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EXECUTIVE SUMMARY

Executive Summary

In short order, a series of once-in-a-lifetime shocks has hit South Asia. The devastating floods
in Pakistan, a full-blown economic crisis in Sri Lanka, and the ongoing war in Ukraine, which
caused skyrocketing commodity prices, are happening when countries in South Asia are still
trying to recover from COVID-19. As a result of these crises, many households face severe
economic hardship. In Sri Lanka, people suffer from shortages of essential items; floods in
Pakistan have wreaked havoc on millions of people that lost their homes; soaring food prices
across the region have adverse impacts on households’ ability to obtain sufficient food; peo-
ple in Afghanistan suffer from double-digit declines in income and reduced access to core
services; and the lives of migrant workers, upended during COVID lockdowns, face uncer-
tainty and possible scarring effects from the pandemic.

The economic headwinds manifest themselves as problems in the balance of payments.
Elevated global food and energy prices have increased import bills while a slowdown in the
global economy has reduced momentum in the region’s export growth. This happens when
trade balances were already deteriorating because of a rise in domestic spending: govern-
ment deficits were increasing because of relief efforts and private consumption rebounded
after the lockdowns ended. Falling or stagnating remittance inflows through official chan-
nels have worsened the situation further for several countries. The resulting larger cur-
rent-account deficits are becoming increasingly difficult to finance. Heightened uncertainty
in the global markets, together with monetary tightening in advanced economies, have
shifted investor sentiment and increased net capital outflows from the region in the first
half of 2022. The balance-of-payments pressures have in turn resulted in dwindling foreign
exchange reserves and led to requests by Sri Lanka, Pakistan, and Bangladesh to the IMF
for support. Countries have also resorted to restrictive measures to curb imports, but with
potentially detrimental effects on the economic recovery. Apart from the balance-of-pay-
ment problems, several serious domestic challenges also warrant attention, not least the
supply bottlenecks and deteriorated asset quality in the financial sectors.

Despite the mounting challenges, there are also optimistic signs, as some sectors and some
countries are recovering strongly. In India, services exports have recovered more strongly than
in the rest of the world, and India’s ample foreign reserve buffers have afforded resilience to the
country’s external sector. In most countries in the region, telecom and business services are also
driving the recovery. The recovery of the tourism sector has remained robust in Maldives, while
Bhutan recently fully re-opened its borders to tourists after prolonged lockdowns since 2020.
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Against this backdrop, growth forecasts for South Asia have been downgraded. Growth in the
region is expected to slow down to 5.8 percent in the calendar year 2022, 1 percentage point
lower than forecasted in June, mainly because of a weakening of growth in the second half of
2022. The growth path diverges among South Asian countries: The more services-led econo-
mies (India, Nepal, and Maldives) are expected to maintain a reasonable recovery trend despite
headwinds, while Afghanistan, Sri Lanka and Pakistan are in more precarious shapes and will
see poverty increase in 2022 amid severe domestic crises. All countries in the region will see their
resilience tested as global energy prices are expected to remain very high and global demand
for goods will weaken. The countries responding to high import prices by setting price caps or
quantity barriers—which distort price signals—will experience a negative impact on growth.

The growth forecast depends on the uncertain outlook for commodity prices, growth in
high-income countries, and the amount of tightening in global financial markets. The report
presents simulations to assess the impact of a changing international environment. The
impact differs across countries, but the general conclusion is that changes in commodity
prices have the largest impact. The impact of changes in import demand in the rest of the
world and of capital-flow reversals is more muted as South Asia has not deeply penetrated
export markets and several countries had limited access to private international finance.

Various structural changes are occurring in the background, which creates opportunities
for the region’s long-term resilience. A realization that the limited fiscal space is impacting
debt sustainability has led many countries to undertake revenue measures such as increas-
ing indirect taxes, broadening the tax base, and reducing fuel subsidies, which if fully imple-
mented could improve long-term fiscal viability. Financial innovations and digital technol-
ogies that create more flexible employment opportunities could provide people with tools
to withstand future shocks and increase the region’s resilience. However, it is crucial that
the opportunities translate into a more inclusive development path in which workers in the
informal sector, and especially women have better access to markets and finance. On the
downside, extreme weather events will become much more common with climate change,
which calls for the urgent need to improve climate resilience through upgrading adaptation
mechanisms and maintaining sufficient financial reserves.

Labor migration, both international and domestic, is a key part of life in South Asia. Just before
the COVID-19 pandemic began, in 2019, 41.2 million people from South Asia were living out-
side their country of birth. In some South Asian countries such as Nepal and Sri Lanka, inter-
national diaspora numbers are close to 10 percent of the home country’s population. In parts
of Bangladesh, approximately one-third of households out-migrate temporarily during the
pre-harvest lean season. The flow of migrants represents the interaction of two economic forces:
reallocation of labor to places where it is more productive and adjustment to local economic
shocks such as weather-related shocks; both are central to inclusive and resilient development.
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Despite the importance of migration to individuals and the region, migrants in South Asia
face considerable barriers to mobility. Mobility costs—pecuniary and non-pecuniary—and
frictions in credit and labor markets have hindered these benefits of labor mobility from
being fully tapped. For example, on average, Bangladeshi workers were spending the equiv-
alent of more than US$3,000 to move abroad before the COVID pandemic, a figure that repre-
sented about 2.5 years of the median household income. Seasonal migrants from rural India
faced the equivalent of 80 percent of their daily earnings at the migration destination in daily
migration costs, including non-pecuniary costs of harsh living conditions at the destination.
Migration also exposes South Asians to risks because of the precarious labor market condi-
tions that poor migrant workers face. For example, the legal (visa) status of emigrants to GCC
countries, the most common international destination for South Asian emigrants, is contin-
gent on their holding temporary jobs in low-skill sectors. Similarly, poor internal migrants in
South Asia work largely in the informal sector, where they lack access to social protection.

The COVID crisis exposed this vulnerability on a large scale, as migrants returning home
during COVID-related lockdowns face multiple hardships. New survey-based evidence con-
firms that the COVID shock substantially slowed down new migration flows and created
an unprecedented wave of return migration. The surveys also reveal that return migrants,
especially women, struggled to assimilate into the home labor markets, with high unem-
ployment rates among the newly returned migrants. Due to the overall fall in outmigration,
migrant-sending households experienced disproportionate declines in income, driven by
a drop in remittances received. A troubling possibility is that the pandemic shock has had
long-term scarring effects on the costs and frictions associated with migration.

To ensure that migration can continue to play a key role in development and as a coping
mechanism in the face of shocks, two policies deserve priority. First, it is vital to address
unnecessarily high costs and frictions in migration, particularly those that might have wors-
ened during the COVID crisis. The second main policy priority for the region is to learn from
the pandemic experience and incorporate measures to “de-risk” migration into migra-
tion-supporting policies and institutions. In particular, because many poor migrant workers
are employed in informal jobs, reforms to extend social protection to the informal sector
should be designed to include migrant workers without deterring mobility.

XIX






BRAVING THE PERFECT STORM

CHAPTER 1

Braving the perfect storm

Introduction

As South Asia trudges ahead on the road to recovery, the region faces extremely difficult eco-
nomic challenges. Internally, economies are weighed down by scars from the COVID pan-
demic, as supply bottlenecks and uncertainty over asset quality deterioration in the financial
sector persist. Externally, all challenges manifest as problems in the balance of payments.
Elevated global food and energy prices, as well as trade restrictions imposed in response,
have led to broad-based increases in domestic inflation, contributed to food insecurity in the
region, and together with recovering domestic demand have raised import bills for all South
Asian countries. A slowdown in the global economy has reduced momentum in the region’s
export growth, contributing to trade imbalances and balance of payment pressures. Falling
or stagnating remittance inflows through official channels may have worsened the situation
further for countries that depended on remittances in the past. Heightened uncertainty in
the global markets, together with monetary tightening in advanced economies, have shifted
investor sentiment and increased net capital outflows from the region in the first half of
2022, exacerbating balance of payments pressures. The balance of payments pressures have
in turn resulted in dwindling foreign exchange reserves and led to requests by Sri Lanka,
Pakistan, and Bangladesh to the IMF for support. Countries have also resorted to restrictive
measures to curb imports, but with potentially detrimental effects on the economic recovery.

Many households face severe economic hardship. Since earlier this year, a full-on economic
crisis has unraveled in Sri Lanka, leading to wide spread shortages of essential items; floods
in Pakistan have wreaked havoc in a country already bogged down by high inflation and
pressures in the external sector; soaring food prices across the region have adverse impacts
on households’ ability to obtain sufficient food in a region already with food insecurity con-
cerns; and the lives of migrant workers, upended during COVID lockdowns, face uncertainty
and possible scarring effects from the pandemic. As a result, social and political tensions are
increasing, compounding the macroeconomic challenges.

Despite the mounting challenges, there are optimistic signs, as some sectors and some
countries have recovered strongly. Exports and overall economic activity in India, the largest
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economy in the region, have recovered more strongly than the rest of the world, and its
ample foreign reserve buffers and cautiously calibrated monetary policy steps have afforded
resilience to the country’s external sector. The recovery of services exports, particularly the
tourism sector has remained robust in Maldives, and Bhutan recently fully re-opened its bor-
ders to tourists after prolonged lockdowns since 2020.

The chapter is divided as follows. Section 1.1 puts South Asia in a global context to high-
light the growth strength and persistent difficulties. Section 1.2—Section 1.5 each focus on
one challenge facing the region: elevated inflation, exacerbated food shortages, heightened
external sector pressures, and vulnerabilities in the financial sector. Section 1.6 character-
izes the fiscal and monetary situations and policies in the region.

1.1 A partial recovery amid global headwinds

South Asian countries are faced with a difficult global economic environment. Commodity
prices have remained elevated since late 2021. In particular, high oil prices have contrib-
uted to higher inflation and larger import bills as most countries in the region are net energy
importers. Major global economies are slowing down: in Europe due to the ongoing energy
crisis, in the U.S. due to rapid tightening of monetary policy to fight high inflation, and in
China due to continued COVID-related lockdowns which have led to significant downward
revisions of its growth estimates. The external slowdown has created a drag on South
Asia’s merchandise exports and tourism, two sectors that are key to the economic growth
of regional countries. Heightened global uncertainty and monetary tightening by advanced
economies have led to capital outflows from regional economies and thus exacerbated bal-
ance of payments tensions.

Higher commodity prices have led to elevated domestic inflation, widening current
account deficits (and fiscal deficits). Although global commodity prices have come down
from their highest levels in spring, low and middle-income countries still face elevated com-
modity prices (Figure 1.1). The World Bank commodity price indexes for energy and fertilizers
have more than doubled compared to the levels in 2019, while the price index for edible fats
and oils and the index for grains remain 60 percent above 2019 levels. The fast-rising global
commodity prices contributed to elevated headline consumer price (CPI) inflation, which is
now above the historical average for all countries in the region, while currency depreciations
against the US dollar have exacerbated the impact of rising global prices (Box 1.1). Since the
war started in late February, inflation has risen in all countries, most notably in Afghanistan,
Maldives, Pakistan, and Sri Lanka, which depend heavily on energy imports. Current account
deficits have widened compared to the same period last year in almost all South Asian coun-
tries, as higher prices of imported goods and recovering domestic demand push up import
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Figure 1.1. Higher commodity prices led to elevated inflation, widening current and
fiscal deficits
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bills faster than increases in exports. At the same time, higher subsidy costs due to higher
commodity prices have contributed to rising fiscal deficits in many regional countries.

Despite the external headwinds, some sectors and countries have seen a strong bounce
back from the impact of COVID, while others are lagging. Merchandise export values in US
dollars from the region’s major exporters (except Sri Lanka) have recovered more strongly
than the rest of the world (Figure 1.2), although the global slowdown has limited the region’s
export growth since April.* Sri Lanka’s exports also recovered in 2022Q2 although still lag
behind others in the region. Industrial production in real terms has risen, except in Sri Lanka,

* The region lacks high-frequency data on export volumes, and elevated global inflation contributes to the growth in export val-
ues. But to the extent that global inflation contributes in the same way to South Asia’s export values and to the world export val-
ues, the stronger recovery of exports in South Asia compared to the world suggests a stronger recovery in export volumes as well.
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since the beginning of the year, as COVID risk subsides, and has surpassed the speed of recov-
ery elsewhere. Tourism continues to recover in Maldives, with tourist arrivals in May 20 per-
cent above the level in the same month of 2019. Tourist arrivals in India and Nepal continue
to recover from the lows during COVID but are still below pre-COVID levels, while Bhutan
fully reopened to tourists on September 23 after remaining in lockdown since 2020. With
the ongoing economic and balance of payments crises in Sri Lanka, tourism in the country
is severely constrained by widespread shortages, and recent tourist arrivals are 50 percent
below levels in the same month of 2019. Business confidence, which captures a country’s
overall economic conditions as perceived by businesses, has become increasingly pessi-
mistic in Sri Lanka, while in India confidence has stayed positive reflecting overall optimism
despite rising inflation. In Pakistan, business confidence remains subdued in 2021 and has
been dipping since mid-2022.

Figure 1.2. Some sectors and some countries bounced back strongly, but others are
lagging
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Note: A. Merchandise exports are nominal in US dollars and not seasonally adjusted, then indexed to the average 2019 value. B.
Industrial production numbers are real seasonally adjusted values, indexed to the average 2019 value. D. Business confidence is
normalized by subtracting each country’s baseline (100 for India and Sri Lanka, and 50 for Pakistan) from the raw number.
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While Sri Lanka remains in crisis, India is recovering stronger than the rest of the world. Sri
Lanka slipped deeper into crisis in June and July 2022, as the country’s agriculture, manufac-
turing, and services sectors are constrained by shortages of imported inputs and a general
lack of confidence. The Purchasing Managers’ Index (PMI) shows that the country’s manu-
facturing sector has been contracting since June and the services sector since May (Figure
1.3), although the contraction slowed down in August driven by reported improvements in
employment and stock of purchases in manufacturing and new businesses in the services
sector (Central Bank of Sri Lanka 2022). The Spotlight on Sri Lanka compares the current
crisis in Sri Lanka with the Asian Financial Crisis of 1997, highlighting the differences, simi-
larities, and lessons to be learned. In contrast to the struggles in Sri Lanka, both manufac-
turing and services activities have been expanding in India since at least January, and at
faster speeds than the rest of the world. The continued improvement in economic activities
is in part thanks to relaxed COVID measures and a pick-up in domestic demand including for
contact-intensive services as COVID risk subsides. In the most recent release of GDP growth,
India’s economy is estimated to have expanded by 13.5 percent (y-o-y) in 2022Q2 (April-
June), although it contracted compared to the previous quarter. On the production side, the
services and construction sectors expanded at the fastest rates. On the demand side, private
consumption expanded from a year ago, but mostly due to a low base effect as the economy
was suffering from the impact of the COVID Delta wave in the second quarter of 2021.

Figure 1.3. While Sri Lanka remains in crisis, India is outperforming the rest of the
world in some respects
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Note: PMI indexes for India, the world, and other regions come from IHS Markit and are seasonally adjusted. Indexes for Sri Lanka
are reported by the Central Bank of Sri Lanka and are not seasonally adjusted.

The nowcast of GDP growth in the most recent quarter also suggests an uneven recovery
across countries. The nowcast is based on different high-frequency activity indicators, in
which a LASSO statistical model is used to select the most relevant economic activity indica-
tors for each country (World Bank 2020). Using the data available up to September 26, 2022
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(data cutoff date), the nowcast shows a pick-up in the growth rate in Maldives in 2022Q2
(Figure 1.4), supported by a robust recovery in tourism. It also suggests a relative slowdown
of growth in Indiain 2022Q3 compared to 2022Q2, as the base effect from the low GDP levelin
2020Q2 and 2021Q2 continues to dominate. Consistent with the weaknesses demonstrated
in recent PMIs, the model suggests continued contraction in Sri Lanka in 2022Q3, reflecting
the collapse in demand due to the limited ability to import energy and essential goods.

Figure 1.4. GDP nowcast suggests a continued recovery in India and Maldives and
contraction in Sri Lanka
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But even for countries that have recovered relatively strongly, COVID-era scars remain
a roadblock. Weaknesses in supply chains and employment remain as COVID scars prove
long-lasting, even in India where recovery leads the region. The PMI manufacturing suppli-
ers’ delivery time, a gauge for supply chain delays, has only improved slightly in India since
June 2022 (Figure 1.5). Globally, the New York Fed supply chain pressure indicator shows
early signs of normalizing in global supply chains (Federal Reserve Bank of New York n.d.),
but PMI delivery times are still lengthening albeit at decelerating speeds, suggesting that any

6
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relief from global supply chain pressures will take some time to seep into domestic econ-
omies. Employment has started expanding in India month to month since March, but the
recovery speed was slow (barely expanding, see also Box 2.3) until August when the recovery
speed surpassed those in the rest of the world. India’s economy-wide employment index
is improving month-over-month but at slower speeds than the rest of the world outside of
Asia, and demand for the rural work program remains elevated.? As a result, while India’s pri-
vate consumption in the aggregate expanded in 2022Q2, recovery remained uneven: while
high-income households’ consumption of contact-intensive services and consumer durables
recovered, rural and low-income households’ consumption remained weak. The return of
migrant workers from the region has been slow, possibly due to the scarring effects of the
pandemic lockdowns, which reduce migrant-sending households’ incomes (Chapter 3).

Figure 1.5. Weaknesses in supply chains and employment persist post-COVID with both
barely improving before August
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The external headwinds meet pre-existing vulnerabilities to create increasing challenges
in some sectors. As most South Asian countries are net energy importers and many also
import agricultural products, elevated commodity prices have led to increased shortages
and worsening food insecurity in the region. Rising import bills, capital outflows, and lack
of growth in remittance inflows have contributed to balance of payments woes, with Sri
Lanka and Pakistan facing depletion of foreign reserves and Bangladesh in talks with the
IMF to prevent further decline in foreign exchange reserves. Monetary tightening, both
abroad and domestically, has increased pressures on the region’s financial sector and exac-
erbated pre-existing financial vulnerabilities. Government policies in response to the rising
challenges sometimes have failed to address the underlying issue; poorly designed and ad

2The PMI employment index measures the level of full-time employment this month compared with the situation one month ago.
In the calculation, two part-time employees are treated as one full-time employee. Seasonal hiring of employees is excluded in
this definition.
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hoc policy responses such as certain trade restrictions can sometimes introduce distortions
rather than addressing the underlying challenges (see also Section 1.4).

The following sections analyze each of the rising challenges and policy responses.

1.2 Inflation becomes more broad-based

Rising global commodity prices continue to contribute to elevated domestic inflation
in South Asia. Compared to earlier in the year, headline consumer inflation has risen in all
countries in the region (Figure 1.1). Higher energy prices are having a marked impact on the
prices of other goods, such as food and fertilizer. Supply bottlenecks and climate-related
shocks have also pushed up global food prices, while the elevated global fertilizer prices
impact current and future plantings and threaten to keep food prices high. The depreciation
of local currencies has also contributed to rising domestic inflation. Although global energy
prices are showing signs of declining, the impact of elevated domestic energy prices on other
domestic goods may have made inflation more entrenched and harder to contain.

Inflation has become more broad-based in South Asian countries, as higher inflation
spreads to non-energy goods. Across goods categories, higher inflation was mainly concen-
trated in energy-related categories and edible oils in the second quarter of 2022 following
the start of the war in Ukraine (World Bank 2022a). In recent months, inflation of a broader
group of food items has risen above the average headline inflation (Figure 1.6), including
vegetables, beverages, and meat and eggs for some countries, as high costs of transport, fer-
tilizers, and feed raise the cost for agricultural products. Wheat price inflation in rural areas
of Pakistan increased from 4.8 percent in January to 38 percent in July. In India, vegetable
price inflation increased from 5.1 percent in January to 17.3 percent in June. During the
same period, inflation of food, beverage, and tobacco in rural areas of Bangladesh increased
from 5.9 percent to 8.9 percent. Higher inflation has also spread to other goods and services,
such as clothing and footwear in India, healthcare in Maldives, and household services in
Bangladesh, as the inflation in these non-food, non-energy goods rise compared to earlier
periods (Nov 21-Jan 22). As inflation becomes more broad-based, it also threatens to be
more entrenched in the economy.

With elevated commodity price inflation, headline inflation may not accurately capture
the price inflation for the average household. This happens because the weights of the con-
sumer price index are fixed and have not been adjusted recently. For example, India’s current
CPI weights were based on the Consumer Expenditure Survey 2011-12, while Bangladesh’s
weights were derived from surveys of 2005-06. Households’ spending pattern changes over
time, which makes the fixed weights outdated after some time. In particular, households’
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Figure 1.6. Consumer inflation in energy and food items remains elevated, while in
some countries inflation in other goods is rising
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expenditure share of energy rises over time in developing countries (e.g., Bangladesh Bank
2008), as rising incomes lead more consumers to purchase appliances and vehicles that use
energy. As such, headline inflation tends to under-estimate the price inflation felt by the
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average household. At the same time, households’ expenditure on food as a share of total
consumption has declined over time, which means the CPI headline inflation with outdated
weights could overestimate the actual average inflation when food prices rise rapidly. For
example, the average household’s expenditure share on food fell from 60 percent in 2000 to
47 percent in 2016 in Bangladesh (Household Income and Expenditure Survey).

Higher global oil prices and depreciating exchange rates contribute to the elevated infla-
tion levels in South Asia. Although global oil prices only have moderate effects on domestic
consumer price inflation in South Asia (World Bank 2022a), elevated oil prices for an extended
period can substantially raise consumer price inflation through the impact on input prices.
Also, the currencies of many regional countries have depreciated in recent months. In SriLanka
and Pakistan, the local currency has depreciated 80 percent and 36 percent vis-a-vis the US
dollar since the beginning of 2022, respectively (Section 1.4). Accordingly, the exchange rate
and oil prices together account for around half of the total deviations of 2022Q2 inflation from
the long-run average (Figure 1.7). In India, the recent depreciation of the rupee vis-a-vis the US
dollar contributed to higher inflation, as do higher oil prices. Maldives, like most other South
Asian countries, is a net importer of energy, and so oil prices have a positive impact on its
inflation. But because Maldives’s currency is pegged to the US dollar, its currency appreciated
against most other currencies during the recent strengthening of the dollar, and so exchange
rate movements have a negative impact on inflation. The contribution of the exchange rate
is slightly positive in Bangladesh, as the country’s currency depreciated against the dollar in
June 2022. In Pakistan, estimates using data from July-August show a large contribution of
currency depreciation, as the rupee fell more than 14.4 percent vis-a-vis the dollar in July.

Figure 1.7. Fluctuations in the exchange rate and oil prices help explain recent inflation
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Note: Based on a sign-restricted Bayesian vector autoregressive model with stochastic volatility. Inflation is computed as the
year-over-year percent change in price indexes. The exchange rate shock is identified as a shock that depreciates the local
currency, increases inflation, but has no contemporaneous impact on output. See Appendix 1.3 in World Bank (2021) for more
details. Oil and exchange rate contributions to inflation are deviations from a longer-run average inflation rate (for example in
India this is 5.1 percent). Variables are modeled in log changes.
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Box 1.1. Pass-through of global commaodity prices in South Asia

The pass-through of global commodity prices to domestic prices varies across coun-
tries and goods, and over time (Abbas and Lan 2020; Jiménez-Rodriguez and Morales-
Zumaquero 2022; Sahoo, Kumar, and Gupta 2020). In general, the pass-through of
global commodity price changes is stronger for markets that trade with the rest of the
world. As such, with increased integration with the global market, the pass-through has
strengthened in emerging markets, especially in goods for which a country is a larger
importer or exporter. At the same time, price policies including subsidies, price con-
trols, and ceilings dampen the pass-through. This box compares the price changes in
the global and domestic markets for four commodities (wheat, diesel, edible oils and
fats, and sugar) that are widely traded by South Asian countries. The focus here is on the
more direct pass-through to domestic prices of these fouritems in three countries (India,
Bangladesh, and Pakistan) for which detailed goods-level price data are available.

Comparing the global price inflation of key commaodities with the inflation of similar
goods in the domestic market over 2017-June 2022 (Table 1.1) shows distinct patterns
across goods and countries, and over time.

« Consumer price inflation, measured as the change in the price paid by
domestic households in local currencies, is generally lower and less vol-
atile than the price inflation for the same goods in international markets.
The correlation of consumer price inflation with global price inflation varies
widely across products and countries.

« Across goods, the correlations between domestic and global price changes
are stronger for edible oils than for other goods, likely because all three coun-
triesareimporters of edible oils which increases the global price pass-through.

« Across countries, wheat and sugar price fluctuations in India have a very
low (or negative) correlation with the respective global prices.® The country
is a large producer of both products and can use domestic stocks to buffer
against international price movements. Diesel prices in Bangladesh exhibit
low volatility, and price changes are uncorrelated with global price move-
ments, as fuel subsidies play an important role in domestic pricing.

3 Boffa and Varela (2019) look at international price transmission for food items in India and find that for edible oils, rice,
and bananas, it takes an average of five to fourteen months for international price troughs to transmit to the domestic
markets.
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« Correlations between domestic and global price movements also change over
time. For example, in Pakistan, the correlations are stronger in all four commod-
ities in the pre-2021 subsample compared to the full sample, especially for wheat
and sugar, suggesting reduced pass-through of global price movements since 2021.

The co-movement of domestic price changes with global price inflation—wheat in
Bangladesh, diesel in Pakistan and India, edible oils in all three countries, sugar for
Bangladesh—suggests that the local market is well-connected with the global mar-
ket for the goods. But few countries have a one-to-one pass-through of global price
volatility to the local market, because other factors, such as incomplete pass-through
of exchange rate movements and taxes and subsidies, also play a role in determining
domestic price inflation.

Table 1.1. Local price inflation is less volatile than global price inflation for the
same goods, and correlation with the global price inflation varies by goods and
across countries

Standard deviation of monthly CPI inflation

World India Bangladesh Pakistan
Wheat 22.0 5.2 11.4 16.8
Diesel 47.0 10.3 7.7 25.6
Edible oil 29.4 11.9 15.7 17.2
Sugar 24.6 10.2 16.7 18.8

Correlation with world price inflation for the commodity

Pakistan: Upto  Pakistan: 2021-

India Bangladesh

Dec 2020 July 2022
Wheat -0.26 0.68 0.34 -0.50
Diesel 0.64 0.27 0.77 0.27
Edible oil 0.81 0.75 0.76 0.02
Sugar 0.24 0.71 0.80 0.60

Source: Haver Analytics, World Bank commodity prices Pink Sheet, and staff calculations.

Note: All prices are in US dollars, and local prices are converted using the monthly average exchange rate with the US
dollar. The sample is taken from January 2017-June 2022 except for edible oil and sugar for Pakistan (since July 2017).
The pre-2021 subsample for Pakistan ends in December 2020. For fuel prices, crude oil prices (world) and diesel prices
(for each country) are used. For edible oil prices, palm oil prices (world and Bangladesh), the average price for oils and
fats (India), and cooking oil prices (Pakistan) are used.
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The case of Pakistan is illustrative of how pass-through in commodity markets has
changed over time.

Exchange rate movements affect local prices, and depreciation of the local currency
vis-a-vis the dollar can lead to domestic price inflation even without changes in the
dollar price in the global market (see also Box 1.2). Indeed, in Pakistan, where the
exchange rate has been more volatile than in some other countries in the region,
exchange rate fluctuations (measured as the year-over-year change in the USD-PKR
exchange rate), can explain some of the differences between the global and local price
inflation differentials before 2021. Figure 1.8 compares global dollar price inflation

Figure 1.8. Exchange rate movements and pass-through of global commodity
prices in Pakistan

Pakistan wheat price and exchange rate Pakistan fuel price and exchange rate
Percent, y-0-y Percent, y-0-y
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Source: Haver Analytics, CEIC, World Bank commodity prices Pink Sheet, and staff calculations.

Note: A negative USD/PRK y-o-y change (%) indicates the currency depreciated vis-a-vis the dollar since a year ago, and
it is represented by a shaded area below the domestic price inflation. Vertical dotted lines mark the period when the
depreciating exchange rate contributed to domestic inflation in the commodity.
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with local price inflation in the Pakistani rupee, and attributes part of the difference
between the two to the impact of exchange rate movements. The domestic price
inflation (in local currency) was higher than the inflation in the global market (in the
US dollar), before mid-2020 for edible oils and before 2021 for diesel and sugar. That
coincided with a period of depreciation of the Pakistani rupee vis-a-vis dollar, which
contributed to the higher domestic inflation. The same relationship held between
domestic and global price inflation for wheat during 2019-2020, but not pre-2019,
likely due to price controls on domestic wheat prices in the earlier period.

But since 2021, exchange rates have had much smaller effects on domestic prices of
the four commodities in Pakistan, while price controls and price relief policies play an
increasing role. With the rapid rise in global commodity prices since mid-2021, domes-
tic price inflation fell below global price inflation for the same goods, despite the
sizable depreciation of the local currencies since late 2021 (Section 1.4, Figure 1.15).
The falling domestic food and fuel inflation was the result of price relief policies. For
example, the government enacted energy price relief policies in February 2022, which
lowered the domestic fuel price inflation when global energy prices were rising. The
subsequent removal of those measures in May-June raised domestic price inflation as
global inflation was moderating.*

While subsidies and price controls dampen the impact of global price fluctuations on
domestic markets, they also distort local prices and lead to an increased fiscal bur-
den on the government. Targeted cash transfers or income relief that direct resources
toward vulnerable households may be more efficient policy choices.

Higher global commodity prices contribute to the rising domestic food and fuel prices, but
the pass-through is not one-to-one. Some items may have locally segmented markets that
are not affected by global prices, while others track changes in global prices. Local markets
also change over time. In addition, exchange rate fluctuations, price relief policies, and sub-
sidies can weaken the pass-through of global commodity prices. Box 1.1 looks at the histori-
cal pass-through in four major food and energy markets in Bangladesh, India, and Pakistan,
and finds that the pass-through is stronger before 2021 while price-related local policies play
a bigger role in determining local prices after mid-2021.

4 Amaglobeli et al. (2022) also find reduced pass-through post-2021 for global fuel prices for countries around the world.
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1.3 Elevated global prices and protectionist policies exacerbate shortages

Elevated global commodity prices contribute to existing food shortages and food insecu-
rity in South Asia. Food insecurity has always been a concern in many South Asia countries.
Five out of twelve Asian countries with the highest prevalence of insufficient food consump-
tion are in South Asia (WFP 2022). High food prices have likely worsened the situation, making
food less affordable for households. Higher transport costs due to more expensive fuels also
contribute to higher food prices. Rapidly rising fertilizer prices can reduce their use, leading to
lower agricultural production and higher food prices amid lower supplies. Rising prices of food
and other basic goods have also eroded people’s real income, contributing to poverty levels.®

Increasing shares of the population have Figure 1.9. Food insecurity has worsened

insufficient food consumption as high in Sri Lanka and remains dangerously

food prices and shortages persist. In high in Afghanistan

AfghaniStan, food inflation reached 25 per- People with insufficient food consumption

cent in July, while in Sri Lanka food price ';gg“”t”p“'am”

inflation has stayed above 50 percent since

May. In Afghanistan, food insecurity also %

stems from a lack of income as on-budget

aid dried up. As a result, even though sur- 60

veys report the availability of food items in

stores (World Bank 2022c), food has become 4

unaffordable for an increasingly large group

due to the nominal drop in income and

increase in prices. Over 90 percent of the

population is estimated to have insufficient 0Afghanistan Srilanka Bhutan  Nepal India  Bangladesh

M Sep-21 M Sep-22

food Consumption (Figure 1'9)' In Sri Lanka’ Source: HungerMap Live (database), World Food Programme

limited harvests, higher transport costs, lack  (accessed September 7,2022). https://hungermap.wfp.org/.
- . .. . Note: Numbers are actual in Afghanistan and are predicted for

of fertilizers, and the mablllty to finance the other countries according to the WFP methodology out-

food imports as the country’s currency linedin WFP HungerMap Live.

depreciated drastically and foreign reserves

depleted, have all contributed to food shortages and skyrocketing food prices. By September

2022, 33 percent of the population is estimated to have insufficient food consumption, com-

pared to 17 percent a year ago.
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°World Bank poverty numbers have been recently updated. Poverty lines using purchasing power parity exchange rates to allow
comparisons across countries have been updated (World Bank 2022b). Most of the region’s poor live in India and Bangladesh,
particularly in urban centers in India. However, data for India, Nepal and Bangladesh is based on household expenditure patterns
from more than a decade ago (6 years for Bangladesh). The new numbers from Pakistan suggest considerable progress in eradi-
cating poverty prior to COVID and the 2022 floods. Appendix A.1.1 provides the numbers.
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The recent floods in Pakistan threaten to put food out of reach in the most affected regions
of the country. The catastrophic floods are expected to have a profound impact on the coun-
try’s food supply as 9.4 million acres of crops are affected, close to 1 million livestock were
lost, and large swathes of agricultural land are now submerged (Gishkori 2022; Government
of Pakistan 2022). The uncertainty about when the water will recede has affected the next
planting season and hence may impact future food supplies. Prices of vegetables are already
rising amid food shortages, threatening to aggravate inflation (Mangi and Dilawar 2022) and
putting food out of reach for an increasingly large group of vulnerable people (see also World
Bank 2022d).

With rising commodity prices and supply disruptions due in large part to the war in
Ukraine, South Asian countries have resorted to export restrictions on food and fertiliz-
ers to ensure domestic supplies, amplifying the food shortages for others in the region.
Afghanistan, Bangladesh, and India implemented export restrictions on grains and grain
products in 2022, while India and Pakistan have capped the volume of sugar exports (Table
1.2). India is the largest rice exporter by volume and accounts for 40 percent of the global rice
trade (Parija and Afonso 2022). The country’s recent ban on broken rice export is expected to
impact about one-fifth of the country’s rice exports (Parija and Pradhan 2022), which could
lead to global supply concerns and allow rival exporters (e.g., Thailand and Vietnam) to raise
prices, adding to global food inflation. While South Asian countries are small producers of
sugar and wheat, India and Pakistan are responsible for large proportions of those goods in
the regional market.

In general, export restrictions feed into higher global prices. Export restrictions are often
the result of rapidly rising global prices or localized shortages. But by limiting the quan-
tity of goods available on the global market, the restrictions in turn raise global prices fur-
ther (Espitia, Rocha, and Ruta 2022; Pangestu and van Trotsenburg 2022). The restrictions
can also lead to hoarding, which feeds into rising global prices. Sometimes, even without
shortages in the local market, countries use export restrictions as precautionary measures
to ensure sufficient supply in the domestic market before supplying to the global market.
India restricted sugar exports despite a large harvest earlier this year (Firstpost 2022). While
the practice may not limit global supply in the end, export restrictions by a large produc-
ing country can generate speculation in the global commodity exchanges about future price
increases (Associated Press 2022; Robles, Torero, and von Braun 2009). Past experiences
have also shown that restrictions by one country can also prompt other exporting countries
to follow suit, leading to a bad equilibrium with much higher prices (Giordani, Rocha, and
Ruta 2016; Glauber, Laborde, and Mamun 2022).

Export restrictions by trade partners have adversely impacted global markets in prod-
ucts imported by South Asian countries. Among trading partners, export licensing rules on

16
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Table 1.2. Export restrictions on food and fertilizers by South Asian countries and major
trading partners

Current Food Export Restrictions

Measure Period Global market share
(Kcal, USD)

South Asian countries

Afghanistan Export ban on wheat 5/20/2022 - 12/31/2022 0

Bangladesh Export ban on rice 6/29/2022 - 12/31/2022 0.02%, 0.04%
Export ban on wheat 5/13/2022 - 12/31/2022 0.12%, 0.15%
Export licensing on sugar 6/1/2022 - 10/31/2022 3.72%, 4.36%
Export ban on sugar 6/1/2022 - 10/31/2022 3.74%, 4.36%

India Export licensing on wheat flour and 7/12/2022 - 12/31/2022 1.48%, 2.17%

related products

Export ban on wheat flour,

. . 8/25/2022 - 12/31/2022 1.48%,2.17%
semolina, maida
Export ban or taxes on rice 9/9/2022 - 12/31/2022 25.93%, 30.32%
Pakistan Export ban on sugar 4/15/2022 - 12/31/2022 1.92%, 1.69%
Major trading partners of SAR
Indonesia el SR, P 1/31/2022 - 6/7/2022 (inactive) 54.61%, 51.68%
kernel oil
Exportban on wheat, meslin, rye, 51510 6302002 (inactive) 13.41%, 13.11%
barley, maize, sugar
Export ban on sugar 3/14/2022—8/31/2022 (inactive) 0.35%, 0.36%
Export ban on rapeseed 4/1/2022— 2/1/2023 1.79%, 1.39%
Export ban on sunflower seeds 4/1/2022 - 8/31/2022 (inactive) 8.64%, 5.29%
Russia
E;‘fr?rt EF IS (A 4/13/2022 - 12/31/2022 13.49%, 13.19%
Export licensing on sunflower oil 4/15/2022 - 8/31/2022 (inactive) 17.08%, 18.24%
ﬁ:‘i’a"lrt taxes on sunflower oil and 4/15/2022 - 12/31/2022 12.45%, 13.66%
Export taxes on soya beans 4/15/2022 - 8/31/2024 0.44%, 0.36%

Table continues on the next page
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Table 1.2 continues

Current Fertilizer Export Restrictions

Country Measure Global export share

in nitrogenous,
potash, phosphates

Major trading partners of SAR

Export licensing on fertilizers 9/24/2021 - 12/31/2022 10.6%, 1.2%, 11.4%
China
Export ban on phosphate rock 9/28/2021 - 12/31/2022 0.60%
Export licensing on nitrogenous 11/3/2021 - 12/31/2022 10.1%, 2.8%, 8.5%
. fertilizers
Russia
Export ban on fertilizer 2/2/2022 - 8/31/2022 (inactive) 10.1%, 18.7%, 8.6%

Source: World Bank food security update September 15, 2022 (World Bank 2022¢), food and fertilizer restrictions during the
Ukraine-Russia crisis (dataset), World Food Programme (accessed September 18, 2022), https://public.tableau.com/app/profile/
laborde6680/viz/ExportRestrictionsTracker/FoodExportRestrictionsTracker.

