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Highlights

Economic Performance in the First Half of 2007

e Economic growth in emerging East Asia was stronger than expected

in the first half of 2007, buoyed by strong consumption and external
demand.

Inflation continued to fall in most ASEAN economies, but started
to rise in PRC, Korea, and Singapore.

Throughout the region, current account surpluses were sustained
in the first half of 2007, while capital inflows remained strong.

Financial markets gained across the region in the first half of the
year despite some volatility, with several policy makers increasingly
anxious about the risk of a possible equity market bubble.

Monetary policy responses varied across emerging East Asia—with
PRC; Korea; and Taipei,China tightening policy, Malaysia keeping
policy rates unchanged, while policy rates in Indonesia, Philippines,
and Thailand were lowered.

Against a background of favorable economic conditions, financial
sectors in the region have generally remained resilient, although
signs of stress related to sharply higher asset prices and higher
volatility in several markets are emerging.

Outlook, Risks, and Policy Issues

e The overall external environment for emerging East Asia remains

generally supportive for 2007, with easing yet solid global growth
and more volatile yet favorable financial conditions.

Continued strong growth momentum in the PRC coupled with
slightly moderating expansions in the NIEs and most ASEAN
economies should lead to a slightly slower yet robust growth in
emerging East Asia this year and in 2008.

Notwithstanding the solid growth outlook, several risks remain:
(i) greater than expected inflation; (ii) increased financial market
volatility; (iii) a sharper US economic slowdown; (iv) a disorderly
adjustment of global payments imbalances; and (v) noneconomic
events, such as geopolitical disruptions or further outbreaks of
avian flu.

Monetary policies attuned to individual economic circumstances,
measures to improve investment climates and deepen financial
markets, and initiatives to encourage energy conservation are some
of the key policy options authorities would need to consider.
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Policy Options for Managing Capital Inflows in

Emerging East Asia

e Driven by both domestic and external factors, gross capital inflows
reached a record $269 billion in 2006 in the large emerging
East Asian economies, adding pressure for exchange rate
appreciation and asset price increases over recent years.

e There are several policy options authorities may consider:

e enhance exchange rate flexibility—to allow authorities greater
freedom to manage fluctuations in monetary aggregates
resulting from changes in capital flows;

e strike a balance between domestic and external objectives
when devising a monetary response;

e be cautious using fiscal policy in managing volatile and
unpredictable capital flows;

e liberalize capital outflows—to encourage both direct investment
and portfolio investments overseas; and

e strengthen financial market regulation and supervision—to
improve institutional strength and financial sector stability.

e The best course in managing large capital flows may be to make
judicious use of the available policy options, but at the same time
resist the temptation to overreact to temporary trends—thus
minimizing unintended distortions in domestic markets.

Emerging East Asian Banking Systems—Ten

Years after the Crisis

e The 1997/98 Asian financial crisis stressed the urgency for
strengthening the emerging East Asian financial sector, particularly
the region’s banking systems.

e Across much of the region, significant progress has been made
cleaning up banks’ impaired assets, strengthening risk management
systems, and returning banks to robust health—yet progress has
been uneven and several challenges remain:

e continue the rehabilitation and restructuring process;

e manage the risks associated with new business activities and
household lending; and

e upgrade governance and disclosure standards, particularly as
the region begins to adopt the revised Basel II Framework.
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