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Regions across the globe have facing a double®iack from the pandemic itself and
from pandemic-induced supgt disruptions while econol were recovering. This double
shock is now exacerbatedt the war in Ukraine. Three Ch conomists at crisis
prevention and resoluf echanisms in Asia, Europe, and L& WAmerica describe the
different economic g8 Velopments, risks, and challenges in their req ctive regions.!

Since the p emic hit two years ago, unprecedented measures have be aken to

addres Initial shock waves. While some economies bounced back fairl ickly, the

abili ountries to withstand the economic damage and control the disease

wigt 'y — as does the speed of the economic recovery. Amid this environment, supp
sruptions and energy price hikes triggered a supply shock that the war in Ukraine no

exacerbates. Energy and food prices have become major inflation drivers, putting

economies. Inflationary pressures hit those hardest who face difficulties in covering the
needs of their daily life everywhere.

In this blog, we describe the impact of this double shock across the regions where we
work: Asia, Europe, and Latin America. We also highlight the challenges and risks
policymakers face when dealing with this double shock.

Figure 1. GDP gap in 2021 compared with pre-pandemic

trend
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Source: Calculations based on International Monetary Fund World Economic Outlook
data

Notes: Asia refers to AMRO member countries, euro area refers to ESM Member
countries, and Latin America refers to FLAR member countries plus Argentina, Brazil, and
Mexico. Box plots refer to the area between the 25th and 75th percentile for country
groups, whiskers refer to minimums and maximums, and diamonds refer to purchasing
power parity adjustments. GDP is weighted average and gap refers to the percent of real
GDP in 2021, compared to the scenario where average GDP growth over 2010-2019 had
stayed constant in 2020 and 2021.
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https://www.esm.europa.eu/sites/default/files/styles/original_image/public/image/2022-05/regional-perspectives-fig-1.png?itok=mDA_kLCB

Asia (ASEFQLT3): a bumpy road to recovery win a resilient

financial sectot

After two years, Asian economic_are now recoveringd ore strongly from the pandemic.
However, the recovery is multispec. wnd uneven e some economies have
surpassed their pre-pandemic output’ wls in (e.g., Korea and Singapore), others
are likely to do so only in 2023 (e.g., Tha his divergence reflects, to some extent,
scarring effects from the pandemic, givest «. some economies are more dependent on
high-contact social industries such agfd arism.

The new wave of Covid-19 infeg®® "is in China, and ringent measures to contain its
further spread, have added p ncertainties for the reg The extended lockdowns
across major Chinese citig reaten to disrupt regional prd ion line and supply
chains, ensnaring ind s from automotive to consumer goGe. »,This comes at a point
where the region i ending with the consequences of the wa kraine, which has
driven prices fo 2rgy and major agricultural commodities to recorG: whs, posing
upside risks lation.

Notwitha® iding the risks, regional headline inflation has remained relatively Ic. yalbeit
incre g. The low inflation partly reflects price stabilisation mechanisms to helg® »ep
e of essential goods stable. Unlike other emerging market peers where persiste

gh inflation has caused central banks to raise interest rates quite significantly, monetc
policy in Asia remains broadly supportive of growth. For economies where the output gap

taper pandemic-era monetary easing.

On the fiscal front, most regional economies entered the pandemic with moderate-to-
ample policy space and reserves, thanks to sound and prudent public finances. The
proactive and exceptionally large stimulus programmes introduced to counter the
economic fallout of the pandemic have been followed by a more targeted approach since
last year. Recognising the need to rebuild fiscal space, most regional economies have
now shifted to consolidate their fiscal position, while continuing to provide targeted
support to vulnerable groups. While the debt-to-GDP ratio has risen across the region,
much of the increased debt is domestic and the debt service burden is manageable.
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The financial s;_ em remains resilient. Monetary easing and regulatoré Jrbearance
measures have sc_ »orted liquidity in credit markets and allowed b to perform their
intermediary functior ooking ahead, financial stability risks from more aggressive
tightening by the US Fec »al Reserve and European Centra k (ECB) to rein in
inflationary pressures, whiC._ Jay trigger a more pronou 4 global slowdown, sharp
repricing of risk assets, and d derly market functioni€ . These risks could also collide
with further escalation of sanctio rontributing to £ “ncial stress and undermining the
region’s recovery.

