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1. Introduction

The recovery from the worst financial crisis in the advanced economies
since the global disruptions of 2008 has been painstakingly slow. This has occurred
despite the fact that central banks across the globe provided monetary expansion
rapidly and in a large scale in response to the crisis. Unconventional policies
have been in place in major advanced economies since late 2008, with nominal
policy interest rates close to or at the zero interest rate floor. Monetary policy
has arguably become overstretched in some economies, and there are questions
regarding the benefits of extending the various unconventional measures. Not
surprisingly, in the sphere of monetary policy, the lessons from the crisis have
been intensely discussed (see e.g. Cecchetti ,2011; Shirakawa, 2012 for recent
speeches on the topic).

This short paper documents some of these lessons, while putting emphasis
on the recent experience of emerging Asia. Some of the lessons extend beyond
the crisis itself, including the consequences of central bank balance sheet
expansion that started well before the crisis in the region. The paper argues that
central banks in emerging economies should be vigilant at the current juncture,
lest similar dynamics to those of advanced economies prior to the financial crisis
are repeated. Finally, the paper discusses some implications of propositions that
Asia should move away from export-driven growth to an economy fuelled by
domestic demand.
_______________
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The structure of the paper is as follows. Section 2 discusses the lessons
from the crisis regarding the primary importance of price stability. This is followed
in Section 3 by a discussion of the financial imbalances that were building up
before the crisis in the advanced economies, mentioning the recent developments
in emerging Asia. Section 4 deals with balance sheet policies. Section 5 draws
links to the discussion regarding a possible change in the regional growth model.
Section 6 provides short concluding remarks.

2. Importance of Price Stability

Before the international financial crisis, there was widespread agreement
among central bankers and academics that price stability was the primary
objective of monetary policy. Inflation targeting frameworks had been successfully
adopted in many advanced and emerging market economies and, even in those
economies where no explicit inflation targeting framework was in place, the
importance of price stability was recognised and incorporated in various ways
in the policy frameworks. There is no doubt that price stability was indeed
delivered (Graph 1). Moreover, despite the rapid increase in commodity prices
prior to the financial crisis, headline inflation expectations in the inflation targeting
economies did not become unanchored (Lavigneet et al., 2012).

The outcome of low and stable inflation was not only due to good policy.
Globalisation is a factor that likely contributed to low inflation globally prior to
the crisis. Some of the relevant channels included lower import prices in the
advanced economies; and the competition from low wage emerging economies
that reduced price and wage setting power in the advanced economies.3 But
along with such factors, appropriately calibrated policy and improvements in
policy frameworks certainly played a role, given the monetary nature of inflation
in the long run.

________________

3. For empirical evidence on the importance of low wage competition for inflation, see e.g.,
Auer and Fischer, 2010; for theoretical arguments about the impact of emerging economy
shocks on inflation in the advanced economies, see e.g., Lipiñska and Millard, 2012.
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Similarly, when the international financial crisis hit, price stability was
delivered. In particular, central banks provided monetary expansion rapidly, and
in a large scale to avoid the formation of deflationary spirals. Price levels did
decline in many economies, but the deflationary spells were generally brief, and
limited to the 2008-09 period. At the same time, despite the large monetary
expansion and ballooning central bank balance sheets, inflation expectations have
not become unanchored during the recovery.

An obvious question is whether the focus on price stability was misplaced,
given the severity of the crisis that occurred despite the success in inflation
stabilisation. Most empirical evidence suggests that price stability delivers real
benefits. Khan and Senhadji (2001) suggest that growth rates start to decline
in industrial countries when inflation rates surpass 1-3%.4 The channels through
which inflation affects welfare are well documented (e.g., Rodríguez Palenzuela
et al., 2003). The left-hand panel of Graph 2 reflects the real costs of inflation,
by showing a positive correlation between inflation and output volatility, which
prevailed even in an environment of generally low inflation rates in the advanced
economies. Of course, causality could run from output to inflation, as larger and

Graph 1

Headline Inflation1(Year-on-year percentage changes)

1  Aggregates based on 2005 GDP and PPP exchange rates of the countries listed. Emerging
markets: Argentina, Brazil, Chile, China, Colombia, Czech Republic, Hong Kong SAR, Hungary,
India, Indonesia, Korea, Malaysia, Mexico, Peru, Philippines, Poland, Russia, Saudi Arabia,
Singapore, South Africa, Thailand and Turkey. Advanced economies: euro area, Japan, United
Kingdom and United States.

Sources: Bloomberg; Datastream; National Data.

________________

4. See also Barro (1995).
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more volatile output gaps could put upward pressure on inflation and increase
its volatility. But both are costly; the theoretical literature on monetary policy
typically postulates the central bank’s loss function as depending quadratically
on deviations of actual output from potential and inflation from the target (e.g.
Woodford, 2003).