Note: Food and fertilizer restrictions during the Ukraine-Russia crisis were constructed following the methodology in Laborde
and Mamun (2022).

palm and palm kernel oils were in effect in Indonesia until June, which affected over half
of the global market share for palm oils. Russia, a major exporter of agricultural products,
implemented export bans, taxes, or licensing policies on a range of edible oils, grains, and
sugar. These restrictions affect over 13 percent of the global market share for wheat, barley,
and corn, and over 15 percent for sunflower oil. Rising energy prices raise the cost of fertil-
izer production, and major producing countries such as China and Russia initiated export
bans or licensing on fertilizer products in late 2021 or early 2022. The two countries sup-
ply large shares of the global fertilizer output and significant portions of fertilizers in South
Asia, for example, fertilizers from the two countries took up 35 percent of India’s total fertil-
izer imports in 2019. As such, the restrictions severely limited global supplies and adversely
impacted South Asia’s access to fertilizer imports.

Estimates based on countries’ historical bilateral trade flows and export restrictions of
trading partners both within and outside the region suggest that the trade restrictions can
have large immediate impacts on South Asian countries’ food and fertilizer imports (Figure
1.10). Between 20 to 30 percent of total food imports (in USD) are impacted in Afghanistan,
Bangladesh, and Pakistan, while about 30 percent of India’s food imports are impacted.
Note that this does not mean countries’ total food imports are reduced by these amounts.
Instead, countries find alternative sources for imports by shifting trading partners (Section
1.4), but often at higher prices, and as a result the total food import value likely increased
due to trading partners’ trade restrictions. The scales are even larger in calories, as many
impacted food items are also ones with higher calorie contents per price unit, such as edible
oils. As these foods provide more affordable options for sufficient daily calorie intake, the
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trade restrictions could have outsized impacts on the poorer households in the importing
countries, worsening existing consumption inequalities. The restrictions on fertilizers have
a larger impact on the imports of Bangladesh, Nepal, Pakistan, and Sri Lanka. As the world’s
largest fertilizer importer, India’s fertilizer imports are also impacted by trading partners’ pol-
icies, but a diversified group of trading partners, including Saudi Arabia and UAE, in addition
to China and Russia, helps mitigate the overall impact.

Figure 1.10. Trading partners’ exports restrictions could have large immediate impacts
on South Asian countries

Impact of trade restrictions on food import Impact of trade restrictions on fertilizer import
Percent impact in Kcal or USD Percent nutrient equivalent units
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Source: Laborde and Mamun 2022, Food and fertilizer restrictions during the Ukraine-Russia crisis (dataset), World Food
Programme (accessed September 18, 2022), https://public.tableau.com/app/profile/laborde6680/viz/ExportRestrictionsTracker/
FoodExportRestrictionsTracker.

Note: Methodology in Laborde and Mamun (2022), based on average 2018-2020 bilateral trade flows at the HS6 level. The num-
bers shown are for current trade restriction measures and do not take into account exceptions made to export bans.

Export restrictions raise domestic prices for South Asian countries and add to countries’
fiscal burden as subsidy costs rise. South Asian countries are large importers of edible
oils, and restrictions on edible oil exports by Indonesia earlier limited countries’ ability to
import and led to rapidly rising edible oil prices. Bangladesh, Bhutan, Nepal, Sri Lanka, and
Afghanistan all import sugar from India, and India’s cap on sugar exports can significantly
raise the import and retail prices.® The CPI inflation for sugar increased to over 30 percent
in June for both urban and rural areas of Bangladesh, while domestic sugar inflation stayed
below 5 percent in India. India’s 20 percent duty on rice exports imposed recently (see Table
1.2) is expected to increase rice prices in regional countries. Following fertilizer export restric-
tions by China and Russia in late 2021, Pakistan’s wholesale price (WPI) inflation for fertil-
izers reached above 40 percent in November 2021 and over 80 percent in July 2022. As the
importing countries struggle to deal with rising prices, many find subsidy costs rising as the
difference between the import price and the price ceiling at retail widens (Section 1.6). Price

¢ Bhutan was granted a special concession to import wheat and sugar from India.
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subsidies have short-term benefits: fertilizer subsidies can help farmers contain costs and
avoid disruptions in food production, while price subsidies on basic food items alleviate bur-
dens on poorer households and reduce the risk of food insecurity. But similar to fuel subsi-
dies, food and fertilizer subsidies increase the government’s fiscal burden. Subsidies also
distort domestic market prices, encourage overuse of fertilizers, and could contribute to ris-
ing trade and current account deficits.

Export restrictions sometimes can backfire and hurt the exporting country. For an
exporter that produces a large share of the global market, export restrictions can raise global
prices relative to domestic prices. Seeing the higher global prices, local producers could start
hoarding to export at the higher price later. Research on the food crisis and countries’ policies
during 2008-2010 suggests that export restrictions together with reactions by the importing
countries can lead to a full transmission of higher prices to the exporting country (Anderson,
Martin, and Nelgen 2010; Anderson and Nelgen 2012), and thus defeating the purpose of the
export restrictions. Export restrictions that last for a longer period can also reduce domestic
production as producers shift to goods and sectors without restrictions and with higher prof-
its. Over time, export restrictions reduce importing countries’ perception of the exporters’
reliability as a supplier, thus impairing the exporters’ competitive position. Both the short-
term and long-term adjustments of local producers lead to a shortage in the local market,
driving up domestic prices and defeating the initial goal of the restrictions.

1.4 Mounting external sector pressures

With shifting global and domestic economic situations, South Asian countries face rising
trade deficits, stagnating remittance inflows, and increased net capital outflows. In Sri Lanka,
pressures in the external sector have morphed into an economic crisis, while in Pakistan, for-
eign reserve levels are dangerously low.

Higher commodity prices have raised import prices for South Asian countries, contribut-
ing to rising trade deficits. Estimates based on countries’ recent historical trade flows and
assuming no change in trade volumes show that global fuel and food price increases as of
the end-May 2022 have had a large impact on the countries’ trade balances (Figure 1.11). The
region is especially vulnerable to price surges in crude oil, coal, and palm oil, due to its large
net import positions in these commodities. Afghanistan is particularly vulnerable to higher
food prices, as the country has large negative trade balances in wheat and wheat products.
While all countries in the region are vulnerable to fuel price increases, the impact is largest
in Afghanistan and Maldives, as both are large net importers of petroleum products relative
to the size of their economies. In Afghanistan, this is partially offset by its positive net export
position in coal. India has large negative trade balances in coal and crude oil but is a net
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exporter of petroleum products, which also helps offset the impacts of higher coal and crude
oil prices. Although fertilizer prices have increased drastically, the impact on the region is
relatively small as fertilizer takes up a small proportion of total imports. As commodity price
inflation moderates in recent months, the impact of commodity price changes (y-o-y) has
come down to below 3 percent of GDP as of end-August.

Figure 1.11. Impact of commodity price changes on South Asian countries (May 2021-
May 2022)

A. South Asia goods trade value and price changes B. Impact of price changes (y-o-y) as of end-May 2022
(y-0-y) as of end-May 2022 on trade balances
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Source: Staff calculations based on 2016-2020 country food trade matrix and 2015-2019 country fertilizer trade database from the
Food and Agricultural Organization (FAO); 2015-2019 country fuel trade data from Comtrade (dataset); and price changes from
tradingeconomics.com and World Bank commodity prices Pink Sheet.

Note: The calculations include 17 food groups most traded in South Asia (e.g., rice, refined sugar, wheat, palm oil), 6 fertilizer
items (e.g., DAP, Urea), and 8 fuel items (e.g., coal, crude oil, petroleum products, natural gas). The calculation assumes no change
in trade volumes from the average historical levels. Country GDP is average from 2016-2019. See Appendix A.1.2 for more details.

Worsening terms of trade and unfavorable price elasticities exacerbate trade imbalances.
In addition to commodity prices, global prices of many intermediate and consumer goods—
South Asia’s main exports—have also gone up, but less so than the prices of basic commodi-
ties.” This asymmetric price movement leads to a deterioration in the region’s terms of trade.
In fact, because the price elasticity of demand for commodities is generally low similar to
other necessity goods, when prices increase, consumers dissave to sustain similar levels of

" South Asia’s main exports include textiles and clothing, petroleum oils excluding crude, etc. Raw materials take up 7.6 percent
of the region’s total export value, while intermediate and consumer goods take up 30.5 and 46.2 percent, respectively, as of
2016. Maldives and Afghanistan have the largest shares of raw materials out of their exports; while Bangladesh, Sri Lanka, and
Pakistan have the largest shares of consumer goods. Out of the region’s imports, raw materials take up 32 percent, intermediate
goods 30.7 percent, capital goods 22.4 percent, and consumer goods 14.2 percent (World Integrated Trade Solution, last accessed
August 24, 2022).
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consumption. In contrast, the price elasticity
of demand for most consumer goods, espe-

Figure 1.12. South Asia goods trade
import-export gap widens

cially durables, is high, and so when prices
increase, consumers reduce consumption of
these items, and South Asia’s export receipts
fall. As such, the different price elastici- &
ties mean that a rise in prices can lead to a
deteriorating current account even without
worsening terms of trade. Box 1.2 explores ¢
the effect of dollar invoicing on the region’s
trade. Added to that, import demand is ris-
ing as South Asian economies recover, while 4
weakening global growth limits the region’s
export growth. As a result, the region’s trade
deficit widens (Figure 1.12).
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Source: CEIC and staff calculations.

Note: South Asia export and import values are calculated as
the sums of all regional countries’ goods export and import
values. Afghanistan, Bhutan, and Maldives are not included
in the June and July 2022 numbers due to data release lags.

import prices, Pakistan relaxed trade restric-

tions with India for certain goods, and trade between the two countries picked up sharply in
2022Q2 (Dilasha and Mishra 2022). In response to Indonesia’s ban on palm oil exports during
the first half of the year, India increased imports of edible oils from Malaysia, which softened
the blow of the trade restriction. India also increased its share of oil imports from Russia.
Historically, India imported 2-4 percent of the total value of its mineral fuel and oil imports
from Russia. The share has risen to over 10 percent in April-May 2022 (Haver Analytics). The
increase is even larger in shares of total volume, considering that India has been getting dis-
counts on its oil imports from Russia that amounted to $20-30 per barrel initially and fell to
$7-8 per barrel more recently (Verma 2022). The ability to shift trading partners affords coun-
tries greater flexibility and helps reduce import bills.®

#One way to reduce trade costs and increase flexibility in trade is through free trade agreements. Franco-Bedoya (2022) quantifies
the trade creation effects of trade agreements signed by South Asian countries since 1990 and finds that they on average increase
trade by at least 20 percent in South Asia, especially for intra-regional agreements and in the agriculture sector.
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In addition to widening goods trade deficits, weak growth in official remittance inflows
and the slow recovery of tourism also contributed to current account deficits. South
Asian countries typically have larger goods import bills than export receipts. In the past,
net services exports (e.g., tourism) and remittance inflows cover most of the gap, leaving
modest current account surpluses or deficits. But tourism has been slow to recover from
the COVID shock in most countries in the region, while official remittance growth stag-
nates (see also Chapter 3).° All the factors contribute to rising current account deficits.

« Sri Lanka is facing pressures from all angles, including falling remittances and tour-
ism income (Spotlight on Sri Lanka, Figure S.10).

« In Bangladesh and Pakistan, while remittance inflows have recovered since 2021
and stayed above the pre-pandemic levels, the year-over-year growth of remittance
inflows has slowed and even turned negative in some months. As a result, remittance
inflow can only offset part of the trade deficits, leading to widening current account
deficits (Figure 1.13.A-B).

« InNepaland Bhutan, the slow recovery in tourism means the countries are missing
an important source of income that in the past offset trade deficits (Figure 1.13.C-
D). While Nepal’s remittance inflows have grown in recent months, the country’s
tourism income—a small part of total exports but helped offset goods trade defi-
cits in the past—is yet to recover to the pre-pandemic level. Bhutan’s tourism sec-
tor was hit hard during COVID, with the borders closed to tourists until September
2022.

Capital outflows add to balance of payments pressure. As advanced economies started
monetary tightening sooner than India, the difference in returns between India and advanced
economies narrowed in the first half of 2022. India witnessed a foreign portfolio investment
(FPI) net outflow of US$29.7 billion in the first six months of 2022 (Figure 1.14). But starting in
July, portfolio investors turned into net buyers in India as tightening by the Reserve Bank of
India widened the rate gap with advanced economies (see also Section 1.5).

As pressures over the balance of payments rise, countries’ exchange rate faces depreci-
ation pressures. Major currencies in the region have depreciated against the US dollar and
the currencies of main trading partners since January 2022 (Figure 1.15.A).2° The Sri Lankan

° It is possible that the resumption of travel has allowed more remittances to flow in through informal channels, although recent
data on household receipt of remittances (both formal and informal) are not available. Remittances that come into the country
through unofficial channels are not being recorded as secondary income in the current account. They may appear as errors and
omissions or as private capital inflows in the balance of payments, and they still help increase the consumption of receiving
households, even though they do not count towards official reserves.

1 The countries’ currency also depreciated vis-a-vis the US dollar in real terms, as inflation (y-o-y) also reached high levels in
the U.S. in recent months. The real exchange rate for Indian rupee depreciated more than the nominal exchange rate because
of higher inflation in the U.S. than in India. For Pakistan and Sri Lanka, the real exchange rate also depreciated but less than the
nominal exchange rate.
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Figure 1.13. In addition to rising trade deficits, weak growth in remittance inflows
(Bangladesh and Pakistan) and slow recovery of services exports (Nepal and Bhutan)
also contribute to current account deficits
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Source: Haver Analytics and staff calculations.

Note: Monthly data, except current account composition for Bhutan’s and India’s which is in quarterly frequency. All except
Bhutan’s data are expressed in US dollars. Nepal’s current account errors and omissions are included in the figure as the item
usually contains unofficial remittance inflows and informal trade.

rupee, which has had the largest depreciation, fell over 80 percent against the dollar and 40
percent against trading partners’ currencies from January to July 2022. Pakistan, which has
a market-determined exchange rate, saw its currency depreciate by 36 percent against the
dollar between January and September, and 14 percent against trading partners between
January and July (more recent data not available). Facing increased pressure on its exchange
rate and a rising gap between the official and informal exchange rates, Bangladesh switched
to a floating regime in early June but only for a few days, which resulted in a depreciation
of about 11 percent against the US dollar. In mid-September, the Bangladesh Bank adjusted
the official exchange rate in line with market rates, leading to an 11.7 percent depreciation

24



BRAVING THE PERFECT STORM

Figure 1.14. FPI net outflows (India) contributed to balance of payment tension
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Source: Haver Analytics and staff calculations.
Note: Positive FII/FPI net flows mean net inflows into the country.

in a single day. India has had relatively small currency pressures, especially against trading
partners’ currencies, while its dollar exchange rate fell slightly as the US dollar strengthened.
Relatively smooth exchange rate adjustments help reduce the balance of payments ten-
sions, as cheaper domestic goods and more expensive imports help correct trade deficits.
But a drastic depreciation can feed into inflation through imports and raise costs in local cur-
rency terms for domestic borrowers trying to make repayment on foreign debt. Continued
depreciation can also lead to diminished confidence in the currency and limit foreign cur-
rency inflow, as for Sri Lanka.

Regional countries adopted various policies to support the balance of payments and sta-
bilize the exchange rate. With increasing import bills, stagnating official remittance growth,
and increasing net capital outflows, countries’ foreign exchange reserves dwindled (Figure
1.15.B). To stabilize the exchange rate, countries with a managed exchange rate regime
sold foreign currency, which contributed to falling reserves. Although Pakistan has a float-
ing exchange rate regime, its increased debt payment and lack of external financing led to
falling foreign reserves (The Economic Times 2022), which are now enough to cover little
over a month’s imports. Many countries in the region implemented import controls, and
Bangladesh adopted broader quantity controls (Table 1.3), such as rolling blackouts and
closing diesel power production, to curb electricity consumption and reduce oil and gas
imports. To attract foreign currency inflows, countries enhanced incentives to attract remit-
tance inflows through the official channel and removed interest rate caps on non-resident
deposits.
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Figure 1.15. Major South Asian currencies depreciate, while foreign exchange reserves fall

A. Exchange rate vis-a-vis USD and B. Foreign reserve import cover
nominal effective exchange rate Months
Index Jan 2022=100 18
140 200 ¢
135
180 14
130
125 160 2
10
120 140
115 8
110 20 ¢
105 — 100 4
— =
100 2
95 80
Jan  Feb Mar Apr May Jun Jul Aug Sep 0
2022 Bangladesh Bhutan India Nepal ~ Pakistan  SriLlanka
—— Bangladesh ——India Pakistan m2021Q2 m2022Q2
~~-~-India NEER Pakistan NEER Sri Lanka (RHS)

Sri Lanka NEER (RHS)

Source: Haver Analytics, CEIC, Royal Monetary Authority of Bhutan.

Note: A. Exchange rates vis-a-vis the US dollar are local currency per US dollar, indexed to 100 in January 2022. The nominal effec-
tive exchange rate (NEER) is also indexed to 100 in January 2022 and inverted so that a higher value indicates a depreciation of
the local currency. B. Foreign reserve import covers are computed using the total imports (goods and services) over the past year.

Restrictive and ad hoc quantity control policies can be counter-productive. Import con-
trols can be effective in limiting the growth of import bills in the short term. But tight restric-
tions on a broad set of import goods can limit economic activities and damage export per-
formance. A recent impact evaluation of the series of import bans introduced in Sri Lanka in
early 2020 shows that these bans have a negative impact on exports through input-output
linkages (Fernandes et al. 2022). Over the medium term, import restrictions have also been
shown to become implicit export taxes, as the tariffs raise domestic prices relative to global
prices and thus create incentives for local producers to sell domestically instead of export-
ing (World Bank 2022f). Broader quantity controls such as rolling blackouts and closing of
energy-intensive plants in Bangladesh can exacerbate existing supply constraints. Quantity
controls can also fuel inflation if supplies fall short of domestic demand due to reduced out-
put or imports.

Policies to formalize remittances have limited impacts in the presence of parallel exchange
rate markets. Exchange rate management that artificially props up the local currency can
give rise to parallel exchange rate markets where the informal exchange rate is higher than
the official rates. As a result, incentives to encourage remittances and other foreign deposits
to come in through official channels can be ineffective. This was the case in Sri Lanka earlier
in the year, and it is in Bangladesh now.
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Table 1.3. Intervention policies to restore the balance of payments and stabilize the
exchange rate

Exchange rate management

Quantity controls

Incentive policies

Sold foreign currency to con-
tain depreciation; temporarily

Blackouts and factory closures
to reduce energy imports; LNG
imports from the spot mar-
ket postponed; 100 percent of
advance payments required
for a letter of credit for luxury

Interest rate ceiling on non-res-
ident foreign currency deposits
withdrawn; ceiling on internet

T switched to floating rate in ?nd non—e§sent|al |.tems T banking transfers and proof
ing July); imports in excess of .
June. - - of source of income no longer
US$3  million scrutinized by aoply for remittances
Bangladesh Bank; government PRY '
purchase of vehicles stopped;
less important development
projects deferred.
Bans on imports of vehicles . . .
excent utility vehicles and agri- Remittance incentives scheme
Bhutan Pegged to INR P y &M extended and enhanced from 1
cultural machinery as of Aug t0 2%
2022. >
Sold foreign currency and Removed rate cap on non-res-
India operations in the forward No existingimportquantity con- ident deposits, and banks can
and futures market to contain trols. freely increase rate to compete
depreciation. for foreign deposits.
Capital control through convert-
) L e ibility measures: residents r.10t
Maldives allowed to exchange for foreign —
range .
currency through the banking
system.
Increased cash margins for L .
) ; Additional 1% interest rate on
trade finance transactions and . o
remittance deposits in BFIs (Aug
customs duty for non-essen- . .
. - 2021); increased daily thresh-
tial commodities; extended a .
ban on import of non-essential L) U el nliee) Ll
Nepal Pegged to INR P abroad from NPR 1m to NPR

goods imposed until August 30;
tightened import of two-wheel-
ers and mobile phone sets; cash
deposit required to open letter
of credit for imports.

1.5m (Aug 2022); non-resident
Nepalese allowed to open for-
eign currency saving account
(Nov 2021).

Table continues on the next page
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Table 1.3 continues.

Exchange rate management Quantity controls Incentive policies

Digital accounts introduced in
Sept 2020 to allow non-resident
Pakistanis easy access to bank-
ing services to attract foreign
currencies; interest paid to dol-
lar-denominated deposits in the
account at 6-7%.

Temporary import ban on 694
goods in May; import approval
requirement for 25 mostly
electronic products; in August
bans were replaced with import
duties.

Pakistan Market determined

Foreign exchange rationing
for fuel and other essential
imports; surrender require-
Sri Lanka Managed float since May 12 ments on export proceeds and
remittances; temporary bans on
imports; increased duties and
licensing requirements.

Incentive to attract remittance
in place previously.

Source: World Bank country economists.

With depleted foreign exchange reserves, Sri Lanka requested financing support from the
IMF and Pakistan renewed its earlier arrangement. Both countries have reached agreements
with the organization as of early September. In Sri Lanka, the funding facility of US$2.9 billion
that is planned to operate for four years marks an important step in resolving its ongoing
economic and balance of payments crises. For Pakistan, the agreement revives and extends
the long-stalled 2019 Extended Fund Facility (EFF) program until mid-2023 and allows the
disbursement of additional funding. Amid increasing balance of payments pressure and fall-
ing foreign exchange reserves, Bangladesh requested financial support from the IMF in July,
making it the third country in the region—after Pakistan and Sri Lanka—to be engaging with
the IMF this year.!! But unlike the other two countries, Bangladesh’s reserves have not fallen
to dangerously low levels, the country is not facing political instability, and inflation is still
below 10 percent although it is above recent historical levels.

' Nepal also has a program under the Extended Credit Facility.
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Box 12. The dollar is whose problem: Impact of the US dollar dynamics on bilateral
trade

The US dollar has appreciated vis-a-vis most currencies since 2021. The ongoing mon-
etary policy tightening in the US and its safe-haven status have attracted capital flows
into the country amid the deterioration of global growth prospects. As a result, the US
dollar has seen a strong rally that continues with the trend observed since the Global
Financial Crisis in 2008 (Figure 1.16.A). Historically, the US dollar fluctuations have a
profound impact on other economies, as the then US treasury secretary John Connally
famously putin 1975, “The dollar is our currency, but it’s your problem.” For countries
that issue debt in US dollars, a depreciation of the local currency translates directly
into higher borrowing costs (see also Section 2.3). Another important mechanism for
the region is the impact of the exchange rate movement on trade.

Figure 1.16. US dollar evolution and share of trade invoiced in US dollars

A. Nominal broad USD index B. Share of exports and imports invoiced in USD

Index, 2006=100 Percent

130 100 .

125 a . '
7] IND EX MDY

120 = SRR P Ei)

115 P S oo

n g . ° o L

105 ‘;;50 . . ’

100 = o . . . °
S oo o o .

95 % 2% . ..f .. . .

%0 S “oed

..‘ . . o ®
85
80 0 25 50 75 100
2006 2008 2010 2012 2014 2016 2018 2020 2022 Share of exports invoiced in USD

Source: A. Federal Reserve Bank of St Louis. B. Boz et al. 2022.
Note: A. An increase shows a US dollar appreciation against all other currencies. The dotted line shows a linear trend.

B. For each country, the figure shows the data for the last available year for each country. As shown by Boz et al. (2022),
these shares do not change much over time.

Standard economic models suggest that the US dollar dynamics are not important
by themselves. Instead, the bilateral exchange rate is more important when assess-
ing the impact of exchange rate movements on trade prices and volumes (e.g., the
Mundell-Fleming framework). But modern trade models (such as the dominant cur-
rency paradigm, Gopinath et al. 2020) have shown that short-term price stickiness
and the invoicing currency—the currency in which bilateral trade prices are set—also
matter for trade flows. Trade prices are typically sticky in the short term because of
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the duration of signed contracts.’? Most international trade prices are set in US dol-
lars, especially in emerging economies (Boz et al. 2022).%* Figure 1.16.B plots the share
of total trade that is invoiced in US dollars for 110 countries. South Asian countries
rank among those with the largest share of trade invoiced in dollars. Four of the eight
regional countries have more than 80 percent of their trade invoiced in US dollars
(data for Afghanistan, Sri Lanka, and Bhutan are not available).**

Because of short-term sticky trade prices and the dominance of the US dollar in inter-
national trade, even if countries do not have direct trade with the U.S., their trade vol-
umes can be impacted by exchange rate fluctuations vis-a-vis the dollar. To illustrate
the role of the US dollar in bilateral trade, take Pakistan as the home country and con-
sider Pakistan’s trade with the Euro area.

If trade is invoiced in US dollar, the import price in rupee is given by the product of the
euro price, the dollar-euro exchange rate, and the rupee-dollar exchange rate:

ER, x P
e

euros

Pimports - ER% X
rupees TS =

usD

Importantly, the assumption of the sticky price implies that the dollar price P is
sticky and does not change in the short term.

For simplicity, assume that only the rupee depreciates against the dollar. Because

the dollar price P, is sticky in the short term, while the rupee-dollar exchange rate

increases, while the rupee-euro exchange rate increases following the rupee deprecia-

tion, Pakistan’s import price in rupee PP also increases. This leads to falling import
rupees

volume in the short term.

At the same time, Pakistan’s export price in euro:

ER,ﬂﬁeDe x Prupee
pexports = FR
euros it =p
usb

2When contracts are signed, they specify the price for a certain period, which leads to sticky prices. In some cases, one
of the parties may try to renegotiate the price before the contract expires, for example in response to exchange rate
movements. But negotiations take time, which also leads to sticky trade prices.

13 Exporting firms may invoice their products in their own (exporter’s) currency, the destination country’s currency, or a
third country’s currency like the dollar. The choice of invoicing currency depends on factors like strategic complementar-
ities (keeping the price of products as close as possible to those of competitors), returns to scale (if facing capacity con-
straints), and the currency of imported intermediate inputs (exporters may seek to match the currency of exports and
imports). Adler et al. (2020) discuss this in more detail and show that US dollar pricing is linked to the use of imported
intermediate goods (and participation in global value chains) but also that additional factors come into play.

1 The large shares of US dollar trade invoicing are not just driven by import price invoicing. In fact, larger shares of
exports than imports are invoiced in US dollars in Bangladesh, Pakistan, and Maldives.
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does not change, the dollar price is sticky in the short term and the euro-dollar
exchange rate is assumed unchanged. This leads to no change in export volume. In
other words, all the volume adjustment takes place on the import side.

This result may seem counter-intuitive, as one would expect the currency depreciation
to make goods relatively cheap for European buyers, benefitting Pakistan’s exporters.
Butin the short term, this mechanism is often muted. For example, when the Pakistani
rupee depreciated rapidly against the US dollar in 2019, Pakistan’s exporters did not
expand shipments as fast as expected (Ahmad 2019), even though the depreciation
gave them a price advantage relative to competitors. Brun, Gambetta, and Varela
(2022) show that part of the low export response to depreciation is related to dollar
price stickiness and US dollar invoicing.

During the most recent dollar rally, as the euro also depreciated against the dollar,
European consumers face higher euro prices of imports from Bangladesh, because the
bilateral trade is invoiced in the US dollar and the dollar prices are sticky in the short
term. As a result, Bangladesh exporters do not benefit from the taka depreciation vis-
a-vis the dollar.

While the above example illustrates how the invoicing currency matters in bilateral
trade, the impact depends crucially on sticky prices in the short term. Over time, as
exporters adjust prices, both the exports and imports will fully adjust to reflect move-
mentsin the bilateral exchange rate (e.g., the rupee-euro exchange rate). Nevertheless,
the impact of dollar invoicing is particularly relevant now and for emerging economies
(Boz et al. 2022).

1.5 New challenges meet existing vulnerabilities in the financial sector

Equity market indexes drop as investment sentiment deteriorates with only India show-
ing resilience. As advanced economies started monetary tightening earlier and more aggres-
sively than some of the South Asian countries (e.g., India and Bangladesh), the interest rate
differential with the U.S. narrowed, making the South Asian markets relatively less attractive
to investors. At the same time, investor appetite for risk shifted due to heightened uncer-
tainty following the war in Ukraine. As a result, investors withdrew funds from the South
Asian markets, and major stock indexes dropped in February and underperformed the S&P
index in the spring (Figure 1.17.A). During May-July, as South Asian countries sped up mon-
etary tightening, the region’s markets outside of Sri Lanka performed better than the world
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indexes, although weak investor demand kept all indexes below the pre-war levels. In the
meantime, capital outflows continued, contributing to weak stock market performance:
India saw a record US$29.7 billion in net FPI outflow in the first half of 2022, while Pakistan’s
Special Convertible Rupee Accounts registered a USS$1.2 billion net outflow during July
2021-May 2022. But demand by domestic investors remained robust in India as the country’s
economy showed signs of resilience. As foreign capital turned net buyer in India since July,
the country’s index returned to the pre-war level, while all other major indexes in the region
remain below pre-war levels.

Growth in private sector credit demand continues rising and has outpaced deposit growth
in some countries. A few factors have fueled private sector credit growth in the region

(Figure 1.17.B). As capital market borrowing rates rise, private sector borrowers have shifted

Figure 1.17. New and existing challenges in the financial sector
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to borrowing from banks. With elevated inflation, firms require higher working capital, while
import financing needs also rise. The region’s demand is also recovering from the impact
of COVID a year ago. In Pakistan, private sector credit has grown at over 20 percent year-
over-year for each month since March, as high inflation and currency depreciation require
companies to increase borrowing. In Nepal, private sector credit growth has moderated in
response to monetary tightening, but credit growth still outpaced deposit growth (Figure
1.17.C). Not all increased credit goes into investment, as some is a response to higher infla-
tion, and so there is less concern for an investment bubble. But credit demand growth that
outpaces deposit growth can lead to bank liquidity concerns.

Loan moratorium policies have masked possible asset quality deterioration and contrib-
uted to banks’ credit risks. Reported non-performing loans (NPL) as shares of gross loans
have fallen (in Bhutan, India, Maldives Nepal, and Pakistan), or increased less than expected
(in Bangladesh) given the tightening liquidity constraints and softening economic conditions
(Figure 1.17.D). But the reported NPLs may not reflect the extent of deterioration in asset
quality. Loan delinquencies among loans restructured under the COVID-era moratorium pro-
grams may not have been fully captured in the data, since loan delinquencies take time to
show up in data and the forbearance programs expired only recently in some countries and
are still ongoing in others (World Bank 2022a Box 1.3). For example, Bangladesh extended its
loan payment moratorium through the end of 2022 and relaxed NPL restructuring require-
ments; broad-based support remained in place in Bhutan until the end of June 2022 when
measures became more targeted. These program extensions further delay the full recogni-
tion of asset quality, and the longer these programs are maintained, the worse the fallout
would be if it turns out that many of these firms and banks are insolvent. Monetary tighten-
ing that is ongoing in the region can also expose asset quality problems and lead to higher
delinquencies as higher borrowing costs make it harder for borrowers to roll over debt.

Rising sovereign risks can spill into the financial sector, while financial sector risks can
lead to bailouts and thus sovereign risks. The J.P. Morgan emerging market bond index
(EMBI) spreads, which measure investors’ perceptions of risk, show drastic increases for
Pakistan and Sri Lanka since the beginning of the year, suggesting increased sovereign risk
in both countries, while the risk for India remains subdued (Figure 1.18). Heightened sover-
eign risk can spill into the country’s financial sector. In Pakistan, banks’ capital adequacy
calculations assume the government is a risk-free borrower, which means sovereign risks are
not fully accounted for in banks’ balance sheets. In Sri Lanka, as the country defaulted on its
external debt payment in April, the banking sector, which had sizable exposures to sovereign
debt (about 40 percent of bank balance sheets) and has been facing severe liquidity issues
(Spotlight section). At the same time, financial sector risks including bank credit and liquid-
ity risks can lead to bailouts by the government, which shift the risks to the sovereign and
compound the rising sovereign risks.
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Figure 1.18. Sovereign risks rise in Sri Lanka and Pakistan
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Source: JP Morgan Markets.

Stronger supervision and regulation are needed to reduce systemic risks in the financial
sector. Segments like micro, small and medium enterprises (MSMEs), non-bank financial cor-
porations (NBFCs), and microfinance faced the brunt of the impact during the pandemic, and
stress in these segments can also be easily overlooked without strong supervision. As these
are also the sectors that had high participation rates in the loan restructuring and forbear-
ance programs during the pandemic, stronger supervision is needed to ensure asset quality
deteriorations in these sectors do not spill over to other parts of the economy. Similarly, a
comprehensive review of bank balance sheets is needed to reduce the potential impact of
sovereign risk on banks.

1.6 Monetary policy continues to tighten while fiscal policy is constrained
by space

South Asian countries continue to tighten monetary policy to fight inflation, anchor infla-
tion expectations, and stabilize capital flows. Pakistan and Sri Lanka started the tightening
cycle relatively early—in late 2021 or the beginning of 2022—and have been more aggres-
sive. Pakistan has increased its key policy rate by 8 percentage points during the current
tightening cycle, whereas Sri Lanka has raised its repo rate by 10 percentage points (Figure
1.19.A). India and Bangladesh started tightening later than most advanced economies but
have also started since April. Through three rounds of policy actions in May-August, India
increased its key policy rate, the repo rate, from 4 to 5.4 percent. The country’s headline con-
sumer inflation has eased since May, although it is still above the central bank’s target range.
Bangladesh similarly tightened in May with a 25-basis point hike, although it has not been
enough to bring down the country’s inflation rates, as interest rate caps introduced in 2020
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prevent banks from passing higher rates to borrowers. Box 1.3 estimates the effectiveness of
regional central banks’ actions in affecting macroeconomic variables and finds that prices
were not responding to monetary policy shocks.

Aggressive tightening in Pakistan and Sri Lanka has pushed up real rates, while real
policy rates remain negative for other South Asian countries despite historically high
policy rates. Because of elevated inflation and inflation expectations, the real rates in
Bangladesh, India, and Nepal have stayed negative since mid-2020 (Figure 1.19.B), reflect-
ing an accommodative monetary environment. In contrast, the real policy rates computed
using one-year ahead inflation expectations have turned positive in Pakistan since late
2021, as rapid tightening curbed expectations about future inflation. But with the dras-
tic currency depreciation since April 2022 (Section 1.4), the country’s inflation has risen
further to above 20 percent since June. Similarly, the real policy rate based on one-year
ahead inflation expectations in Sri Lanka has also stayed positive following a large policy
hike in April.

Figure 1.19. Monetary policy tightens but real rates in most countries are still negative
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Note: India’s policy corridor is computed as the difference between the repo rate and a policy floor rate, which was the reverse
repo rate before April 2022 and the standing deposit facility rate afterward. Real rates are constructed using one-year ahead
inflation expectations from Consensus Economics, except for Nepal where the measure is not available.

35



COPING WITH SHOCKS: MIGRATION AND THE ROAD TO RESILIENCE

36

Box 1.3. How effective is monetary policy in South Asia?

The functioning of the monetary policy transmission mechanism is crucial in achiev-
ing central banks’ objectives. Elevated inflation (Figure 1.1) and potential de-anchor-
ing of inflation expectations could make the tasks of monetary authorities in the
region increasingly challenging. The analysis in this box examines the strength of
monetary transmission from interest rates to output growth and inflation in a panel of
four South Asian economies - Bangladesh, India, Pakistan, and Sri Lanka. The empir-
ical approach is based on Brandao-Marques et al. (2020) and uses Jorda (2005)’s local
projection method and monthly data between January 2003 and June 2017.* We first
identify monetary policy shocks and subsequently estimate whether a contractionary
policy reduces economic activity and prices in the region.

