP at Market Prices
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Figure 1.7

Selected Asia: Exports to Major Destinations
(Three-month percent change of three-month moving average; SAAR)
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growth has begun to pick up. In part, the rise
reflects a combination of supply-chain links and
firming demand across Asia and from advanced
economies, notably the United States (Figure
1.7). In addition, purchasing managers indexes
for manufacturing have improved across the
region and reentered expansionary territory

in recent months, although they remain below
their averages before the global financial crisis.
At the same time, notably in China and, to

a lesser extent, leading ASEAN economies,
private domestic demand has remained robust
with relatively favorable financial and labor
market conditions supporting stable consumer
confidence, buoyant investment, and robust
retail sales.

Across much of Asia, headline inflation slowed
markedly through 2012, in many cases by some

2 percentage points; the notable exceptions

were India, Indonesia, and, to a lesser extent,
Thailand (Figure 1.8). Declines were generally
driven by moderating food and commodity prices,
although in several cases, second-round effects
from weaker activity also contributed (Figure 1.9).
Core inflation in early 2013 was low and stable,

at or below 2 percent in a number of economies,
including China, Korea, and Malaysia. At the same
time, deflation persisted in Japan, where headline
and core inflation fell to a negative 0.1 percent
and negative 0.2 percent, respectively, at
end-2012.
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Figure 1.8

Asia: Headline Inflation
(Year-over-year percent change)

mEnd-2011

mEnd-2012

c e © T © O @© @ 1] [ e @ © © =
@ S B O S = c 0} s £ < w © £
Q & > 5 E£ ® £ £ 8 & 55 © £ O
S @ & v 20%B O & @ & s - &

- 0] © o o o oD O
NI S 3 = £ £ 3 c
= ao I ZE £ F § B E
% B o X = c
z 2 2 Q2
‘T [] >

= I

Sources: CEIC Data Company Ltd.; Haver Analytics; and IMF staff
calculations.

Figure 1.9
Asia: Contributions to 2012 Change in Headline

Inflation Rate
(In percentage points)
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Consistent with weak external demand and
relatively strong domestic conditions, the region’s
trade and current account balances continued to
shrink substantially in 2012. While China has played
a prominent role in this decline, balances have also
declined substantially in Japan, leading ASEAN
economies, and India (Figure 1.10).

Against the broad regional trends, the dynamics and
composition of growth have varied significantly
across Asia in 2012 and early 2013.
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Figure 1.10

Asia: Current Account Balances
(In percent of GDP)
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Source: IMF, World Economic Outlook.
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e Activity in Japan entered a short-lived recession
after the middle of 2012 as consumption was hit
by the expiration of eco-friendly car subsidies, and
exports decreased in conjunction with weakening
external demand. However, signs of a turnaround
emerged in early 2013 due to rising business
sentiment and gradually improving industrial
production. Growth in Australia was around its
trend pace in 2012, after peaking at 4 percent
in the first half of 2012, although some non-
mining sectors remained under pressure from the
strong currency, partly driven by the heightened
appetite of international investors for Australia’s
government debt. In New Zealand, a modest
recovery from the 2012 earthquake, fuelled by
reconstruction spending, was held back by high
household debt and sluggish private consumption.

* In East Asia, the Chinese government’s effort
to achieve a soft landing has been confirmed
with a moderate pickup of growth in the
fourth quarter of 2012, led in part by more
credit-financed infrastructure investment and a
recovery of exports. In Korea, exports that led
the sharp slowdown in 2012 have stabilized, but
consumption remained subdued notwithstanding
a cut in policy rates of 50 basis points and the
adoption of two modest fiscal packages.

* In South Asia, a drop of private investment
over rising policy uncertainty exacerbated
supply bottlenecks in India, which contributed

to headline inflation that was high compared
with that of most other Asian economies,
despite a sharp growth slowdown during 2012.
In Sti Lanka, tighter policies in eatly 2012 to
rein in credit and import growth contributed to
slowing activity last year.

*  Many ASEAN economies, especially Indonesia,
Malaysia, the Philippines, and Thailand,
bucked regional trends—growth held up on
robust domestic demand, in part supported by
accommodative monetary and fiscal stances
and fueled by rapid credit expansion.

*  Exports of Asian low-income economies
slackened, although external headwinds were
mitigated in some cases: by privileged access
to advanced economies (such as the European
Union in the case of Cambodia), resilient
remittances (Bangladesh and Nepal), and
rapid domestic credit growth (Cambodia and
the Lao People’s Democratic Republic). More
recently, export growth has gained momentum
for a number of garment manufacturers, while
sharply higher exports and imports in Myanmar
in the first quarter of 2013 also reflected
an improved business environment and the
suspension of sanctions. On the other hand,
recovery in the Pacific Island economies has
continued to be held back by delays in growth-
friendly structural reforms and in infrastructure
investments to improve connectivity.

Stronger Prospects in the Period
Ahead Hinge on Internal Demand
Dynamics

A small, gradual pickup in growth is expected

to continue throughout 2013, underpinned by
continued robust domestic demand and some
modest strengthening in external demand

(Figure 1.11, reflecting readings from a broad range
of high-frequency activity indicators covering
industrial Asia, large emerging market economies,
and smaller export-dependent economies). Growth
for Asia as a whole is forecast to increase to about
5% percent in 2013 and 6 percent in 2014

(Table 1.1 and Figure 1.12). The main elements



Figure 1.11
Indicator Model for Asia: Projected vs. Actual
Real GDP Growth

(In percent; q/q seasonally adjusted annualized rate)
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supporting this resilient domestic demand are labor

markets and capital inflows:

Labor market conditions are strong, supporting
robust consumer confidence and household
disposable income. Broadly, unemployment rates
have fallen further over the past year and are
substantially lower than their precrisis averages,
in several cases—including Hong Kong SAR and
Singapore—by more than 1 percentage point.