The costs of deflation are similarly well established in the literature.5 The
right-hand panel of Graph 2 compares growth rates during years of deflation
and inflation in the Asia-Pacific region for those economies that experienced at
least one year of deflation during 1995-2011, based on annual data.6  The years
of deflation are in most cases associated with lower growth rates than those
with positive inflation rates, despite the fact that deflation has generally been
mild. For Hong Kong, China and Singapore, the difference in median growth
rates of deflation and inflation years is roughly 2 percentage points – for Thailand

Graph 2

Inflation, Deflation and Growth

1  Volatility as measured by the variance of annual inflation and growth in real GDP over the
period 2000 – 2011. The advanced economies shown are as defined in IMF World Economic

Outlook Database. Estonia is excluded.   2 Median annual per capita real GDP growth during
years of inflation and deflation over the period 1995 – 2011; in per cent. Deflation ranges have
been derived from median deflation over years of deflation. The group of ACC economies
comprises Australia, China, Hong Kong SAR, India, Indonesia, Japan, Korea, Malaysia, New
Zealand, the Philippines, Singapore and Thailand.

Sources: IMF, World Economic Outlook.

________________

5. Baig (2003) discusses these costs in the context of Japan’s deflationary episode.

6. The Asia-Pacific economies considered in this paper are Australia, China, Hong Kong SAR,
India, Indonesia, Japan, Korea, Malaysia, New Zealand, the Philippines, Singapore and
Thailand. Therefore, our sample includes both advanced and emerging economies.
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over 6 percentage points. This is in line with the observation by Bernanke (2002)
that deflation is generally associated with a collapse in aggregate demand. The
Japanese experience with persistent deflation at near-zero interest rates since
1995 also highlights the challenges for monetary policy to stimulate a deflationary
economy once the policy leeway has become limited. In sum, the costs of high
inflation and deflation have not disappeared, and on this basis the emphasis placed
on price stability was not misplaced.

3. The Rise of Financial Imbalances

Despite the success with stabilising inflation, financial imbalances were
building up in many advanced economies prior to the crisis, mostly in the form
of excessive credit growth. The large build-up of credit and increase in property
prices was in most cases not reflected in headline inflation rates. As there were
no generalised inflation pressures, there was no immediate reason for central
banks to increase interest rates, at least if their policy horizon was relatively
short. It did not help that monetary and credit aggregates were, especially in
much of formal modelling of monetary policy, not thought to contain information
above and beyond that included in interest rates only.

Recent work by Drehmann et al. (2012) characterise the nature of financial
cycles – as opposed to business cycles – the former are defined as the medium-
term component of the joint movement of credit growth and property prices. In
this line of research, the peaks in financial cycles are often found to correspond
with financial crises. This emphasises the importance for policymakers to track
such developments and to tighten policy sufficiently during financial cycle upturns.
An additional challenge is that credit booms may distort estimates of potential
output, making it difficult for central banks to correctly identify the extent of
available slack in the economy (see BIS, 2012, Chapter 5).

Interest rates are sometimes thought to be insufficient instruments for reacting
to financial booms, due to the destabilising impact that very large interest rate
movements could have on the real economy. But the level of interest rates
arguably does matter, by setting the price of leverage. And the setting of interest
rates can be complemented by macroprudential measures to address asset price
and credit booms.7

________________

7. See Caruana, 2012, about the contribution of macroprudential policies for dealing with
financial instability.
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The experience of advanced economies prior to the crisis advocates prudence
in some emerging economies that have experienced strong credit growth and
rapid increases in housing prices in the recent past. Graph 3 shows recent
developments in Asia, set against the backdrop of very low or negative real
interest rates in 2010-11, when the recovery in the region was robust (first panel).
Headline inflation rates did rise at the time, but only moderately (fourth panel).The
inflation record has varied between the different economies in the Asia-Pacific
region, and has been affected by commodity price developments.

Admittedly, the level of interest rates alone does not yield an accurate
description of the monetary policy stance in the region. Non-policy rate
instruments, such as reserve requirements, have been intensively used in many
economies. Filardo (2012) highlights the importance of tail risks associated with
a fragile global economy in the setting of monetary policy in the region. The
various policy instruments, complemented by macroprudential tools and weakening

Graph 3

Monetary Policy, Credit Growth, Housing Prices and Inflation in Asia

(In percent)

1  Policy target rates or their proxies corrected by forward- and backward-looking inflation
components (equally weighted 12-month backward-looking CPI inflation and 12-month forward-
looking consensus expectations); average of China, Hong Kong SAR, India, Indonesia, Korea,
Malaysia, the Philippines and Thailand.    2  Annual change; average of China, Hong Kong SAR,
India, Indonesia, Korea, Malaysia, the Philippines, Singapore and Thailand.    3  End 2005 =
100; average of China (three tier-one cities), Hong Kong SAR, Indonesia, Korea, Malaysia and
Singapore