The identification approach assumes that monetary policy shocks are changes in
policy interest rates that are not related to current and expected macroeconomic
conditions. In other words, deviations from the Taylor-type rules aim to capture the
non-systematic and unexpected part of monetary policy actions in the spirit of Romer
and Romer (2004). More specifically, the monetary shocks for each country in our sam-
ple are residuals from the following regression:

) 2 2 2 2
=q + + + ;
A=t E DY, T, Et 1o j—zla3ij A.yit—j+ j_zl(x4ijApit-j+ IZIOCS,.].A neer, + 20(6,.]. i e,
= = < =

where E,Ay,, . and E ., are the 12-month-ahead market forecasts of GDP growth and
inflation as measured by Consensus Forecasts, while y, p, i, and neer denote output,
prices, a short-term interest rate, and the nominal effective exchange rate (in logs),

respectively.

We estimate the response of industrial production and prices to such identified policy
shocks for each horizon h, as follows:

2 2 2
.yit+h = IJih+ ,;::yfg“’ﬁ 63A neerit 8it+ FZOBI:/'Z/H‘-}_ ;ngiit_,+ X,'t lh+ (1)’,.;
where pi stands for a country fixed effect and the vector Z includes contemporaneous
and lagged values fory, p, and neer. The vector x comprises global and country-specific
controls, including the VIX, a commodity price index, the first principal component of
the shadow policy rates for the United States, euro area, and Japan, and country-level

> The dataset from Brandao-Marques et al. (2020) covers the considered period.
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monthly temperature and precipitation anomalies. The behavior of the exchange rate
is explicitly considered given its importance in monetary policy transmission in small
open economies. The coefficient associated with the contemporaneous country-spe-
cific policy shock (y}) reflects the impact on output (or prices) when the exchange rate
channel is shut down, whereas the interaction term coefficient (63) adds to the total
output (or price) response after considering the amplifying effect of exchange rates.

Results in Figure 1.20 indicate that the transmission from interest rates to inflation
is absent in the region. Output declines with a lag, in line with conventional theory,
and peaks at a negative 0.7 percent after 12 months. The effect of one standard devia-
tion policy hike on prices, however, is more muted and not significantly different from
zero. The outcome does not change even if we account for a potential appreciation,
in contrast to the estimates for a broader sample of EMDEs in Brandao-Marques et al.
(2020). Results on the monetary transmission are largely ambiguous in other studies
that estimate VAR models for countries in South Asia (Mishra, Montiel, and Sengupta
2016; Lakdawala and Sengupta 2021, among others).

Figure 120. Despite negative effects on output, prices do not respond to a
contractionary policy shock

Output response Price response
Percent Percent
0.8 0.4
0.6 0.3
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0.2 /\ 01
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0
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Source: Brandao-Marques et al. 2020 and staff calculations.

Note: IRFs to a contractionary policy interest rate shock of one standard deviation with 90-percent confidence inter-
vals. The unbalanced panel includes monthly data from January 2003 to June 2017 for four South Asian economies
(Bangladesh, India, Pakistan, and Sri Lanka). Dependent variables are the logarithms of industrial production and price
level.

The weak monetary policy transmission could be associated with different struc-
tural factors. Gupta and Sengupta (2016) and Acharya (2020), for example, document
that the fiscal dominance of monetary policy in India might hamper its transmission
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mechanism. Brandao-Marques et al. (2020) show that having a modern monetary pol-
icy framework (i.e., inflation targeting, an independent central bank, and transparent
monetary policy) leads to a stronger transmission, and more so than financial devel-
opment or other characteristics. During most of the sample period, the regional coun-
tries did not have inflation targeting. The only exception is India, which introduced
inflation targeting in late 2016.* A longer sample covering more of the inflation target-
ing period in India might yield stronger results.

An alternative explanation is that our findings feature methodological drawbacks. A
causal interpretation of the results is conditional on the monetary policy shocks being
correctly identified. It is possible that Taylor-rule residuals still contain an important
systematic component and are not fully exogenous, especially if the country does not
use an interest rate as its main monetary policy tool. To address this, we use high-fre-
quency identification of shocks available for India (Lakdawala and Sengupta 2021)
but the outcome remains the same.

In addition, we estimate a Bayesian Structural VAR using sign restrictions to iden-
tify structural shocks (for a critical survey see Fry and Pagan 2007). The VAR model
includes four variables - the growth of industrial production, prices, and nominal
exchange rate, as well as the policy interest rate. A monetary policy shock is identi-
fied by assuming that a monetary contraction leads to a contemporaneous price and
output decrease and nominal currency appreciation.!” Estimated impulse response
functions do not alter the previous conclusions - the effects of a policy rate increase
on prices are not statistically significant.

The central banks’ effectiveness in containing inflation could be improved in various
ways. More credible monetary policy frameworks with clear and transparent com-
munication and independent authorities could anchor inflation expectations better,
reducing the degree of policy tightening needed to achieve the desired effects on
inflation and activity. Clear guidance should help shape the expectations of finan-
cial markets, households, and firms in a way that does not destabilize the economy
(Coibion, Gorodnichenko, and Weber 2022). This is particularly important in light of
the recent developments and soaring prices worldwide.

*The Central Bank of Sri Lanka officially moved to a flexible inflation targeting framework in 2020 (IMF AREAR database).
7 An alternative assumption of no contemporaneous effects on output is also considered, but the outcome does not
differ significantly.
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Table 1.4. Food and fertilizer subsidies in South Asian countries

Food subsidy Fertilizer subsidy

Through the state-owned Trading Corporation of
Bangladesh (TCB), the government is running its

The government recently increased the price
of fertilizer in the domestic market margin-

Bangladesh ~ Open Market Sales (OMS) operations which provide ally, but subsidy payments are expected to
necessary food items to the poor at a subsidized remain elevated. Fertilizer subsidy at BDT120 bn
rate. Food subsidy at BDT55 bn in FY21/22. in FY21/22

Fertilizers imported from India via a special con-
cession,; prices of fertilizers in the domestic market
. . are fixed. There were no changes in fertilizer prices

Bhutan The goyernment f|><.ed .the prices of vegetables between FY20/21 and FY21/22. In the past, the

and fruits at the beginning of 2022. . .
government subsidy on fertilizers amounted to
below 1 percent of total expenditure and declined
by 70 percent in FY20/21.

Under the Public Distribution System (PDS),

grains are procured by the government from

India farmers at prices above market and sold at subsi- 100 percent subsidy on various types of fertiliz-
dized rates or free to vulnerable and poor house- ers, paid to fertilizer companies based on sales.
holds. Food subsidies accounted for almost 1.2
percent of GDP in FY2021-22.

Blanket food subsidies mainly on rice, flour, and

Maldives sugar; these subsidies have not changed over the =
past year.

Subsidy on the producer side through subsi-

Nepal dies on seeds and agricultural equipment and Subsidies on chemical fertilizers.
reduced electricity tariff for irrigation.

Large scheme for wheat (which is largely pro- Multiple subsidies on fertilizer, including direct
. cured through the government at set prices - -
Pakistan . transfers to fertilizer producers and cheaper gas
above market) and sugar (subsidies along the . " A
- ’ " available to fertilizer companies.
value chain), direct subsidies to farmers.
Price controls on agricultural products in 2021
Sri Lanka and early 2022, now still used sporadically such

as maximum price on rice.

Source: World Bank country economists.

On the fiscal side, government spending needs rose due to rising subsidy costs. With higher
food and fertilizer prices, subsidies on these goods (Table 1.4) are also becoming more expen-
sive to sustain. In India, the cost of fertilizer subsidies had already exceeded the FY23 (ending
April 2023) budget allocation by June (Mukherjee 2022). The cost of fertilizer subsidies for
FY22 (ended June 2022) in Bangladesh is 30 percent higher than the initial allocation. Food
subsidies are also expected to increase compared with budget estimates due to the exten-
sion of the free food grain program for vulnerable households. The cost of food subsidies
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for FY22 was 50 percent higher than the previous year in Bangladesh. At the same time, ele-
vated fuel import prices are making pre-existing fuel subsidies (World Bank 2022a) increas-
ingly expensive for governments. Countries such as India cut fuel taxes to reduce the burden
of higher fuel prices on the domestic economy, but this created an additional fiscal burden
(The Indian Express 2022). In contrast, other countries have steered away from protecting
consumers from fuel price increases, thus reducing the fiscal burden. Pakistan cut electricity
and petroleum price subsidies multiple times in May and June as part of the program with the
IMF (Business Standard 2022). Bhutan and Nepal are committed to no fuel subsidies, while
Maldives is considering a reform of the country’s fuel subsidies to reduce the fiscal burden. In
August, Bangladesh increased fuel price by an average 50 percent to reduce energy subsidies.

Rising debt servicing costs due to higher Figure 1.21. Government borrowing rates
government borrowing costs are further in some South Asian countries, driven by
reducing fiscal space. As countries continue rising policy rates and sovereign risk
tightening monetary policy, and as capital g:r\g:;tnmentbond yields

inflow falls and the sovereign risk rises in 3
some countries (Section 1.5), governments

face higher borrowing rates. In India, yields

for 3-month government securities have 2
increased by over 1.2 percentage points

in August 2022 from a year ago, while the
10-year government yield rose by 3 percent- 10
age points in Pakistan and over 18 percent-
age pointsin Sri Lanka (Figure 1.21).** Higher
government bond yields raise debt servicing

25

15

3-mo 10-yr
costs, which are more difficult to cut than i Pakistan

most other expenditure items (Blanchard, mhug2l - mAug22

Felman, and Subramanian 2021). Pakistan’s
interest payments on government debt are
budgeted to increase from 4.7 percent of GDP in FY22 to 5.1 percent of GDP in FY23 (July
2022-June 2023).

Source: Haver Analytics.

Capital or development spending faces difficulties in both budget and execution in some
countries. As South Asian countries rebuild post-COVID, many have planned or have already
started on large public projects. The devastation left by floods in Pakistan will require exten-
sive rebuilding as the flooding submerged more than one-third of the country with esti-
mated economic losses of over US$10 billion and planned funding requirements of US$160

18 In Bangladesh, due to capital controls and limited access to capital markets, domestic banks hold domestic government debt
securities. In 2021, higher levels of remittance inflows resulted in excess liquidity, which pushed down the short-term government
bond yield. The trend reversed in 2022, as remittance inflow stagnated, contributing to higher short-term bond yields.
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million. In countries with high current expenditure needs and low revenue growth, the bud-
geted capital expenditure is likely to be squeezed. Countries that implemented large public
projects (e.g., Bangladesh and Bhutan) saw increases in the import of capital goods, which
contributed to trade imbalances. Low execution of capital expenditure, which is a common
challenge in developing countries due to capacity constraints, became worse due to COVID-
related restrictions. For example, the capital budget execution rate in Nepal was only 50-60
percent in FY20 and FY21, but as COVID-related restrictions were eased increased to an esti-
mated 79 percent in the fiscal year that just ended in mid-July. The ongoing import controls
in many countries (Table 1.3) to reduce current account deficits have further limited execu-
tion. In Bangladesh, the government recently deferred lower priority development projects
that require significant imports to ease balance of payments pressure. In contrast, India’s
government has ramped up capital expenditure with the aim of crowding in private invest-
ment, while policies to rein in current spending have allowed more resources for capital
projects.

Nominal tax revenues have increased in some regional countries, but to meet rising
expenditure needs, governments are raising taxes. In Bangladesh, nominal tax revenue
increased, supported by a trade-related tax on rising imports. But expenditure growth still
outpaces revenue growth, leading to an increase in fiscal deficit from 3.7 percent of GDP in
FY21 to 4.6 percent in FY22. In Bhutan, a contraction of the electricity sector due to hydro-
power plant maintenance has led to lower revenues from the hydropower sector. To increase
revenues, Bhutan is revamping tourism and increasing the daily tourist tax from US$65 to
US$200; Maldives is raising goods and services tax (GST) on residents and tourists; India is
raising general GST and increasing import duties on gold, with windfall taxes on petroleum
exports also helping to boost revenue; and Pakistan’s budget for FY23 (July 2022-June 2023)
increases petroleum levy and income tax on high-earning individuals. Higher taxes and reve-
nue consolidation in general help alleviate current account deficits, especially those target-
ing imported goods. But they could lead to lower demand, which in turn reduces revenue
collection from income and trade-related taxes, putting additional pressures on countries’
fiscal positions.
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Box 14. Voices from South Asia

As in the last seven editions of this report, we conducted an opinion survey among
experts and researchers in the South Asian academic, policymaking and consultancy
communities. This time, as countries are confronted with multiple headwinds and
policymakers face policy dilemmas and trade-offs, the survey focused on the experts’
views on the macroeconomic policy trade-offs and alternatives. We also surveyed
views on migration issues.*®

Experts’ opinions suggest a continued economic recovery, albeit a less promising
prospect. Eighteen percent of the experts see the level of economic activity already
at or above the pre-COVID level, a strong improvement from 13 percent in the spring,
and 8 percent in fall 2021 (Figure 1.22). However, only 47 percent of experts expect an
increase in real GDP growth within the next six months, which reflects the experts’
belief of heightened risks to recovery. Among potential risks to economic recov-
ery, high inflation is perceived as the biggest threat in the short run by 37 percent of
respondents (Figure 1.23). The second biggest risk comes from financial sector stress,
as 17 percent of the experts rank it as the top risk. A few respondents (13 percent)
noted widening current account deficits and sluggish consumption and/or invest-
ment as risks to the recovery, followed by increasing budget deficits. By contrast, the
risk of another wave of the pandemic has largely subsided according to respondents,
a marked decline compared to the Fall 2021 and Spring 2022 surveys.

To curb inflation, experts are moderately supportive of monetary tightening
and hold strong views that alternative tools can be used to mitigate the adverse
impact of policy hikes (Figure 1.24). While South Asian countries face elevated infla-
tion, some have aggressively raised policy rates (Section 1.6). Experts continue to
see global commodity prices and supply chain disruption as the primary sources of
inflation. Since most inflationary pressures are coming from abroad, South Asian
countries are forced to delicately trade-off between support for economic recovery
and policies that stabilize prices. However, only 37 percent of experts agree that
central bank policy rate hikes effectively achieve the intended goal of curbing infla-
tion, whereas 37 percent of the experts hold the opposite opinion (see also Box 1.3).
Furthermore, only half of the experts agree that the benefits of monetary tightening
outweigh the costs, such as rising borrowing costs. However, when asked whether

¥ We received 47 responses from six countries: 34 percent are from India, 30 percent from Pakistan, 19 percent from
Bangladesh, and less than 10 percent each from Nepal, Bhutan, and Sri Lanka; 72 percent identify as macroeconomists,
46 percent as policy advisors, and 9 percent as policymakers.
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Figure 1.22. Experts see continued economic recovery but are less optimistic about
the future

Where do you think the level of economic activity is compared to pre-COVID?
Percent of respondents
Fall 2022 Survey 18 44

Spring 2022 Survey 13 56

Fall 2021 Survey [ 64

0 10 20 30 40 50 60 70 80 90 100
| Already at or even above pre-COVID level ~ m Very close to pre-COVID level, but not there yet ~ m Between 50 percent and 85 percent

What do you expect to happen to real GDP growth in your country within the next six months?

Percent of respondents
Fall 2022 Survey 28 35
Spring 2022 Survey 51 26
Fall 2021 Survey 56 18
0 20 40 60 80 100
M Increase I Stay the same M Decrease

Figure 1.23. Inflation continues to be perceived as the top risk to recovery, while
COVID risks have largely subsided

What is the biggest risk to the economic recovery in your country within the next six months?

Percent of respondents

37
High inflation

Finanical sector Stress

Sluggish consumption/investment
Widening current account deficit
Other

Increasing budget deficit

Another COVID wave

0 10 20 30 40 50 60
W Fall 2022 survey W Spring 2022 survey I Fall 2021 survey

Note: Financial sector stress was not included as a potential risk in the fall 2021 and spring 2022 surveys.
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digital financial services and banking sector reforms can help reduce borrowing
costs, 81 percent of experts agree. Moreover, 62 percent believe that if their respec-
tive countries adopt more digital financial services, borrowing costs will fall. These
views show that while the cost of monetary tightening may be inevitable, innovative
tools, such as technological adoption and reform, could help mitigate the adverse
impacts (see also Box 2.2).

Figure 1.24. Trade-offs of monetary policy in response to high inflation

Regarding impact of monetary policy on inflation management in your country,
how much do you agree with the following statements?
Percent of respondents

Central bank policy rate hikes are
effective in achieving goals such as 35 24 13

curbing inflation

The benefits of monetary tightening
outweigh the adverse impacts, such 50 17 2
as rising borrowing costs
There are other ways to reduce borrowing
costs for the private sector, such as digital 70 7
financial services and banking sector reform
If my country adopt more digital financial
services, borrowing cost will fall &2 u
0 10 20 30 40 50 60 70 80 90 100
M Strongly agree Agree M Neither agree nor disagree Disagree Strongly disagree

Among policies to reduce the tension over the balance of payments, experts are not
in support of import controls. The rising cost of imports is considered the top reason
for the balance of payment disequilibrium by 85 percent and 76 percent of the respon-
dents, respectively (Figure 1.25.A). This is followed by foreign capital outflows and fall-
ing remittances through official accounts. While policymakers in some countries have
used import bans to reduce the tensions over the balance of payments (Section 1.4),
this measure is considered the least effective by the experts, with support from only
30 percent of the respondents (Figure 1.25.B). Meanwhile, monetary tightening to con-
trol capital outflow is considered adequate by 52 percent of experts, while incentives
to attract workers’ remittances from abroad or foreign deposits are supported by 67
percent of experts.

As elevated food and energy prices contribute to rising food insecurity (Section
1.3), 70 percent of the respondents believe that food insecurity has worsened in
their countries. Almost three-quarters of respondents see elevated global prices and
irregular climate events as the leading causes of heightened food insecurity (Figure
1.26.A). While many countries around the world implement export restriction policies
to ensure the domestic supply of food, 59 percent of the experts either stay neutral
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Figure 1.25. Tension over the balance of payments and policy responses

A. Source of deteriorating balance of payments
What is the main reason for the balance of payments disequilibrium in your country?
Percent of respondents with choice (question allows multiple choices)

Rising cost of imports 85

Growth of exports lower 76
than growth of imports

Foreign capital outflows 37

Falling remittance through
official channel

Loose monetary policy | 2

Other 17

0 20 40 60 80 100

B. Policy response to restore balance of payments

If your country has the following policies to reduce tensions over balance of payments, what are your opinions about them
If your country doesn’t have the policy now, please consider it in hypotheticals.
Percent of respondents

Import controls such as
import restriction, 7
import ban)

Incentives to attract
workers' remittance
from abroad or foreign
deposits

Monetary tightening to
stabilize capital flows 2

0 20 40 60 80 100

| Very effective m Effective  m Neutral — m Ineffective Very ineffective

or question the effectiveness of export restrictions in alleviating domestic food short-
ages, and 70 percent of experts recognize that restrictive measures by their trading
partners have aggravated food insecurity (Figure 1.26.B). An overwhelming share
(87 percent) of experts believe food insecurity cannot be addressed without global
coordination.

While the majority of respondents (78 percent) believe that public debt as a share of
GDP will increase in the next six months, experts hold mixed opinions over ways to
reduce the fiscal burden (Figure 1.27). For example, countries may consider remov-
ing fuel subsidies to reduce the fiscal deficit, but at the cost of higher consumer prices
for fuels at a time when global energy prices remain elevated. Experts, however,
believe that the cost of removing fuel subsidies can be justified. Some countries in
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Figure 1.26. Food insecurity and policy choices
A. Source of food insecurity

On the food security situation, how much do you agree or disagree with the following statements?
Percent of respondents

Food insecurity in my country
has worsened

Food insecurity in my country
is caused by irregular climate
events

Food insecurity in my country
is caused by elevated global
prices

Food insecurity in my country
is caused by transport
disruptions

B. Poilcy responses

If you think your country is experiencing worsened food insecurity, what is your opinion on the following policy
responses to food insecurity? If your country is not experiencing food insecurity, please give your opinion on these
policies as hypotheticals.

Percent of respondents

Export restrictions on food
can alleviate the food
shortage in my country

Export restrictions on food by
trading partners aggravate
food security

There are better policies to
mitigate food insecurities other
than trade restrictions

Food insecurity cannot be
addressed without global
coordination

0 10 20 30 40 50 60 70 80 90 100

M Strongly agree i Agree M Neither agree nor disagree I Disagree Strongly disagree

the region have extended loan moratorium programs, which mask the deterioration
of asset quality (Section 1.5); 42 percent of experts believe the benefit outweighs the
cost of ending lending support measures. Forty-seven percent of respondents were
not in favor of raising taxes on tourism, against 38 percent in favor. Finally, removing
remittance incentives, a measure that could have a small short-term fiscal reprieve
but could divert remittance flows away from the formal channel, was deemed less
favorable: only 20 percent of experts consider that the benefits of this measure justi-
fied the costs.
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Figure 127. Policy responses to reduce fiscal deficits

If your country has the following policies to reduce the fiscal deficit, do you think the benefits justify
potential costs? If your country doesn’t have a policy now, please consider it in hypotheticals.

Percent of respondents

Removing fuel subsidies (but
facing costs such as higher
energy prices for consumers)

Ending support measures
for lending (but facing costs
such as limited lending to
businesses)

Raising tourist tax to
increase revenue

Removing remittance
incentives (but facing costs
such as lower flows through
the official channel)

b 10 20 30 40 50 60 70 80 90 100
M |t can be justified = Neutral M Itcan't bejustified

Experts also recognize the importance of migration in economic development
but voice concerns over the hardships that migrants face. Ninety-eight percent
of respondents believe both international and domestic migration is important
for economic development. Eighty-one percent of respondents believe the role of
re-migration is important for economic recovery from the COVID-19 pandemic, and
44 percent expect the return of migration only within one year but no sooner than
6 months. Experts also believe costs are high for both international and domestic
migration. Workplace exploitation, exploitation by travel agents, and lack of labor
rights are cited as the top three sources of hardships that migrants face (Figure 1.28).
Most experts suggest reskilling and upskilling, bilateral or regional agreements, and
labor market reintegration as the top three solutions to promote re-migration and
future de-risking.

Many experts, especially those from Bangladesh, voice concerns about the adverse
impact of recent policies on official remittance flows. Remittance flows remain a
key economic benefit of migration in South Asia and an important source of foreign
exchange. Forty percent of respondents believe remittances have increased, and
about one-third of respondents believe that the declining use of official channels to
send remittances is the main reason for the increasing balance of payment pressure.
But many respondents still note issues such as lack of incentives and the fact that
many migrants who came back during the pandemic have not yet traveled abroad.

47



COPING WITH SHOCKS: MIGRATION AND THE ROAD TO RESILIENCE

Figure 1.28. Hardships that migrants face mostly pertain to conditions in the
destination area

What are the biggest vunerabilities that you think labor migrants or aspiring migrants face before and after migration?
Percent of respondents with choice (question allows multiple choices)

Workplace exploitation in
the destination area

Exploitation by travel agents
in the destination area

Lack of labor rights and
insecure legal status in the
destination area
Poor/expensive platforms
to send remittances

Deportation

0 10 20 30 40 50 60 70 80 90

Note: Figure shows the highest and lowest ranked hardships.

About two-thirds of experts from Bangladesh think the parallel exchange market,
together with rising digital financial services as an informal channel for remittance
flow, and the lack of policy incentives in formal remittance channels, contributed to
the slow growth of official remittance in the past six months.

Figure 1.29. Experts note a variety of reasons why a marked increase in
remittances is not yet evident

What do you think were the main drivers of changes in official remittance inflows
from abroad in your country over the past 6 months?

Percent of respondents with choice (question allows for multiple choices)

Not enough policy incentive for
workers to remit money through the 42
formal channel

Remittances have likely
increased

Many migrant workers have
not yet traveled abroad

Digital financial services, such as
Hawala app, discouraged remittance 38
coming in through the formal channel

Restrictive exchange rate policies are
leading to parallel exchange rate 21
market

Other 18
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Appendices

Appendix A.1.1 Updated poverty numbers in South Asia from the latest
World Bank Poverty and Shared Prosperity Report

Table A11. Despite progress in reducing poverty, the most recent international poverty

estimates remain double-digit in India and Bangladesh

Country Poverty at 2017 PPP  Poverty at 2017 PPP  Poverty at 2017 PPP
$2.15 a day (Low- $3.65aday (lower-  $6.85 a day (Upper-
income threshold) middle income middle-income

threshold) threshold)
Bangladesh 2016 135 51.6 86.9
Bhutan 2017 0.9 9.4 39.5
India 2019 10 44.8 83.8
Maldives 2019 0 0 3.9
Nepal 2010 8.2 40 80.4
Pakistan 2018 4.9 39.8 84.5
Sri Lanka 2019 0.9 133 49.9

Source: World Bank Poverty and Inequality Platform (accessed September 26, 2022). https://pip.worldbank.org/home.

Note: The most recent official data for India are from 2011, with international poverty estimated at 22.5 percent. Sri Lanka’s
estimate uses the more updated 2019 Household Income and Expenditure Survey, which is more updated than the estimate in
World Bank (2022b). There remains considerable uncertainty over the trend and level of poverty in India. Given the absence of
official data, other data sources have been used to understand the evolution of poverty: The Poverty and Inequality Platform and
World Bank (2022b) use Sinha Roy and van der Weide (2022) based on imputed consumption and estimate a poverty rate of 10
percentin 2019 ($2.152017 PPP).
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Appendix A.1.2 Goods and price changes used in the calculation for
commodity price impact on trade balances (Figure 1.11.A)

Table A12. Commodities included in the calculation of commodity price impact

Individual Food Security Individual Fertilizer Items Individual Fuel Items
Items

Rice, milled Diammonium phosphate (DAP) Coal

Sugar refined Urea Crude oil

s ol Potassium chloride (muriate of potash) Petroleum ol
(MOP)

Rice, husked Phosphate rock Methanol

0Oil, coconut (copra) Superphosphates above 35% Naphtha

O el Urea and ammonium nitrate solutions Naturalgas
(UAN)

0Oil, palm kernel Propane

Qil, rapeseed Uranium

Milk, skimmed dried
Maize

Flour, wheat

Milk, whole dried
Beans, dry

0il, sunflower
Wheat

0Oil, soybean

Qil, palm

Note: Items are the most traded items by South Asian countries in each category.
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SPOTLIGHT

Crisis in Sri Lanka: Lessons from
the Asian financial crisis

Sri Lanka is in the middle of a deep and unprecedented economic crisis after a series of mac-
roeconomic shocks. Before the pandemic, the economy was already vulnerable to external
shocks owing to inadequate international reserves and elevated risks to public debt sus-
tainability, exacerbated by the Easter Sunday terrorist attacks in 2019, large tax cuts, and
loss of access to the international sovereign bond market. The impact of COVID-19 resulted
in the historically largest contraction of the Sri Lankan economy, with a sharp drop in for-
eign exchange flows from trade, tourism, and all other sectors of the economy. Sri Lanka
experienced a combined balance of payments and sovereign debt crisis owing to inadequate
external buffers and later a sovereign debt default. The fiscal deficit increased sharply to 11.6
percent of GDP in 2021 and 9 percent of GDP as of 2022Q1,* raising public debt well above
100 percent of GDP.

As Sri Lanka goes through one of the most difficult episodes in the country’s history, look-
ing at previous crises in the world can be instructive. The Asian financial crisis of 1997 also
started in the external sectors, and the Asian countries that had the largest contractions
recovered quickly, showing a distinctly V-shaped adjustment. Comparisons with earlier bal-
ance-of-payments crises, such as the 1980s crises in Latin America, can also be informative.
This spotlight compares the situations of the East and Southeast Asian crisis countries in the
1990s with Sri Lanka now to draw lessons for Sri Lanka and other developing economies.
Table S.1 summarizes the main similarities and differences between the two crises.

! Quarterly fiscal deficit as percent of GDP comes from Haver Analytics, computed using quarterly central government overall
deficit (Ministry of Finance Sri Lanka) and quarterly GDP (Sri Lanka Department of Census and Statistics), both are not seasonally
adjusted.
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Table S.1. Summary of key similarities and differences between the Asian financial crisis
and Sri Lanka’s current crisis

Decline in productivity

Substantial external debt

Large short-term external debt

Pre-crisis
Low foreign reserves
Large current account deficit
Periods of low interest rates and ample credit from abroad
Large currency depreciation
During the . .
ur g Large fall in foreign reserves
crisis

Fallin imports*

Differences

Asian financial crisis countries Sri Lanka

External debt composition: Mainly private Mainly public
Pre-crisis . .

Public foreign debt held by: Y bl.lateral Gl Mainly private sector creditors

multilateral
. Origin of the crisis: Financial sector fragilities Longstand.lng deb.t overhahg and

During the unsustainable fiscal policies
crisis

External shock: Speculative shock on currency Real shock from COVID-19

Note: The fall in imports started in Sri Lanka in 2022.

S.1 Vulnerabilities before the crisis

At the start of 1997, the countries of East and Southeast Asia were economic “miracles” of the
developing world, with rapid growth that put several close to the advanced-country status.
However, the economies shared several weaknesses, some of which were also shared by Sri
Lanka before the current crisis:

1. Lack of productivity growth

Despite the rapid output growth, the Asian economies saw little improvement in productiv-
ity, in terms of output per unit of input (Fare, Grosskopf, and Margaritis 2001; Kim and Lau
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1994; Krugman 1994; Krugman, Obstfeld, and Melitz 2014; Young 1992; 1994; 1995). In 1996,
for example, the total factor productivity (TFP) growth was estimated to be below 3 per-
cent or even negative for Indonesia (-0.13%), Korea (2.10%), Malaysia (-2.81%), Philippines
(1.09%) and Thailand (2.88%), even though their real GDP growth was between 6-10 percent
(Figure S.1). Similarly, Sri Lanka experienced negative TFP growth during 2015-2019, even
during the earlier period when real GDP growth was above 4 percent.

Figure S.1. Little increase in productivity for most countries prior to the crisis

A. Asian crisis countries: TFP growth and Real GDP B. Sri Lanka: TFP growth and Real GDP growth
growth before the crisis (1996) Percent, y-0-y
Percent, y-0-y 6
12 5
10 4
8 3

N
IO N

“# Indonesia Korea Malaysia ~ Philippines  Thailand 2015 2016 2017 2018 2019
= TFP growth = Real GDP growth —— TFPgrowth ~ +eeeeee EMDEsTFP growth ~ —— Real GDP growth

Source: Penn World Table and Haver Analytics.
Note: EMDEs TFP growth is averaged.

2. Financial sector fragility

Among the factors that contributed to the onset of the Asian crisis, financial fragility was the
main source of the increased vulnerability. This involved two related aspects.

First, the size and composition of the country’s external debt. All crisis countries had sub-
stantial external debt prior to the crisis, exceeding the 40 percent of GNP prudent thresh-
old (Williamson 1999) (Figure S.2.A).2 Because of low borrowing rates in the global market,
the local financial sector (both banks and nonbanks) borrowed heavily in foreign currencies
and issued loans in local currency to domestic projects. That exposed the financial sector to
currency mismatch. At the same time, their balance sheets were vulnerable to maturity mis-
match. The financial sector accumulated large short-term foreign loans that exceeded the

2GNI (Gross National Income) is based on a similar principle to GNP (Gross National Product). The World Bank defines GNI as “the
sum of value added by all resident producers plus any product taxes (minus subsidies) not included in the valuation of output
plus net receipts of primary income (compensation of employees and property income) from abroad.” The World Bank now use
GNI rather than GNP.
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country’s available total reserves (Figure S.3.A) while lending mostly went to long-term proj-
ects in the form of loans (Figure S.4.A).* Both kinds of balance-sheet mismatches increased
the countries’ vulnerability. To varying degrees, exchange rate risk was either borne by finan-
cialinstitutions (in Korea and Thailand), passed on to corporations through lending (thereby
converting exchange risk to credit risk), or borne directly by corporations that borrowed such
debt (in Indonesia).

Sri Lanka’s external debt reached 72 percent of GNI in 2020, almost doubling since 2011
(Figure S.2.B). Concessional loans stood at 17.5 percent of GNI in 2021. At the same time, its
short-term debt has exceeded the stock of reserves since 2015 (Figure S.3.B). Different from
Asian countries back then, Sri Lanka’s external debt consists of mostly government debt
(Figure S.4.B). While the official sector held most of the public external debt in the Asian cri-
sis countries (except Malaysia), a large share of Sri Lanka’s public foreign debt was held by
private creditors (Figure S.5) who can be hard to negotiate with during crises. High external
debt and foreign exchange shortages make public debt vulnerable to large macroeconomic
shocks.

Figure S.2. Substantial (over 40 percent of GNI) external debt prior to the crisis

A. Asian crisis countries: External debt B. Sri Lanka: External debt
Percent GNI Percent GNI
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Source: Haver Analytics.

3 The role of short-term debt in trigging financial crises has been hotly debated. Some studies find that while short-term debt
exposes borrowers to roll-over risks, it is likely to be a symptom of weak financial institutions rather than a cause of financial
distress (Benmelech and Dvir 2013; Diamond and Rajan 2001a). Moreover, some argue that maturity mismatch might be an opti-
mal ex-ante capital structure for banks when they confront limited capacity to repay investors of illiquid investments because
banks have to borrow short-term to maintain liquidity (Benmelech and Dvir 2013; Diamond and Rajan 2001a, 2001b). Similarly,
the maturity mismatch hypothesis that firms with large short-term debt should suffer most from capital outflows was disputed
(Bleakley and Cowan 2010).
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Figure S.3. Large short-term external debt exceeding stock of reserves prior to the crisis

A. Asian crisis countries: Short-term debt B. Sri Lanka: Short-term debt
Percent of total reserves Percent of total reserves
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Source: Haver Analytics.
Note: A. Shading indicates the pre-crisis period with high short-term debt.

Figure S.4. Different compositions of external debt

A. Asian Banks’ credit mostly in the form of loans which B. Sri Lanka’s external debt mostly borrowed
generally have longer maturity by the government
Thailand: composition of bank credits Sri Lanka: External debt composition
Baht million 100%
5000000 90%
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4000000
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Source: A. Bank of Thailand. B. Haver Analytics.

Second, the Asian crisis countries’ financial systems had structural weaknesses, includ-
ing ineffective financial supervision and regulation and a tradition of implicit government
guarantees. These weaknesses were exacerbated by the countries’ rapid financial market
globalization: liberalization of short-term inflows before long-term investments increased
the countries’ exposure to the more volatile short-term capital, and liberalization without
a sound financial system also exposed countries to unnecessary risks (Lane et al. 1999).
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Figure S.5. Sri Lanka’s public foreign debt mostly held by private sector creditors

A. Public debt of most Asian crisis countries B. Large portion (40-50 percent) of Sri Lanka’s public external
held mostly by the official sector debt held by the commercial sector
Ownership of central government external debt Ownership of Sri Lanka central government external debt
100% 100%
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80% 80%
70% 0%
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Source: Haver Analytics.
Note: A. Annual average of 1992-1998 for all countries except Korea, where only 1998 data is available and used.

Domestic depositors and foreign investors, encouraged by the strong economic performance
and assuming implicit government guarantees of local banks, treated the local banks as safe
investments and provided easy access to cheap credits. Without effective supervision, local
banks borrowed excessively and took on riskier projects, which led to a build-up of risks.

Sri Lanka’s crisis was also preceded by a period of ultra-low interest rates in the global mar-
ket, while heavy reliance on financial inflows from abroad, including credit from Eurobonds
and Chinese banks, and large-scale borrowing in foreign currencies also increased the coun-
try’s external debt.

3. Weak legal framework

One important weakness of the Asian economies was the lack of good legal frameworks for
bankruptcy resolution, particularly in comparison to advanced countries (Lane et al. 1999).
When the crisis happened, troubled companies stopped paying debts and could not operate
effectively or receive funding until outstanding debts were repaid. At the same time, credi-
tors could not get paid. The shortcomings in the legal framework delayed the recapitaliza-
tion and restructuring of the financial system, making the costs larger. Sri Lanka’s resolution
framework is said to be responsible for the large capital deficiencies in finance companies,
which account for about 6 percent of total financial sector assets and serve higher-risk bor-
rowers (IMF 2022). A new Banking Act is expected to be finalized and adopted in 2022. It
would be important to upgrade the resolution framework for all financial institutions by
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setting up a special resolution regime, broadening resolution tools, improving deposit insur-
ance, and enhancing emergency liquidity assistance.

While Sri Lanka shared many vulnerabilities that the Asian countries faced back then, its
weakness in the fiscal sector was not shared by the Asian crisis countries (Figure S.6). Sri
Lanka’s public debt has become unsustainable due to widened fiscal deficit following the
2019 tax cuts, economic contractions during the COVID-19 pandemic, currency depreciation,
and rising debt burden from state-owned enterprises mainly to state banks. The heavy pub-
lic sector burden means that the government has fewer fiscal tools when dealing with the
crisis compared with the Asian crisis countries.