At the same time, real wages have continued

to climb across the region, including in China,
where productivity has been strong and the

Figure 1.12
Selected Asia: Contributions to Projected Growth
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Sources: IMF, World Economic Outlook; and IMF staff calculations.
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Figure 1.13

Asia: Financial Conditions Index (FCI)
(Index; increase = loosening of financial conditions)
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Source: IMF staff estimates (see Osorio, Pongsaparn, and Unsal, 2011, "A
Quantitative Assessment of Financial Conditions in Asia," IMF Working Paper
11/170, for details).

T ASEAN includes Indonesia, Malaysia, the Philippines, Singapore, and
Thailand.

working-age population as a share of the total
population is projected to decline after 2015.

*  Capital inflows to emerging Asia are likely to
remain buoyant, in light of push factors (easy
monetary conditions in Western advanced
economies and reduced risk aversion) and pull
factors (notably growth and return differentials
vis-a-vis advanced economies). Financial
conditions have generally eased in early 2013,
mainly as a result of the higher stock prices
and rapid credit growth (Figure 1.13), thereby
providing an impetus to economic activity going
forward. In particular, portfolio equity flows
are estimated to boost private consumption and
investment in Asia mainly by raising asset prices
and boosting credit growth. For emerging Asia
as a whole, an increase of 1 percent of GDP in
such portfolio flows is estimated to translate into
a rise of about 2 percentage point in private
consumption growth, and a 12 percentage
point increase in investment growth after three
to four quarters (Figures 1.14 and 1.15).

Regional economies are also expected to benefit
from growing spillovers of internal demand. For
some of the more advanced open economies, such
as Korea and Taiwan Province of China, direct
and indirect exposure to demand from China and
Japan is as important as exposure to demand from
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Table 1.1. Asia and Pacific: Real GDP

(Year-over-year percent change)

Difference from

Actual Data and Latest Projections October 2012 WEO
2010 2011 2012 2013 2014
Australia 2.6 2.4 0.3 0.0 0.1
Japan 4.7 -0.6 -0.2 0.4 0.3
New Zealand 1.8 1.4 0.3 -0.3 -0.1
East Asia 9.9 8.2 -0.1 -0.3 -0.3
China 10.4 9.3 0.0 -0.2 -0.3
Hong Kong SAR 6.8 4.9 -0.4 -0.5 0.1
Korea 6.3 3.6 -0.7 -0.8 -0.1
Taiwan Province of China 10.8 41 -0.1 -0.9 -0.6
South Asia 10.9 7.7 -0.8 -0.3 -0.2
Bangladesh 6.4 6.5 0.0 -0.1 -0.4
India 11.2 7.7 -0.9 -0.3 -0.2
Sri Lanka 8.0 8.2 -0.3 -0.5 0.3
ASEAN 7.6 4.6 0.5 0.0 0.0
Brunei Darussalam 2.6 2.2 -1.4 -0.4 1.1
Cambodia 6.1 71 0.0 0.0 0.0
Indonesia 6.2 6.5 0.2 0.0 -0.1
Lao People's Democratic 8.1 8.0 0.0 0.0 0.0
Republic
Malaysia 7.2 5.1 1.2 0.4 0.2
Myanmar 5.3 55 0.1 0.2 0.2
Philippines 7.6 3.9 1.8 1.2 0.5
Singapore 14.8 5.2 -0.8 -0.9 1.5
Thailand 7.8 0.1 0.9 -0.1 -0.3
Vietnam 6.8 5.9 -0.1 -0.6 -1.2
Small States’ 3.7 4.5 -0.1 -0.3 0.0
Pacific Island Countries? 2.5 3.2 -0.3 -0.3 0.2
Emerging Asia3 10.1 8.2 -0.1 -0.2 -0.2
Asia, Total 8.6 6.1 -0.2 -0.2 -0.1

Source: IMF staff projections.

1 Small states include Bhutan, Fiji, Kiribati, Maldives, Marshall Islands, Micronesia, Palau, Samoa, Solomon Islands,
Timor-Leste, Tonga, Tuvalu, and Vanuatu.

2 Pacific Island Countries include Fiji, Kiribati, Marshall Islands, Micronesia, Palau, Papua New Guinea, Samoa,
Solomon Islands, Tonga, Tuvalu, and Vanuatu.

3 Emerging Asia includes China, India, Indonesia, Malaysia, the Philippines, Thailand, and Vietnam.
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Figure 1.16
Selected Asia: External Dependence and Role of

U.S. and EU Demand versus Japan and China
(Value-added basis; average 2005-10)
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the United States and Europe (Figure 1.16). They
should therefore benefit from the ongoing recovery
in China and the stimulus measures in Japan. Recent
exchange rate movements are unlikely to materially
affect this outlook, as they have been generally
moderate, and supply-chain links tend to dampen
their impact on external competitiveness (see IMFE,
2011b: April 2011 Regional Economic Outlook: Asia
and Pacific). From a historical perspective, export
market shares of Asian economies remained close to
trend despite large swings in real effective exchange
rates in the aftermath of the global financial crisis.?
Moreover, in the case of ASEAN economies,
growing integration in final consumer goods trade
may also contribute to favorable intraregional
demand dynamics (Box 1.1).