Figure 2. Government Dek

(in % of GDP)
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Source: Calculations based on International Monetary Fund World Economic Outlook
data

Notes: Asia refers to AMRO member economies, euro area refers to ESM Member
countries, and Latin America refers to FLAR member countries plus Argentina, Brazil, and
Mexico. Calculations exclude Venezuela (307% of GDP), Japan (263% of GDP), and
Greece (199% of GDP). Box plots refer to the area between the 25th and 75th percentile
for country groups, whiskers refer to minimums and maximums, and diamonds refer to
purchasing power parity adjustments. GDP is weighted average.
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https://www.esm.europa.eu/sites/default/files/styles/original_image/public/image/2022-05/regional-perspectives-fig-2.png?itok=JEMptauj

The euro aWa: targeted policies help recove terrupted

by war

The euro area recovered strong. ¥rom the pandemi ieving pre-crisis output levels in
several countries and it was even o catch up Its previously predicted growth
trend in 2023. The severe terms-of-trc hock ed to energy prices and the Russian
war against Ukraine puts a serious dent i, "¢ ‘orceful recovery, leaving the region
exposed to a stagflationary risks.

Growth expectations were loweredg Jstantially, ¢ Winflation remains above 7%, far
beyond the ECB’s definition of p stability, althoug: h2cond round effects are so far
contained. The loss of inco erging from energy p shifts is similar in magnitude to
that of the first oil price cri¢ “in the 1970s. Fortunately, the cture of the labour market,
lower energy depende and intensity, and accumulated sa during the pandemic
should render the igf ict less severe and persistent than in the pc oreover, the
European Next @& ‘ieration EU (NGEU), a €750 billion recovery funa ched during the
pandemic, sh¢ 'd improve economic sustainability and digitalisation.

The ECH ‘as embarked on monetary policy normalisation process and is cu

phag® ;out its asset purchase programmes, with interest rate steps to follow in ith

it aonary risks. As a result, bond market conditions are equally normalising, while
Jreads remain relatively contained as markets believe the central bank is committed tc

avoiding fragmentation of sovereign financing conditions.

Emerging from the pandemic, governments faced the challenge of supporting the
economy while building up fiscal buffers. The request for government support is rising in
the current environment. Governments have taken targeted and temporary measures to
mitigate the impact of higher prices on the most vulnerable and some sectors, along with
more broad-based relief. Refugee flows and higher defence needs add to these spending
pressures.

The war in Ukraine and related sanctions did not induce financial instability in Europe.
However, elevated cyber risk and the operation of highly concentrated commodity
markets are often identified as points of concern. For the bank and non-bank financial
system, the predominant issue is the further evolution of monetary policy and whether this
will lead to unexpected repricing of assets, including in domestic real estate markets.
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Higher intere es and lower growth also worsen the credit banks , on their
balance sheets.

Figure 3: Inflatio

(% change)

AV
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https://www.esm.europa.eu/sites/default/files/styles/original_image/public/image/2022-05/regional-perspectives-fig-3.png?itok=KfpGeGd6

Source: Calc ans based on International Monetary Fund World Ecg ic Outlook
data

Notes: Asia refers to Ai. YO member countries, euro area refat "to ESM Member
countries, and Latin Ame efers to FLAR member coup plus Brazil, and Mexico.
Calculations exclude Venezue, % Box plots refer to the 4 “a between the 25th and 75th
percentile for country groups, wfi.. ers refer to minixs s and maximums, and diamonds
refer to purchasing power parity adjc. wents. G2 weighted average.

Latin America: heterogenqss " sovery before the war in

Ukraine

Latin America is showing cterogenous recovery after s ing a sharp economic
downturn during the figd ;ear of the pandemic. The recovery is aterogeneous, and
depending on the g conditions, the characteristics and respe. hiveness of each
economy. Sevest Countries in the region have reached pre-pandemic. wels of economic
activity (e.g.4 azil, Chile, Colombia, and Peru). Particularly, net commg exporting
countriesg pecially in South America, have benefitted from better terms o de due to
price igt Zases in their exports, which has been accentuated by the war in Ukre he.
Fo employment recovery has been slow in the region and could suffer from a

omic slowdown linked to lower global economic growth.