Figure S.6. Sri Lanka carried high public debt and large fiscal deficits pre-crisis, while
fiscal positions were relatively strong in the Asian countries pre-crisis

A. Central government debt before the crisis B. Central government budget balance
Percent GDP Percent GDP
100 4
2
80
0
60 2

|

20 -8 I -11
-10
0 Indonesia  Korea  Malaysia Philippines Thailand SriLanka

Indonesia  Korea  Malaysia Philippines Thailand SriLanka W Before the crisis W During the crisis W After the crisis

Source: Haver Analytics.

Note: For Indonesia, Korea, Malaysia, Philippines, and Thailand: before the crisis is the annual average of 1992-1996; during the
crisis is the annual average of 1997-1998; after the crisis is the annual average of 1999-2003. For Sri Lanka, before the crisis is the
annual average of 2015-2019; during the crisis is the annual average of 2020-latest available quarter (2022Q1).

S.2 What triggered the crisis and what happened next?

The Asian financial crisis started on July 2, 1997, with the devaluation of the Thai baht, and
quickly spread to other East and Southeast Asian countries. Before the crisis, the countries
experienced slowdowns in export growth and the US dollar appreciated. The deterioration in
the current account led the foreign exchange market to expect the government to devalue in
the future. To defend currency pegs, countries sold foreign exchange, which reduced reserve
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Figure S.7. Exchange rate depreciation during the crisis

A. Asian crisis countries: Exchange rate B. Sri Lanka: Exchange rate
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Source: Haver Analytics.

holdings and made currencies vulnerable to speculative attacks.* As speculation built up
for a currency devaluation, the central bank of Thailand was forced to devalue. Foreign and
domestic investors rushed for the exits, and a vicious circle was created: currencies depre-
ciated, massive bank defaults, further undermining creditors’ expectations for repayment,
and increasing capital outflows.

When capital exited Thailand rapidly, investors also withdrew money from other Asian coun-
tries with an open capital market, and even some Latin American countries. The affected
five currencies in the region depreciated by 30-50 percent against the US dollar between
June and December 1997, and the Indonesian rupiah dropped by a further 49 percent
between December 1997 and January 1998 (Figure S.7.A). Imports dropped significantly
as domestic demand collapsed (Figure S.8.B), while exports remained relatively stable. As
a result, countries’ current accounts turned from large deficits to surpluses (Figure S.8.A).

Through the crisis, the economies went through structural changes. Before the crisis, economic
growth in the crisis countries was driven by physical capital accumulation fueled by hot money

“* The current account deterioration prompted a speculation of future currency devaluation by the government. When fears of
devaluation arise because the central bank’s reserves are low to begin with, capital flight is often occurring, which forces the
central bank to devalue sooner and by a larger amount than planned. In addition, fears about the currency depreciation that
spark liquidity attacks can be self-fulling, that is, an economy can be vulnerable to currency speculation even without being in
such bad shape that a collapse of its fixed exchange rate regime is inevitable. If other creditors are pulling their money out, each
individual creditor has an incentive to do the same thing. In such a setting, even a moderate deterioration in macroeconomic
conditions could have a disproportionate effect.
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Figure S.8. Current accounts turned from deficit to surplus driven by a fall in imports
as economies contracted during the Asian financial crisis

A. Asian crisis countries: Current accounts B. Asian crisis countries: Imports of goods and services
Percent of GDP, annual averages Import value in USD
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Source: Haver Analytics.
Note: A. Before the crisis is the annual average of 1992-1996; during the crisis is the annual average of 1997-1998; after the crisis
is the annual average of 1999-2003. B. Shading indicates the fall in imports.

from abroad. After the crisis, investment as a share of GDP fell all except for the Philippines
(Figure S.9.A) as countries shifted toward a more sustainable development paradigm. The cap-
ital inflow composition also changed from net portfolio investment to net direct investment,
which is relatively less volatile, in most troubled countries after the crisis (Figure S.9.B).

Sri Lanka’s crisis started as a combination of a balance of payments crisis and a sovereign
debt crisis. A series of ambitious tax cuts in 2019 led to rating downgrades and loss of mar-
ket access. The country’s loss of tourism earnings during the COVID lockdowns and larger
import bills due to elevated import commodity prices since late 2021 also contributed to
rising current account deficits. Foreign exchange reserves fell, exacerbated as the country
sold foreign currencies in early 2022 to defend a currency peg. The currency peg also led
to parallel exchange rate markets and a drop in remittance inflows that contributed to cur-
rent account deficits (Figure S.10.A). The country’s currency depreciated by over 70 percent
between January and May 2022, with a drastic drop after the country relaxed the currency
peg in early March (Figure S.7.B). By early April, its foreign exchange reserves were enough
to cover only 1.4 months of imports (World Bank 2022). Depleted of foreign currency, the
government defaulted on external debt payments in April 2022. As most of the external debt
is borrowed by the government, the private sector is less exposed than in the Asian crisis
countries. But Sri Lankan banks have large holdings of foreign currency-denominated gov-
ernment debt and have been facing severe liquidity issues since the default.
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Figure S.9. Investment fell and capital inflows shifted from portfolio investment to direct
investment following the crisis in most Asian crisis countries

A. Asian crisis countries: Investment share fell post-crisis B. Asian crisis countries: Composition of foreign capital
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SriLanka’simports already started decliningin January 2022 due to a shortage of foreign cur-
rency and import controls; following the default in April 2022, the country’s imports fell more
rapidly (Figure S.10.B), parallel to the Asian crisis countries during the crisis. The exchange
rate has stabilized as the country moved to a managed float exchange rate regime on May 12
that targets a variable spot rate (Central Bank of Sri Lanka 2022). Domestic inflation reached
record highs due to currency depreciation, shortage of imported goods, and elevated global
prices (Section 1.1, Figure 1.1).

S.3 Policy responses to the Asian financial crisis

The policy responses to the Asian financial crisis helped countries recover quickly and had
three main elements:

1. Large financing packages and involvement of private creditors

Large financing packages were provided by multilateral and bilateral sources to help restore
confidence and limit capital outflows (Table S.2). More direct actions were also under-
taken to involve private creditors to close the financing gap. The Thai authorities received
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Figure S.10. Sri Lanka’s current account deficits rose during the crisis, while imports
declined since 2022 due to a shortage of reserves

A. Sri Lanka: Current account B. Sri Lanka: Merchandise import and export values
USD million USD million
7000 2500
6000
5000 2000
4000
3000 1500
2000
1000 1000
0
-1000 I I I I I
500
-2
00 1 o3 ‘Ql 3 ‘Ql 3 ‘Ql 3 |
2018 2019 2020 2021 2022
0
Worker's remittances Tourism Jan  Apr  Jul Oct|Jan Apr Jul Oct |Jan Apr Jul
B Current account balance —— Exports of goods 2020 2021 2022
—— Imports of goods — Export value —— Import value

Source: Haver Analytics.
Note: B. Shading indicates the decline of imports in 2022.

assurances from creditors at the start of the program. In Korea, the government aggressively
controlled the financial institutions to roll over credit lines, followed by an agreement with
foreign banks to reschedule short-term debt. In Indonesia, an agreement on restructuring
corporate debt with private bank creditors was reached in June 1998, but the implementa-
tion of the agreement was complicated by the fact that nearly half of the total external debt
was held by private corporations.

2. Macroeconomic policies to stabilize the economy

At the outset, massive market pressures forced most of the crisis countries to float their cur-
rencies, supported by the IMF. Thai baht was floated in July 1997; the Indonesia rupiah was
floated in August 1997; and a free-floating exchange rate system was adopted in Korea in
December 1997.° Accordingly, the use of credit and interest rate policies was more empha-
sized, rather than direct foreign exchange intervention, to maintain currency stability.
In Malaysia, however, unconventional policies combining capital controls and fixing the
exchange rate were adopted in September 1998.

® While some argued that readjusting the peg to a new rate might avoid the devastating side effects of deprecation, repegging
these currencies in the midst of the crisis would have been difficult. The reserves needed to maintain the exchange rate were
depleted. Additionally, it would have required considerable financing and strong commitment of the authorities to use monetary
policy to defend the currencies. Pegging the currencies could also face the risk of losing credibility if a new peg must be aban-
doned under market pressure—as had happened with the Mexican currency crisis in 1994.
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Table S.2. Official financing for the Asian financial crisis

In billions of In billions of In percent of In percent of
SDRs US dollars annual GDP IMF Quota!

Indonesia?
IMF 7.338 10.1 5 490
Asian Development Bank and World Bank 8.0 4
Other 18.0 9

Total package 36.1 17
Korea
IMF 15,500 21.1 5 1.938
Asian Development Bank and World Bank 14.2 3
Other 231 5

Total package 58.4 13
Thailand
IMF 2,900 4.0 3 505
Asian Development Bank and World Bank 2.7 2
Other 10.5 7

Total package 17.2 12

Source: Table taken from Lane et al. 1999.
Note: SDR=Special Drawing Right. 1. Duration of original arrangements was 36 months for Indonesia and Korea and 34 months
for Thailand. 2. Original financing package. not including augmentations since July 1998.

Monetary policy was tightened to prevent large currency depreciations from initiating depre-
ciation-inflation spirals. In Korea and Thailand, tightened monetary policies successfully sta-
bilized money growth and currency by mid-1998. In Indonesia, monetary control was lost
amid banking collapse and political turmoil and was only restored in end-October 1998.

Fiscal policy adapted to the changing economic situations. The original IMF programs con-
tained fiscal adjustments to limit fiscal deficits, based on the assumption of a moderate eco-
nomic slowdown. By early 1998, as economic situations worsened, fiscal policy was eased
significantly to support economic activities. As a result, the net effect of fiscal policy was
expansionary in Korea and Thailand, while in Indonesia the fiscal deficit target was eased
significantly.
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3. An unprecedented set of structural reforms

A comprehensive package of structural reforms was implemented in the crisis countries to
address the root causes of the crisis. This consisted of restructuring of the financial sector and
corporate debt which was the origin of the crisis, efforts to rebuild international reserves®,
reforms to improve governance and promote competition, and efforts to strengthen and
broaden social safety nets to support the poor and vulnerable groups (IMF 2000; Koo and
Kiser 2001; Lane et al. 1999). Importantly, the pressing need to improve financial supervision
and regulation was recognized in the early phase of the programs, which helped prevent
recurring financial fragilities.

S.4 Does the Asian financial crisis offer relevant lessons for Sri Lanka?

The East and Southeast Asian countries were able to recover quickly through sound policies.
Does the experience offer useful lessons for Sri Lanka and other developing countries? A few
key differences are worth bearing in mind.

The global economic environment is different. In the late 1990s, the world economy was
growing and becoming more internationally integrated. In contrast, the current high infla-
tion, global economic slowdown, and signs of a retreat from globalization are not as condu-
cive to an export-driven growth model compared to the 1990s. This is especially relevant for
Sri Lanka, whose economy relied heavily on tourism, remittances, and specialized exports
(as well as non-tradable sectors). Aside from the external condition, several internal differ-
ences exist between the Asian crisis countries in 1997 and Sri Lanka now. These include the
pre-crisis borrower and lender compositions of external debt, the origin of the crisis, and
the nature of the external shock (see Table S.1 for a summary and Sections S.1-2 for details).

Despite the differences, some key lessons emerge from the experiences of the Asian financial
crisis, both for Sri Lanka now and for other developing countries.

1. Promoting sustainable growth. This lesson is relevant both before and during a crisis.
The catastrophe that overtook the Asian miracle economies underlines the importance
of improving economic efficiency to achieve sustainable economic growth, instead of
relying on hot money. The relatively quick recovery of the Asian countries shows that
countries in crisis should not only focus on short-term debt resolution but also on pol-
icies that promote productivity growth and resilience. For Sri Lanka, further efforts to

®There is a growing debate about whether the reserves build-up by Asian financial crisis countries are excessive (Park and Estrada
2009). The lesson is that the optimal amount of reserves should be judged against the cost of carrying them and the benefits
accrue only when countries optimally control the saving of reserves and external borrowing.
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enhance productivity growth may include lowering youth unemployment, increasing
female labor force participation, addressing informality in the labor market, liberalizing
the trade regime to facilitate export diversification, and improving the investment cli-
mate to strengthen non-debt foreign exchange inflows.

Structural change during a crisis. The structural changes that took place in the Asian
crisis countries, including lower reliance on investment fueled by hot money, demon-
strate that economies can come out of a crisis with a very different economic structure.
As Sri Lanka moves toward a resolution of the current crisis, structural changes may be
inevitable.

Choosing the right exchange rate regime. The pegged exchange rate encouraged the
private sector of the Asian crisis countries to borrow in foreign currencies during the
1990s. When devaluation started nonetheless, much of the financial sector and corpo-
rations found themselves insolvent due to large foreign currency-denominated debt.
But countries with a floating exchange rate are not immune to pressure in the external
sector, as demonstrated in the global financial crisis. Better-informed choices for the
exchange rate regimes should take the trade-offs and country-specific circumstances
into account. For Sri Lanka, it may be a good time to consider the gradual shift to a mar-
ket-determined exchange rate to facilitate external adjustment.

Stronger financial sector supervision and regulation. What made the Asian financial cri-
sis particularly serious was the twin crisis—a case when the currency crisis and banking
crisis occurred almost simultaneously. The collapse of the banking sector could disrupt
the economy by cutting off credits to even profitable companies. In the future, gov-
ernments should continue strengthening financial supervision, regulation, and legal
frameworks to help build resilience to future crises.

The sequence of capital account liberalization matters. The Asian financial crisis also
highlights the importance of the appropriate pace and sequence of capital account lib-
eralization. It is risky to open up the capital account before a sound domestic finan-
cial system is in place. Liberalizing short-term capital flows while leaving restrictions
on long-term flows also encourages reckless lending and leads to banking insolvency
when foreign capital exits. Thus, developing countries should use caution when liberal-
izing capital accounts until the domestic financial system is strong enough.

No one size fits all. The diverse experiences of the Asian financial crisis countries,
including Malaysia’s strong rebound after following unconventional policies, demon-
strate that there is no one size fits all policy response to a crisis. Policy responses such
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as monetary policy and fiscal policy should be adapted to the nature of the crisis and
changing economic situations.

Finally, similar experiences of the Asian crisis countries and Sri Lanka highlight the impor-
tance of sufficient foreign reservesin helping countries through periods of low foreign income
or large capital outflows, as attested by the difficulties facing many South Asian countries
due to dwindling foreign reserves over the past year (Section 1.4).
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CHAPTER 11

Managing the aftershocks

Introduction

The ongoing war in Ukraine, the floods in Pakistan, and the tightening of global financial
markets constitute crude interruptions to the recovery from COVID-19 that was underway in
South Asia. High commodity prices and rising international interest rates are exacerbating
balance of payments pressures, particularly in Sri Lanka and Pakistan. As a result, 2023 will
be a difficult year for the region just as they emerged from the pandemic. The fragility of sev-
eral countries and the impact of the multiple shocks that reached the region in rapid succes-
sion over the past two years will continue to test their resilience.

The outlook for the region marks a sharp inflection point around mid-2022, with GDP
growth slowing, led by decelerating private consumption and import growth. Growth is
expected to slow down in the second half of 2022. Among South Asian countries, there are
divergent paths. The more service-led economies (India, Nepal, and Maldives) are expected
to maintain a reasonable recovery trend despite headwinds, while the remaining countries
are in more precarious shape, as global energy prices are expected to remain very high and
global demand for goods will weaken. The countries responding to high import prices by set-
ting price caps or quantity barriers—which distort price signals—will see a deeper decline in
activity compared to others.

Various structural changes are occurring in the background, which create opportunities
for the region’s long-term resilience. A realization that the limited fiscal space is impacting
debt sustainability has led many countries to undertake revenue measures such as increas-
ing indirect taxes, broadening the tax base, and reducing fuel subsidies, which if fully imple-
mented could improve long-term fiscal viability. Financial innovations and the changes in
the labor market will provide people with tools to withstand future shocks and increase
the region’s resilience. On the downside, extreme weather events will become much more
common with climate change, which calls for the urgent need to improve climate resilience
through upgrading adaptation mechanisms and maintaining sufficient financial reserves.
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The chapteris organized as follows. Section 2.1 discusses the outlook for the region’s growth,
including forecasts on demand components, inflation, and poverty. Section 2.2 considers
some scenarios to illustrate changes in the external environment. Section 2.3 discusses
medium to long-term challenges and opportunities.

2.1 External strains push back the full recovery

Growth in the region is expected to average 5.8 percent in 2022 and 2023, a drop of 2 per-
centage points from 2021 when most countries saw economic activity begin to recover
from the pandemic (Table 2.1). This represents a sharp 1 percentage point downward revi-
sion to the forecast from last June as new developments will dampen growth. The new fore-
cast implies a downward revision to India’s forecast for the fiscal year ending March 2023
after an upward adjustment for the fiscal year ending March 2022.* The difficult economic
situation in Sri Lanka and Afghanistan is not expected to improve in the second half of 2022,
and there is substantial uncertainty in the outer years because their outlook will depend on
negotiations with creditors and potential donors, respectively. The flooding in Pakistan is
expected to subtract 2 percentage points of its GDP, also leading to a downward revision to
the June 2022 forecast. Bangladesh and Bhutan will also see a downward revision to growth;
for Bangladesh, tight fiscal and monetary policy and lower growth of trading partners out-
side the region will weigh on income and spending. On the external front, the revision to the
forecasts reflects the effects of the continuing war in Ukraine and tighter monetary stance
in high-income countries (HICs). Most central banks, including in South Asia, do not want to
repeat the mistakes of the 1970s of waiting too long to address inflationary pressures and
risk de-anchoring inflation expectations. The cost of such tightening will weigh on economic
growth mostly in 2023.

Though all countries face a worsening external economic environment, there are important
differences in the severity of the domestic challenges. Only two countries in the region are
currently reporting GDP figures on a calendar year basis: Maldives and Sri Lanka.

« The halting of data collection in Afghanistan precludes the possibility of a more pre-
cise forecast estimate. The economy is now re-adjusting after the discontinuation of
large aid flows and the emergence of new domestic political realities. Under a sce-
nario where the country receives minimal international support for humanitarian
activities and basic core services, World Bank estimates that real GDP could contract
between 16 to 19 percent in 2022, and then follow a low growth path for the next two
years—with no improvement in GDP per capita owing to high population growth. At

!India’s share of the region’s GDP in 2021 was about 75 percent.

76



MANAGING THE AFTERSHOCKS

Table 2.1. Growth in the region downgraded amid persistent pressures

Revision
to forecast
from
April 2022

Revision to forecast
from June 2022
(percentage point)

Real GDP growth at constant market prices
Country (percent)
fiscal year

(percentage
point)

Calendar year basis 2021 2022(f) 2023(f) 2024(f) 2022(f) 2023(f) 2022(f)

South Asia region (excluding

Afghanistan) 7.8 5.8 5.8 5.8 -1.0 0.0 -0.8

Maldives ~ 2anuaryte 37.0 124 8.2 8.1 48 2.0 48
December

Srilanka ~ Januanto 33 9.2 42 1.0 14 05 -116
December

Fiscal year basis FY21/22 FY22/23(e) FY23/24(f) FY24/25(f) | FY22/23(f) FY23/24(f) | FY22/23(f)
India April to March 8.7 6.5 7.0 6.1 -1.0 -0.1 -1.5
FY20/21 FY21/22(e) FY22/23(f) FY23/24(f)§ FY21/22 FY22/23(f) FY21/22

Bangladesh  July to June 6.9 7.2 6.1 6.2 0.8 -0.6 0.8

Bhutan July to June -3.3 4.6 4.1 3.7 0.2 -0.6 0.2

Nepal mid-July to 42 5.8 5.1 49 21 1.0 21
mid-July

Pakistan July to June 5.7 6.0 2.0 3.2 1.7 -2.0 1.7

Source: World Bank Macro Poverty Outlook and staff calculations.

Note: (e)=estimate, (f)=forecast. GDP measured in 2015 prices and market exchange rates. To estimate regional aggregates in
the calendar year, fiscal year data is converted to calendar year data by taking the average of two consecutive fiscal years for
Bangladesh, Bhutan, Nepal, and Pakistan at 2015 constant US dollar, for which quarterly GDP data are not available. Pakistan
is reported at factor cost. Afghanistan is not producing national accounts statistics since August 2021, so its data are excluded
from the table.

the same time, restrictive policies on women’s education and employment will lower
Afghanistan’s medium to long-term growth prospects. This outlook is subject to sig-
nificant downside risks, such as the potential reduction in aid from the current levels,
a stoppage of USD cash shipments which could undermine exchange rate stability,
and banking sector instability.

« Real GDP in Maldives is projected to grow, in real terms, by 12.4 and 8.2 percent in
2022 and 2023, respectively, driven by a robust recovery of the tourism sector. Greater
capacity in the tourism sector will support this expansion. In particular, the planned
expansion of Velana International Airport and opening of new resorts; the expected
return of Chinese tourists; and continued investment spending on infrastructure,
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housing, and renewable energy projects. High external debt, plus large fiscal and cur-
rent-account deficits create downside risks to these forecasts.

Sri Lanka’s unsustainable debt and severe balance of payments crisis will continue
to have an impact on growth over the forecast period. Real GDP is expected to fall by
9.2 percent in 2022 and a further 4.2 percent in 2023. The fluid political situation and
heightened fiscal, external, and financial sector imbalances pose significant risks to
the baseline forecast, which is subject to high uncertainty and will depend on the
progress in debt restructuring and the pace at which growth-enhancing reforms are
implemented. Key downside risks include a slow debt restructuring process, per-
sistently low external financing support, and a prolonged recovery from the scarring
effects of the crisis. The precarious situation of the financial sector should be man-
aged carefully given its high exposure to the public sector.

Bangladesh, Bhutan, and Pakistan report GDP in fiscal years that run from July 1 to June
30, while Nepal reports from mid-July to mid-July of the following year. This means that the
FY2022/23 year has just begun.

In Bangladesh, GDP growth is projected to decelerate slightly to 6.1 percent in
FY2022/23, as higher inflation and rolling electricity blackouts dampen the post-
COVID recovery in consumption and investment. The lack of reliable high-frequency
indicators creates difficulties for policy makers to track economic developments.?
Higher inflation is expected to dampen private consumption growth, following sub-
stantial energy price increases. Export growth is expected to slow, as economic con-
ditions in key export markets deteriorate, while rolling blackouts, gas rationing, and
rising input costs weigh on manufacturing output.

In Bhutan, the recovery is supported by the easing of mobility restrictions—amid
one of the highest vaccination rates in the world. However, slower domestic demand
recovery due to high inflation and lower hydro investments are expected to decel-
erate growth to 4.1 percent in FY22/23. A gradual recovery in tourism as the borders
reopen and in the services sector will contribute positively. However, the completion
of a large hydropower project following labor shortages during the pandemic will
take longer than earlier expected. Therefore, growth in 2023/24 will fall slightly to 3.7
percent.

In Nepal, the forecast projects growth moderating to 5.1 percent in FY2022/23 and
4.9 percent in FY2023/24, reflecting monetary policy normalization, and the end of
pandemic-era support measures. A rebound in tourism is projected to support the
services sector, although higher interest rates are likely to weigh on demand in other
sectors.

2 Concerns regarding the GDP estimates is not new, despite recent revisions to national accounts. See World Bank (2022a) Box 2.2.
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In Pakistan, growth in FY2022/23 has been downgraded as a result of the floods from
4.0 percent in June to 2.0 percent, as coping with the aftermath of the flooding will
complicate and delay overdue macroeconomic adjustment. On the supply side, agri-
cultural output will be significantly impacted, with over 9.4 million acres of crops
affected, resulting in significant losses to the wheat, date, and rice crops; as well as
the cotton crop, an important input for textiles. The forecast assumes the IMF pro-
gram remains on track but with adjustments to accommodate the required fiscal
response to the flood damage. It also assumes that the Government continues with
planned energy prices and other structural reforms despite political pressures aris-
ing from flood impacts; and the central bank can continue to maintain a tight mone-
tary stance and a flexible market-determined exchange rate. Growth is forecasted to
recover moderately in FY2023/24, supported by a recovery in agricultural production
and reconstruction, dissipating global inflationary pressures, and improved confi-
dence from the continued implementation of macroeconomic stabilization measures.

Finally, India’s current (FY2022/23) fiscal year runs from April 1, 2022 to March 31, 2023. That
means that most of the recovery from the major COVID waves is already reflected in the last
fiscal year’s growth numbers.

Economic growth in India will slow down in the fiscal year ending March 2023, as the
country is coming off a strong recovery in FY2022 (April 2021-March 2022). The spill-
overs from the Russia-Ukraine war and global monetary policy tightening will con-
tinue to weigh on India’s economic outlook: elevated inflation on the back of higher
prices of key commodities and rising borrowing costs will affect domestic demand,
particularly private consumption in FY2023/24, while slowing global growth will
inhibit growth in demand for India’s exports. Private investment growth is likely to
be dampened by heightened uncertainty and higher financing costs. The ongoing
simplification of various business regulations will help ease the transition by creating
new jobs and facilitating business transactions.

Private consumption for both domestic goods and imports will be the most affected by
the expected erosion of purchasing power from high inflation (Table 2.2). The erosion in
consumer purchasing power mainly results from a terms of trade loss, as high commodity
prices push import prices higher than the prices of domestic production. Inflation contin-
ues to be perceived as the top risk to recovery according to experts surveyed in the region

(Figure 1.23). Moreover, the recent import quantity restrictions, scarce foreign exchange for
all but India and Nepal amid balance of payments pressures, as well as currency deprecia-
tion against the dollar will quickly take a toll on import demand: growth in imports is esti-
mated to halve from 29.8 percent in 2021 to a projected 14.2 percent expected in 2022 and
then stabilize to around 9 percent in the outer years. Exports are also expected to decelerate
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during the same period, so that net exports will contribute negatively to overall GDP growth
over the forecast horizon.

Table 2.2. Private consumption impacted as inflation erodes purchasing power

South Asia real GDP and demand components’ Revision to forecast
growth (percent) from April 2022 SAEF
(percentage point)
Calendar Year Basis 2022(f) 2023(f) 2024(f) 2022(f) 2023(f)
GDP (excluding Afghanistan) 7.8 5.8 5.8 5.8 0.8 0.5
Private consumption 9.1 6.8 5.1 6.0 0.3 -1.0
Government consumption 6.8 4.4 6.4 5.1 -5.2 19
Investment I5%5 71 6.7 7.6 -0.1 -0.6
Exports 19.7 10.8 9.8 1.7 34 0.8
Imports 29.8 14.2 9.0 9.4 4.2 0.3

Net exports’ contribution
to GDP growth (percentage 11 -3.0 -1.6 -0.6 -1.9 1.1
points)

Source: World Bank Macro Poverty Outlook and staff calculations.

Note: (e)=estimate, (f)=forecast. South Asia GDP and its components are calculated using country-level fiscal year numbers con-
verted to calendar year. Net exports’ contribution to GDP growth is calculated as the change in net exports divided by lagged GDP.
Afghanistan is not included in the regional aggregates.

Growth in government consumption and investment is expected to broadly stabilize as
governments reduce dependence on pandemic-related current spending. In the case of
Pakistan, tight fiscal space amid large debt servicing dues will necessarily lead to limited
government expenditure. Sri Lanka has suspended debt service as it negotiates the restruc-
turing of its debt and will necessarily need to consolidate expenditures. On the positive side,
increased import values over the last year may have helped shore up tax revenues in India
and Bangladesh; while many of the governments are seriously committing to reducing dis-
torting fuel subsidies and other non-targeted programs and some will be increasing taxes
or broadening the tax base. For example, Bhutan is planning to introduce the Goods and
Services Tax (GST) in the next few years (there have been some implementation delays).
Nonetheless, with expected sluggish economic activity, government revenues as a share of
GDP are not expected to improve in the same proportion, constraining expenditure budgets.

The current account balance will improve slightly during the second half of 2022 as imports
fall faster than exports and remittances continue to recover. As noted earlier, quantity restric-
tions on imports and scarce foreign exchange will continue to reduce import demand. Slowing
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external demand from major trading partners will continue to weigh on export growth. With the
major global value chain hubs wading through the after-effects of COVID lockdowns, high com-
modity prices and tighter monetary policy, global trade, is expected to decelerate again after
some early recovery. China’s GDP growth is expected to decelerate from 8.1 percent in 2021 to
2.8in2022. GDP growth in the United States is expected to drop from 5.7 percent in 2021 to 2.7
percent in 2022, to 0.8 percent in 2023, while GDP in the euro area will decline slightly in 2023.
In the short-term, slowing external demand growth will be reflected in slower growth of manu-
facturing exports, particularly textiles and garments exports for Bangladesh, Pakistan, and Sri
Lanka. Trade in services and tourism should recover and will be much more resilient to specific
chokepoints in global trade routes. This will partially offset the decline in the goods trade bal-
ance since it is trade in services and worker remittances that are major drivers of the external
current account of most countries in the region. External remittances are also expected to con-
tinue a steady recovery and should strengthen in Pakistan in response to the floods.

The inflection point in the region’s growth around mid-year 2022 reflects the turnaround in
growth following the recovery from the Pandemic. This reflects the compression of demand
that will likely take place as private consumption—which led the recovery up to mid-2022—is
forecasted to decelerate at end-2022 and 2023 (Figure 2.1.A). This follows the recovery in the
first half of 2022 from a low base in the first half of 2021, when the Delta variant and pandemic
restrictions weighed heavily on economic activity. On the supply side, this will manifest as
declining activity in the manufacturing sector in 2022H2 (Figure 2.1.B), though the services
sector will see a steady recovery in 2022 and 2023. The simultaneous effect of lower expected
domestic credit growth amid tight monetary policy and lower expected growth outside the
region in the second half of 2022 will lead to a sharp deceleration in economic activity.

On the supply side, agricultural sector value-added growth has been downgraded the
most, and through input costs, the effect could spill over into other sectors. Activity in the
agricultural sector, which was the least affected by the pandemic, is subject to some uncer-
tainty as output is likely to become much more volatile. All countries had their agricultural
crops affected by extreme weather events (excessive rains/floods or drought) in the past year,
and the ravages of the ongoing floods in Pakistan will continue to affect agricultural output.
In Nepal, agricultural growth slowed due to unseasonal rains. These events are frequent
enough to significantly affect agricultural productivity going forward. Such natural disasters
can also spill over into other sectors through input-output links. For example, in Pakistan, the
flooding is expected to dampen manufacturing exports (especially textiles), while increasing
demand forimported food and cotton as domestic production was damaged. Compounding
the grim outlook is the record-high price of fertilizer, which is expected to stay high in 2023:
if farmers cope by using less fertilizer, that can affect crop productivity in the following year.?

% India and other countries are still subsidizing fertilizer to ameliorate the pain, but this is itself coming at a high fiscal cost.
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Figure 2.1. Inflection point in the region’s growth around mid-2022
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Source: World Bank Macro Poverty Outlook and staff calculations.

Note: 2022H1 shows change in the first half of the 2022 calendar year against the first half of 2021. Ditto for H22022. Most coun-
tries do not report quarterly national accounts, so the H1 and H2 figures represent an estimate. The components in Figure 2.1.B
are measured at factor costs. Their sum does not add up to the GDP at market prices.

Inflation in South Asia is expected to rise in 2022 and decline thereafter, as many of the
sources of inflationary pressure gradually subside (Figure 2.2). Annual average inflation
will reach 9.2 percent in 2022 as Sri Lanka’s inflation soars to over 45 percent and Pakistan’s
price pressures worsen amid scarcity compounded by the floods. This is the highest level since
2009—when inflation reached 11.2 percent, largely because of currency depreciations during
the global financial crisis—and the second-highest level this century. By 2023 and 2024, infla-
tion is expected to moderate almost everywhere as commodity prices stabilize and hawkish
monetary policy is fully implemented. The exceptions are: (i) Afghanistan, where inflation is
expected to remain high due to continued supply constraints;* and (ii) Pakistan where infla-
tion will linger at around 23 percent in FY2022/23 but moderate over the forecast horizon with
the resolution of flood-related supply constraints and declining international energy prices. In
countries where governments have stepped up import restrictions in response to dwindling
foreign exchange (especially Sri Lanka and Pakistan), the added scarcity will itself fuel inflation-
ary pressures, in large part because the restrictions interfere with the price signal that would
otherwise encourage supply to respond faster. Though inflation in Bangladesh is forecasted to
remain at single-digits, it is at the cost of stifling a market response. Much of the price suppres-
sion comes from a plethora of quantity restrictions, including fuel subsidies and artificial inhibi-
tion of the domestic credit market through interest rate controls (see Section 1.4).

“ Lack of official data on inflation the recent past precludes a point forecast for inflation in Afghanistan.
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Per-capita GDP in the region is expected to
grow about one percentage point slower than
earlier expected by 2023. While the pandemic
interrupted progress by setting the region back
two years in terms of its development, the war
in Ukraine has further eroded the rate of growth
(though its impact was mostly indirect, unlike
for Europe and North Africa which are large
importers from Russia and Ukraine) (Figure
2.3.A). The road to development has bifurcated
into divergent paths, with three of the region’s
countries expected to see lackluster or no recov-
ery in per-capita GDP (Afghanistan, Sri Lanka,
and Pakistan at significantly lower levels); and
the other half experiencing a rough and still
incomplete but steady recovery (Bhutan, India,
Maldives, and Nepal, Figure 2.3.B). Though
Bangladesh’s per-capita GDP is set to continue
growing, it has lost momentum as institutional
challenges impact growth-promoting policies.
The forecast reflects still high export growth but
insufficient diversification of earnings.

MANAGING THE AFTERSHOCKS

Figure 2.2. Inflation in the region to peak
in 2022
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Figure 2.3. The war in Ukraine and its effects have delayed the region’s per-capita GDP

recovery. Some countries in the region are continuing their recovery and others are
diverging amid major setbacks in their development paths
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Poverty in the region will not fall as quickly as earlier expected, as inflation, recent weath-
er-related agricultural losses and rationing of fuel and other products are expected to hit
South Asian poor the hardest (Figure 2.4). In all countries, especially Afghanistan, Sri Lanka
and Pakistan, poorer households who dedicate a larger share of their budget to food will con-
tinue to be negatively impacted by soaring food inflation throughout 2022 and part of 2023
(see also Section 1.3). In Sri Lanka, the ban on chemical fertilizers in 2021 and the negative
impact on crop yields will continue to affect domestic food supplies in 2022 and 2023. This
means poverty is likely to get worse: the forecast suggests that poverty at $3.65 per day in Sri
Lanka will double between 2021 and 2022 due to the increase in the cost of basic needs and
the effect of the severe economic contraction on livelihoods. The poverty rate in Pakistan will
remain flat in 2023 as the major floods primarily affected rural areas in Sindh and Balochistan
where poverty rates are already high and rising (World Bank, 2022b). For Afghanistan, while no
information on poverty is collected for the country, estimates for 2021Q4 showed that close
to 70 percent of the country’s population had difficulties covering their most basic expenses
(World Bank Group 2022), and the earnings of the poorest are expected to decline further in
2022. In contrast, Bangladesh, Bhutan, India, Maldives, and Nepal are projected to see lower
poverty rates in 2022 and 2023, but the improvement is slower than earlier expected. In sum,
though poverty and vulnerability for the region should recede to below 2019 (pre-pandemic)
levels by end-2022, it will be at a slower speed than earlier forecasted.

Figure 2.4. Poverty at the low-income threshold of $2.15 expected to improve but at a
much slower rate than earlier expected

South Asia number of poor (projection)

Million

1000
900
800 \/\ — Number of poor at §2.15/day (2017 PPP)
700 — Number of poor at $3.65/day (2017 PPP)
60 Number of poorin 2019 at 2.15 USD/day
500 Number of poor in 2019 at 3.65 USD/day
400
300
200
100

2018 2019 2020 2021 2022 2023 2024

Source: World Bank Macro Poverty Outlook and staff calculations.

Note: Nowcast until 2021. Forecast from 2022 onward. Based on elasticity calculations as described in each Macro Poverty
Outlook and based on the latest household surveys. For India: official data dates from 2011, so estimations for later years for
India are based on the 2019 Sinha Roy and Van der Weide (2022) imputed consumption from the Consumer Pyramid Household
Surveys implemented by the Centre for Monitoring Indian Economy using neutral distribution based on GDP with pass-through =
0.7 for 2020-2024. As Afghanistan did not participate in the International Comparison Program exercise (World Bank 2020a), the
number of poor is adjusted with the rest of the region’s poverty rate and Afghanistan’s population projection.
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2.2 Sensitivity of the outlook to changes in the global environment

The baseline growth path diverges across
countries, though external pressures are at
their peak across the region. Whether the
risks to the forecast are on the downslide
or upside depends, in part, on their stage

Figure 2.5. All the economies except Sri
Lanka and Afghanistan have recovered
beyond 2019 GDP levels
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could lead to an improved environment com-
pared to the baseline forecast. Most activities
within the region—including contact-inten-
sive sectors such as tourism—are returning
to pre-pandemic levels amid the removal of restrictions around the globe, so demand for the
region’s services’ exports could be even higher. Manufacturing import costs have also eased
as supply-chain bottlenecks subside. Moreover, four countries have IMF-supported programs
which could help raise the confidence of investors.