While leading indicators also point to a recovery

of Asia’s electronics exports, the role of the
information technology (IT) sector as Asia’s
traditional engine of industrial growth is becoming
more varied across the region. As highlighted in
Box 1.2, the IT sectors in Hast Asia, led by China
and Taiwan Province of China, have had a relatively

2 Since mid-2012 the yen depreciated by over 18 percent
in real effective terms, while many other regional
currencies appreciated by about 3—6 percent. This follows
real effective exchange rate movements of more than

20 percent between mid-2008 and 2010 for a number

of economies, including Japan (increase) and Korea
(decrease).
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Figure 1.17

Asia: Headline Consumer Price Inflation’
(Year over year; in percent)
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Sources: CEIC Data Company Ltd.; Haver Analytics; and IMF, World
Economic Outlook; and IMF staff projections.

1 Target refers to mid-point of headline inflation target band (Australia, Korea,
New Zealand, Indonesia, Japan and Philippines). Core inflation and core
inflation target band mid-point (Thailand). For India WP! is used. Japan 2014
projection includes effects of consumption tax increase.

strong recovery, with exports exceeding prectisis
trends as catly as 2011. In these economies, I'T
sectors have undergone a longer-term upgrading
with a steady rise in the share of high-tech outputs,
such as semiconductors, flash drives, and fiber-
optical devices. By contrast, in economies where the
share of medium-tech output continues to play a
dominant role, export growth has been weaker, and
often the share of IT in overall exports has shrunk,
including in the Philippines, and to a lesser extent
Indonesia and Thailand.

Inflation is expected to remain generally within
central banks’ explicit or implicit comfort zones,
with the notable exception of India. Consistent with
the moderate pickup in growth and a stable outlook
for global food and commodity prices, headline
inflation would average 3.3 percent in 2013, only
slightly higher than the 2012 average of 3.2 percent
and would rise to 3.7 percent in 2014 (Figure 1.17).

In addition to these general trends, important
country-specific factors influence this outlook:

e In Japan, a sizable fiscal stimulus—about
1Yz percent of GDP over two years—will
boost growth by some 0.6 percentage point
in 2013, and growth will be further supported
by a recovery in external demand and the
substantial further monetary easing under the
recently announced quantitative and qualitative
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Intraregional Exports by Category

(In percent of total exports in each category)
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Asia: Share of Electronics in Total Exports
(In percent)
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Selected Asia: Contribution to
Electronics Export Growth!

(Year-over-year; in percent)
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1 China, Hong Kong SAR, Japan, Korea, Indonesia, Malaysia, the
Philippines, and Thailand.
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Selected Asia: Contribution to
Electronics Export Growth

(Year-over-year; in percent)
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Selected Asia: Export Performance and
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Bank of Japan: Monetary Base Target and

Balance Sheet Projection
(In trillions of yen (LHS); and in percent of GDP (RHS))
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monetary easing framework in pursuit of the 2

; . robust domestic demand, both consumption
percent inflation target (Box 1.3).

and investment, and some improvement
* In East Asia, growth is projected to be in external demand in the course of 2013.
8 percent in China resulting from continued Nevertheless, given significant, albeit

11
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uncertain, slack in the economy, inflation is
expected to pick up only modestly by about
'/3 percentage point and average 3 percent

in 2013. In Korea, an improved outlook for
exports would support private investment,
with growth projected to rebound moderately
while inflation, although rising, would

remain at the lower bound of the target

band.

e In South Asia, notwithstanding a modest
growth recovery in India on a more favorable
external demand environment, deep-rooted
structural challenges are expected to exert a
substantial drag on potential growth while
keeping inflation at elevated levels by regional
standards. In Sri Lanka, growth is expected
to remain broadly stable, as continued
macroeconomic stabilization should restrain
domestic demand, while export growth is
projected to remain tepid.

e Growth in ASEAN economies is expected
to remain robust, mainly on account of
resilient domestic demand. Over and above
the supportive factors discussed above, in
Malaysia, a large number of projects under the
Economic Transformation Plan will propel
strong investment; in the Philippines, robust
remittance flows are expected to underpin
private consumption and investment; and in
Indonesia, demand would likely benefit from
an external source—a recovery of Chinese
demand for commodities.

* A modest pickup of growth, generally less
than "2 percentage point, is also expected for
Asia’s low-income economies, in part because
of stable or improving external demand for
energy and related commodities (the Lao
People’s Democratic Republic and Mongolia)
and garments (Bangladesh and Cambodia). In
Myanmar, moving to a higher potential growth
trajectory will depend on ongoing reform
momentum to promote private investment,
while the return to higher growth in Vietnam
assumes further consolidation of recent gains
in macroeconomic stability and financial sector
restructuring.
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More Balanced, but Shifting Risks

Risks to this forecast have become more balanced
since the October 2012 Asia and Pacific Regional
Economic Outlook Update (Figure 1.18). In particular,
global tail risks have receded, as highlighted

in the April 2013 World Economic Outlook.
Nevertheless, the considerable risks of a stalled
or incomplete achievement of euro area policy
commitments could derail the global economic
recovery. The impact of external risks on Asia
remains substantial. In the event of a severe
global slowdown, capital flow reversals and falling
external demand would exert a powerful drag on
Asia’s most open economies, including through
the second-round impact of lower investment
and employment in export-oriented sectors. For
example, a reassessment of sovereign risks in
advanced economies, possibly linked to setbacks
in resolving the euro area crisis and prompting
turther fiscal tightening and lower growth (see
the April 2013 World Economic Outlook, Chapter 1),
would reduce growth in emerging Asia by about

1 percentage point per year over 2013-14. Given
that many developing and low-income economies
in the region are dependent on income remitted
from abroad, a severe global slowdown could also
be transmitted through lower remittances, although
there are certain mitigating factors that would
dampen the spillover effects (Box 1.4).