Source: IMF, International Financial Statistics; Bloomberg; CEIC; national data.
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economic outlook, have already prompted the housing price and credit cycles to
take a turn in emerging Asia (second and third panels). But questions remain
about the effectiveness of macroprudential policies to deal with financial
imbalances, and their ability to deal with broader aggregate demand fluctuations
is limited by their targeted nature. This again emphasises the importance of
maintaining an appropriate level of interest rates in order to avoid the buildup
of financial imbalances with potential impacts on the output gap and headline
inflation over longer horizons.

4. Central Bank Balance Sheet Expansion

An important feature of the policy response to the international financial
crisis was an expansion in central bank balance sheets globally, even if the
dynamics differed between advanced and emerging economies. Whereas in the
advanced economies balance sheets expanded rapidly after the financial crisis
hit, in emerging markets the build-up was much more gradual and started well
before the crisis, as illustrated by Graph 4.

Graph 4

Central Bank Total Assets(2001 = 100)

HK = Hong Kong SAR; ID = Indonesia; IN = India; KR = Korea; MY = Malaysia; PH =
Philippines; SG = Singapore; TH = Thailand.
1  Sum of listed economies.

Sources: IMF International Financial Statistics; CEIC; Datastream; National Data.

The underlying reasons for the balance sheet expansion differed as well.
Advanced economies increased their balance sheets to provide monetary
expansion in an environment of close to zero interest rates by purchasing domestic
assets, be they claims on banks (as in the euro area), on the public sector (as
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in the UK) or a combination of private and the public sector (as in the case of
the US; Graph 5). In emerging markets, the gradual increase predominantly
reflected the accumulation of foreign assets in the form of FX reserve
accumulation. After the Asian crisis, precautionary motives were important
determinants of reserve accumulation, as central banks wanted to provide
assurance to markets that their exchange rate regimes are stable and could be
defended in the face of depreciation pressures. But as time passed, the reserve
expansion also likely reflected the aim of avoiding excessive exchange rate
appreciation.

Graph 5

Change in Composition of Central Bank Assets in Emerging Asia,

2002–Jun 20121

(As a percentage of change in total assets)

CN = China; GB = United Kingdom; HK = Hong Kong SAR; ID = Indonesia; IN = India; KR
= Korea; MY = Malaysia; PH = Philippines; SG = Singapore; TH = Thailand; US = United
States; XM = euro area.
1  As of Dec 2011 for Philippines; Jun 2012 for Others.

Source: IMF International Financial Statistics.

Has balance sheet expansion delivered the desired effects? While research
suggests that unconventional policies in advanced economies were effective in
lowering yields (see e.g., Meaning and Zhu, 2012), sustained monetary expansion
in the advanced economies is probably associated with decreasing marginal
benefits. A prolonged low interest rate environment could also delay necessary
adjustments in private and public sector balance sheets (see BIS, 2012, Chapter
4). Another issue relates to the international implications of these policies. Chen
et al. (2012) find that US quantitative easing reduced emerging Asian bond yields,
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increased equity and commodity prices and caused appreciation pressures on
the bilateral exchange rates against the US dollar. Yet, to the extent that in
steady state, emerging economy policy interest rates are higher than those in
advanced economies, capital inflows to emerging economies are likely to persist
over long horizons. These inflows could have desirable consequences, such as
providing financing for investment that supports long-run sustainable growth.

As regards reserve accumulation in emerging markets, the policies certainly
yielded benefits during the international financial crisis, as central banks had
significant scope to run down their assets when their currencies came under
pressure. And despite the increase in liabilities, there is little evidence that the
balance sheet expansion has led to an increase in inflation expectations so far.
Yet, it may be too early to argue that foreign reserve accumulation does not
have implications for monetary stability. Emerging Asian central banks have been
increasingly using their own securities for sterilisation (Graph 6). The liquid nature
of central bank securities and the fact that these are typically held by commercial
banks could do little to restrain lending in the economy, especially during boom
periods. This implies that sterilisation may become increasingly incomplete over
time.

Graph 6

Outstanding Stock of Central Bank Securities (2005=100)

Sources: IMF International Financial Statistics; CEIC.

In addition to the potential longer-term implications for monetary stability,
large-scale reserve accumulation is costly. These costs stem from valuation
effects – as the domestic currency appreciates, the value of FX reserves
measured in domestic currency fall – and from carrying costs of sterilised
intervention. Such considerations imply that while large reserves served the Asian
economies well during crisis times, policies to limit exchange rate appreciation
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have costs that need to be borne in mind when considering the overall policy
mix.