Source: Macro Poverty Outlook and staff estimates.
Note: Afghanistan’s forecast is a ballpark estimate and it
begins at 2021. Afghanistan is not included in the simulations.

The goal is to thus construct alternative scenarios that trace the impact of changes in
exogenous drivers on the growth outlook. To understand how external effects impact the
forecast (“baseline”), we consider one counterfactual scenario and three possible scenar-
ios as deviations from the forecasts just presented. The simulations are carried out using
the World Bank’s Macro-Fiscal Model (MFMod), which incorporates the global impact of 155
countries on the macroeconomy of South Asian countries. The baseline for 2025 is extrapo-
lated by the model as it targets a medium-term steady state. Table 2.3 describes the scenar-
ios and assumptions behind them.
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Table 2.3. Assumptions behind scenarios

Scenario

Description

Assumption behind scenario relative to
baseline forecasts

(i) Counterfactual:
abstracting from
impact of the war in
Ukraine

Illustrates what would have happened in
South Asia had there not been a Russia-
Ukraine War.

Assume January 2022 World Bank
external assumptions on: (i) commodity
price forecast; (ii) China forecast; and (iii)
advanced economies’ real GDP forecasts
had all materialized.

(ii) Commaodity prices
revert to historic
levels

Energy supply increases and demand for
fossil fuel falls amid fast innovation. Energy
price pressures thus subside. Impacts of the
war on Ukraine less severe than baseline.

Brent oil price quickly reverts to $75/barrel
by end-2022, then average $60/barrelin
2023 and $53/barrel in 2024 (Table 2.4).
Other energy prices go down by a similar
percentage and grow at the same rate as
in the baseline scenario in 2024 and 2025.
Wheat prices are also slightly lower than
baseline. Relief for South Asian countries
leads to cheaper imports for a given
exchange rate, and lower inflation.

(i) Lower growth
in high-income
countries (hard
landing)

Productive capacity does not come back
online quickly enough, and central bank
tightening in high-income countries (HICs)
has a stronger effect on output and growth
than assumed in the baseline.

For the remainder of 2022, HICs outside
the European Union (EU) see zero quarterly
growth in the last two quarters of 2022;
whereas the EU countries’ GDP is assumed
to be 1 percentage point lower than the
previous quarter in Q3 2022, as well as in
Q42022.

For 2023 and 2024, all HICs see growth 1
percentage point lower than baseline.

For 2025, no deviation from baseline growth
is assumed.

(iv) Adverse fiscal/
sudden stop of
external financing

External creditors become highly risk-
averse. No new deficit financing by external
creditors available over the forecast horizon
(though official creditors assumed to cover
most of the amortization payments, except
for amortization due on commercial terms).

Additional cuts to expenditures resulting
from the loss in available domestic financing
are decomposed with the weights of 60
percent on capital expenditures and 40
percent on goods and services.

Source: Staff using MFMod.

(i) Counterfactual: had there been no war in Ukraine

The first scenario—represented by the dotted blue line in Figure 2.6—compares current pro-
jections for commodity prices and export demand against the January 2022 World Bank
projections, which did not envision the Russia-Ukraine war (World Bank 2022c). The results
show that GDP growth in the region for 2022 would have been about 1 percentage point
higher, reflecting continuing recovery from the pandemic that was interrupted by the war.
The impact is through indirect channels, as direct trade with Russia and Ukraine is less than
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2 percent of the total trade in the region. The indirect effect is through higher commodity
prices, which leads to large terms of trade losses equal to about 1 percentage point of GDP
(World Bank 2022d). Buoyed by higher real private consumption demand, real imports would
have also been between 0.6 and 1 percentage point higher in the 2022-2025 period, partic-
ularly in India, Sri Lanka, Maldives, and Nepal, had the war not occurred.® Export demand
would have also been higher for the year reflecting more demand from Europe, particularly
for Maldives’ exports. As a result, the net exports as a share of GDP would have been about 72
percentage point larger in 2023 for the region, and the trade balance would have been even
more favorable compared to baseline, as import prices would have been lower.

(ii) Lower commodity prices

In the baseline forecast, all energy prices are expected to revert slightly in the outer years
but remain at relatively high levels historically. Energy and grain prices are expected to
stay high at least through 2022 in the baseline (Table 2.4). Brent crude oil price is forecasted
to reach $98/barrelin 2022, the highest level in almost a decade. Natural gas prices in Europe
are also assumed to reach $40/mmbtu in 2022, which would be a record high since 1960
if realized. Continued high energy prices constitute a major problem for South Asia as the
region is a net commodity importer and it means the balance of payments pressures are
unlikely to abate soon. As the winter in Europe looms and energy insecurity amid geopolitical
tensions continues, the baseline assumes that South Asia will reduce imports accordingly.

This more positive scenario assumes that energy prices begin to fall at end-2022 and reach
historical levels by 2023. The probability of such an event becomes more likely if global
commodity markets respond to record-high prices. The assumption is that at least one of
the following occurs: (i) interruptions of natural gas supplies cease; (ii) natural gas producers
outside of Europe step up supplies; (iii) global agreements to reduce fossil fuel consumption
in response to climate change begin to be implemented; and (iv) technological innovations
in response to the high prices help to reduce global demand for fossil fuels. Then energy and
grain prices would quickly revert to historical levels, with Brent crude averaging $60/barrel
in 2023 under this scenario.

Under this alternative scenario, GDP growth would be considerably higher starting in
2023 and the gap relative to baseline would continue rising, to be 1.5 percentage points
of baseline GDP by 2024 (Figure 2.6, yellow line). All countries would see a significant
improvement in real GDP growth of over 1 percentage point, and the gap with the baseline
GDP for most countries would widen over time. South Asia’s GDP growth in 2023 and 2024

® In the World Bank’s January 2022 forecast, inflation in the region was expected to stabilize to pre-COVID levels, which would
have provided higher purchasing power and thus higher private consumption demand.
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Figure 2.6. External developments could change the growth trajectory compared with
the baseline (percent change in GDP versus baseline)
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Note: The baseline and scenario results for 2025 are derived from the model. The plausibility of these scenarios in Bhutan is quite
remote given their special agreement with India on payments for hydroelectric power exports directly to the state enterprise. This
is denoted in the Figure as a broken line for two of the four scenarios.
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Table 2.4. Energy and key commodity price assumptions used in scenarios

2022 2023 2024 2022 2023 2024 2022 2023 2024

Scenario Baseline No war in Ukraine Energy and wheat

prices return to
historic levels by 2023

Brent crude oil 69 98 90 80 73 64 65 % 60 53
prices, $/barrel

MELTIEICE e 16 40 35 30 13 10 9 39 23 2
Europe, ($/mmbtu)

Agricultural

commodity price 109 124 119 119 105 104 105 124 117 117
index (2010=100)

eieiieietlicaos) o, 415 390 387 334 321 32 407 260 258

metric ton

Source: World Bank Commodity Markets Outlook October 2021, April 2022, and staff assumptions.

would be 7.1 and 7.3 percent, respectively. Maldives, Nepal, and Sri Lanka, which import all
their energy needs, would benefit the most. Pakistan and Bangladesh produce natural gas
so the net impact is positive but not as large.® The main channel through which this effect
would be manifested is energy import prices, but other expenditure items such as transpor-
tation and food would also see lower price pressures: real imports for the region would be
1.5 percentage points higher in 2024, but real exports would grow by more. With the terms
of trade improving as well, the current account balance would be higher than the baseline.
It would also ease foreign exchange scarcity and cap expenditures on energy subsidies, pro-
viding more room for monetary and fiscal policies to act.

This scenario illustrates how the high dependence of the region on energy imports and
the destabilizing effects of global oil price volatility can reduce growth prospects. South
Asian countries should therefore become more proactive about establishing mitigation pol-
icies that could help reduce the effects of climate change and reduce demand for fossil fuel
imports. These policies will help reduce import price volatility over the long-term which cre-
ates havoc on the countries’ balance of payments, as well as help improve health benefits
and increase fiscal revenues (World Bank 2022d).

¢ The scenario assumes that domestic and external energy supplier prices would decline by the same percentage. This also
implies that the actual improvement in GDP growth for Bhutan under this scenario would likely be smaller because they are
already importing LPG from India at subsidized prices.
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(i) Lower growth in high-income countries

Athird scenario pertains to the discussion of monetary policy effects in high-income coun-
tries. As central banks in the US, EU, and other high-income countries (HICs) grapple with
record-high inflation, they must ride a fine line between raising policy rates early enough to
quellinflationary expectations on the one hand and engineer a ‘soft landing’ on the other. A
soft landing would occur if increasing policy rates succeeds in bringing down inflation, but
not so aggressively that it stops GDP growth in its tracks. The baseline scenario assumes HICs
grow by 2.4 percent in 2022, 1.7 percent in 2023 and 2 percent in 2024.” We model a ‘hard
landing’ scenario in which quarterly GDP growth for HICs outside of the European Union (EU)
is assumed to not grow in the third and fourth quarters of 2022, and drop by 1 percent in all
other high-income countries during the same period. After that, GDP growth is assumed to
be 1 percentage point lower than the baseline in 2023 and 2024 for all high-income coun-
tries.® The assumption is that commodity prices remain at baseline levels.

Under this scenario, growth in the region would be progressively lower than baseline, by
2 percentage point in 2023 and by almost 1 percentage point of GDP in 2024 (Figure 2.6,
grey line). The main impact will come through lower export demand in India® and Sri Lanka
and Maldives see somewhat larger effects, particularly through lower demand for tourism
and services exports. Moreover, India and Sri Lanka also see an important fall in capital
investment relative to the baseline of half a percentage point, including foreign investment.
In contrast, the effects on Nepal and Bhutan are negligible, as the two countries have more
direct trade connections to India than to high-income countries outside the region. Major
manufacturing exporters Pakistan and Bangladesh see a negative but relatively smaller
effect than their large neighbors do, in part because their main exports to high-income coun-
tries, textiles and garments, tend to be less sensitive to high-income GDP growth. Indeed,
Bangladesh’s basic garment exports soared during the 2007-08 financial crisis as US and EU
consumers switched to lower-cost clothing.

(iv) Sudden stop: drying up of external financing

If this scenario materializes, it could have devastating effects, not so much because of
the size of the effect, but because of the timing. The simulation assumes a sudden stop
scenario in which South Asian governments are only able to finance external debt amor-
tization—either from multilateral sources or rollovers of other debt—but no new external

"In the baseline, EU is assumed to reach a mild recession as GDP declines by 0.1 percent in 2023, but this is more than offset by
other HICs as the United States, the UK and high-income East Asian countries are expected to maintain positive growth rates.

& In the baseline scenario the 34 high-income countries as a group grow by 2.3 percent, 0.7 percent and 1 percent in 2022, 2023,
and 2024, respectively.

° The scenario results may overestimate the possible effect on export demand, as the by far largest export items in India (IT and
business services) tend to be less sensitive to recessions in high-income countries.
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financing is available. Simultaneously, foreign investors would become more risk averse
amid a protracted recession in their own countries and amid falling equity prices. As a result,
spending is limited to what can be financed from fiscal revenues and the domestic financial
system. The scenario further assumes that, from the total reduction in expenditure required,
60 percent is taken from the capital expenditure budget and 40 percent from the goods and
services budget.

Under the sudden stop scenario, growth in the region would be 0.9 percentage points
lower than baseline in 2022, with differing effects across countries in the region (Figure
2.6, red line). Moreover, the effect compared to baseline would be smaller over time. The
largest adverse effectin 2022 would be for Pakistan, as this would force the country to tighten
fiscal expenditures so drastically that growth would be 4 percentage points smaller than in
the baseline.’® The country will clearly need the support of external financing in the coming
year or two. Maldives is also vulnerable as almost two-thirds of its deficit is financed exter-
nally and debt service due is expected to grow (Figure 2.7), though the impact on growth is
smaller than for Pakistan because its main growth driver is tourism exports.** Bhutan would
also be strongly affected, though its unique debt arrangement with India means that such
a scenario is highly implausible.’? In contrast, India would see a very mild effect reflecting
the fact that its budget deficit is almost entirely financed domestically.”* Though if private
investors are assumed to price in risk, some indirect negative impacts could occur through
the financial sector and domestic credit markets. Nepal and Bangladesh have less than 40
percent of their deficit financed externally, though this share could rise in Bangladesh over
the forecast period as the country takes advantage of concessional terms while they last.
Both countries’ debt service is on concessional terms with long maturities.

1 Up until 2021, Pakistan also benefitted from the Debt Service Suspension Initiative (DSSI) which provided relief in debt service
of around 1 percentage points of GDP.

1 Exports are equal to between 70 and 80 percent of GDP in Maldives, whereas government consumption is about 15 percent
of GDP, so the magnitude as a share of GDP is small. In contrast, government expenditure in Pakistan is about 11 percent of
GDP—about the same as exports--and domestic absorption is more important for GDP growth. With a larger multiplier, a cut in
government spending has a larger direct effect.

2 The scenario materializing would imply India not buying hydroelectric power or not paying for it, which is highly unlikely since
itis the contractual arrangement. However, it does reflect Bhutan’s high dependence on India.

3 India’s deficit is financed by both banks and the non-bank financial sector. The latter is not as well-regulated as the banking
sector.
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Figure 2.7. Government current expenditure would need to be reduced more for some
countries if net external financing stopped

Reduction in government consumption under the sudden stop scenario, 2022-2025
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Source: MFMod and staff estimates.
Note: Bhutan’s external financing under a special arrangement reduces the risk of this scenario materializing.

The mild deviation for Sri Lanka may seem counterintuitive but reflects its current dire
external financing situation. Such a scenario would only lower growth a further 1.5 percent-
age points in 2022. But Sri Lanka is already living though this scenario, in that it will not be
able to access new financing if it continues in debt service suspension mode. The situation is
highly fluid as it negotiates with its creditors. As a result, Sri Lanka is assumed to be financ-
ing most of its budget deficit domestically in the baseline—and that deficit will necessarily
need to shrink substantially over the forecast period. An earlier exercise of this kind in April
2021 showed how Sri Lanka was in high debt distress, and how the same “sudden stop” sce-
nario described here would lead to a crisis (World Bank 2021a). Unfortunately, that scenario
materialized.

2.3 Challenges and new opportunities

South Asia faces various structural issues, some are exacerbated by the COVID pandemic
and soaring commodity prices, while the shifting economic environments have brought new
challenges. For example, higher debt servicing costs stemming from higher interest rates will
make it harder for South Asian countries to repay debt accumulated during the pandemic.
South Asia’s vulnerability to climate change—once again showcased by the damages from
floods in Pakistan—highlights the urgent need to improve climate resilience. At the same
time, recent developments in the region promise new opportunities to integrate people into
the economy and provide them with tools to deal with future shocks. The rise of Fintech in
the region during the pandemic can promote financial inclusion; recovery of employment
from COVID is shown to allow more women to enter the services sector where jobs are more
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formal and stable; the transition to a green economy that is already under way in some
regional countries can also improve access to clean energy for poorer households.

2.3.1 Macro-fiscal challenges

The COVID crisis and relief policies left South Asian countries with larger fiscal deficits
(World Bank 2022d), which have contributed to rising government debt. During the three
years since the pandemic started, large primary deficits have made sizable cumulative con-
tributions to countries’ debt-to-GDP ratio, especially in Maldives, India, and Nepal (Figure
2.8), especially compared to the three years before the pandemic (2016-2019). Lower reve-
nue income due to COVID-related lockdowns, higher expenditure on COVID relief measures,
and rising subsidy costs due to higher fuel costs all contributed to higher primary deficits. At
the same time, because cumulative GDP growth has been substantially lower compared to
the pre-pandemic period, the erosion of the debt ratio that stems from the GDP growth has
been smaller since the pandemic.

Consolidation efforts are expected to reduce the fiscal pressures in some countries. Fiscal
deficits are projected to fall gradually, supported by higher revenue growth and reduced
spending. In India, it is projected to be 9.6 percent of GDP in FY22 and to decline to 8.4 and

Figure 2.8. Rising primary deficits and slowing cumulative growth have contributed to
large government debt since the pandemic
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Zilinsky (2016).
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7.9 percent in FY23 and FY24, respectively. In Pakistan, the fiscal deficit (including grants)
is expected to fall to 6.8 percent of GDP in FY23 from 7.8 percent in FY22. Effective revenue
mobilization measures, including GST harmonization and personal income tax reform, and
increasing grants are expected to countervail the fiscal pressures of the flooding. Supported
by a solid recovery growth from the tourism sector, Maldives’ fiscal deficit is expected to
shrink to 9.6 percent of GDP in 2023 from double-digit levels every year since the start of
the pandemic. In Bangladesh, in contrast, the pressures on the public finances are expected
to continue. The decline in government investment will not be enough to offset increasing
subsidy and incentive expenditure. The fiscal deficit is projected to increase slightly from 4.1
percent of GDP in FY22 to 4.9 percent in FY23.

Large debt stock and rising interest rates will lead to higher debt servicing costs, adding to
countries’ fiscal burden. South Asian countries came out of the pandemic with higher debt
stock (Figure 2.9.A). Debt levels in the region are expected to remain high in 2022, especially
in Maldives, Bhutan, Pakistan, and India.* This is of particular concern given the substan-
tial hidden public debt and contingent liabilities in the region (Melecky 2021). At the same
time, monetary policy normalizations lead to higher interest rates (Section 1.6) and borrow-
ing costs. Interest payments already account for more than one-quarter of government rev-
enues in India, more than one-third in Pakistan, and almost three-quarters in Sri Lanka and
are estimated to be higher in 2022 and 2023 compared to the average levels before COVID
(Figure 2.9.B). High debt servicing costs further squeeze countries’ shrinking fiscal space.
As the world enters a period characterized by high interest rates, debt servicing costs will
likely remain high for some time, creating renewed challenges for South Asia. The difference
between interest rate and economic growth is an important determinant of the changes in
the debt-to-GDP ratio. Box 2.1 discusses what a high-interest rate and low-growth rate envi-
ronment means for developing economies.

Exchange rate movements and political factors can also contribute to rising debt-re-
lated costs. In countries that have large public debt in foreign currencies, such as Sri
Lanka, Pakistan, and Maldives, exchange rate depreciation against the issuing currency can
increase the debt servicing costs as percent of government revenues. This is less of a concern
in Maldives, as long as it can keep the Maldivian rufiyaa pegged to the US dollar. The country
has more than 60 percent of direct external debt in US dollars (Maldives Ministry of Finance
2021). Pakistan, in contrast, has market-determined exchange rate, which makes the coun-
try’s servicing cost on external debt susceptible to steep exchange rate depreciations. Over
50 percent of the country’s external debt is denominated in US dollars (Pakistan Ministry
of Finance 2021), although external debt constitutes only 37.6 percent of total public debt.

 For Bhutan, the risk to debt sustainability is expected to remain moderate as about 70 percent of the external debt is linked to
hydro project loans from India with low refinancing and no exchange rate risk.
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Figure 2.9. Government debt stock and debt servicing costs will remain significantly
higher than before the pandemic

A. General government debt stock B. General government debt interest payments
Percent GDP Percent total revenues and grants
160 40

140
120
100
80
60
40
20

30

20

10

0 0
Bangladesh Bhutan India  Maldives  Nepal  Pakistan Bangladesh  Bhutan India Maldives ~ Nepal  Pakistan
m2015-2019 average W 2022(e) m2023(f)  ----- Developing economies average 2022
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In Bhutan, 68 percent of external public debt is denominated in the Indian rupee with no
exchange rate risk as the local currency is pegged to the rupee. But an appreciation of the
US dollar will increase the debt servicing cost of the external debt denominated in convert-
ible currency (such as special drawing rights and US dollar), which comprises 28 percent of
Bhutan’s external debt (Royal Government of Bhutan Ministry of Finance 2022). Finally, fis-
cal balances in the region are often affected by political cycles (World Bank 2018), and with
several general elections in the coming year, the impact on spending and fiscal balances can
contribute to rising debt.

Against this background, placing debt on a sustainable path must become a prior-
ity. The primary fiscal balance tends to be tighter when interest-growth differentials are
higher, with the magnitude of tightening increasing with the initial debt level (Mauro and
Zhou 2021). Fiscal consolidation in some countries might be challenging as the rising cost
of food and energy subsidies and slow post-pandemic recovery are adding to the strain on
governments’ budgets. Governments will, therefore, need to strengthen fiscal frameworks,
enhance debt transparency, upgrade debt management functions, and improve revenue
collection and spending efficiency (World Bank 2022d). Introducing a medium-term fiscal
strategy and achieving pre-defined targets would improve credibility, which would result in
lower risk premia, more favorable interest-growth differentials, and thereby a swifter reduc-
tion in debt.
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Box 2.1. Rising interest-growth differentials and what it means for developing
economies

In the years after the Global Financial Crisis (GFC), developing economies enjoyed rel-
atively high average economic growth while the average interest rates were low and
close to those in advanced economies. As a result, the interest-growth differential—
the difference between a country’s effective interest rate’® and its nominal growth
rate—was negative for many EMDEs, including India and Pakistan (Figure 2.10). But as
nominal growth rates fell, the interest-growth differential started converging to zero,
suggesting that the growth advantage was already declining pre-COVID.

Negative interest-growth differentials give countries more fiscal space. If economic
growth exceeds the cost of borrowing, the government can run primary deficits with-
out increasing debt stock relative to GDP. Past findings also suggest that as the dif-
ferential becomes more negative, a country’s fiscal stance tends to be more expan-
sionary (Mauro and Zhou 2021). The evolutions of the interest-growth differential and
primary balance in India and Pakistan up to 2018 are consistent with that finding:
when the differential was more negative indicating low interest rates relative to the
country’s growth rates, the primary balance was also more negative (Figure 2.10). The
correlation coefficients indeed suggest a positive and statistically significant relation-
ship between the two variables in these two countries.

Figure 2.10. More negative interest-growth differentials associated with a more
expansionary fiscal stance
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Source: Data from Mauro and Zhou 2021.
Note: The analysis is limited to India and Pakistan due to data availability.

15 The effective interest rate consists of two parts - the ratio of the interest bill to government debt and the depreciation
adjustment (see Mauro and Zhou 2021 for details).
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Interest-growth differentials, however, are not stable and are subject to reversals when
either growth plunges or interest rates spike. These reversals (from negative to positive)
are more likely when public debtis high (World Bank 2021b). In periods of financial stress,
the volatility of the interest-growth differential is greater, particularly in EMDESs character-
ized by less credible policies and more vulnerable economies (Blanchard, Felman, and
Subramanian 2021). Summary statistics by time periods indicate that EMDEs had lower
average differentials than advanced economies, thanks to high growth rates. But the dif-
ferentials are also much more volatile in EMDEs, with almost double the standard devia-
tion compared to advanced economies (Table 2.5). The differentials in India and Pakistan
have been more stable though. Also, most borrowing in India is in the form of domestic
government bonds, making effective interest rates less sensitive to external factors.

Table 2.5. Larger variations in interest-growth differentials in emerging
economies on average, although not in India and Pakistan

AEs EMDEs India Pakistan

Post-1980 Post-GFC Post-1980 Post-GFC Post-1980 Post-GFC Post-1980 Post-GFC

Average 0.1 0.5 -5.5 -2.9 -5.1 -5.6 -6.2 -4.1
SETEH 6.2 3.8 123 7.4 3.4 31 4.7 4.8
deviation

Source: Staff calculations using data from Mauro and Zhou 2021.
Note: Data covers the period up to 2018.

The favorable interest-growth differentials in developing economies may not con-
tinue. Countries around the world are raising interest rates in response to the surg-
ing prices, while global growth rate projections have been revised downwards due to
multiple shocks. With inflation projected to remain above target in most advanced
economies and EMDEs well into 2023, interest rates might increase further (World
Bank 2022¢). Rapid tightening, particularly in the United States, has been associated
with capital flow reversals from EMDEs, currency depreciations, and tighter external
financial conditions (IMF 2021). In addition, growth could remain feeble for a pro-
longed period, as the pandemic has left deep scars in the form of lower investment,
lower human capital, and a retreat from global supply chains, all of which are likely
to dampen potential growth in the longer term (World Bank 2021c). Intensifying geo-
political tensions, growing stagflationary headwinds, continuing supply strains, and
rising food and energy insecurity could worsen the prospects further. Looking ahead,
therefore, numerous factors argue for caution in relying on interest-growth differen-
tials to help preserve debt sustainability.
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2.3.2 Therise of digital financial services: opportunities and risks

Three years into the COVID pandemic, countries in South Asia have seen a major uptake in
digital financial services (Fintech). The region enjoyed a 56 percent growth in digital account
access with average mobile account ownership only second to East Asia and the Pacific
(Figure 2.11.A), which represents the first stage of the multi-stage development of Fintech
(World Bank 2022f). But the region lags others in more advanced stages of Fintech develop-
ment. It has yet to translate its advantage in basic digital account access into increased dig-
ital payments—the second stage of Fintech development (Figure 2.11.B). The third stage is
marked by more sophisticated Fintech products, such as digital credits and digitalinsurance,
as companies accumulate substantial user data through digital payments and use the data
to enhance the monitoring of client credit worthiness. South Asia Fintech credit flows are
only 0.05 percent of GDP, much lower than 0.6 percent in upper-middle-income countries.
However, there is also cross-country variation within the region, with the proportion of the
population that borrowed from Fintech higher in Bangladesh and India than in the average
middle-income countries. South Asia has also gained strong momentum in Insurtech devel-
opment, with funding almost doubling in the past two years in India (Shah et al. 2022).%¢

Fintech atits more advanced stage can help reduce financial sector risk and support banks’
lending activity. The region faces macroeconomic challenges that can pose risks to the
financial sector and discourage new lending (Section 1.5). Over time, as the region’s Fintech
matures in the more advanced stage, Fintech can help established and traditional banking
sectors improve their understanding of borrower viability and mitigate risks through tech-
nology adoption, thereby sustaining credit flows. Box 2.2 analyzes a panel of banks across
countries in different stages of Fintech development and finds that, while initially a rise of
Fintech credit can compete with traditional banks, eventually the increased collaboration
with Fintech firms can also improve technological adoption in traditional banks.

The novel features of Fintech also pose challenges for macroeconomic and financial sec-
tor stability. As South Asia moves towards more intensive use of Fintech services and credits,
these challenges can surface in the region’s economies.

« Domestic currency substitutions: The presence of digital money and digitally-trans-
ferred remittances can accelerate domestic currency substitution in countries with
high inflation and a volatile exchange rate, undermining the government’s capacity
to manage inflation and exchange rates (IMF 2021).

¢ The fourth stage of Fintech development--widespread adoption and usage of Fintech services by individual and SMEs--is yet to
come in South Asia (World Bank 2022g).
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Figure 2.11. Fintech development stages in South Asia
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+ Interest rate management: Fintech lending rates in some countries are determined by
the data network effects and alternative algorithms (Bertsch, Hull, and Zhang 2016;
Faia and Paiella 2018; Tang 2019; Wong and Eng 2020). This can weaken traditional
bank lending and the balance sheet channel of monetary policy once Fintech credits
constitute a significant portion of credit flows.
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Box 2.2. Fintech credits: From competition to collaboration

South Asian countries have witnessed a tremendous increase in the use of digital pay-
ments. As Fintech matures into later stages of development, increased Fintech credit
flows can affect traditional banks’ risk-taking and lending practices. For example, as
traditional banks adopt Fintech or partner with Fintech firms, the technology allows
banks to better manage and mitigate risks.!” This box measures the impact of Fintech
on traditional banking’s risk-taking behavior.

To shed light on the interaction between Fintech and traditional banks, we estimate
the relationship between bank risk-taking and the presence of Fintech credit flows in
the economy, controlling for bank-specific and economy-wide factors:*®

Bank Risk—Takingjt = a.+ B,FinTech credit flows as share of GDP + ﬁzBankFactorjt +
p;MacroFactor, +A+ A te,

The relationship is estimated for a panel of 2041 banks (j) across 35 countries (i) and
over five years (t) between 2014-2019. The estimation sample comes from the S&P
Capital 1Q database and includes 52 banks from South Asia (India and Pakistan).
Appendix A.2.1 gives more details on the construction of the variables and the set of
control variables included.

The regression results reveal important variations across different stages of Fintech
credit flows. In the initial stage, the interaction between Fintech and traditional banks
is characterized by competition. The presence of Fintech credits in the market can
incentivize traditional banks to lend to ‘riskier’ borrowers, as the competition from
Fintech increases banks’ risk-taking behavior (Guo and Shen 2016; IMF 2022; Wang,
Liu, and Luo 2021). Results from the regression on a subsample between 2014 and
2015 (Figure 2.12.A) show that a one percent increase in Fintech credit flows (as a per-
cent of GDP) was associated with a 1.9 point rise in banks’ risk-taking. This period rep-
resents the early stage of Fintech lending, as Fintech credit flows are still relatively low.
At this early stage, FinTech serves riskier borrowers. As the sector gradually develops

" For example, if a traditional bank partners with a digital platform (e.g., Uber), the recourse tool offered by Uber auto-
mates the vehicle loan repayment from the driver. From bank perspective, the loan repayment is guaranteed by Uber
through driver’s future transactions. If the same loans were issued by the bank to the same driver without the digital
platform as intermediaries, then the driver might not pay back the loan. By providing recourse tools, Uber helps mitigate
risk of the banks’ lending and allows the bank to expand into new lending areas.

18 Banna, Hassan, and Rashid (2021), Liao (2018), and Wang, Liu, and Luo (2021) use similar estimation strategies but
different explanatory variables, data set or sample.
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Figure 2.12. Effects on Fintech credit flows on banks’ risk-taking
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better data networks, economies of scale, and better client services, it attracts less
risky borrowers who constitute the markets for traditional banks. Traditional banks
may react by lowering the threshold for loans to maintain and attract customers,
which increases risk-taking.

Over time, collaboration dominates Fintech and bank interaction. As Fintech further
increases its presence and reach, traditional banks adopt similar technology used by
Fintech to stay competitive, either by the acquisition of or by partnering with Fintech
firms, or by developing their own technology (Banna, Hassan, and Rashid 2021; Deng
et al. 2021; IMF 2022; Wang, Liu, and Luo 2021). The technology adoption improves
banks’ ability to monitor and mitigate risks (IMF 2022), and as such has the poten-
tial to increase banks’ willingness to lend to otherwise risky borrowers (Sheng 2021).
Regression results summarized in Figure 2.12.A show that the effect of Fintech cred-
its on banks’ risk-taking turns insignificant between 2016-17, before turning negative
and statistically significant between 2018-19. During the latter period, a one percent
increase in Fintech credit (as a share of GDP) is associated with a 0.6-point reduction
in banks’ risk-taking, indicating a technological adoption trend. There are also import-
ant cross-region variations. Figure 2.12.B shows that after 2016, increases in Fintech
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credit are associated with less bank risk-taking in the East Asia and Pacific and Europe
and Central Asia regions. These are also the places where Fintech development is
more mature. In contrast, the effects are statistically insignificant in South Asia, where
Fintech lending services have been less developed.®®

Collaboration between Fintech firms and traditional banks is also on the rise in South
Asia. In Bangladesh, a partnership between banks and Fintech firms allowed banks to
better understand credit risk and issue affordable small business loans in rural commu-
nities (DreamStart Labs 2022). In India, many partnerships between banks and Fintech
firms have been focused on digitizing credits for MSMEs (Soni 2021) to enhance banks’
knowledge of potential borrowers. The integration of third-party lenders with digital
platforms (a form of embedded finance), such as the partnership of the State Bank of
India with Uber India (Bhakta 2016), has allowed traditional banks to mitigate lending
risks through automated repayment. Better borrower visibility, risk mitigation, and
recourse tools through the partnerships allow traditional banks to extend more cred-
its, especially to MSMEs in the informal sector and women-owned businesses, without
increasing the overall riskiness of the banks’ balance sheets. The technological advance-
ment also has the potential to help banks sustain lending during a credit crunch.

« Concentrated default risks spread through new macro-financial linkages: Because
the Fintech models are not tested in crisis scenarios, any potential algorithmic or
model defects can be exposed and pose risks during downturns. As Fintech firms con-
solidate and assume systemic importance, a defect in the Fintech system can trig-
ger a concentrated default through Fintech-bank linkages (World Bank Group 2019;
World Economic Forum 2021).

+ Digital interdependencies and network instability: As a few big-tech and Fintech
firms emerge as leading providers of critical capacities in a heavily interconnected
network, unforeseen events can cause ecosystem disruption with cascading implica-
tions (World Bank Group 2019; World Economic Forum 2021).

« New driver for financial exclusion: As access to digital infrastructure remains uneven,
the rise of Fintech can worsen financial exclusion. Also, discriminatory bias in the
automated decision-making process of Fintech remains. Inadequate assessment and
automated operation of Fintech firms can drive up unaffordable loans, leading to
high default rates and business insolvency (World Economic Forum 2021).

¥ Fintech credit flows to GDP (percent) are 0.67 in East Asia and Pacific, 0.2 in Europe and Central Asia, but 0.05 in South Asia and
0.08 in Latin America.
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2.3.3 Dealing with COVID scarring on employment

With its large and young population, the workforce is an important resource for South
Asia’s future, but the COVID crisis has had profound adverse impacts on South Asia’s
labor markets. One aspect of the impact is reflected in the long-term human capital
loss. School closures, which were prevalent in the region, substantially reduced years of
schooling for school-aged children (Azevedo et al. 2020) with long-lasting impacts on the
region’s human capital stock (World Bank 2021a; 2021d). Lockdowns also led to massive
loss of employment in cities and reverse migration back to rural areas. The impact of the
reverse migration is still being felt now as the recovery in employment and wages remains
sluggish. Policies that reduce the risks and uncertainties for return migrants and lower
barriers to labor mobility can encourage return migrants and improve the resilience of
the labor force to future shocks (see also Chapter 3), while training programs that provide
reskilling and upskilling opportunities can improve the quality and productivity of the
workforce.

At the same time, the COVID shock hit contact-intensive sectors harder, and so the recov-
ery of employment is also characterized by sector-level differences. Box 2.3 considers
the still incomplete recovery of employment in South Asia. Economic activities took longer
to recover from the pandemic in certain contact-intensive services sectors where average
earnings are lower amid higher informality levels; and where women are overrepresented.
However, the fastest-growing sectors are also amenable to the types of workers that have
been traditionally disadvantaged, such as women and youth.
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Box 2.3. How is the labor market recovering from the pandemic?

The structural shift and ensuing reallocation of resources across sectors of economic
activity resulting from the pandemic can have major consequences for employment in
the region. This box uses data on worker characteristics from sector-level employment
pre-COVID, as well as surveys in 2021 to make some inferences about how the labor

market is likely to develop in the region in a post-COVID world.

Available data on economic activity
by sectors up to mid-2022 paints a
clear picture of the trends in value
added by sector. Different recovery
rates reflected the severity of lock-
downs in each country, whether
the sector was contact-intensive or
amenable to remote work, as well
as the duration and persistence of
COVID waves. Figure 2.13 shows the
recovery by sector for India, which
with some notable exceptions reflects
the trend in other countries as well.?
Agriculture and wholesale trade sec-
tors were not affected for long, and
manufacturing began to
after lockdowns were loosened in
the second half of 2020. Productivity
in the services sector diverged: busi-
ness services and public services’
growth soared, but the growth of con-
tact-intensive services, such as those
that comprise the tourism industry
(accommodations, restaurants, rec-
reation and entertainment, and per-
sonal services) fell sharply and took
much longer to recover.

recover

Figure 2.13. Agriculture and professional
services—which can be done through
remote work—saw growth trajectory
barely affected by COVID. Contact-
intensive services are struggling to
recover
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20 |n Maldives the tourism sector recovered faster than in other South Asian countries (see Box 2.3 of World Bank 2021d).
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Before considering differential effects on the recovery of employment, a starting
point is to extrapolate employment by sector. We use the productivity per worker
ratios from around 2018 when most countries conducted labor force surveys and
extrapolate to mid-2022 to nowcast employment by sector.** This provides a broad
sense of whether employment at the sector level has recovered to pre-COVID levels
(Figure 2.14). Not surprisingly, sectors less affected by COVID saw employment grow
faster. Moreover, the three most prosperous sectors also happen to be sectors with
low labor intensity and where workers have the highest levels of education on aver-
age, suggesting widening disparities in earnings.

Figure 2.14. The fastest growing sectors in terms of employment pre- to post-
COVID in South Asia tend to be less labor-intensive

South Asia: Estimated employment by sector and annual average employment
growth pre- and post-COVID (2018-2022H1)
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Source: Staff calculations. The plot shows the repartition of employed people across sectors in 2018 (pre-COVID) and
2022 (post-COVID). The 2022 repartition is based on a nowcasting estimation. Excludes Afghanistan. See Appendix table
A.2.1 for sector classification according to COVID sensitivity.