While global risks have receded, risks and challenges
from within the region come into clearer focus. One

Figure 1.18
Asia: Real GDP Growth

(Central forecast and selected confidence intervals; in percent)
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such risk, in particular in emerging Asia, stems from
the gradual buildup of financial imbalances related to
rapid credit growth and rising asset prices on the back
of continued strong capital inflows. Although country
circumstances differ and could worsen relatively
quickly, financial stability risks do not appear to raise
major immediate concerns at this stage:

o The buildup of financial imbalances has generally not
been large. New financial heat maps suggest that
risks of price bubbles are forming in the housing,
equity, and credit markets in certain economies.
While they generally appear to be moderate at
the aggregate level by historical standards, the
heat maps do not pick up excessive pressures in
specific subsegments of asset markets. Markets
have clearly warmed up, notably in several
ASEAN economies, although they are not yet
overheating (Figure 1.19).

o The corporate and honsebold sector balance sheets
appear generally robust. For most economies in the
region, leverage has picked up recently but has
remained moderate by historical standards; the
debt-to-equity ratio remains below its median
level recorded during 2002-07, reflecting
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significant deleveraging in the aftermath of the
global financial crisis (Figure 1.20). Compared
with other regions, debt-to-equity ratios for
corporate sectors in Asian economies are
generally below levels observed in the United
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Remittances Inflows in Selected Regions
(In billions of U.S. dollars)

— Asia and Pacific

- - Eastern Europe and Central Asia
— Latin America and Caribbean

— - Middle East and North Africa

-+~ Sub-Saharan Africa
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Source: World Bank, World Development Indicators.
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Net Foreign Earnings in Selected Asia and

Pacific Countries
(Net flows in percent of GDP, 2000-11)
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Remittances, Output Volatility, and Output Synchronicity

Synchronicity (yearly, host
and recipient countries,
Volatility (10-year moving 1980-2010), standardized
Dependent variable window, 1990-2010) coefficients

Full sample Asia and Pacific Full sample Asia and Pacific

Remittances-to-GDP -1.169** -3.260** 0.0807* 0.207*

(0.546) (1.215) (0.0452) (0.110)
Trade openness 0.226* 0.235 0.171** 0.277*

(0.127) (0.223) (0.0479) (0.127)
FDI-to-GDP —0.911** —1.084 0.0937*** 0.0444

(0.361) (1.600) (0.0264) (0.0484)
Aid-to-GDP 0.295 0.908 —0.152** —-0.0518

(0.264) (0.754) (0.0610) (0.0929)
Log (Real GDP pc) —0.579*** —1.028***

(0.173) (0.346)
Log (Pop.) —1.480*** —2.539**

(0.463) (1.202)

Observations 1821 279 2392
Number of countries 120 18 120 18

Source: IMF staff estimates.
Note: Includes intercept and country and time fixed effects. Robust standard errors are in parentheses. ** p <0.01, * p < 0.05, * p < 0.1.

Nonlinear Effect of Remittances on Output
Synchronicity

(Asia and Pacific countries)
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[ 95% confidence interval ~ — Spillover coefficient
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(percentage points)

Home countries with remittance/GDP ratios
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Effect on home country GDP growth
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Source: IMF staff estimates.
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Figure 1.21

Corporate Debt-to-Equity Ratio!
(Cap-weighted mean; in percent; 2011)
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Sources: IMF, Corporate Vulnerability Utility (CVU); Thomson Reuters
Datastream; and IMF staff calculations.

' Latin America is a market-cap-weighted average of Argentina, Brazil, Chile,
Colombia, Peru, and Venezuela. Vietnam's data start in 2006. For the
Philippines, an outlier is excluded from the calculation of the cap-weighted
mean for the financial sector.

States, the euro area, and, to a lesser extent,
emerging economies in Latin America (Figure
1.21). Furthermore, for most economies, Asian
businesses have stronger liquidity positions
than those in other regions, as indicated by
higher quick ratios (the liquid assets of a firm
net of inventories divided by liquid liabilities).
The share of foreign currency debt is generally
moderate in the region, despite some rapid
growth in the issuance of foreign currency
debt in Indonesia in 2011, and to a lesser extent
2012. Finally, profitability ratios for Asia’s
corporate sector also remain rather solid and
stable (Figure 1.22). For the household sector,
leverage has picked up, particularly in Malaysia,
New Zealand, and Korea, where lending by
banks to households at around 60 percent or
more of GDP is relatively high for the region,
but houschold debt-to-income ratios remain
broadly in line with historical averages.

o The banking sector has weathered the global financial
crisis intact. Banks in Asia have generally
strengthened their capital positions over the past
few years, even though Tier 1 capital ratios in
most emerging Asia economies remain below
capital ratios found in advanced economies and
emerging market economies of Latin America
(Figure 1.23). Furthermore, the global financial
crisis also generally did relatively little damage to
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Figure 1.22
Selected Asia: Nonfinancial Corporate Sector—
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Sources: IMF, Corporate Vulnerability Utility; Thomson Reuters Datastream;
Bloomberg L.P.; and IMF staff calculations.

"New Zealand, India, Australia and Japan 2012 data from CVU. Others latest
available quarterly data from Bloomberg L.P.

2Vietnam's data starts in 2006.

3 Asia 2012 is weighted by market-cap of 2011 from CVU.

4 Latin America is a market-cap weighted average of Argentina, Brazil, Chile,
Colombia, Peru, and Venezuela.

Asian banks’ profitability and liquidity, although
many Asian banks did not fare as well as their
counterparts in Latin America and the United
States in these areas (Figures 1.24 and 1.25).
Finally, the prevalence of nonperforming loans
has declined and is also generally small compared
with other regions, although this does not reflect
the potential adverse impact of the recent credit
expansion on asset quality (Figure 1.20).