A major risk to continued recovery and macroeconomic and financial stability is the

existing one due to global commodity price inflation. Many of the region's central banks
have started to lift monetary measures implemented during the pandemic, including
increases in their policy rates at different paces, in line with inflationary risks resulting
from supply and demand factors both external and domestic. The monetary policy
challenge lies in containing inflation pressures and expectations while favouring the
economic recovery process.

In this environment of increasing financing costs in international and local markets,
governments face the challenge of continuing the process of fiscal consolidation while
protecting the most vulnerable population affected by the after-effects of the pandemic
and rising food and fuel prices. Some governments have recently activated subsidy
schemes for this purpose.
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The financial s; %em remains resilient, following the withdrawal of a |3 part of the
financial relief me es for households and businesses in severald dntries. In the
future, risks of finan instability in the case of an eventual detgt Uration in economic
activity or sudden stop apital flows remain. The latter esult either because of
the effect of a rapid and stre. w hike in international intereg “ates, led by the US Federal
Reserve, or because of tensioi i financial markets ming from the escalation of the
ongoing war in Ukraine. Sudden ¢ could also 8 due to distrust of the economic,
political, and/or social sustainability ame co es. Thus, economic authorities face
the challenge of implementing measure ms to alleviate social discontent while
generating investor and consumer confidg in an orderly macroeconomic adjustment
process.

Figure 4: Terms of e

(year-on-yea ange)
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Source: Calculations based on international Monetary Fund and national source data
relayed through Haver Analytics

Notes: Asia refers to AMRO member economies, euro area refers to ESM Member
countries, and Latin America refers to FLAR member countries plus Argentina, Brazil, and
Mexico. Calculations exclude Costa Rica, Ecuador, Venezuela, Brunei Darussalam,
Cambodia, China, Lao PDR, Myanmar, and Vietnam due to data gaps. Box plots refer to
the area between the 25th and 75th percentile for country groups, whiskers refer to
minimums and maximums, and diamonds refer to purchasing power parity adjustments.
GDP is weighted average. Terms of trade growth is defined based on national accounts’
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https://www.esm.europa.eu/sites/default/files/styles/original_image/public/image/2022-05/regional-perspectives-fig-4.png?itok=VagUYFq3

expenditure b down as the growth of (nominal exports / real exportt " (hominal
imports / real impe

Common policy enges across regidis

All regions — Asia, Europe, and Lat. "America — a5t narked by a heterogeneous recovery
from the pandemic and the repercuss of th rrent supply-side shock driving up
inflation. The war against Ukraine shows such shocks propagate globally through
international commodity markets — albej ifferent impact. The euro area faces the
most stagflationary pressures, while 28 5 bringi ome economic gains to net commodity
exporters in Latin America regardl¢ 5 of the inflatiC shock. The emerging interest
cycle in the US and the euro 8 as a reaction to infic_ »n, and a possible escalation of
sanctions shape global finag® "ig conditions and growth pi_ woects and thus pose financial
stability risks to emerging® arkets.

Monetary policy fagf "a stronger trade-off between the need to rec_yto inflation and the
need to benefit 4 omic growth in Latin America and Europe. Asia anomies make
more use of e controls. Fiscal policy is everywhere marked by the cf ge of
protecting ¢ most vulnerable from the impact of the double shock while a eating
buffergt id deleveraging from the pandemic debt hump. For European econo it will
no possible to fully compensate the loss of income due to the terms-of-trade

ome levels and the impact on the poor varies markedly, something to bear in mind
Joing forward.

Regional Financing Arrangements and the International Monetary Fund at the core, need
to stay alert in view of the heightened uncertainty and existing downside risks to growth.
Some comfort can be taken from the resilience built up in the global financial system
through reserves and within financial institutions. However, sudden repricing and changes
in financial flows may melt down buffers, and existing vulnerabilities, such as high debt
levels, may exert instability.
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Regional Financing Arrait, nents (RFAs) | European Stabi echanism
(esm.europa.eu)

Regional responses to the Covid- risis: a comp ve study from economic, policy,
and institutional perspectives | Europ W Stabilis#@viechanism (esm.europa.eu)

Regional rescue funds and the IMF — the I for deeper cooperation is now | European
Stability Mechanism (esm.europa.eu)

Same crisis, different responses tg8 P0ovid-19 | EurGiemn Stability Mechanism
(esm.europa.eu)
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