Note: Public services include the health sector (assumed indispensable) and education (which suffered under COVID).

However, the above exercise cannot account for the fact that workers with certain
characteristics did not return to the labor market at the same rate as others due
to scarring.?? In other words, even if a sector has the same number of workers post-

2 Implicitly we are assuming no chance in technology and "Leontief" fixed capital-labor ratios.

22 Scarring here is defined as the inability or unwillingness of a worker to return to work and be as productive as before.
This could happen either because they are rusty and need extra training, because the technologies have changed,
because they have new care responsibilities of other family members or other burdens, health reasons; or because they
had to let go of some productive assets during COVID—particularly the self-employed.
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COVID, worker productivity may have changed. There is not sufficient data yet to study
the level of scarring in the labor market in South Asia. Therefore, we use two sources
of data to try to understand how the return to the labor market is evolving for certain
workers in different sectors, particularly for women and youth who have traditionally
had relatively lower labor force participation rates.

We first look at the characteristics of workers by sectors of economic activity,
where we group the sectors according to the sensitivity of the sector’s activity level
to COVID and study employment characteristics (see grouping in appendix A.2.1
table). A few observations emerge (Table 2.6). First, the level of worker productiv-
ity of sectors affected by COVID varies: some core sectors that comprise the tour-
ism industry have high worker productivity. Among sectors that are least COVID-
sensitive, agriculture has the lowest worker productivity. While the business and
professional services sector, where workers can more easily work from home, has
one of the highest productivity levels. Second, youth employment in contact-in-
tensive sectors is about average (youth employment tends to be over-represented
in the manufacturing sector such as the leather sector). In contrast, women are
over-represented in the COVID-sensitive sectors: female workers account for
almost a third of the total employment in these sectors—particularly in the educa-
tion sector and personal services—but only 26 percent of all workers in South Asia.

We also look at trends in the labor market according to recent surveys, though
they were conducted at the end of 2021 when the labor market was still adjust-
ing to Pandemic waves. In India, surveys show that women and youth had not
returned to the workforce at the same rate as men and their elder peers as of end-
2021 (He et al. 2022).2 Some of this may be because women typically have the
greatest childcare responsibilities. As schools gradually open, starting in mid-2022,
female employment may bounce back to pre-COVID levels as has been observed
in other countries (Alon et al. 2022).2* In contrast, early evidence from surveys in
mid-2021 for Bhutan, Nepal, Pakistan, and Sri Lanka shows clear improvements
in labor force participation rates compared to a year earlier (World Bank COVID
phone surveys 2022). A higher share of new jobs post-COVID were for the more

% Using Center for Monitoring of the Indian Economy Survey to compare changes in employment status and their char-
acteristics by sectors.

2 Alon et al. (2021) and US Bureau of Labor Statistics August 2021 found that women in the United States lagged men
in the rate of return to the labor force since the Pandemic began. However, this changed once vaccination was widely
available and schools opened in August 2022, during which time their return rate overtook that of men, and female labor
force participation rose above pre-COVID levels. Moreover, women workers are overrepresented in the education sector
in South Asia.
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Table 2.6. With some exceptions, sectors that bounced back quickly from the
pandemic tend to hire more educated workers but fewer female and younger
workers

Sector groups and sectors Share of Share of Labor Shareof Shareof  Average
South Asia’s  South  productivity female youth years of
employment Asia’s GDP (value workers workers education

added per (age less

worker, than 25
2018, years)
thousands
usD)

All sectors in South Asia 100 100 6.5 23 17 7

1. Contact-intensive service
sectors directly affected by 8.8 7.5 6.6 32 17 11
COVID-19 lockdowns

Education 4.1 2.5 6.3 46 14 14

Accommodation,
restaurants,

entertainment, and other 43 3.9 63 2 19 8
personal services
Tourism, travel agencies
and other supporting 0.4 11 131 7 16 10
and auxiliary transport
activities
2. Only initially affected by 406 55.7 6.1 14 21 8
lockdown
of which: manufacturing 132 335 8.0 26 25 8
3. Low contact-intensive 74 179 232 24 13 1
sectors
4. Indispensable activities 43.1 18.9 3.9 30 14 6

Source: Sri Lanka Labor Force Survey 2019. Bangladesh Labor Force Survey 2015-16. India Periodic Labor Force Survey
2018-19. Pakistan Labor Force Survey 2017-18. Bhutan Labor Force Survey (LFS) 2017-18. Nepal Labor Force Survey
(LFS) 2017-18 and Maldives Labor Force Survey (LFS) 2019. Value added from ADB MRIO, and staff estimates.

Note: Employment characteristics of productive sectors grouped by the sensitivity of economic activity to COVID-19 in
South Asia (see Appendix A.2.2 for the definition and grouping). The aggregation is computed on all the South Asian coun-
tries (excluding Afghanistan, and Maldives for some indicators) taking the weighted averages using employment by sector.

formal wage work (as opposed to self-employment) and in the services sector
(especially in Nepal). Moreover, the phone surveys for those four countries show
that two demographic groups traditionally disadvantaged in the labor market—
women and youth—had been gaining more formal jobs, especially in the services
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sector. Women, especially young women, had been gaining jobs in services at a
faster rate than men, and except for Pakistan, those jobs were more likely to be
wage work (less informal). Wage work is generally associated with more stability,
so this is a good development for women workers if the trend continues.

Though the jobs recovery is still incomplete, these positive trends bode well for the
long term. First, women are more likely to be willing and able to work from home as
they also tend to be the primary caregivers. The creation of jobs that can be done
from home provides important opportunities in the fast-growing market-oriented ser-
vices sectors such as e-commerce. Second, data shows that youth in South Asia were
already working in larger proportions in manufacturing and non-contact-intensive ser-
vices sectors before the pandemic, and these sectors are some of the fastest-growing
sectors. Finally, digital technologies have allowed even formal firms to provide more
flexible timetables and places of work, as well as greater opportunities for small firms
or the self-employed to be competitive (World Bank 2021d). Reputation and skills can
be acquired much more easily on the job (Carlin et al. 2022).

Policymakers can help to reduce the long-term effects of the scarring. This can be
done by ensuring that sectors and firms that have less viability post-COVID are not
protected or’propped up’ artificially, through extended loan forbearance or subsidies.
Instead, more resources need to go into job-matching infrastructure, training, and
making the cost of switching jobs and transitioning to new sectors more seamless.

2.3.4 Green and resilient development

In the near term, disruptions in energy supplies and higher energy prices could delay the
green transition. Higher energy prices and shortages may have reduced global consumption
of non-renewable energy and put a dentin global GHG emissions (Borenstein et al. 2022). But
the elevated prices have also pushed some countries to slow down sustainable development
progress. Because most countries cannot survive just on renewable energy, the demand for
non-renewable energy sources is still high. With disruptions in natural gas supplies in Europe
due to the war and elevated energy prices in general, the Europe Union voted to classify
natural gas in some uses as a sustainable source of energy to allow more investment in gas
plant and expand production (Ainger 2022). Higher energy prices can also impact the cost of
renewables if more investment goes into fossil fuels, raising the input prices for wind, solar,
and other renewable energy sources, as was the case during the commodity price surges of
2003-4 (Ramboll Group 2022).
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With elevated global energy prices, net energy importers of South Asia face the trade-off
between short-term strategy and long-term energy goals. In the short term, countries want
to limitenergy costs and secure energy access, by increasing the production of non-renewable
energy and reducing the burden on households through fuel subsidies. In the longer-term,
transition to a greener economy is important for energy security and climate co-benefits.
Both are important objectives, but as the short-term goals are often more pressing, they tend
to be more politically popular choices. It is thus important to emphasize at this junction the
potential benefits of a green transition in South Asia. Box 2.4 complements that discussion
and studies the benefits and distributional impacts of the transition for households.

Box 2.4. The green transition: How will it affect households in South Asia?

Green transition away from fossil fuels and other polluting sources is complex as
producers and consumers adjust their behavior. As part of the green transition, it is
important to analyze the distributional impact of the transition on households and
the accompanying policy reforms that may be necessary to ensure an inclusive transi-
tion. To do so, the current distribution of access to energy and energy expenditure can
serve as a baseline.

One measure of access to energy and one of the Sustainable Development Goals
(SDGs) is access to electricity, which is high for the region at 95 percent,? but inequal-
ity remains both across and within countries. Access to electricity is below 50 percent
in Afghanistan, while it is 100 percent in Bhutan, Maldives, and Sri Lanka. Within coun-
tries, household surveys (Household Income and Expenditure Survey, HIES; Living
Standard Survey, LSS; National Sample Survey, NSS) show that households residing
in rural areas are less likely to have access to electricity, and households in the lowest
quintile of total per capita expenditure are less likely to have access to electricity in
both urban and rural areas (Figure 2.15). Blackouts are frequent in the region, aver-
aging 25.5 times per month,”* which leads to unequal access since poor households
likely cannot afford backup generators. The inequality shows that access to electricity
remains an important SDG goal for some South Asian countries as access to electric-
ity is associated with increased productivity (Dinkelman 2011; Khandker et al. 2012).
With the region’s vast renewable energy potential, increasing the region’s reliance on

2 World Development Indicator, World Bank Global Electrification Database. Last accessed September 26, 2022. https://
data.worldbank.org/indicator/EG.ELC.ACCS.ZS?locations=8S.

% World Development Indicator, Enterprise Survey 2020. Last accessed October 1, 2022. https://data.worldbank.org/
indicator/IC.ELC.OUTG
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Figure 2.15. Access to electricity by household per capita expenditure quintile in

South Asia

Access to electricity in Bangladesh

1

Access to electricity in India
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Access to electricity in Nepal
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Access to electricity in Pakistan
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0% 20% 40% 60% 80% 100% 0% 20% 40% 60% 80% 100%
mRural mUrban

Source: Staff calculations using Household Income and Expenditure Survey Bangladesh 2016, Pakistan 2018, Sri Lanka,
2016, Living Standard Survey Nepal 2010, National Sample Survey India 2011.
Note: Sri Lanka is excluded because of virtually universal access to electricity during the sample period. Access to elec-
tricity has increased since the time of the survey, but the latest estimate is not broken down by income quintiles.

renewables to improve access to electricity for poor, rural households could lower
inequality and contribute to green and inclusive growth.

Anotherimportant aspect of energy access for the region is access to clean cooking fuels.
Only 60 percent of households in the region have access to this technology,”” with Nepal
lagging behind. Inequality in access to clean cooking fuels within countries shares the
same pattern as electricity access: poor, rural households are less likely to have access

2" World Development Indicator, World Health Organization Global Health Observatory. Last accessed September 26,
2022. https://data.worldbank.org/indicator/EG.CFT.ACCS.ZS?locations=8S.
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Figure 2.16. Access to clean cooking fuel by household expenditure quintile in
South Asia

Access to clean cooking fuel in India Access to clean cooking fuel in Nepal
5 5
4 4
3 3
2 2
1 1
0% 20% 40% 60% 80% 100% 0% 20% 40% 60% 80% 100%
Access to clean cooking fuel in Pakistan Access to clean cooking fuel in Sri Lanka
5 5
4 4
3 3
2 2
1 1
0% 20% 40% 60% 80% 100% 0% 20% 40% 60% 80% 100%

MRural mUrban
Source: Staff calculations using Household Income and Expenditure Survey Bangladesh 2016, Pakistan 2018, Sri Lanka,
2016, Living Standard Survey Nepal 2010, National Sample Survey India 2011.
Note: No data for Bangladesh. Access to clean cooking fuel has increased since the time of the survey, but the latest
estimate is not broken down by income quintiles.
to clean cooking fuels (Figure 2.16). This is a policy concern as the use of biomass fuel
for cooking is associated with poor health outcomes, especially for women and children
(Kyu, Georgiades, and Boyle 2010; Mishra and Retherford 2007). Biomass fuel use also
contributes to greenhouse gas (GHG) emissions (Pachauri et al. 2021), thus increasing
access to clean cooking fuels can improve both health and environmental outcomes.

Beyond access to energy, the share of household expenditure on energy is
another measure that can capture how the green transition might affect house-
holds.?® The share of household expenditure on energy is relatively high in

2 Household energy expenditure includes expenditure on the following: electricity, natural gas, gasoline, diesel, coal, oil,
LPG, kerosene, charcoal, firewood, and ethanol.

11



COPING WITH SHOCKS: MIGRATION AND THE ROAD TO RESILIENCE

Figure 2.17. Share of household energy expenditure in South Asia

Share of energy expenditure: Bangladesh Share of energy expenditure: India
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MRural mUrban

Source: Staff calculations using Household Income and Expenditure Survey Bangladesh 2016, Pakistan 2018, Living
Standard Survey Nepal 2010, National Sample Survey India 2011.

Note: Sri Lanka is excluded due to recent changes that are not reflected in the survey. Household energy expenditure
includes expenditure on the following: electricity, natural gas, gasoline, diesel, coal, oil, LPG, kerosene, charcoal, fire-
wood, and ethanol.

India and Pakistan, averaging more than 10 percent of total household expen-
diture (HIES), which is higher than the 6 percent average energy expenditure
in Indonesia.?® Households in the lowest quintile are more likely to have a
higher share of energy expenditure relative to households in the top quin-
tile in Bangladesh and India, while this is not the case in Pakistan and Nepal,

» Data on Indonesia from Statista. Last accessed September 20, 2022. https://www.statista.com/statistics/1065696/
indonesia-household-expenditure-breakdown/.
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suggesting some heterogeneity in the region (Figure 2.17).° The share of energy expen-
diture is higher for rural households in Bangladesh and Pakistan, which is concerning
since rural households are less likely to have access to electricity and clean cooking
fuel, yet their share of energy expenditure is higher than urban households. Should
the green transition lead to higher energy prices, ensuring that poor rural households
can afford their energy needs would be important for lowering inequality.

The green transition will produce winners and losers and addressing the distribu-
tional impact will be important for growth and inequality. One potential policy is
to repurpose fossil fuel subsidies, which is one of the 2021 United Nations Climate
Change Conference (COP26) commitments. There is variation in fuel subsidies across
the region, with Pakistan spending more than 2 percent of GDP on fuel subsidies,
while Nepal has no explicit subsidies. (World Bank 2022d) The budget allocated to
fuel subsidies can be repurposed for social protection and other programs to ensure
energy access for poor and vulnerable households (Dartanto 2013). The green transi-
tion presents both opportunities and challenges, which can be addressed with policy
reforms that mitigate climate change and promote inclusive growth.

Besides green transition, countries also need to improve resilience amid increasing occur-
rences of natural disasters. Climate-related disasters (droughts, floods) are becoming much
more common, and investment in disaster preparedness could minimize the losses. South
Asia is by far the most vulnerable region in the world to climate-related natural disasters in
terms of GDP at risk (Jones 2022). The recent flooding in Pakistan submerged one-third of
the country. Flooding risk is expected to increase in intensity and unpredictability due to
climate change. Rebuilding disaster-hit infrastructure can be expensive. Instead, investment
in disaster preparedness could reduce the losses from these natural disasters and allow the
region to grow without having to spend on continual rebuilding.

% The pattern for Pakistan, with the highest quintile spending a larger share of expenditure on energy, is likely driven by electricity
and gasoline expenditure. Total expenditure among the highest quintile in Pakistan in rural areas is about double the lowest, but
expenditure on electricity and gasoline among the top quintile is about 3 times the expenditure among the lowest quintile. A similar
pattern is observed among urban households in Pakistan. The pattern for urban Nepalis driven by the top quintile’s higher spending
on electricity, diesel, and liquid petroleum gas relative to those in the bottom quintile.
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South Asian countries have invested in natural disaster management, but disparities
remainin theregion’s early warning systems. Pakistan and Bangladesh are good examples:

114

Pakistan’s early warning system was not as effective in some regions. The coun-
try developed a 10-year national disaster management plan in 2012, including early
warning systems. In 2013, a dedicated funding source was created (the National
Disaster Risk Management Fund) to provide grants to fund up to 70 percent of proj-
ects that build resilience to extreme weather and geophysical hazards (ADB 2018). In
2018, the country initiated a US$2 million countrywide risk assessment project that
covered 15 districts (World Bank 2020b). Despite the progress in disaster risk reduc-
tion and funding, a study found a large regional disparity in flood warning systems in
2015 (Rana, Bhatti, and Jamshed 2021), and as of 2017, the country still had a limited
flood forecasting system outside of Islamabad-Rawalpindi (Mahsud 2018).
Bangladesh is another country in the region that faces high flooding risk. The coun-
try has focused on improving forecast lead time and early warning systems, with an
ability to provide 3-day deterministic flood forecasts and 10-day medium-range prob-
abilistic forecasts. Amobile app was launched by the Bangladesh Water Development
Board in 2018. A 2021 survey in 14 flood-prone districts of Rangpur, Rajshahi, Dhaka,
and Sylhet divisions found that 60 percent of respondents had 4 days to prepare
before the flood hit their residence (World Bank 2022h). However, 67 percent of
respondents said that their community lacked a flood management plan, suggesting
the need for additional investment in flood preparedness.
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Appendices

Appendix A 2.1 Details on regression setup for Fintech development

The following linear equation is estimated to explore the relationship between Fintech credit
and risk-taking behavior by traditional banks (Box 2.1).

Bank Risk - Taking,, = a+ B, FinTech credit flows as share of GDP, + , BankFactor,+ p,
MacroFactor, + A, + A + ¢,

where t indexes year, j indexes bank, and 7 indexes country. Bank Risk — Taking refers to the
portfolio risk, calculated as —1* log(Return on Asset/sd . (Return on Asset)). A three-year roll-
ing window is used to calculate the standard deviation of return on assets to give variation.
FinTech credit flows as share of GDP is the explanatory variable, sourced from Cambridge
Center for Alternative Finance.®! The variable BankFactor controls for bank characteristics,
including the logarithm of the bank’s total assets, annual growth of gross loans, and deposit
share over total assets; MacroFactor includes GDP growth, the share of domestic credits
to the private sector in GDP, CPI, and regulatory quality. B, measures the effects of FinTech
credit flow on banks’ risk-taking. A, and A, are a set of bank- and year-dummies to control for
bank and year-specific factors; ¢, is the error term.

The estimation sample comes from the S&P Capital IQ database, a panel dataset that covers
2041 banks from 35 countries between 2014 and 2019, including 52 banks from India and
Pakistan.

3 The variable from the dataset includes credit flows from both FinTech and BigTech. FinTech credits measure the credits from
decentralized individual platforms; BigTech credits measure lending from big tech companies where lending is not the core busi-
ness, but they use the existing user base data to inform lending decisions.
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Appendix A 2.2 Sectoral employment analysis for South Asia

The employment analysis groups sectors according to their level of sensitivity to the pan-
demic and the lockdowns. Sectors are at the 35-sector level according to SITC Rev. 3 classifi-
cation of the ADB’s Multi-Regional Input-Output table). Manufacturing, which has 16 sub-sec-
tors, is grouped here as sensitivity indicator 3. There is no discernible association between
the COVID sensitivity of the sector and the average earnings, nor whether the worker is a
head of household (Table A.2.1). However, the majority of self-employed in South Asia work
in sectors least affected by the Pandemic, in large part because most of those engaged in
agriculture in the region are self-employed,

Table A.2.1. Indispensable sectors (less affected by the pandemic) are the largest
employers in the region, with mostly low average earnings and a high share of
self-employment

Sensitivity COVID impact Affected sectors Employed Shareof Average Share of
indicator  on activity people employed monthly self-
level circa2018 people  earnings employed

(thousands) thatare  in2018
household UsD
heads

Agriculture, Hunting, Forestry and
Fishing.

Indispensable
or activities Electricity, Gas and Water Supply.
not affected

1 except at Human health and social work 208,608 53.8 60.7 70.0
the initial activities.
stages of the
Pandemic. Wholesale trade and commission

trade, except of motor vehicles
and motorcycles.

Administrative and support service
activities.

Financial and insurance activities.

IT, Information and

Ability S
ofrmost communication.
2 kers t . . 36,013 52.4 230.5 14.2
\é\’:;ciir\slitic;s Private households with employed
from home. persons.

Public administration and
defense; compulsory social
security.

Real estate activities.
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Sensitivity COVID impact Affected sectors Employed Shareof Average Share of
indicator on activity people employed monthly self-
level circa 2018 people  earnings employed

(thousands) thatare in2018
household usD
heads

Manufacturing.

Construction.

Inland Transport.

Only initially
affected by Mining and Quarrying.
lockdown,
3 but otherwise Sale, Maintenance and Repair of 196,707 56.7 90.4 39.4
not generally  Motor Vehicles and Motorcycles;
contact- Retail Sale of Fuel.
intensive.
Transportation and storage.
Wholesale and retail trade;
repair of motor vehicles and
motorcycles.
Accommodation and food service
Contact- activities.
intensive
sectors more  Air Transport.
likely to be
4 affected by Arts, entertainment, and 42,766 48.7 155.4 30.7
lockdowns recreation.
or Pandemic-
related Education.

restrictions.
Other service activities.

Source: COVID sensitivity level is based on IMF staff compilation (IMF 2021); Sri Lanka Labor Force Survey 2019. Bangladesh
Labor Force Survey 2015-16. India Periodic Labor Force Survey 2018-19. Pakistan Labor Force Survey 2017-18. Bhutan Labor Force
Survey (LFS) 2017-18. Nepal Labor Force Survey (LFS) 2017-18 and Maldives Labor Force Survey (LFS) 2019. Value added from ADB
MRIO, and staff calculations (see https://mrio.adbx.online/)

Note: 1/ Includes only Bangladesh, Bhutan, India, Nepal, Pakistan and Sri Lanka
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CHAPTER 111

COVID and Migration
in South Asia

Introduction

Just before the COVID-19 pandemic began, in 2019, 41.2 million people from South Asia were
living outside their country of birth. In some South Asian countries such as Nepal and Sri
Lanka, international diaspora numbers are close to 10 percent of the home country’s popu-
lation. Domestic migration too is sizable in parts of South Asia, although it is dominated by
comparatively short distance moves and temporary flows. For example, in 2011, the share of
within-district migrants in India’s population was 32 percent, whereas that of cross-district
migrants was 14 percent. In parts of Bangladesh, approximately one-third of households
out-migrate temporarily during the pre-harvest lean season.

There are two main economic drivers of this mobility, and both are central to the process of
economic development. The first is reallocation of labor to places where it is more productive.
For example, international emigrants from Bangladesh, Nepal, Pakistan, and Sri Lanka are con-
centrated in the Gulf Cooperation Council (GCC) region, where they earn 3 to 5 times what they
would earn at home and generate some of the largest remittance inflows (as a share of gross
domestic product (GDP)) in the world. The second is adjustment to local economic shocks, such
as weather-related shocks, to which South Asia’s rural poor population is highly vulnerable.

Mobility costs—pecuniary and non-pecuniary—and frictions in credit and labor markets
have hindered these benefits of labor mobility from being fully tapped. For example, on
average, Bangladeshi workers were spending the equivalent of more than US$3,000 to move
abroad before the COVID pandemic, a figure that represented about 2.5 years of the median
household income. Seasonal migrants from rural India faced the equivalent of 80 percent of
their daily earnings at the migration destination in daily migration costs, including non-pe-
cuniary costs of harsh living conditions at the destination. The flat pre-COVID trends in inter-
national and long-distance internal migration in South Asia are indicative of the persistence
of barriers to mobility.
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Migration also exposes South Asians to risks because of the precarious labor market condi-
tions that poor migrant workers face. For example, the legal (visa) status of emigrants to GCC
countries, the most common international destination for South Asian emigrants, is contin-
gent on their holding temporary jobs in low-skill sectors. Similarly, poor internal migrants in
South Asia work largely in the informal sector, where they lack access to social protection.

The COVID crisis exposed this vulnerability on a large scale. The return of migrants to their
original homes and the hardships that they face have been covered in the media. New sur-
vey-based evidence confirms three facts about this shock to migration. First, the stock of
migrants fell sharply because of an unprecedented wave of return migration and a slowdown
in new migration outflows. In early 2020, monthly migration outflows from Indian house-
holds were 25 percent lower than pre-COVID levels while monthly inflows increased 50 per-
cent because of return migration. Second, return migrants, especially women, struggled to
assimilate into the home labor markets. In the early months of the pandemic, the unemploy-
ment rate of newly returned migrants in India was 10 percentage points above its typical
pre-COVID level. Third, migrant-sending households experienced disproportionate declines
in income, driven by a drop in remittance inflows. In Pakistan, from January to March 2020
compared to April to July 2020, households that used to receive domestic (respectively, for-
eign) remittances just before COVID experienced a 26-percentage point (respectively, 29-per-
centage point) larger decrease in monthly per capita income than households that were not
receiving remittances before COVID.

Given the evidence from household surveys, itis puzzling that aggregate official international
remittance inflows to South Asian countries did not decline in 2020. This could have been
due to returning migrants liquidating their savings or shifting to formal remittance channels
because of a disruption in informal channels, although by 2021, many countries were experi-
encing a slowdown in aggregate international remittance inflows, with further decreases or
stagnation projected, a trend more consistent with what surveys have suggested.

Although the early phase of the COVID crisis highlighted the vulnerability of poor South Asian
migrants, the later phase of the pandemic has reemphasized how important migration is to
recovery from economic shocks. Survey data suggest that, in late 2021 and early 2022, new
migration flows were associated with movement of labor from areas hit hard by the shock
to other areas, helping reallocate labor to equilibrate demand and supply in the aftermath
of the pandemic. Of individuals who had experienced job loss in the early phases of the pan-
demic, those who migrated between early 2020 and late 2021 were more likely to have found
jobs than those who did not. For example, in Nepal, by late 2021, migrants were 13 percent-
age points more likely to be employed than those who did not migrate after facing job loss
during the early months of the pandemic.

126



COVID AND MIGRATION IN SOUTH ASIA

Slow, uneven recovery in migration raises concerns about a potential scarring effect of the
pandemic. As of early 2022, migration flows in South Asia appeared to be rebounding. For
example, in Bangladesh, 600,000 migrants registered for overseas employment in the first 6
months of 2022, compared with 617,000 in all of 2021. In India, household panel data reveal
that monthly migrant outflows have rebounded from an unprecedented low reached in mid-
2021 but are still well below pre-COVID levels as of the most recent available survey wave from
early 2022. Women and older adults have experienced a slower rebound in migration. This
slow recovery could be due to lingering uncertainties or liquidity problems. A more troubling
possibility is that the pandemic shock has had long-term impacts on the costs and frictions
associated with migration, perhaps because of disruptions in social networks and intermedi-
ary markets that ease the process of moving and finding jobs. There may be room for policy
intervention to address these concerns and accelerate the pace of migration-driven recovery.

The analysis in this chapter underlines two policy priorities. First, addressing unnecessarily
high costs and frictions in migration, particularly those that might have worsened during
the COVID crisis, is vital for South Asia’s recovery from the pandemic and its long-run devel-
opment. The second main policy priority for the region is to learn from the pandemic expe-
rience and incorporate measures to “de-risk” migration into migration-supporting policies
and institutions. In particular, because many poor migrant workers are employed in infor-
mal jobs, reforms to extend social protection to the informal sector should be designed to
include migrant workers without deterring mobility.

3.1 Importance of economic migration in South Asia

Migration matters for economic development. Labor mobility—between and within coun-
tries—enables economic development by allowing people to move to locations where they
are more productive. It leads to better allocation of resources and increases overall eco-
nomic output. Itis especially beneficial for migrants themselves, especially those who keep
in contact with their place of origin, because they can spend their earnings in a place with
lower prices.! Given large wage gaps between workers of similar skill levels between coun-
tries, potential gains from international migration are large, especially for low- and mid-
dle-income countries. Wage differences between urban and rural workers are particularly
large, suggesting that there are large gains from the movement of people from rural areas
to non-farm jobs in urban areas (Gollin, Lagakos, and Waugh 2014; Young 2013). Returns to
internal migration are considerable in terms of welfare gains for migrant households and
overall aggregate output (Bryan, Chowdhury, and Mobarak 2014; Bryan and Morten 2019).

!In addition to direct benefits to emigrants and their households, emigration can also benefit communities more broadly by cre-
ating economic linkages and knowledge transfers (Gibson and McKenzie 2011; 2012) and increasing the incentive to investment
in human capital (Chand and Clemens 2008).
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Figure 3.1. South Asia’s international emigrant stock (as a share of its population) is
comparatively low
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Source: Staff calculations based on UNDESA 2019.

Note: The vertical axis measures international emigrant stock divided by total population (reported in percentages). International
emigrant stock is defined as the midyear (July 1) estimate of the number of people living in a country other than their country of
birth (or citizenship in cases where the number of foreign-born is not available).

Migration also helps households manage economic shocks better. Seasonal or temporary
migration is one of the primary mechanisms by which poor households diversify income
sources and reduce risk in low- and middle-income countries (Banerjee and Duflo 2007).
Migration is also used as an income-smoothing mechanism, with people often migrating
after experiencing negative income shocks (Meghir et al. 2020; Morten 2019).

International migration is significant in many South Asian countries, although as a region,
South Asia does not have an exceptionally high rate of international migration. It is chal-
lenging to measure migration consistently over time and across countries because of defi-
nitional and data challenges (Box 3.1). A common “stock” measure of international migra-
tion is the number of individuals living in one country but having another country of birth,
typically estimated using census data of destination countries. South Asia has the largest
number of emigrants globally. In 2019, 41.2 million people from the region lived outside their
country of origin, although this number is not particularly large in terms of population shares
(UNDESA 2019). The stock of international emigrants from South Asia in 2019 was 2.2 percent
of its population; only two regions of the world (East Asia and the Pacific, North America) had
lower shares (Figure 3.1). There is considerable variation within South Asia, with India, where
international migrants abroad are only 1.3 percent of the population of the country, mainly
driving the regional average. It is relatively high in Afghanistan, Nepal, and Sri Lanka, at
about 10 percent of the population, and also sizeable in Bhutan (6 percent) and Bangladesh
(5 percent) (Figure 3.2). In most countries in the region, people emigrate mainly for economic
reasons, except for Afghanistan, where conflict and insecurity have displaced a large share of
the population (Ahmed and Bossavie 2022).
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Figure 3.2. The stock of international emigrants as a share of the population varies
across South Asian countries
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Source: Staff calculations based on UNDESA 2019.
Note: Vertical axis measures international emigrant stock, as defined in Figure 3.1, divided by total population (reported in
percentages).

International migrants from Bangladesh, Nepal, Pakistan, and Sri Lanka are concen-
trated in the GCC region, where they are typically employed on temporary contracts in
low-skilled sectors such as construction (Ahmed and Bossavie 2022). The South Asia-GCC
migration corridor is one of the largest in the world. In 2019, approximately half of emi-
grants from Pakistan and 42 percent from Bangladesh were in the Gulf countries. More than
one-quarter of Sri Lankan emigrants and one-fifth of Nepali emigrants were in Saudi Arabia
(UNDESA 2019). Approximately half of India’s emigrants are in the Gulf countries; other major
destinations are the United States (15 percent) and the United Kingdom (5 percent). There is
also sizable intraregional migration within South Asia, although its share in South Asia’s total
international migration is not high by global standards (Box 3.2).

International remittance inflows are significant for the economies of Bangladesh, Nepal,
Pakistan, and Sri Lanka, which have higher remittance-to-GDP ratios than other countries
with similar income levels (Figure 3.5). Remittances are the most important source of exter-
nal financing for Nepal, which derives approximately 20 percent of its income from remit-
tanceinflows. In Bangladesh and Pakistan, remittance revenue is the second mostimportant
external financing source, after revenue from exports, accounting for 6 percent and 8 percent
of GDP, respectively.

Long-distance internal migration levels are comparatively low in South Asia. Comparable
estimates of internal migration are not easily available for most countries (Box 3.1), although
estimates from India suggest that long-distance internal migration is less common than in
other large countries. For example, in 2001, the percentage of the population that had moved
across states in the previous 5 years was only 1 percent in India, compared with 3.7 percentin
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Box 3.1. (Mis)Measuring Migration

Measuring migration is not straightforward. Definitions of what constitutes a migrant
vary considerably between countries and measurement tools, making it challenging
to measure consistently over time and between countries. Migration also comes in
many forms, ranging from short domestic trips undertaken by seasonal labor migrants
to permanent re-settlement abroad. The most common sources of data to measure
migration are census data, which aim to survey all people in a country at a given point
in time; representative surveys such as labor market surveys, which typically survey a
smaller population but ask more-detailed questions; and administrative records such
as employment and residency permits and border statistics. This box provides an
overview of different types of migration in South Asia and the main challenges asso-
ciated with their measurement. Data sources and definitions used to measure migra-
tion in this chapter are explained in more detail in Appendix A.3.1.

Types of (Labor) Migration

A first important distinction in the migration literature is between “stock” and “flows” of
migrants. Migration stock refers to the number of migrants living in a country or region at a
given pointin time, and migration flows refer to the number of migrants entering or leaving
a country or region during a specific period, usually a calendar year. International migra-
tion stocks are typically measured using population-wide census data from destination
countries because it is difficult for origin countries to collect information on people who
no longer live in the country. As a result, the quality of migration data depends to a large
extent on the capacity of destination countries to survey migrants who live within their bor-
ders (World Bank 2018). The United Nations collects global harmonized migration stock
data at 5-year intervals that provide an estimate of the stock of migrants for each country
(Buettner and Muenz 2016). Not all countries measure migration flows, and those that do
use different definitions and data collection methodologies (e.g., administrative sources,
sample survey data), which makes it difficult to compare countries’ migration flows.

Labor migration in South Asia takes many forms but can be roughly classified into three
major categories: short-term or temporary migration, semi-permanent migration, and
long-term or permanent migration. Short-term or temporary migration occurs typically
for a few months and is often seasonal, in response to the agricultural pre-harvest lean
season. This type of migration is more prevalent in poorer and rural households, and
migration distances are typically short and largely from rural to urban areas. Seasonal
migrants typically bring back savings, but periodic remittances are less common because
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the migrants are not absent for a long period (Tumbe 2014). Semi-permanent migrants
spend most of the year away from home and typically send periodic remittances home.
Most migration in the South Asia-GCC corridor is semi-permanent because host coun-
tries grant only temporary residence rights to migrants, who typically stay for 2 to 4 years
(Ahmed and Bossavie 2022). Some migrants settle permanently in the destination region,
sometimes with their families. This chapter considers all three types of migration, but
because of measurement limitations, as explained in more detail below, distinguishing
between short-term, semi-permanent, and long-term migration is not always possible.

Although the focus of this chapter is on labor mobility, migration statistics include
other forms of migration. For example, patrilocal marriage customs, under which
women move into the households of their in-laws after marriage, are widespread in
the region and the main driver of female migration. Unless stated otherwise, this form
of migration is included in all migration statistics in the chapter. In some countries
in the region, much of the population is forced to migrate because of conflict or cli-
mate emergencies, as is currently the case for Afghanistan and Pakistan. Data sources
used in this chapter do not often measure the number of internally displaced people,
although they could be included in some cases, and although relevant, this type of
migration falls outside the scope of the analysis.

Migration can be international or domestic. Census data typically provide reliable statistics
on the stock of long-term international migrants, but a major drawback of census data is
the low frequency with which they are collected, which often results in outdated statistics.
Representative household surveys such as labor force surveys can provide more up-to-date
information on international migrant stocks because they typically include migration-re-
lated questions. Short-term international migration is more challenging to measure because
its temporary nature and seasonality result in under-reporting of this type of migration in
census data or representative household surveys. Administrative records on border statis-
tics and employment or residency permits can, in this case, provide additional information.

Although considerable progress has been made in measuring international migration,
statistics on internal or domestic migration are poorly developed in many countries
(Skeldon 2015; White and Lindstrom 2005). Domestic short-term migration is typically
seriously underestimated in national census and household survey data (Srivastava
2012). Field surveys designed to measure this type of migration are therefore often
used instead. Although these migration surveys can provide a more accurate picture
of domestic temporary migration, the statistics are valid only for the region under
study and are therefore often not representative at the national level.
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Box 3.2. Intraregional Migration in South Asia

The share of intraregional migration in total international migration is substantial
in many regions of the world (Figure 3.3). In 2010, intraregional migration constituted
more than half of all international emigration in Sub-Saharan Africa, non-EU Eastern
Europe and Central Asia, and Western Europe and more than one-quarter in low-in-
come Middle Eastern and North African, East Asian and Pacific, South Asian, and North
American countries.

Figure 3.3. In some parts of the world, international migrants primarily move
within their region
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Source: Staff calculations based on World Bank Global Bilateral Migration Database (1960-2000) and the United Nations
Global Migration Database (2010-2015).

Note: EAP = East Asia and Pacific; ECA = Eastern Europe and Central Asia; EU = European Union; LAC = Latin America and
the Caribbean; MENA = Middle East and North Africa; SSA = Sub-Saharan Africa.