That said, financial imbalances can worsen relatively
quickly and are often difficult to unwind. While
banks in the region have built up buffers—Tier

1 capital in excess of regulatory levels plus loan-
loss reserves minus bad loans—which should

help contain the impact of potential imbalances,
buffers in a number of Asian economies remain
somewhat below those found in the United States
and emerging market economies in Latin America
(Figure 1.27). Moreover, a full assessment of risks
is complicated where financial intermediation
undergoes rapid change. In China, in particular, the
use of more market based financial instruments
means that total social financing is growing fast and
about half of financial intermediation now takes
place outside traditional banking channels in less
well supervised parts of the financial system.

A number of other regional risks to growth are
more difficult to anticipate. But Asia’s highly
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o Trade disruptions from, for example, a natural
disaster or geopolitical tensions. Asian economies
have formed highly integrated supply-chain
networks. Across the region, intermediate
goods have been the primary driver of export
growth for the past two decades, accounting for
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Figure 1.28
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Vietnam.

about 70 percent of annual export growth, or
more than double the combined contribution
of final capital and consumer goods (Figure
1.28). As Asian economies increasingly depend
on each other to cater to final markets, a break
in part of the chain can ripple through the
whole network and disrupt exports across
Asia. The 2011 earthquake and tsunami that hit
Japan illustrates this effect. In the aftermath,
industrial production and exports slowed
sharply across the region, and more so in
those economies that depended heavily on
intermediate inputs from Japan (Figure 1.29).

Chinese slowdown led by sharply lower investment.
While the near-term outlook has improved,
China remains vulnerable to a renewed growth
slowdown further down the road. This could
be triggered by financial stress related to rapid
growth in alternative financial products or
uneven progress in reforms that would affect
confidence, foreign direct investment (FDI),
and private investment. In all cases except,
notably, Japan, regional central banks would
make use of their sizable monetary policy
space to cut policy rates, thereby mitigating

the impact of an external shock originating in
China. Taking into account this policy response,
if Chinese investment, the main engine of
domestic demand growth so far, were to fall 10
percent below the baseline—an illustrative

Figure 1.29
Selected Asia: Links to Japan and Export Growth
in 2011:Q2

(In percent)
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Sources: CEIC Data Company Ltd.; Haver Analytics; and IMF staff calculations.
T Quarterly data used to calculate deviation from trend growth (using HP filter
over the period 2009:Q1-2012:Q2).

low-probability but high-impact scenario—
output across the region would decline by
about 2 to 2 percent relative to the baseline
forecast at a two-year horizon (Figure 1.30).
A more broad-based slowdown across all
major emerging economies (including Brazil,
India, Russia, and South Africa) would have
a somewhat bigger impact (see the April
2013 World Econonsic Outlook, Chapter 1).
Economies like Korea and Japan, which have
strong capital-export links to China, would

Figure 1.30
China Slowdown Scenario: Impact on Real GDP

after Two Years
(Percent deviation from baseline)
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Emerging Asia’

Source: IMF staff calculations based on G20MOD.
" Emerging Asia includes Hong Kong SAR, Malaysia, the Philippines,
Singapore, Taiwan Province of China, Thailand, and Vietnam.



be particularly hard hit, with the impact on
Japan compounded by limited monetary space.
For commodity exporters, such as Indonesia,
Australia, and several Asian low-income
economies, the adverse impact on growth and
investment would be transmitted through a
drop in global commodity prices.

A rise in sovereign risk in Japan in the absence of

a credible medium-term fiscal and growth strategy.

The Bank of Japan’s new qualitative and
quantitative monetary easing policy centered
on large-scale public debt purchases is not
without fiscal risks. As highlighted in the IMF’s
2012 spillover report, a sharp rise in yields on
Japanese government bonds of about 200 basis
points could trigger severe contagion across
the world, including emerging Asia, where,
given historical correlations, risk premiums
could rise by 50 to 150 basis points. In such a
scenario, with Japanese output falling by about
2 percent below the baseline, the effect of
weaker demand from Japan would therefore
be compounded by rising risk premia, pushing
growth in emerging Asia some 2 percentage
point below the baseline once account is made
for accompanying monetary easing

(Figure 1.31).

Figure 1.31
Japan Risk Contagion Scenario: Impact on Real
GDP after Two Years

(Percent deviation from baseline)
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Source: IMF staff calculations based on G20MOD.
" Emerging Asia includes Hong Kong SAR, Malaysia, the Philippines,
Singapore, Taiwan Province of China, Thailand, and Vietnam.

1. MANAGING SHIFTING RISKS

On the other hand, besides a stronger-than-expected
recovery in advanced economies, there are upside risks
from within the region. In particular, growth could

be stronger in Japan and China. The Bank of Japan’s
more aggressive monetary easing could expedite an
exit from deflation and boost consumer and business
confidence by more than currently anticipated. In
addition, the momentum from renewed credit-
financed investment stimulus in China may lead to a
stronger-than-projected growth recovery.

A Transition to Rebuilding Policy
Space

Ensuring Flexible Monetary and
Exchange Rate Management

Amid still-subdued prospects for external demand
and growth, at least for 2013, central banks in
Asia need to guard against the buildup of financial
imbalances and potential overheating pressures
that could emerge quickly. On the one hand,

the global recovery is expected to be slow, and
downside risks to Asia from remaining fragilities
are significant. Indeed, Asian central banks kept
policy rates at low levels or brought them down
further in 2012 (Figure 1.32), and many of them

Figure 1.32

Selected Asia: Policy Rates!
(in percent)
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Sources: CEIC Data Company Ltd.; Haver Analytics; and IMF staff calculations.
1 Latest data as of April 8, 2013.
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Figure 1.33
Selected Asia: Monetary Policy Stances
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Sources: Thomson Reuters Datastream; Haver Analytics; IMF, World
Economic Outlook; and IMF staff calculations.

continue to buy some insurance against downside
risks by maintaining slightly lower policy rates than
their past behavior would suggest (Figure 1.33).3 In
a context where inflation remained low and stable,
this accommodative stance has served them well.