5. Towards a New Asian Growth Model?

Given the experience from the financial crisis, where Asian economies were
predominantly impacted through the trade channel, there have been arguments
that Asia should move towards a more “sustainable” growth model driven
increasingly by domestic demand. The new model could also foresee a more
important role for intraregional trade within Asia, and possibly contribute to a
reduction in global imbalances.

It is certainly difficult for small open economies to escape large international
shocks, be they positive or negative in nature. Graph 7, left-hand panel, shows
a positive correlation between economic openness and the impact of the
international financial crisis in the Asia-Pacific economies, measured by the fall
in GDP growth rates during the crisis.8 However, it is not the case that a higher
reliance on exports to emerging Asia would have better shielded the regional
economies from the crisis, as shown in the right-hand panel. This is not surprising,
given that a large share of the end demand for goods traded within the emerging
Asian manufacturing chains is in the advanced economies. This highlights the
importance of generating end demand in the Asian economies themselves.

________________

8. Yet, it is an open question whether domestic and regional shocks would be smaller in
magnitude and less frequent than international shocks operating through the trade channel
in the long run.
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These considerations do not imply that small economies should rely solely
on their domestic markets for growth – the benefits from international
specialisation and the small size of domestic markets dictates that small economies
are typically small, open, economies in nature. But it does make a case for
removing policy distortions that favour the export-oriented sector over other
sectors of the economy. A related matter is that, given the necessary balance
sheet adjustment and uncertainties related to sovereign debt levels in many
advanced economies, the demand for exports from Asia from outside of the
region is likely to be persistently weaker than prior to the crisis.

What would a possible new growth model with an increased role for domestic
demand mean for monetary policy in the region going forward? While the ultimate
objectives of monetary policy are unlikely to change, exchange rate policy and
foreign reserve accumulation could be affected. Graph 8 shows a positive
correlation between the stock of FX reserves to GDP and economic openness,
and reserves and a measure of financial deepening, respectively.

Graph 7

Openness, Trade with Asia and Impact of Financial Crisis

AU = Australia; CN = China; HK = Hong Kong SAR; ID = Indonesia; IN = India; JP = Japan;
KR = Korea; MY = Malaysia; NZ = New Zealand; PH = Philippines; SG = Singapore; TH
= Thailand.
1  Openness is defined as the ratio of total goods exports and imports to GDP.    2  Changes from
peak to trough in the period 2007 – 2009, in percentage points.

Sources: CEIC; IMF; National Data.
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If some of the foreign reserve accumulation is related to concerns about
excessive exchange rate appreciation, partly driven by the desire to maintain
external competitiveness, then it is indeed plausible that reserves are greater in
the more open economies (left-hand panel). A reduced share of trade in GDP
could then lead to less active FX intervention policies and a reduction in foreign
exchange reserves, ceteris paribus.

Reduced dependence on trade alone may not be sufficient to change reserve
accumulation behaviour, should financial stability motives of reserve accumulation
remain important. Financial deepening has been suggested as leading to increased
reserve accumulation, as domestic agents may wish to convert their savings to
foreign currency in the event of the crisis (see Obstfeld et al., 2010). A positive
correlation between FX reserves and the size of the broad money stock does
seem to hold in the Asia-Pacific region as well (right-hand panel). But, as Filardo
and Grenville (2012) point out, even in the worst of crises, not all those holding
domestic currency have sought to convert their holdings into foreign currency.
This implies a need to carefully weigh the benefits and costs of large-scale
reserve accumulation.

CN = China; HK = Hong Kong SAR; ID = Indonesia; IN = India; KR = Korea; MY = Malaysia;
PH = Philippines; SG = Singapore; TH = Thailand.

Sources: IMF International Financial Statistics; IMF World Economic Outlook; CEIC.

Graph 8

Openness, Financial Deepening and FX Reserves

(As a percentage of GDP; 2011)\

Economy Openness and Foreign Reserves  Broad Money Stock and Foreign Reserves 
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6. Conclusion

This short paper has documented some of the lessons from the international
financial crisis for central banks. It has argued that, given the documented benefits
of price stability, the emphasis on the inflation objective prior to the crisis was
not misplaced. But the build-up of financial imbalances needs to be taken into
account in the appropriate calibration of monetary policy. The paper has also
documented the central bank balance sheet expansion that started well before
the crisis in the case of emerging economies. Large-scale reserve accumulation
is likely to be costly, even if domestic monetary developments were successfully
insulated from intervention in the foreign exchange markets. Should the growth
model in emerging Asia change to one less dependent on external demand, the
extent of activism in terms of exchange rate policy and foreign reserve
accumulation may be reduced over time.
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