Intraregional migration, based on the documented stock of migrants, is low in South
Asia and has declined over time. Approximately 9 million emigrants from South Asia
were residing in other South Asian countries in 2019, out of a total of about 41.2 mil-
lion international emigrants (UNDESA 2019), whereas in 1990, intraregional migrants
constituted nearly 56 percent of international emigrants from South Asia (Figure 3.4).
It is likely that documented migrant stocks underestimate the extent of intraregional
migration in South Asia, because there is widespread undocumented, irregular migra-
tion and circular seasonal migration in the region (Srivastava and Pandey 2017). For
example, although reliable data on this front are lacking, calculations using data from
national labor force and household surveys suggest that about 1.6 million Nepali peo-
ple emigrate seasonally to India seeking employment (Adhikary et al. 2020).
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Intraregional migration may be eco- Figure 3.4. South Asian nationals living
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ing countries. Countries with a shared language and colonial history also have larger
bilateral migration. The presence of a larger origin-country migrant network in the des-
tination country is also associated with more migration. These patterns suggest that the
pecuniary and non-pecuniary costs of intraregional migration may be lower because it
involves shorter distances and contiguous borders and a shared language. Studies also
suggest that shorter distances between origin and the destination countries are associ-
ated with lower costs of sending remittances (Frankel 2011; Lueth and Ruiz-Arranz 2008;
McCracken, Ramlogan-Dobson, and Stack 2017).

More intraregional migration could boost intraregional investment and economic
growth in South Asia. Migrant networks stimulate overseas investment by reduc-
ing information friction and transaction costs (Burchardi, Chaney, and Hassan 2018;
Javorcik et al. 2011). Especially between countries with low bilateral trust, migrant net-
works might be important drivers of intraregional investment. In South Asia, regional
migration has helped develop intraregional investment and value chains. South Asian
firms with chief executive officers or founders with migration networks in destination
countries in the region are found to make more foreign direct investments (Kathuria,
Yatawara, and Zhu 2021). Given the importance of the service sector for the economies
of several countries in South Asia, the region could benefit from greater intraregional
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flows of highly skilled professionals, such as information technology professionals,
which could complement domestic skills.

Migration policies shape the level and nature of intraregional migration. Changes
in migration policies can have major consequences for the type of regional migration
flows countries receive. For example, the end of the Bracero Program in 1965, which
provided a legal framework for the temporary migration of Mexican agricultural work-
ers to the United States, changed the nature of the migrant flows without affecting
their size. Undocumented migrants replaced legal temporary migrants as labor mar-
ket demand for Mexican workers remained in place (Massey and Pren 2012).

There is a role for research and regional cooperation to measure intraregional
migration more accurately and devise policies to better harness the benefits of
this type of migration. The determinants, costs, and even economic benéefits of intra-
regional migration in South Asia are not well understood but could be significant. This
suggests a role for research to inform policy, as well as regional cooperation and dia-
logue to identify ways to channel the untapped gains from intraregional migration in
the region. For example, the region could benefit from harmonizing data collection
by adopting common international standards and definitions of migration indicators
(ILO 2018).

Brazil, 4.7 percent in China, and 9.9 percent in the United States (Kone et al. 2018).2 Trends in
long-distance internal migration have also been flat. In 1991, 3 percent of India’s population
had ever moved across states, and this share had increased to just 4 percent by 2011 (Figure
3.6.A). The percentage of India’s population that had ever moved to a different district in
the same state was 7 percent in 1991, increasing to only 10 percent by 2011. Similarly, in
Pakistan, approximately 2 percent of the population had moved to a different province, and
6 percent had moved to a different district within the same province in 2001-02 and there
was no change in these numbers by 2010-11 (Figure 3.6.B).

Temporary and seasonal internal migration is also significant in parts of South Asia, espe-
cially for rural households, for whom permanent migration is less prevalent (Banerjee
and Duflo 2007; Munshi and Rosenzweig 2016; Topalova 2010). In the Rangpur region of

2 Figures are based on national population censuses for 2000-01 when India had 35 states, Brazil 27 states, China 37 provinces,
and the United States 51 states. Internal migrants are defined as individuals whose place of enumeration in the census is different
from their last usual place of residence. Possible explanations for differences between countries include languages, policies, size
of states or provinces, and ease of moving abroad.
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Figure 3.5. Some South Asian countries receive comparatively large foreign remittance
inflows
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Note: The vertical axis measures remittances as a percentage of gross domestic product (GDP) and the horizontal axis measures the log
of GDP per capita (adjusted for purchasing power parity, constant 2017 international $). Remittances are measured as the sum of two
itemsin the International Monetary Fund’s Balance of Payments Statistics Yearbook: personal transfers and compensation of employees.
For some countries, data are obtained from the country’s central bank and other relevant official sources. The graph is restricted to non-
FCV (Fragile, Conflict, and Violence) countries, except Afghanistan and countries with a population of more than 5 million, except Bhutan
and Maldives. The regression line is weighted by the total population. The size of the circles represents the population of the country.

Figure 3.6. Across-district internal migration is low and stagnant in India and Pakistan
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Source: Staff calculations based on data from the Population Census of India and the Pakistan Labor Force Survey.

Note: The vertical axis measures the stock of internal migrants as a percentage of the population for India and as a percentage of
the total sample for Pakistan. In the Population Census of India, a migrant is defined as someone for whom place of enumeration
during the census is different from place of immediate last residence. In the Pakistan Labor Force Survey, migrants are defined as
individuals aged 10 and older who indicate that they ever moved to another administrative district. Individual survey weights are
used for Pakistan to make the data representative of the population.
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Bangladesh, approximately one-third of households use outmigration as a coping mech-
anism for the pre-harvest lean season (Bryan, Chowdhury, and Mobarak 2014; Khandker,
Khaleque, and Samad 2011). In north India, data from a special survey in high-migration
areas show that temporary migration is high during the summer and winter (29-35 percent
of the population) and drops to 10 percent during the monsoon season, which is the peak
agricultural season in this region (Coffey, Papp, and Spears 2015; Imbert and Papp 2020a).
The all-India rural average is, however, much lower at 3.5 percent.?

3.1.1 Mobility friction and institutional gaps may have prevented South Asia from fully
tapping gains from migration in recent decades.

The potential benefits of economic migration principally depend on the wage difference
between places relative to the cost of moving. In standard economic models of migration,
individuals compare the expected benefits and costs of moving to another location when
deciding whether to migrate (Box 3.3). Migration can be beneficial because it enables access
to higher earnings and better locational amenities, but there are costs involved in migrating,
including transportation costs, costs related to policies (e.g., visa fees in the case of inter-
national migration), and various non-pecuniary or psychological costs that moving to an
unfamiliar place and being separated from family may impose.* In addition, migrants may
be more vulnerable in their destination areas and have limited access to social protection.®
Global evidence suggests that potential income gains to South Asians from migration are siz-
able. For example, winning a lottery that facilitated migration from Bangladesh to Malaysia
nearly doubled income (Mobarak, Sharif, and Shrestha 2021). Similar increases have been
seen for migration from Tonga to New Zealand (Gibson et al. 2018; McKenzie, Stillman, and
Gibson 2010). Moving from rural Kenya to Nairobi also more than doubled income (Baseler
2021). A study in Bangladesh found that a monetary incentive offered to households in the
Rangpur region to migrate seasonally during the pre-harvest lean season allowed migrant
households to increase their monthly consumption substantially (Bryan, Chowdhury, and
Mobarak 2014).

* The National Sample Survey, which defines temporary migration as any trip by household members outside the home dis-
trict lasting between 30 and 180 days, was the source of these temporary or seasonal migration statistics. See Imbert and Papp
(2020b) and Morten (2019) for an in-depth discussion of short-term migration in India.

4 Migrants may also face loss of religion, food, language, and cultural norms, as well as social discrimination, labor market dis-
crimination, and absence of a support system (Terragni et al. 2014). There are also cases of xenophobic attacks and violence
against migrants in destination countries (Crush and Ramachandran 2010; Shaw 2007).

° Estimating the economic benefits of migration is challenging because those who migrate might differ from those who do not
migrate in unobserved productivity dimensions. Likewise, it is likely that comparing income earned in potential destination
regions with income derived in the home region will overestimate what a potential migrant would earn from moving, because
migrants may be less skilled than natives in destination areas. To address this concern, some studies have compared winners and
losers of migration lotteries in which the winners are randomly selected from a pool of individuals interested in migrating. Others
have used encouragement designs wherein individuals have been given an incentive to migrate to measure returns to migration.
¢ n this study, a randomized monetary incentive of US$8.5 was given to households to encourage temporary seasonal migration
in the pre-harvest lean season.
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Box 3.3. Determinants of economic migration: A framework

This chapter follows standard economic models of migration in conjecturing that indi-
viduals compare the expected benefits and costs of migrating when deciding whether
to migrate.” Gains from migrating consist of the difference in earnings and locational
amenities between the place of migration and the home location. Immediate and
future gains both matter, with individuals basing their migration decision on their
expectations of total current and (discounted) future gains. The costs of migration
include the time, effort, and monetary expenses entailed in long-distance moving
and the process of finding employment and housing in a new location. If moving to
another country, visa fees and other policy-related expenses are also involved. There
are also non-pecuniary or psychological costs associated with family separation, mov-
ing away from home, and assimilating to a new place.

Economic models of migration distinguish between one-time moving costs (e.g., visa
fee, payments to migration intermediaries) and recurring costs of migrating. It is opti-
mal to migrate if the expected gains from migrating (net of the expected recurring
costs of migrating) exceed the fixed cost of migrating.

Although this cost-benefit model captures the key drivers of economic migration,
several possible sources of friction, that are not easily described in terms of a pure
cost-benefit analysis, may impede labor mobility. For example, even if it is optimal
for an individual to migrate, it may not be possible for them to finance the cost of
moving. This financial constraint may be particularly binding on poor individuals.
Informational friction too can constrain migration; for example, pessimistic beliefs
about wages at potential destinations could deter migration. Labor market friction
can make it especially difficult for new immigrants to assimilate to destination job
markets. In the case of international migration, host country policies such as those
tying visas to employment can add to labor market friction. Social networks among
immigrants play a key role in easing destination labor market assimilation and other
sources of mobility friction.® McKenzie (2022) emphasizes the constraints that behav-
ioral aspects place on the decision-making of potential migrants, such as a “status
quo bias” for their home location.

7 See, for example, McKenzie (2022) for a more formal version of this standard model of migration.
8 See, for example, the review in Munshi (2020).
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Benefits from migrating Costs of migrating
Expected current and future gains in Transportation; finding a job and housing;
welfare from moving: earnings and psychological cost of moving; non-pecuniary
amenities costs such as family separation

Sources of friction that constrain labor mobility
Credit constraints; lack of information; labor
market friction; social networks; behavioral issues
in decision-making

Are poorer individuals necessarily more likely to migrate? This chapter’s framework
suggests that the relationship between migration and income is complex. Gains from
migrating should fall as income rises, although rising income could ease credit and
information-related constraints on migration. Because such constraints are more likely
to be binding for poor households, the relationship between income and migration
could be positive for them. Consistent with this hypothesis, access to cash transfers
increased migration to the United States of financially constrained Mexican households
(Angelucci 2015). Similarly, a randomized study from China found that access to micro-
credit increased internal migration, especially in locations with low asset levels and
high migration costs (Cai 2020). It is likely that financial and informational constraints
on migration are less binding on richer households, potentially leading to a negative
relationship between income and migration for them. Hence, the overall relationship
between income and migration could have a reverse U-shaped pattern, as observed in
some household-level studies from low- and middle-income countries (Clemens 2014).

Similarly, there is an inverted U-shaped relationship between per capita income and
international emigration. Emigration rises with per capita income (in purchasing
power parity terms) in low- and lower-middle-income countries. This pattern reverses
in upper-middle- and high-income countries, with a negative relationship between
emigration and per capita income in countries roughly above a per capita income
level of US$7,000 to USS$8,000 (purchasing power parity in 2010) (Clemens 2014). This
relationship is puzzling if only the gains from migration are considered because they
should fall as income rises, although it could be that credit and informational con-
straints on migration ease with economic development in lower-income countries,
increasing emigration rates. Credit and informational constraints on moving may
cease to matter at a high-enough level of per capita income, reversing the relationship
between economic growth and migration.
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Credit constraints and other friction can prevent gains from migration from being fully
realized. Even if the net benefits from moving are positive, credit constraints may make it
difficult to finance the upfront costs of moving. Misinformation about costs and benefits of
moving and labor market friction that prevent immigrants from assimilating into destination
job markets may also distort migration. Social networks among immigrants play a role in

easing such friction (Munshi 2020).

Migration patternsin South Asia are broadly
consistent with the idea that migrants
move in search of higher earnings. Most
South Asian international emigrants move to
higher-income countries. Similarly, domes-
tic migrants move to cities and regions with
higher wages within their home country. In
India, 1 percent greater district-level night-
light intensity—which has been shown to
be a proxy for economic development at
local levels (Asher et al. 2021)—is associated
with 0.6 percent more domestic district-level
long-term migrants (Figure 3.7).

Emigrants from South Asia benefit from
substantial wage premiums in desti-
nation countries (Ahmed and Bossavie
2022). For example, the monthly earn-
ings of Bangladeshi emigrants in all major
migration corridors (USS$400) are, on aver-
age, 4 times their earnings in Bangladesh
(USS$100). On average, Indian immigrants in
Saudi Arabia earned 3 times as much as their
average earnings in their home country,
Pakistani immigrants in Saudi Arabia earned
4.8 times their earnings at home, and Nepali
immigrants in Qatar earned almost 5 times
their home earnings.

Figure 3.7. Domestic migrants move to areas
with greater nightlight intensity in India
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Source: Staff calculations based on Indian Population
Census 2011 and U.S. National Oceanic and Atmospheric
Administration.

Note: The vertical axis measures the log district-level long-
term in-migration rate as a percentage of the district popula-
tion, as measured by the Indian Population Census 2011. An
individual is considered a migrant if the place in which they
were enumerated during the 2011 Census was other than
their place of immediate last residence. The horizontal axis
measures the log nightlight intensity, measured as the aver-
age pixel luminosity at the district level. Nightlight intensity
is widely used as a proxy for economic activity. Nightlight
data from the U.S. National Oceanic and Atmospheric
Administration are matched to Census district-level data
using identifiers that the Development Data Lab provides
(Asher et al. 2021). The coefficient of correlation between the
log district-level long-term in-migration rate and log nightlight
intensity is 0.57.

The wage premiums that internal migrants in South Asia earn may also be sizable. There is
limited direct evidence of the extent of the increase in earnings for internal migrants in South
Asia, but the indirect evidence is striking. In India, from 1994 to 2012, secondary school-edu-
cated urban workers in a district at the 75" percentile of the district-level wage distribution
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earned about 2 to 2.5 times as much as their counterparts in a district at the 25™ percentile.
Although slightly lower for less-educated workers, similar gaps persisted for all educational

categories (Liu et al. 2019).

Most countries in South Asia have experi-
enced stagnation in international migra-
tion over the last two decades. International
migrant stocks as a share of the population

Figure 3.8. Most countries in South
Asia have experienced stagnant trends
in population shares of international
migrant stock in the last two decades

have stagnated since 2000 for Bangladesh 2
at approximately 5 percent, for Pakistan at
approximately 3 percent, and for India and
the Maldives at approximately 2 percent
(Figure 3.8). Migrant stocks as a share of the
population in Afghanistan and Bhutan have
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decreased over this period, whereas those in -
Nepal and Sri Lanka have risen. >
. . . . . 0
Stagnation in international and long-dis- 1995 2000 2005 2010 2015 2020
tance internal migration in South Asia before Year
the COVID d . ts that —— Afghanistan —— Bangladesh ~——India —— Maldives
e pandemic suggests that sources — Nepal Pakistan SriLanka

of friction impeding mobility and limiting
gains from migration have remained high.
In low- and lower-middle-income countries,
international emigration levels have risen
with economic development. This may seem
counterintuitive because the gain in potential earnings from moving abroad should decline

Source: Staff calculations based on UNDESA 2019.

Note: The vertical axis measures the international migrant
stock divided by the total population (reported in percent-
ages). International migrant stock is as defined in Figure 3.1.

as the sending country becomes richer but easing of credit and informational constraints on
migration from economic development offset this. The positive relationship between migra-
tion and income holds until a turning point—a per capita income level of about US$7,000
to US$8,000 (purchasing power parity in 2010 USS$)—is reached, at which point it reverses
(Clemens 2014; see elaboration in Box 3.3). A similar logic applies to internal migration. Hence,
the stagnation in long-distance migration in South Asia is puzzling given that the region’s per
capita income levels have been rising but are generally not above the turning point for migra-
tion, suggesting that the costs and sources of friction impeding labor mobility remain perva-
sive despite decades of economic growth.
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3.1.2 The COVID crisis brought to the fore long-standing problems with migration in
South Asia while also underlining its potential benefits

The disruption in migration during the COVID crisis highlighted another problem with
migration in South Asia: the vulnerability of poor migrants. Poor migrants have lost
access to the traditional informal insurance networks that help protect them from shocks
at home (Munshi and Rosenzweig 2016). They work in precarious jobs with limited access
to formal social protection systems and secure housing (Srivastava 2020a). For poor inter-
national migrants, another source of insecurity is that their visa status is often tied to their
employment (Ahmed and Bossavie 2022). As discussed in Section 2 of this chapter, COVID-19
exposed these vulnerabilities on a large scale.

The recovery phase of the pandemic has also re-emphasized the role of migration as a cop-
ing mechanism for managing shocks. As discussed in Section 3 of this chapter, migration
appears to have helped in the economic recovery from the COVID shock, with evidence found of
an association between migration and job recovery after the first two waves of the pandemic.

A key question is whether the pandemic has had a scarring effect on migration in South
Asia. Section 3 of this chapter discusses how, as of early 2022, migration appeared to be recov-
ering from COVID, albeit in a limited, uneven way. This could be a temporary problem, per-
haps because migrants were still hesitating to remigrate after returning home, and employers
were hesitant to hire because of labor market uncertainties. Lingering liquidity problems from
the COVID income shock could also deter migration. The more troubling possibility is that
the pandemic-induced shock has had a long-term impact on the costs and sources of friction
associated with migration due to disruptions in social networks and intermediary markets
that ease the process of moving and finding jobs. As discussed in Section 4, this potential scar-
ring effect should be considered when designing measures to address labor mobility friction.

3.2 How the initial COVID shock affected migrants and their dependent
households

International migrant workers were particularly vulnerable to the economic slowdown
from the COVID-19 shock and restrictive measures employed within and across borders
to curb the spread of the virus. These measures led to a severe decline in global economic
activities (Jackson 2021; Ozili and Arun 2020; Verschuur, Koks, and Hall 2021; World Bank/
KNOMAD 2020a). The world economy contracted by 3.3 percent in 2020, compared with
projected 2.5 percent growth according to the World Bank Global Economic Prospects
in January 2020 (World Bank 2020a; 2022b). Nonessential businesses—especially small,
medium, and informal—were ordered to close, causing job losses for millions of people,
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including migrants (lvakhnyuk 2020; Khanna 2020; World Bank/KNOMAD 2020a; 2020b).
Temporary international migrants were particularly vulnerable because of the time-bound
nature of their employment and holding visas tied to specific jobs (Fasani and Mazza 2020;
Rajan and Arokkiaraj 2022). The pandemic also greatly affected sectors in destination coun-
tries that employ migrants, such as food and hospitality, retail and wholesale, tourism and
transport, and manufacturing (Chowdhury and Chakraborty 2021; World Bank/KNOMAD
2020a). Restrictions on movement resulted in unemployment, underemployment, cuts in
benefits, and lower or non-payment of wages.

The pandemic and the repressed global demand for petroleum, leading to lower prices,
affected the Gulf countries, the main destination areas for South Asian migrants, simulta-
neously (World Bank/KNOMAD 2020a). The construction sector in the Gulf countries, which
employs many migrant workers from South Asia, was closed to reduce the spread of the virus.
Gulf countries also imposed nationwide lockdowns, closed nonessential businesses, restricted
travel, and banned flights, including those coming from India (Rajan and Arokkiaraj 2022).

Containment measures within borders also affected internal migrants. South Asian coun-
tries took quick action to impose lockdowns to curb the spread of COVID. Most countries in
the region imposed lockdowns within a month of the first diagnosed COVID case, with the
exception of India, which did so slightly later (Salman et al. 2022).° In addition to lockdowns,
other measures that South Asian countries took to contain the spread of the virus included
social distancing, closure of businesses, suspension of visas, and imposition of complete
international and domestic travel bans. Like international temporary migrants, many inter-
nal migrants in the region lost their jobs, leading to their displacement and mass exodus to
their native villages (Mukhra, Krishan, and Kanchan 2020).

Pandemic-induced lockdowns and restrictions on mobility caused widespread shocks to
employment and earnings in South Asia. In the direct aftermath of the first COVID shock
in early 2020, the World Bank launched the South Asia Region COVID-19 Phone Monitoring
Survey (SAR-CPMS), designed to examine the immediate labor market impacts of the pan-
demicon 45,000 people in South Asia (World Bank 2022a). According to this survey, more than
33 percent of workers in the region employed in January 2020 (before COVID) experienced a
negative labor market shock in the form of a job loss or an earnings loss at the time of the first
round of the surveys (conducted 5-12 months after imposition of the first major lockdown
in each country). For example, in Nepal, more than half the workers were affected, with 30
percent of workers employed in January 2020 losing their pre-COVID job, and an additional
22 percent having reduced earnings. In terms of the type of negative shocks, cross-country

?In India, the lockdown measure on March 25, 2020, was about 7 weeks after its first confirmed case.
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differences are stark, with job losses more prevalent in Nepal and Maldives and earnings
losses affecting a larger proportion of the population in Bangladesh and Sri Lanka.

The labor market impacts of the pandemic were heterogeneous in terms of the sector and
demographic characteristics. Job losses were concentrated in the non-agricultural sector
and affected women and the youngest age cohorts disproportionately®® (World Bank 2022a).
Early in the pandemic, workers in the informal sector also suffered a more severe shock than
those in the formal sector (Bussolo, Kotia, and Sharma 2021). The pandemic-induced con-
traction in economic activity and humanitarian operations hit the displaced Rohingya com-
munity in the Cox’s Bazar district of Bangladesh especially hard (Box 3.4).

Job losses during the pandemic triggered large return flows of migration in all South
Asian countries. The pandemic led to a sharp increase in return migration (World Bank/
KNOMAD 2020b).!* Emigrants were able to return home through repatriation operations
by their governments, and internal migrants returned by train and bus, or even on foot.
For instance, the Indian government repatriated about 4 million Indian citizens under the
Vande Bharat Mission by the end of 2020, 72 percent of whom were repatriated from GCC
countries. By January 2021, 3,610,810 Indian citizens were repatriated to the country by air,
3,987 by sea, and 397,106 by land (ADB 2022). Many of the 562,571 Nepali migrants repatri-
ated by September 2021 returned from India, Malaysia, Qatar, Saudi Arabia, Singapore, the
Republic of Korea, and the United Arab Emirates (ADB 2022). Up to 1 million Afghan migrants
returned home from Pakistan and Iran because of the pandemic (IOM 2021). Media reports
also estimated that about 666,000 Bangladeshi emigrant workers were sent home after the
COVID-19 outbreak and that about 2 million faced possible deportation during the initial
stages of the pandemic (Noman 2020). There were also significant internal migrant flows;
the return migration of internal migrants was estimated to have been 2.5 times that of inter-
national emigrants early in the pandemic (World Bank/KNOMAD 2020a). Early assessments
suggested that the lockdown affected the jobs and livelihoods of at least 40 million internal
migrant workers in India, a significant share of internal migrants, and 50,000 to 60,000 indi-
viduals who migrated from urban to rural areas in just a few days at the start of the pan-
demic (World Bank/KNOMAD 2020a). Official telecom administrative data showed that up
to 10 million telecom subscribers (15 million to 20 million, if relatives and household staff
are added) left Dhaka after the announcement of a 10-day lockdown early in the pandemic
(Dhaka Tribune 2020).

1 Although unemployment rates generally tend to be higher among youth, this evidence of differential job loss rates suggests that
the gap between youth and non-youth unemployment rates increased during the early pandemic period.

1 Although the initial travel restrictions and lockdowns affected the mobility of migrants and their ability to return home
(Chowdhury and Chakraborty 2021; 10M 2020; World Bank/KNOMAD 2020b).
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Box 3.4. Labor market impacts of COVID-19 on the displaced Rohingya population
in Cox’s Bazar, Bangladesh

In mid-2017, Bangladesh witnessed a massive influx of people from the Rohingya com-
munity fleeing violence in Myanmar. About 745,000 Rohingya people have since been
hosted in the Cox’s Bazar district of Bangladesh, joining the 200,000 who had migrated
earlier (UN Strategic Executive Group 2019). As of July 2022, approximately 919,000 dis-
placed Rohingya people were living in camps in the region (UNHCR 2022), one of the larg-
est and most densely populated camps for displaced people in the world (Hussam 2019).

Between Marchand August2019, the Yale MacMillan Center, the Genderand Adolescence:
Global Evidence initiative of the Overseas Development Institute, and the Poverty and
Equity Global Practice of the World Bank conducted the baseline survey for the Cox’s
Bazar Panel Survey (CBPS) to generate an evidence base to inform policy on manag-
ing the influx of displaced Rohingya people. The sample consisted of 5,019 households
(9,685 adults) split roughly evenly between hosts and the displaced population.

When the COVID-19 crisis hit Bangladesh in early to mid-March, it affected the camps
in Cox’s Bazar as well. To understand the labor market effects of the pandemic on the
displaced Rohingya people and the host communities in Cox’s Bazar, rounds of rapid
follow-up phone surveys were conducted with the Cox’s Bazar Panel Survey sample.
The timeline of the surveys is shown in Figure 3.9.

Figure 3.9. Timeline of COVID-19 lockdowns and CBPS data collection rounds in
Bangladesh

Timeline of COVID-19 lockdowns and CBPS data collection rounds
Aug 2017: Influx 1% lockdown 2% lockdown

Mar-Aug 2019: Apr-May 2020:  Nov-Dec2020: Apr-Jun2021:
CBPS Baseline survey R1Tracking R2Tracking  R3Tracking

Source: World Bank 2021b.

Labor force participation rates among the displaced Rohingya people in the camps
were as low as 33 percent, as opposed to 95 percent in the host communities, before
the pandemic (baseline). Among Rohingya adults participating in the labor force,
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unemployment rates were high (36 percent). Most of this employment was informal
and restricted to work within the camp. Given that the displaced Rohingya people in
the camps could participate in cash-for-work programs or volunteer activities at fixed
wage rates, the labor market within the Rohingya camps should have been somewhat
shielded from the broader labor market shocks that the pandemic caused, but because
many of these programs relied on humanitarian relief, which faced operational difficul-
ties during the lockdowns, economic activity also contracted within the camps.

The pandemic-induced loss of job opportunities within the camps, combined with
an increase in entry of people into the labor force to compensate for the loss of
income, led to a sharp increase in unemployment rates within Rohingya camps.
Labor force participation in the camps has nearly doubled, as have unemployment
rates (Figure B3.4.2). A large inflow of women into the labor force, from 10 percent
at baseline to 40 percent around the time of the second lockdown, has driven the
increase in the unemployment rate. Consequently, the unemployment rate reached
nearly 90 percent among displaced Rohingya women in the second round of the sur-
vey and continued to be high in the third round.

Figure 3.10. Supply-side pressures in Rohingya camps caused an increase in labor
force participation rates and unemployment rates

89%889% 90%
88% 4%
T1%76% 759
1% o
68% 68% 65%
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0/ 0/
33%37% 36% 40%40% 37%
26%
17%
10%
LFP Unemp. Rate LFP Unemp. Rate LFP Unemp. Rate
All Rohingya Rohingya Male Rohingya Female

[¥ Baseline BR1 MHR2 HR3

Source: World Bank 2021b.

Note: LFP refers to the labor force participation rate. The unemployment rate is calculated as a percentage of the labor
force. R1 refers to Round 1, R2 refers to Round 2, and R3 refers to Round 3 of the Cox’s Bazar Panel Survey, as shown in
Figure 3.9.
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There was a large contraction in Figure 3.11. After the initial shock, the
the employment rate directly after employment rate among displaced

the first lockdown, but the rate has Rohingya people in the camps has been
since almost recovered to pre-pan- steadily increasing
demic levels. Employment as a share

of the working age population fell

from nearly 21 percent to 8.5 per-

cent after the first lockdown was 14.0%
imposed but has steadily increased
since then, reaching 17.6 percent at 85%
the third round of the survey (Figure
3.11). Job recovery among men has
driven this recovery in employment,
R1 R2 R3

whereas female employment has Baseline

20.9%

17.6%

% of the displaced Rohingya people who

remained low, with no visible signs of ars of working age and employed

improvement.

Source: World Bank 2021b.

Note: R1 refers to Round 1, R2 refers to Round 2, and R3 refers to
The easing of restrictions on cash-  Round3of the Cox’s Bazar Panel Survey, as shown in Figure 3.9.

for-work programs, coupled with

renewal of humanitarian livelihood efforts within the camps, is likely helping
employment and earnings among the Rohingya to slowly rebound to pre-pandemic
levels. The share of wage laborers in camps, who constituted the majority of the work-
force at baseline, has risen to 82 percent at the third round of the survey, with median
labor hours recovering to 24 hours at the second round and 30 hours at the third round
(compared with 33 hours at baseline).

Newly analyzed survey data from India indicate that the pandemic led to an unprec-
edented reduction in total migrant stock because of return migration. The Consumer
Pyramid Household Survey (CPHS), a high-frequency household panel survey covering
more than 170,000 Indian households three times per year, has provided valuable informa-
tion on COVID-induced change in India’s migration flows. In a typical (pre-COVID) month,
approximately 2 percent of individuals migrated out of their home district, whereas monthly
migration inflows, which include new household members and migrants returning to their
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households, were on average approximately  Figure 3.12. In India, the COVID shock

1 percent of the total population.? In the led to a drop in migrant out-flows and an
direct aftermath of the pandemic, outmi- increase in migrants returning to their
gration started dropping and fell to 1.5 per- home districts

cent by June 2021, equivalent to a 25 per-

that an unprecedented share of migrants
returned to their home districts after the 05
pandemic began (Figure 3.12).2

cent reduction of the monthly outmigration. 25
At the same time, monthly migrant inflows 20
temporarily increased by 50 percent in the §

months after the first COVID shock. This ,—%1,5
sharp increase in migration inflows suggests g »

2019 2020 2021 2022
Evidence from early in the pandemic shows — Migrantin-flows ~ —— Migrant out-flows
that, despite the widespread mobility
.. . . Source: Staff calculations based on the Indian Consumer
restrictions Implemented In response to Pyramid Household Survey (CPHS) using survey waves 16 to
the pandemic, displacement of migrants 25
. . Note: The vertical axis shows migration out-flows and in-flows
may still have contributed to the sPread as a share of the population between January 2019 and
of the pandemic in the region. An increase  January2022.In CPHS, outmigration is measured three times
L. . ) ) ) per year as total number of household members who had emi-
of 1 standard deviation in prior emlgratlon grated at the time of the survey but had still been part of the
relative to the district-wise average in India household in the previous survey round. In-migration is also
. k . measured three times per year as total household members
and Pakistan predicts a 48 percent increase  who had joined the household at the time of the survey but
in the number of cases per capita and the had not been part of the household in the previous survey
’ round. In-migration includes returning household mem-
extent of internal migration is significantly  bers who had previously out-migrated and new household
. . . bers.
related to the increase in COVID-19 cases in ™™
India (Lee et al. 2021a).** In these countries,
the association between emigration and COVID-19 cases increased over the study period,
which examined the early months of the pandemic. Similar evidence in other countries,
such as Italy, shows that migration patterns were significantly correlated with the spread
of COVID-19 (Valsecchi and Durante 2021), although long-term restrictions on international

mobility are unlikely to provide significant benefits in reducing the transmission of future

12 Qut-migration of women who join the households of their in-laws after marriage drive a large share of internal migration. Given
the temporary nature of much of domestic economic migration, a large share of male household members who out-migrate for
economic reasons are included in the measured outflow in the CPHS but are unlikely to join households in the destination dis-
trict. This might lead to an underestimation of male migrant inflows in the CPHS and explain the discrepancy between monthly
in-and-out-migration flows.

2 Although possible, it is unlikely that other forms of in-migration measured in the CPHS, such as women joining the household
of their in-laws, is driving this large jump in in-migration.

# Although systematic data on return migration during the pandemic are not available at the district level, prior emigration is
argued to be a good proxy for rates of return migration.
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pandemics, according to a combination of
data from prior influenza epidemics and
epidemiological models (Clemens and Ginn
2020).*

Return migrants moved (at least tem-
porarily) into less-favorable sectors and
occupations or were unemployed. In India,
CPHS data indicate that male migrants
who returned to their home communities
after the initial COVID shock were 10 per-
centage points less likely to be employed
than return migrants in pre-COVID cohorts
(Figure 3.13), although this unemployment
shock was temporary, and the employment
rate for male return migrants recovered to
pre-COVID levels after May 2021. Another
survey of roughly 4,600 return migrants in
the Indian states of Bihar and Chhattisgarh
showed that they transitioned primarily
into unemployment and agriculture (Allard
et al. 2022). According to this survey, a large
fraction of female and male return eco-
nomic migrants was unemployed after the
onset of the pandemic. During the Delta
wave of the pandemic, as many as 52.9
percent of female and 36.7 percent of male

Figure 3.13. In India, migrants who
returned to their home district were
less likely to be employed in the direct
aftermath of the first COVID shock
compared to previous cohorts of return
migrants
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Source: Staff calculations based on the Indian Consumer
Pyramid Household Survey (CPHS) using survey waves 15-25.
Note: The vertical axis shows the employment rate (including
self-employment) for working-age men (15-64) who migrated
into households surveyed by the CPHS, including return
migrants. The pre-COVID period shows the average employ-
ment rate for surveyed cohorts between May 2019 and April
2020, the COVID shock period shows the average employment
rate for cohorts surveyed between May 2020 and April 2021,
and the post-COVID period shows the average employment
rate for cohorts surveyed between May 2021 and January
2022.

return migrants, all of whom had been employed before the pandemic, were unemployed
when surveyed. An additional 11.4 percent of female and 19.2 percent of male migrants
had been absorbed into agriculture, whereas before the pandemic, a very small percent-

age of economic migrants were in agriculture.

Formal international remittances to South Asian countries did not exhibit the same
declines in 2020 as observed for the number of international migrants, probably because
returning migrants repatriated assets or because of the formalization of remittances.
Except for Afghanistan and Nepal, formal remittance inflows increased in 2020, although
between 2020 and 2021, more than half of the countries in the region experienced a drop in

* Even an extreme 50 percent reduction in international mobility was found to be associated with 1- to 2-week later arrival of the
disease in epidemiological models of previous pandemics, with no detectable associated reduction in mortality.
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Figure 3.14. Formal international remittance inflows did not exhibit the expected
decline in 2020 but in 2021, many countries in South Asia experienced a flattening or
decline in remittances
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Source: Staff calculations based on KNOMAD 2021.

Note: The vertical axis measures the remittances index using 2010 as the base year with an index of 100. Remittances are mea-
sured as the sum of two items in the International Monetary Fund Balance of Payments Statistics Yearbook: personal transfers
and compensation of employees. For some countries, data are obtained from the country’s central bank and other relevant offi-
cial sources.

remittance inflows. Afghanistan experienced the largest decline (62 percent),’ followed by
Bhutan (33 percent), Sri Lanka (23 percent), and the Maldives (10 percent). Bangladesh, India,
and Pakistan continued to experience growth in formal international remittances through
2021 (Figure 3.14).*" This growth in Pakistan and Bangladesh might be partially attributable
to the introduction of programs such as the Roshan Digital Account initiative in Pakistan in
2020, which allowed non-resident Pakistanis to access digital banking in Pakistan without
visiting a consulate, embassy, or bank branch.

In contrast to the data on formal remittances, analysis of new survey data from Pakistan
shows that remittances received fell sharply for households dependent on remittances
from either international or internal migrants. While a roughly comparable percentage
of Pakistani households reported receiving domestic remittances during COVID as before
COVID, among those who received domestic remittances, the value of domestic remittances
received fell 21 percent during COVID, from Pakistani rupees (PKR) 29,402 to PKR 23,266
(Table 3.1). The percentage of households reporting receipt of international remittances fell
from 4.2 percent to 3.6 percent, and the average value of international remittances received
fell 35 percent, from PKR 52,721 to PKR 34,267. The much sharper decline in remittances that

1 Itis unclear whether this decline reflects the effects of the pandemic, or the regime change that took place in August 2021, after
which the financial system collapsed because of sanctions.
" The data source is KNOMAD. The numbers may differ slightly from individual countries’ official data.
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households received than is reflected in macro balance-of-payments numbers suggests that
formalization of remittance flows during the COVID period boosted the latter but may also
reflect that the macro numbers are annual, whereas the survey data reflect point-in-time
declines.