On the other hand, global tail risks have diminished,
and risk appetite has increased, resulting in strong
capital inflows and posing challenges to the defense
of financial stability. As indicated in the previous
section, balance sheets of both businesses and
banks have improved, and buffers have been

built to address potential risks, but some risks are
emerging and could potentially worsen. Indeed, in
several Asian economies, credit ratios and output
levels currently stand above trend (Figure 1.34).

In this context, monetary policymakers should
stand ready to respond early and decisively to any
prospective risks of overheating,

At the same time, the need, scope, and direction for
future monetary policy action differ substantially
across economies, mainly reflecting different
exposures to shifting risks to growth and financial
stability.

31n fact, given ample liquidity, money market rates ate
substantially lower than official policy rates for some
economies, such as the Philippines and Indonesia.
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Figure 1.34
Output Gap vs. Credit Gap, Latest!
(In percent)
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Sources: CEIC Data Company Ltd.; IMF, World Economic Outlook; and IMF staff
calculations.

1 Credit-to-GDP data as of 2012:Q4. Credit gap is calculated as a percent
deviation from the trend credit-to-GDP (approximated using the HP filter over
the period 2000-12).

In Japan, additional aggressive monetary easing
to raise inflation to 2 percent in two years
under the Bank of Japan’s new quantitative and
qualitative monetary easing policy would be
beneficial and can be part of a broader set of
policies, which should be complemented by an
ambitious medium-term fiscal consolidation
and structural reform to raise growth in a
sustainable way.

In China, past credit-led stimulus has led to a
debt overhang. Social financing has remained
buoyant, and the share of nonbank financing
has increased very significantly. Thus, the
challenge will be to continue supporting the
economy while unwinding past credit stimulus
and curbing the growth of off-balance-sheet
and nonbank intermediation. This would
warrant accelerated liberalization to provide
more market-based incentives for credit-risk
management combined with strengthened
supervision, including implementing
comprehensive bank reforms and adopting
bank resolution frameworks. The China
Banking Regulatory Commission (CBRC) has
announced steps to strengthen the supervision
of banks’ off-balance sheet activities.

For countries where inflationary pressures
have been elevated, vigilance on inflation



will pay dividends for long-term growth. For
example, in India, monetary policy can best
support growth by putting inflation on a clear
downward trend. Similarly, in Indonesia, with
inflation close to the upper bound of the target
band, a closed output gap, and a widening
current account deficit, there might be a case
for higher policy rates over the projection
horizon.

Greater exchange rate flexibility would play

a useful role in curbing future overheating
pressures and speculative capital inflows.

Most exchange rate movements since the
October 2012 Asia and Pacific Regional Economic
Outlook Update have been consistent with
fundamentals, with real effective exchange

rates rising in many emerging Asian economies
amid narrowed current account surpluses—
although weak external demand and other
cyclical factors have played a role underpinning
these adjustments. As a result, and subject to a
more comprehensive assessment in the IME’s
forthcoming External Stability Report, the
degree of currency undervaluation among Asian
surplus economies appears to have generally
diminished. More specifically:

e In Japan, the recent depreciation began from
a moderately overvalued level and reflects
a number of factors such as the widening
trade deficit, lower global risk aversion, and
new monetary policy initiatives that are
appropriately focused on correcting domestic
imbalances.

e Insome of emerging Asia’s surplus
economies, greater exchange rate flexibility
would discourage a one-way bet and thus
provide more room to cope with speculative
capital flows. In some cases, greater
exchange rate flexibility would also dampen
the pressures of reserve accumulation on
monetary aggregates, which has helped
fuel rapid credit growth (Figure 1.35). That
said, ad hoc interventions throughout the
adjustment process may be warranted to avoid
disorderly overshooting,

1. MANAGING SHIFTING RISKS

Figure 1.35

Selected Asia: FX Reserve Accumulation
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Sources: CEIC Data Company Ltd.; Haver Analytics; and IMF staff calculations.

Safeguarding Financial Stability amid
Volatile Capital Flows

Macroprudential and capital flow measures will
also have a role to play where conventional
monetary management proves insufficient to
address specific financial stability issues. Many
Asian economies have resorted to a broad range
of prudential measures in recent years, which have
often been focused on stability risks arising from
overheating property markets, such as caps on
loan-to-value (LT'V) ratios for mortgages

(Box 1.5). When prudential measures took the
form of capital low measures, they were aimed
at safeguarding financial system stability in the
face of surging capital inflows, often with a view
to affect the composition and duration of flows.
While macroprudential and capital flow measures
have generally been seen as a useful addition to
the authorities’ toolkit, their effectiveness has
varied across countries, in part according to the
degree of economic and financial development,
exchange rate regime, vulnerability to certain
shocks, and the accompanying macroeconomic
policies.

*  Por example, credit-related measures such as
tightening LTV ratios have helped curb the
rapid growth of property prices in a number of
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Selected Asia: Use of Macroprudential and Capital Flow Management
Measures, 2010-13

Total measures! Percent share

Macroprudential measures 47 57
Credit measures
LTV 13 16
Other 15
Capital measures
Liquidity measures
Noncredit real estate measures
Other
Capital flow measures
Limits on foreign exchange exposure and borrowing
Restriction on foreign access
Taxation on nonresident holdings
Other inflow measures
Liberalization of inflows

Liberalization of outflows

Sources: IMF (2012); IMF country teams; and country authorities.

" Measures are defined as changes to existing regulations or new regulations, and can include multiple measures
per country during observation period. Based on a sample including Australia, Bangladesh, China, Hong Kong SAR,
India, Indonesia, Japan, Korea, Malaysia, New Zealand, the Philippines, Singapore, Sri Lanka, Taiwan Province of
China, Thailand, and Vietnam.




cases (China, Hong Kong SAR, Singapore, and
Malaysia); but when price pressures resurfaced
and domestic credit constraints became less
binding, they often had to be complemented
by additional measures, such as higher

stamp duties or restrictions on ownership of
investment properties.

For China, new supervisory challenges have
arisen with the rapid expansion in off-balance-
sheet bank and nonbank financing. While this
marks a move toward more market-based
instruments playing a larger role in financial
intermediation, it also amplifies risk taking,
given the administrative controls in the financial
environment. With intermediation migrating to
less-supervised parts of the system, it can also
blunt the effectiveness of more conventional
bank-based macroprudential measures.

1. MANAGING SHIFTING RISKS

* In other instances, capital flow measures may
have affected the composition and types of
risks associated with exposures to large foreign
capital inflows (such as efforts in Indonesia to
impose minimum holding periods on central
bank securities), but they seem to have been
less effective in curbing the overall size of
flows in the face of attractive yield differentials.
As a result, a number of jurisdictions, including
China and Thailand, have also chosen to
further liberalize outflows.

Implementation of macroprudential and capital
flow measures will thus need to be carefully
calibrated with the shifting stances in monetary
and exchange rate policies. Specific challenges
will vary depending on country circumstances,
but credibility and effectiveness of measures
will be enhanced if they are well targeted and
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communicated and are not perceived as a substitute
for necessary adjustment in macroeconomic
stances. Ongoing financial sector reforms will

also constitute an important parameter for the
effectiveness and the appropriate mix of measures,
such as China’s steps to liberalize the capital
account. The channels for cross-border renminbi
flows are gradually opening, with a sizable off-
shore market infrastructure being built in Hong
Kong SAR. There remains substantial scope

for further integrating the on-shore and off-

shore renminbi markets (Box 1.6). Furthermore,
remaining capital controls can exacerbate a sudden
tightening of liquidity conditions and potentially
disrupt markets when large shocks cause a sudden
shift in capital flows.

The timely phasing in of Basel 111 requirements
provides an opportunity to strengthen the
macroprudential toolkit and further the
development of Asian financial markets. Asian
banks are generally well positioned to comply with
the new rules that make banks hold more and
higher-quality capital and establish more robust
funding structures (Box 1.7). The limited supply
of high-quality local bonds could pose a challenge
to many Asian financial systems in meeting tighter
liquidity-coverage ratios, but the latter may also
encourage the development of new instruments

Figure 1.36
Selected Asia: Cyclically Adjusted Fiscal
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Sources: IMF, World Economic Outlook; and IMF staff calculations.
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that constitute a reliably safe and liquid pool of
assets for banks to hold.

Rebuilding Fiscal Space

Rebuilding fiscal space to better cope with future
shocks should remain a priority for many Asian
economies. For a number of economies, structural
deficits that are higher than before the crisis imply
the need for greater consolidation efforts; that is
especially so as improvements in structural fiscal
balances in 2013 are generally expected to remain
small despite a gradual pickup in economic growth,
pointing to limited countercyclicality (Figure 1.36).
Such a stance would not only be consistent with
the projected recovery but in some cases could also
help preempt potential overheating pressures from
continued strong capital inflows. Moreover, with
risks more balanced than six months ago, automatic
stabilizers should be a sufficient line of defense

if growth were to disappoint somewhat. In fact,
those economies in Asia where automatic stabilizers
are smaller—in part reflecting the lack of social
safety nets and relatively narrow tax bases—such as
several Asian low-income economies and Indonesia
and India, also tend to have smaller external trade
and financial exposures, including to risks from a
sharp slowdown of growth in advanced economies
(Figure 1.37).

Figure 1.37
Selected Asia: Size of Automatic Stabilizers
and Vulnerabilities to a Slowdown in the United

States and European Union!
(In percent)
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T Response to a slowdown in U.S. and EU growth are based on regression
estimates, and includes effects of discretionary policy measures.



1. MANAGING SHIFTING RISKS

Renminbi Deposits in Hong Kong SAR
(In billions of RMB)

mRMB time deposits
mRMB demand & saving deposits

0
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Source: CEIC Data Company Ltd.

CNY and CNH Spot Exchange Rate Differentials
(In pips)

— Spot exchange rate difference (CNY — CNH)

Band: (-32, 221)'

Sources: Bloomberg L.P,; and IMF staff estimates.
1 Band is estimated with the TAR model on the sample of September 1, 2010
January 31, 2013. About 56 percent of observations are within the band.
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TAR Model Estimation: Summary of Results
CNY weaker than CNH (positive basis) 15% of time

Autoregressive coefficient 0.97***
Implied “half life” 25 days
CNY-CNH basis trades within band 56% of time

CNY stronger than CNH (negative basis) 29% of time

Autoregressive coefficient 0.88***

Implied “half life” 6 days

Source: IMF staff estimates.
Note: *** indicates significance at the 1% level.

increases planned for 2014 and 2015 remains
an important starting point. By contrast, in
China, a broadly unchanged fiscal stance
appears appropriate. There is also ample

That said, country citcumstances will also
determine the appropriate pace of fiscal
consolidation.

* In Japan, while the recently adopted fiscal
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stimulus will help support a quick exit from
recession, the overarching priority remains a
credible strategy for bringing down debt and
implementing growth-enhancing reforms.

In this regard, confirming consumption tax

space to use the budget as a primary means
to finance infrastructure in order to improve
the transparency of quasi-fiscal activities
and targeting of infrastructure spending.
This would help mitigate the further build-
up of financial stability risks related to local
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Projected Medium-Term Capital Needs for
Asian Banking Systems under Different Growth

Scenarios!
(In billions of U.S. dollars)

@ Strong growth @ Weak growth  a WEO baseline growth

growth scenario in percent of GDP

04030

Philippines
Singapore
Indonesia

Sources: Bankscope; Bloomberg L.P.; and IMF staff calculations.

1 Projected amounts of capital raising by major banks (comprising at least
half of domestic banking system assets) through end-2018 to meet Basel

Il Tier 1 capital requirement, including conservation buffer. Strong-growth
scenario raises capital needs because of higher growth in risk-weighted
assets (informed by historical panel data regression). Higher capital needs
in weak-growth scenario are driven by lower bank earnings. Projected return
on equity based on 10-year historical averages, adjusted by +1 and -2
standard deviations under strong and weak growth scenario, respectively.
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Growth in Loans and Deposits and Resulting
Loan-to-Deposit Ratios, 2007-12

(In percent)
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government budgets and a rapidly growing
shadow banking system.

*  Among major ASEAN economies, buoyant
domestic demand and robust capital inflows
in the Philippines warrant ongoing fiscal
consolidation; the consolidation critically
depends on broadening the tax base by
streamlining incentives and strengthening
tax administration. In other economies, such
as Malaysia and Indonesia, achieving fiscal
consolidation or creating more fiscal space
will also depend on reforming energy-related
subsidies and, more broadly, enhancement to
public expenditure management, including for
capital projects.

*  Low-income economies in the region should
intensify their efforts to rebuild their fiscal
space to dampen the effect of any adverse
shocks on living standards and poverty.

In fact, many of them are found to have
weaker fiscal balances currently than before
the crisis. In the case of Myanmar, there is a
need to contain fiscal deficits to set the stage
for higher and stable revenues to fund the
country’s considerable development needs.
The government’s plans to strengthen revenue
administration, simplify tax rates, broaden

the tax base, and improve public financial
management are welcome (Box 1.8).

Over the medium term, strengthening fiscal
institutions and frameworks will also play an
important role in achieving sustained and more
inclusive growth. As highlighted in Chapter 2, fiscal

management across Asia has become more effective

over the past decade in cushioning the impact

of cyclical fluctuations and even severe shocks,

as evidenced during the global financial crisis.
Nevertheless, significant fiscal challenges remain
for emerging market, developing, and advanced
economies alike: make growth more resilient and
inclusive, including by broadening tax revenue
and reducing widespread costly tax incentives, and
streamline subsidies, and introduce better targeted
social transfers. In many of Asia’s low-income

1. MANAGING SHIFTING RISKS

and emerging economies, deploying the fiscal
space thus gained for high-impact social and
infrastructure spending will also play a critical role
in sustaining growth and making it more inclusive.
In the more advanced economies, increased fiscal
space will be crucial to ensure sustainable social
safety nets in the face of aging populations.

Laying Foundations for Sustained
and Shared Prosperity

Sustaining growth and making it more inclusive
over the medium term remain top priorities. As a
region with a high share of rapidly growing middle-
income countries, emerging Asia is particulatly
susceptible to the “middle-income trap,” in which
economies risk stagnation once they reach middle-
income levels and struggle to advance into the
ranks of high-income economies. Indeed, empirical
evidence indicates that middle-income economies
are significantly more at risk of experiencing a
sustained growth slowdown than their lower-

and higher-income counterparts (Figure 1.38).
Various statistical approaches indicate that trend
growth rates have slowed in both China and India,
although results are mixed for many ASEAN
economies (Box 1.9). A main conclusion of
Chapter 3 is that Asian economies could stimulate

Figure 1.38
There Seems to Be a Middle-Income Trap?

= Low income Middle income High income

Frequency of slowdowns
(In percent)

Source: IMF staff calculations. See Aiyar and others (2013) for details.

1 The figure considers a low-income threshold of $2,000 and a high-income
threshold of $15,000 in PPP terms, but is robust to a range of alternative
thresholds.
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potential growth and reduce risks of a persistent
slowdown through, among other things, regulatory
reforms (product-labor markets), infrastructure
spending, and further regional trade integration. As
for low-income economies such as Pacific Island
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countries, steadfast implementation of structural
reforms—including to improve the investment
climate and infrastructure—would play an equally
crucial role in lifting potential growth over the
medium term (Box 1.10).
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Trend Growth by Various Approaches

China
—— Statistical filters —— Model-based
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Source: IMF staff estimates.
"Includes Indonesia, Malaysia, the Philippines, Thailand, and Vietnam.
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Estimated Trend Growth and Components
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Source: IMF staff estimates.
" Includes Indonesia, Malaysia, the Philippines, Thailand, and Vietnam.
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Pacific Island Countries: Cost of Government,
1990-2010

— Fitted values for PICs
— Fitted values for small states

Current government expenditure
(in percent of GDP)
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Log population

Sources: World Bank, World Development Indicators; IMF, World Economic
Outlook; and IMF staff estimates.

Pacific Island Countries: Interest Rate Spread
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Sources: World Bank, World Development Indicators; ADB, Key Indicators;
and IMF staff calculations.
' One indicates maximum inequality.

Micronesia

Sources: Country authorities; IMF, International Financial Statistics; and
IMF staff estimates.
12011 or latest available.
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Pacific Island Countries: Real GDP Growth,
1990-2012

(In percent)

— Caribbean small states
— PICs
-+ PIC commodity importers
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Sources: IMF, World Economic Outlook; and World Bank, World
Development Indiicators.
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