Table 3.1. Domestic and foreign remittances received in Pakistan before and during
COVID

Households that received remittances, % Average monthly remittances received,
Pakistani rupees

Before COVID During COVID Before COVID During COVID
Domestic 4.3 4.5 29,402 23,266
Foreign 4.2 3.6 52,721 34,267

Source: Staff calculations based on the Pakistan COVID Special Survey 2020.

Note: Before COVID refers to January to March 2020; during COVID refers to April to July 2020. Columns 1 and 2 refer to share
of households that received remittances as a percentage of all households in the sample (N=5,475). Columns 3 and 4 refer to
average monthly remittances received, conditional on a household having received the respective type of remittance during
the period.

As a result, migrant- and remittance-dependent households suffered disproportionately
larger income losses. Original estimations using data from the Pakistan Special Survey
related to COVID show that remittance-dependent households (households that received
remittance income before COVID) experienced disproportionately larger negative income
shocks during COVID relative to before COVID than did non-remittance-dependent house-
holds (Figure 3.15.A). Specifically, domestic (respectively, foreign) remittance-dependent
households experienced a 26-percentage point (respectively, 29-percentage point)*® greater
drop in per capita income than households that were not dependent on remittances. The
drop in remittances that remittance-dependent households received partially drove these
negative income shocks (Figure 3.15.B). This result is robust to varying the level of controls
included in the regression. (See Tables A.3.1-A.3.4.)

8 Figure 3.15.A shows the coefficients from a log-linear panel regression where each household is observed in two periods: before
and during COVID. The depicted Non-remittance-dependent (RD) households estimate corresponds to the “During COVID” coef-
ficient, Domestic-RD households corresponds to the “During COVID x Domestic-RD” coefficient, and “Foreign-RD households”
corresponds to the “During COVID x Foreign-RD” coefficient in Table A.3.5. These have been converted into percentage point
differences for ease of interpretation using the following calculation: percentage change in remittances for Non-RD households
is calculated as 1-exp(“During COVID” coefficient), which is 19 percent, and percentage change in remittances for the RD groups
is calculated as 1-exp(“During COVID” coefficient + “During COVID x Domestic (respectively, Foreign)-RD” coefficient), which is 45
percent for Domestic-RD households and 47 percent for Foreign-RD households.
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Figure 3.15. Remittance-dependent households experienced a larger drop in income
than other households during COVID in Pakistan, likely driven by the drop in
remittance income
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Source: Staff calculations based on the Pakistan COVID Special Survey 2020.

Note: The dependent variable in Panel A is the log per capita total income (sum of labor income, remittance income, and other
income) and that in Panel B is the log per capita remittance income. The figure shows the estimated coefficients along with 95%
confidence intervals. The regression includes household fixed effects and a full set of controls (including interactions between
controls and the time dummy for during COVID). See Appendix A.3.3 and Tables A.3.1-A.3.4 for the regression specification and
detailed results on the components of per capita total income. “Non-RD households” corresponds to the “During COVID” coef-
ficient, “Domestic-RD households” corresponds to the “During COVID x Domestic-RD” coefficient, and “Foreign-RD households”
corresponds to the “During COVID x Foreign-RD” coefficient in Tables A.3.1-A.3.4.

Households in India also faced a negative shock to their remittance income in the after-
math of the COVID shock. According to the CPHS panel data, on average, for households
receiving remittance flows before COVID, monthly remittance inflows nearly halved in the
first few months of the pandemic, in 2020 (Figure 3.16). They started recovering in late 2020,
but it is unclear whether they had recovered to their pre-COVID levels by early 2022.

Similarly, remittance-dependent households in Nepal and Bangladesh experienced a dis-
proportionate drop in earnings driven by a drop in remittances. Panel surveys covering
both, a sample previously enrolled in a randomized controlled trial to experimentally induce
international migration in Bangladesh and in high-propensity-to-migrate subsamples of
households in northwestern Bangladesh and southwestern Nepal showed that migrant
household earnings declined 25 percent more than those of non-migrant households

¥ Because “Non-RD households” are defined as households that did not receive remittances before COVID, the positive (but
statistically insignificant) coefficient on “Non-RD households” indicates that some of the households that were not receiving
remittances before COVID received positive remittance inflows during COVID.

151



COPING WITH SHOCKS: MIGRATION AND THE ROAD TO RESILIENCE

during COVID-19 (Barker et al. 2020). % In
Bangladesh, in the visa lottery sample of
emigrant-dependent households, declinesin

Figure 3.16. In India, remittance-
dependent households faced a shock to
their remittance income in the aftermath

remittances accounted for 83 percent to 100  of the COVID shock
percent of lost overall household income. In
Nepal, declines in remittances accounted for 3500

65 percent to 74 percent of lost income.

w
S
>
=]

Evidence from Nepal and Bangladesh sug-
gests that South Asian households that rely
on labor migration were uniquely vulnerable
during the pandemic. The income shock that
migrant-dependent households experienced
resulted in real economic distress because
migrant-dependent households were 4 times
as likely to be food insecure during this period,
indicating that they were unable to smooth
consumption (Barker et al. 2020).
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Source: Staff calculations based on the Indian Consumer
Pyramid Household Survey (CPHS) using survey waves 16 to 25.
Note: The vertical axis measures average remittance income
derived by remittance-dependent households, defined as
households that received positive remittance income before
January 2019. Based on this definition, 52,781 households
were remittance dependent as of January 2019, equivalent to
14.8 percent of surveyed households in wave 16 of the CPHS.

There is, however, heterogeneity among
migrant households; although some
migrant households may have been advan-
taged at baseline, others were poorer than
non-migrant households, suggesting that targeting of policies toward migrant households
must be carefully calibrated. Data from household surveys in Bangladesh, India, Nepal, and
Pakistan suggest that, on average, migrant-sending households were better off than those
that did not send migrants in the pre-pandemic period, with higher asset and consumption
levels (Tables A.3.5-A.3.8). This may reflect the impact of past remittances or the selective
nature of migration: that is, the positive relationship between income and likelihood of emi-
gration in lower-income households (Box 3.3). Regardless, the fact that migrant-sending
households were better off than other households on average suggests that they may have
been better placed to manage the pandemic shock, although these averages mask the het-
erogeneity among migrant households. The quantile regressions in Figure 3.17 show that, at
least in Bangladesh, in terms of consumption, internal migrant households at the lower end
of the distribution were less well off than non-migrant households and that such households
in India at the lowest end of the distribution were at least as vulnerable. This suggests room

2 The study consists of Bangladeshi individuals who applied for a work visa in Malaysia in a government-to-government visa
lottery. The random allocation of visas provides experimental variation in propensity to migrate, with visa lottery winners 58
percentage points more likely to have a household member migrate in the subsequent 5 years. Details of the original study are
described in Shrestha, Mobarak, and Sharif (2019).
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Figure 3.17. There exists significant heterogeneity in non-land wealth and consumption
across the distribution of migrant-sending and non-sending households in Bangladesh
and India
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Source: Staff calculations based on the Bangladesh Household Income and Expenditure Survey (2016) and the India National
Sample Survey (2007-08).

Note: Non-land assets refer to durable and financial assets that a household owns. Consumption has been annualized. Quantile
regressions include district fixed effects.

for policy intervention, although targeting will be critical to ensuring that aid reaches the
poorest and most vulnerable households.

Even as pre-COVID migrants and their dependent households were uniquely vulnerable to
job and income loss during the early phase of the pandemic, the ability to migrate anew
was associated with better outcomes and may have been a coping mechanism. The World
Bank SAR-CPMS indicated that, even early in the pandemic, geographic mobility of labor
played animportant role in recovery, with internal migration significantly increasing the like-
lihood of finding a new job among those who lost their pre-COVID employment (World Bank
2022a). In all South Asian countries except the Maldives, internal migration was associated
with a significantly higher likelihood of finding a new job among those who lost their pre-
COVID jobs. In Bangladesh, the recovery rate among those who moved since the lockdown
was 28 percent, compared with 13 percent among those who did not move. Likewise, in
India, Pakistan, and Sri Lanka, the rate of recovery was 6 to 8 percentage points higher in the
migrant group than among non-migrants. This role of post-pandemic migration is explored
further in the next section.
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3.3 Post-pandemic migration and the recovery from the crisis

3.3.1 Migration is helping with the recovery process from the COVID shock in South Asia

Post-pandemic migration is associated
with the flow of labor from areas hit hard
by the shock to other areas, helping reallo-
cate labor to equilibrate demand and sup-
ply. In places hit hard economically by the
pandemic, labor migration can help fam-
ilies and communities manage economic
hardship. In India, in early 2022, out-migra-
tion rates for men were higher in districts
that experienced more severe employment
losses during the COVID shock (Figure 3.18).
A similar labor reallocation has been taking
place in other South Asian countries, such
as Bhutan, Pakistan, and Sri Lanka, where
districts with higher in-migration rates have
also experienced higher job recovery rates,
according to the second round of the World
Bank SAR-CPMS, conducted approximately
20 months into the pandemic (Figure 3.19).

Migration served as a coping mechanism
for households that experienced employ-
ment losses during the pandemic. The SAR-
CPMS found domestic labor mobility to be

Figure 3.18. In India more men migrated
out of districts that had experienced
higher rates of job loss during the COVID
shock
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Source: Staff calculations based on the Indian Consumer
Pyramid Household Survey using waves 15 to 24.

Note: The vertical axis shows the job loss rate as change in aver-
age district-level male unemployment share between the pre-
COVID period (September 2018 to December 2019; waves 15-18)
and the COVID shock period (January 2020 to August 2021;
waves 19-23). The horizontal axis shows the district-level out-
migration rate for men as a percentage of the working-age pop-
ulation in the recovery phase for September 2021 to December
2021 (wave 24). The coefficient of correlation between the job
loss rate and male outmigration rate is 0.10. Data have been

. . . lotted for districts with positive migration rates.
associated with the recovery process in all P P e

South Asian countries (World Bank 2022a).

Specifically, at the time of the first round of the SAR-CPMS, which was 6 to 12 months after the
start of the pandemic depending on the country, those who lost their pre-COVID jobs were sig-
nificantly more likely to migrate than those who did not (Figure 3.20).2* This pattern suggests
that job loss in the first wave of the pandemic-induced lockdowns prompted people to move
foremployment. Labor mobility in this period was highest in Pakistan and Bhutan, with 18 per-
cent and 15 percent, respectively, of those who had lost their job having migrated at the time

2 This could include previous migrants who returned to their home location after the start of COVID, because migration in the
SAR-CPMS wave 1 is defined based on whether an individual resided in a different location (within the same country) at the time
of the survey than before March 2020, although as discussed further in this section, data from SAR-CPMS wave 2 suggest that
return migration did not drive the observed patterns.
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of the survey. In Afghanistan, Bangladesh,
India, and Nepal, approximately 10 percent
of those who experienced a pandemic-re-
lated employment loss had migrated 1 year
after the crisis. Labor mobility in this period
was lower for Sri Lanka, where only 5 percent
of those who had lost their jobs during the
COVID crisis had migrated to a new location.

Job recovery rates were higher among those
who migrated from their home communi-
ties at the start of the pandemic than among
those who did not migrate (World Bank
2022a). Internal migration was associated with
significantly greater likelihood of finding a new
job among those who lost their pre-COVID
employment in all countries in the region
(Figure 3.21). Of individuals who lost their jobs,
those who migrated after March 2020 had a
6- to 15-percentage point greater likelihood
of being in a job 6 to 12 months after the first
lockdowns. The difference in job recovery
rates according to migration status was largest
for Bangladesh, where internal migrants were
twice as likely to have found a new job than
non-migrants. In Afghanistan, Bhutan, India,
Pakistan, and Sri Lanka, migrants were 6 to 8
percentage points more likely to be employed
than non-migrants in the aftermath of the
first COVID shock. Labor market outcomes for
migrants were not substantially different from
those of non-migrants in the Maldives and
Nepal in this phase of the recovery.

COVID AND MIGRATION IN SOUTH ASIA

Figure 3.19. Twenty months into the
pandemic, districts with higher inflows of
migrants had higher job recovery rates,
across Bhutan, Nepal, Pakistan, and Sri
Lanka
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Source: Staff calculations based on SAR COVID-19 Phone
Monitoring Survey, Second Round.

Note: The graph shows the scatterplot of pooled districts for
Bhutan, Nepal, Pakistan, and Sri Lanka. (See Figure A.3.1 for
scatterplots of individual countries.) The x-axis reports the
ratio of the number of individuals residing in the district at the
time of the second round of the survey who were employed in
a different job after March 2020 than in January 2020 to the
number of individuals residing in the district in January 2020
who had lost or changed the job that they had in January 2020
between March 2020 and the time of the first round of the
survey. The y-axis reports the district-level net migration rate
(in-migration rate minus outmigration rate) between January
2020 and the time of the second round of the survey. The right
tail for the district job recovery rates and the net migration
rates has been winsorized (top-coded) at the 95" percentile
for outliers. In addition, four outlier observations, which are
included in the statistical analysis, have been removed from
the graph for visual representation purposes.

Job recovery rates remained higher among post-pandemic migrants than non-migrants 20
months after the start of the pandemic. At the time the second round of SAR-CPMS was con-
ducted in Bhutan, Nepal, Pakistan, and Sri Lanka, approximately 18 to 20 months after the first
COVID shock, the initial gaps in labor market outcomes between migrants and non-migrants
observed in the aftermath of the COVID shock persisted (Figure 3.22). Most people who had
lost their job during the initial COVID shock early in 2020 were employed by then, but those
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Figure 3.20. Six to twelve months after the pandemic began, those who had lost their
pre-pandemic jobs were more likely to have migrated
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Source: Staff calculations based on SAR COVID-19 Phone Monitoring Survey, First Round.

Note: The sample includes individuals who were employed in January 2020. The job loss category includes individuals who lost
or changed the job they had had in January 2020 between March 2020 and the time of the survey. Labor mobility is defined based
on whether an individual resided in a different location (within the same country) at the time of the survey than before March
2020.

Figure 3.21. Six to twelve months after the pandemic began, job recovery rates were
higher for those who migrated
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Source: Staff calculations based on SAR COVID-19 Phone Monitoring Survey, First Round.

Note: The sample includes individuals who lost or changed the job they had in January 2020. Job recovery rate is defined based
on individuals who had lost a job after January 2020 and reported working in a different job in March 2020 or the week of the
survey. Labor mobility is defined based on whether an individual resided in a different location (within the same country) at the
time of the survey than before March 2020.

who had migrated were significantly more likely to have recovered their employment status.
The difference in job recovery rate in this later phase of the recovery was largest for Nepal,
where migrants were 13 percentage points more likely to be employed than those that did not
migrate. Migrants in Bhutan, Pakistan, and Sri Lanka were 5 to 10 percentage points more likely
to have regained employment in this later stage of the recovery period than non-migrants.
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Labor market outcomes associated with Figure 3.22. Twenty months after the
post-pandemic migration appear to be pandemic began, job recovery rates
improving with time. The first rounds of the  remained higher for those who migrated

SAR-CPMS surveys found that, of individuals 100%

who were employed 6 to 12 months after the 90% 90% 89%
pandemic, those who had migrated after the e 7% =
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. . Monitoring Survey, Second Round.

jobs they accepted and because migrants Note: The sample includes individuals who had lost or
. . changed the job they had in January 2020. Job recovery is

are llkely to be hlghly selected on these and defined based on individuals who were employed in a differ-

other characteristics, but by the time of the  entjob after March 2020 (by the time of the second round of

the survey) than in January 2020. Labor mobility is defined
second round ofthe SAR_CPMS’ labor market based on whether an individual resided in a new location

outcomesin terms of earnings had improved (within the same country) at the time of the second round of
the survey than before lockdowns in March 2020 (a period of

Signiﬁcantly for migrants in BhUtan’ Nepal: 18.6 months in Bhutan, 19.9 months in Nepal, 20.2 months in
Pakistan, and Sri Lanka (Figure 3.23)' Pakistan, and 20.8 months in Sri Lanka).

find jobs and less selective in the kinds of

3.3.2 Slow, uneven recovery in migration flows raises concerns about the scarring
effect of COVID-19 on migration

International migration in South Asia is recovering. Recent data from national adminis-
trative records on registered overseas workers in Bangladesh, Pakistan, and Sri Lanka show
that international migration in South Asia is recovering and appears to have rebounded to
pre-COVID levels in the first half of 2022 (Figure 3.24). In Pakistan, approximately 240,000
migrants registered for overseas employment in 2021, compared with a 5-year pre-COVID
annual average of 657,000. The recovery of international migration is somewhat stronger
in Bangladesh, where 617,000 migrants registered for overseas employment in 2021, com-
pared with a 5-year pre-COVID annual average of 750,000. Recent data on permits issued
in the first half of 2022 show that migration flows might rebound to pre-COVID levels or
even beyond in Pakistan and Bangladesh. For example, in Bangladesh, 600,000 migrants
registered for overseas employment in the first 6 months of 2022, compared with 617,000
in all of 2021.
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Figure 3.23. Twenty months after the pandemic began, those who migrated post-pandemic
were less likely to be in a lower-earning job (compared to their pre-pandemic job)

A. % Employed in a lower skilled job vs. pre-pandemic job B. % Employed in a lower earning job vs. pre-pandemic job
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Source: Staff calculations based on SAR COVID-19 Phone Monitoring Survey, Second Round.

Note: The sample includes individuals who were employed in a different job after March 2020 than in January 2020. Labor mobil-
ity is defined based on whether an individual resided in a new location (within the same country) at the time of the second
round of the survey than before lockdowns in March 2020 (a period of 18.6 months in Bhutan, 19.9 months in Nepal, 20.2 months
in Pakistan, and 20.8 months in Sri Lanka). The transition to a lower-skilled job is defined based on the 1-digit International
Standard Classification of Occupations code, with codes 5 to 9 signifying lower-skilled jobs and codes 1 to 4 signifying high-
er-skilled jobs. An individual was considered to have moved to a lower-skilled job if they were employed in a higher-skilled job in
January 2020 and a lower-skilled job by the time of the second round of the survey. Lower earnings category is defined based on
whether the individual’s earnings in their job at the time of the second round of the survey were lower than their earnings before
March 2020. The change-in-earnings data are missing for individuals who were unemployed at the time of the second round of
the survey, self-employed in the first round of the survey and a wage worker in the second round, or unemployed in the first round
and employed as an own-account worker in January 2020.

Figure 3.24. Registered annual overseas employment showing signs of recovery
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Source: Staff calculations based on data from Pakistani Bureau of Emigration and Overseas Employment; Bangladeshi Bureau of
Manpower, Employment, and Training; Sri Lanka Bureau of Foreign Employment.

Note: The data measure the annual flow of registered overseas migration for employment and show the annual number of work-
ers registered for employment outside the country for Pakistan, the annual number of workers registered for overseas employ-
ment for Bangladesh, and annual registered departures for foreign employment for Sri Lanka. The overseas employment num-
bers for 2022 are based on permits issued in the first 6 months of the year, whereas the measures for previous years are based on
permits issued during the entire year.
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Migration flows in India show a first sign of  Figure 3.25. Migration rates show signs of
recovery but remain below pre-COVID levels. recovery in India but remain below pre-
Data on monthly internal and international COVID levels

outmigration from the CPHS survey in India

show that the monthly rate at which men emi-

grated started to recover in the second half

of 2021 (Figure 3.25). The pandemic affected 25

female monthly migration outflows less /\/\

severely, and they began to recover as early as : \\/\
January 2021. The reason for this gender dif-
ference in outmigration could be the different L5
reasons behind migration decisions for men

and women in India. Women moving into the
household of in-laws after marriage mainly
drives female in- and outmigration, whereas

economic reasons more predominantly drive ﬁ‘y’:’ar;eld fﬁi;ﬁ;fig’; :;iegdwgceﬂ: t'g‘;'_:‘” Consumer
male migration, Nevertheless, at the start of  Note: The vertical axis measures the rate of male and female
2022, female and male monthly outmigration migration out-flows as a percentage of the total population

of men and women, respectively, between January 2019 and

rates were still far below pre-COVID levels. January 2022. Outmigration is measured as the total number
of household members that had migrated at the time of the

survey round that had been part of the household during
The migration-driven recovery was partial the previous survey round. Each survey wave is treated as

cross-sectional data.

and uneven in South Asia; of those who lost

or changed their pre-COVID job, women

and older people were less likely to migrate (World Bank 2022a). The SAR-CPMS surveys
showed that migration costs may have constrained specific demographic subgroups such
as women and older workers from moving and subsequently recovering from job losses
(Figures 3.26 and 3.27). In the 6 to 12 months after the first lockdown, women were 3 to 14
percentage points less likely than men to have migrated after a job loss in most countries in
South Asia (Figure 3.26). Gender differences in outmigration after job losses had widened 18
to 20 months into the pandemic in Pakistan (from 3 to 21 percentage points) and Sri Lanka
(from 6 to 11 percentage points) (Figure 3.27). In Nepal, women were slower to start migrat-
ing but more than caught up in the medium term—from 2 percentage points behind men
in terms of migration rates after the first shock to about 10 percentage points more likely
than men to have migrated nearly 2 years later. Labor migration after job loss was much
higher for younger age cohorts in all countries in South Asia, especially Bhutan, India, Nepal,
and Sri Lanka (Figure 3.26). Although labor mobility increased across all cohorts when travel
restrictions eased, older cohorts lagged behind 20 months into the pandemic (Figure 3.27).
Although the lower initial mobility of the older cohorts could have protected them from the
risk of infection from COVID-19, it could also have hampered their ability to recover quickly
from a job loss.

Outmigration rate (%)

2019 2020 2021 2022

——Female —— Male
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Figure 3.26. Six to twelve months after the pandemic began, among those who lost their
pre-pandemic jobs, women and the elderly were less likely to migrate

A. Labor mobility by gender B. Labor mobility by age
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Source: Staff calculations based on SAR COVID-19 Phone Monitoring Survey, First Round.

Note: The sample includes individuals who lost or changed the job they had in January 2020. Labor mobility is defined based on
whether an individual resided in a different location (within the same country) at the time of the first round of the survey than
before lockdowns in March 2020.

Figure 3.27. Twenty months after the pandemic began, among those who lost their pre-
pandemic jobs, women and the elderly were still less likely to migrate

A. Labor mobility by gender B. Labor mobility by age
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Source: Staff calculations based on SAR COVID-19 Phone Monitoring Survey, Second Round.

Note: The sample includes individuals who lost or changed the job they had in January 2020. Labor mobility is defined based
on whether an individual resided in a different location (within the same country) at the time of the second round of the survey
than before lockdowns in March 2020 (a period of 18.6 months in Bhutan, 19.9 months in Nepal, 20.2 months in Pakistan, and
20.8 months in Sri Lanka).

The slow, uneven recovery in migration might reflect a scarring effect of the COVID shock
on migrant-supporting institutions, but it could also be a temporary phase related to the
global and complex nature of the shock. The scope for leveraging migration as a coping
mechanism is greatest in the case of localized shocks. Hence, the global nature of the COVID
shock may have inherently limited the role of migration as a recovery mechanism after the
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pandemic. This could be part of the explanation for the slow recovery in migration. There are
also many potential causes of temporary disruption in migration channels, some related to
the multidimensional nature of the COVID shock. There is lingering uncertainty about labor
markets and government recovery policies. Travel channels are still disrupted. International
migration is disrupted because of continued policy restrictions and backlogs in visa process-
ing. Income loss from the COVID shock may have made it more difficult for poor households
to finance new migration. In addition, it is possible that COVID has had long-term effects
on migrant-supporting institutions. Potential challenges include the unraveling of the social
networks that help migrants and deep shocks to the markets that mediate migration. It could
be that migration has become more friction prone and costly since the pandemic. More evi-
dence on these potential long-term problems would be very policy relevant.

3.4 Policy priorities — facilitating mobility and de-risking migration

Reducing frictions to labor mobility, including those that have increased during the COVID
crisis, is vital for South Asia’s recovery from the pandemic and its long-run development.
The COVID crisis put further restrictions on labor mobility and exposed risks that migrants face
when they lose their jobs. Although many of the restrictions and risks were temporary, it is
likely that the crisis had a scarring long-term effect on labor mobility. Healing these scars and
reducing the costs and restrictions migrants face should be high on policy agendas because
temporary and permanent labor movements are important coping mechanisms when shocks
occur and are crucial elements of long-term development. Climate change, to which countries
in South Asia are particularly vulnerable, will further increase the need for institutions that facil-
itate temporary and permanent migration, as the recent floods in Pakistan highlight (Box 3.5).

Learning from the pandemic experience, measures to de-risk migration and make it more
resilient to future shocks should be integrated into migration-supporting policies and
institutions. The pandemic revealed that many countries lack plans and implementation
systems for managing systemic shocks to migration. Governments had to devise and imple-
ment relief and reintegration measures hastily to help displaced migrants. This experience
could contribute to the design of more shock-resilient migration policies, which will not only
help migrants and their families cope during similar future shocks, but also facilitate migra-
tion by reducing the risks entailed in moving. Close coordination between receiving and
sending regions is a key part of measures to de-risk migration.

Providing information about the costs and benefits of migration will lead to better migra-
tion decisions. Research has shown that potential migrants lack accurate information,
which leads to unwarranted optimism or pessimism. To realize benefits for migrants, as well
as destination and origin locations, well-targeted labor mobility is needed.
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Box 3.5. Migration and climate change in South Asia

South Asian countries are among the most vulnerable to the effects of climate change,
ranging from sudden disruptions due to intensifying extreme events such as rainfall
and temperature to longer-term changes that reach tipping points such as sea level
rise. One adaptation strategy is to move temporarily or permanently, internally or
internationally; short-term climate events may lead to short-term migration, whereas
longer-term migration for climate adaptation may be a response to longer-term
changes (Conigliani, Costantini, and Finardi 2021). By 2050, as many as 40.5 million
people in South Asia may become internal climate migrants because of local environ-
mental changes, with 19.9 million in Bangladesh (Clement et al. 2021). Cross-border
migration patterns may also change as climate change affects the environment and
labor demand in destination countries. Cross-border migration provides remittances,
allowing households to hedge against environmental shocks at home. Changing
cross-border migration patterns could be challenging for Nepal, Pakistan, and Sri
Lanka, whose remittances are above the South Asian average of 4.2 percent of GDP
(World Development Indicators 2020). For policy makers, understanding how climate
change affects migration and the effects of climate-related migration on productivity
is important for inclusive, sustainable development.

Water is one of the leading climate threats to the region. Most flood-exposed people
live in South and East Asia and the share of the poor population that is flood exposed
is high in South Asia as well as in Sub-Saharan Africa (Figure 3.28) (Rentschler, Salhab,
and Jafino 2022). In regions with seasonal flooding risk, people have adapted by
diversifying to avoid migration (Chen and Mueller 2018) or migrating temporarily
(Mobarak and Reimao 2020). Despite their adaptation, they may not be able to cope
with extreme events, which can alter temporary migration patterns. For example,
severe flooding may disrupt seasonal migration to cope with lean seasons in rural
areas because potential migrants would rather stay with their families or face limited
transportation options (Mobarak and Reimdo 2020). These disadvantaged house-
holds may have additional vulnerabilities because of their limited ability to migrate.
Similarly, droughts lower agricultural productivity and increase migration out of rural
areas more than flooding (Dallmann and Millock 2017; Zaveri et al. 2021). The poorest
people are 80 percent less likely to migrate, so they struggle with water shortages,
reduced economic opportunities in their home region, and lack of resources to find
opportunities elsewhere (Zaveri et al. 2021). The link between water and migration
highlights the need to address the distributional impact of water risk and related pol-
icies, such as water management in agriculture.



COVID AND MIGRATION IN SOUTH ASIA

South Asia has also seen increasing average temperatures, which increase the like-
lihood of extreme heat. These events reduce agricultural productivity and increase
migration from rural areas (Mani et al. 2018). Increasing temperatures are associated
with greater migration than flooding and other natural disasters (Baez et al. 2017,
Mueller, Gray, and Kosec 2014). Likewise, air pollution worsens with heat, and recent
evidence shows that pollution is associated with outmigration of skilled workers and
lower aggregate productivity (Khanna et al. 2021). These examples highlight the role
of rising temperatures on productivity and migration.

Figure 3.28. Share of population that is flood exposed and living below
$5.50 per day
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Source: Rentschler, Salhad, and Jafino 2022.

Sea level rise is one of the permanent future consequences of climate change that the
region faces. This is a gradual process, and households adapt through other means
before resorting to migration (Hauer et al. 2020). In coastal Bangladesh, the gradual
increase in soil salinity is associated more with increasing aquaculture and increasing
internal and cross-border migration than with direct flooding (Chen and Mueller 2018,
2019). Understanding the thresholds that prompt migration due to rising sea levels
will be crucial to designing policies that address the potential distributional impact
because households are affected differently and have different resources to migrate.

Another risk related to climate change is the expected rise in zoonotic diseases. Most
climate migrants will move to urban areas, and disease transmission is likely to worsen
because the risk of infectious disease spread is higher in an environment of poor san-
itation and limited public services (Lall et al. 2021). The COVID-19 pandemic highlights
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the importance of building urban resilience to cope with climate change (World Bank
2021a). The pandemic also highlights the role of migration in disease transmission (Lee
etal. 2021a). Bilateral migration links with COVID-affected areas have been used to create
a risk exposure index in Bangladesh (Ahsan et al. 2020). Recent evidence also shows the
unintended consequences of lockdowns, the most widely implemented policy response.
Lockdowns pushed South Asian migrant workers to return home, and evidence from
Bangladesh, India, and Pakistan suggests that, although internal migration is a weaker
predictor of infection, international migration is associated with community spread
seeded by migrants (and others) returning from abroad (Lee et al. 2021a). The pandemic
and its policy response also reduced earnings and increased food insecurity more in
migrant households than in non-migrant households in Bangladesh and Nepal (Barker
et al. 2020). These adverse effects may persist for migrant households because most
migrants are in low-paying jobs overseas, and opportunities at home are limited. The
short-term strategy of providing a social safety net for migrant workers should be comple-
mented with a long-term strategy such as building a migrant worker database and devel-
oping a more-skilled workforce as a migration strategy (Karim, Islam, and Talukder 2020).

As climate change continues to affect migration, it is important to understand who
these migrants are and what the implications are for productivity at the destination
and place of origin. Policy makers should also consider the tradeoff between encour-
aging migration and investing in measures to help residents stay in regions that face
high climate risks. Social protection can mitigate the need to migrate, but limiting
migration as an adaptation strategy may lower the welfare of potential migrants and
add to disaster preparedness costs (Dasgupta et al. 2022). Without a better under-
standing of the tradeoffs, policies that focus on no-regret solutions such as market
access for coastal households (Dasgupta et al. 2016), agricultural insurance (Mobarak
and Reimao 2020), and increasing urban resilience (Lall et al. 2021) should be priori-
tized to protect livelihoods in urban and rural areas.

3.4.1 Reducing frictions to labor mobility

International migrants from South Asia often face high explicit moving costs for transpor-
tation, visa and passport fees, and agent (broker) fees. Explicit migration costs vary substan-
tially between migration corridors and sometimes are prohibitive. For example, on average,
Bangladeshi workers spent the equivalent of more than US$3,000 to move abroad—approxi-
mately 2.5 years of the median household income in Bangladesh. These costs are greatest for
the Bangladesh-Qatar corridor (Bangladeshi taka (BDT) 337,000, ~US$4,000) and least for the
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Bangladesh-Malaysia corridor (BDT 245,000, ~US$2,900). Pakistani migrants in Saudi Arabia
incur even higher costs (~US$5,000 on average). The main elements of these costs are for trans-
portation, visa fees, and the fees that migration agents charge (Ahmed and Bossavie 2022).

Bilateral and multilateral agreements could reduce migration costs. The Employment
Permit System (EPS) that South Korea established reduced migration costs from more than
US$3,700 to approximately US$1,000, making Korea one of the lowest-cost international
destinations for low-skilled migrant workers. This was the result of a government-to-gov-
ernment program based on bilateral agreements with many Asian countries, including
Bangladesh, Pakistan, Nepal, and Sri Lanka. The EPS limited the role of private intermedi-
aries in the employment process by increasing the transparency of costs and processes that
caused international migrant workers to incur hefty broker fees on both sides of the border
(Cho et al. 2018). The government-to-government visa lottery program established between
Bangladesh and Malaysia in 2012 to overcome recruitment malpractice by private agencies
and the migration bans imposed thereafter helped reduce migration costs for Bangladeshi
workers by a factor of eight—from an average of BDT 390,000 to BDT 45,000—and the debt
that they had to incur by 16 percentage points (Shrestha, Mobarak, and Sharif 2019).

The cost of moving can be high for internal migrants too, but limited knowledge of the
exact sources of these costs hinders effective policy design. One-time expenses such as
travel costs, recurring expenses such as higher cost of urban living, and non-monetary or
psychological costs of living away from home can add up for internal migrants. For example,
on average, migrants in Indonesia must be compensated by 39 percent of their income to
be induced to move (Bryan and Morten 2019). For seasonal migrants from rural India, daily
migration costs are estimated to be as high as 80 percent of daily earnings at the destina-
tion, including the non-monetary costs of living in harsh conditions away from home (Imbert
and Papp 2020a). These non-monetary costs may originate, for example, from marriage dis-
ruption and loss of support system (Arguillas and Williams 2010; Barnes 2013; Landale and
Ogena 1995; Ward 2004) or from losing customs, religion, food, and languages (Bhugra and
Becker 2005). They could also be due to friction in land markets and urban policy gaps that
limit migrants’ access to housing, infrastructure, and services in destination cities, but such
cost estimates are essentially inferred from observed wage gaps and migration behavior,
and there is limited knowledge on what exactly drives them. This makes it difficult to devise
appropriate policy responses or even determine whether there is scope for welfare-improv-
ing interventions.?

22 More knowledge on the impacts of emigration on sending communities may also help identify new scope for welfare-improving
policies. For example, there is much debate as to whether emigration of skilled individuals results in a costly brain drain in send-
ing locations. Recent estimates suggest that productivity impacts of international brain drain on sending locations are small, but
many questions remain unanswered (Gibson and McKenzie 2011). Large-scale emigration could also affect the productivity of
sending locations by skewing the population dependency ratio; this possibility is not well researched either. Finally, the impact
of return migrants on local social norms may be worth examining (see, e.g., Joseph et al. 2022).
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Policies that indirectly deter internal labor mobility deserve attention. Although South
Asian countries do not place explicit restrictions on internal migration, certain policies might
restrict mobility indirectly. For example, in India, given the possibility that low interstate por-
tability of social protection schemes for poor households might deter interstate migration,
policies to make social protection benefits more portable could be helpful.Z® Recent policy
announcements such as the One-Nation-One-Ration-Card scheme—which introduces inter-
state portability of ration card benefits—are steps in the right direction.

Strengthening the remittance infrastructure could further unlock gains from migration
and make it more attractive. A growing experimental and nonexperimental literature on
digital remittance infrastructure shows that it can increase remittances and reduce poverty
among remittance recipients (Lee et al. 2021b; Suri and Jack 2016). Greater access to digital
remittance technologies in Bangladesh has been shown in to result in greater migration from
rural areas (Batista and Vicente 2022; Lee et al. 2021b). Improvements to international and
domestic remittance technologies, as well as other reductions in cost, could increase the
economic returns to migration.

3.4.2 De-risking migration

More-flexible visa policies could help host countries manage labor market shocks by
facilitating job mobility of migrant workers. Temporary migrants may hold visas or work
permits that are linked to a single employer, increasing risks for migrants and thus reduc-
ing labor mobility (Wright, Groutsis, and Van Den Broek 2017; Zou 2015). These risks were
exposed on a large scale during the COVID crisis, but immediate policy responses to the cri-
sis provide suggestions for more-permanent reforms that reduce risks for migrants. During
the pandemic, several countries announced measures to give migrant workers more time to
adjust to the shock. For example,

« The government of Thailand allowed registered migrant workers and their families to
stay temporarily in the country, without a fine, if their visas expired during the pandemic
(ILO 2020a). The Ministry of Labor estimated that 1.2 million work permits for migrant
workers (and their families) were renewed or approved by June 30, 2020 (ILO 2020b).

« The government of Singapore similarly extended all expiring work visas for migrant
workers for 3 to 5 months (ILO 2020a).

« Bahrain announced the termination of monthly work fees and fees for issuance and
renewal of work permits for 3 months, decreased fees for flexible work permits, and
provided amnesty for migrants in an irregular situation until December 31, 2020, so

2 See Srivastava (2020b) for a detailed discussion of the portability of social security schemes in India.
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that migrants would not have to pay to regularize their residency status or leave the
country (Gulf Insider 2020).

« Kuwait announced an extension of visas if workers fell into irregular status during the
lockdown (Arab News 2020).

« Kenya’s Ministry of Labor and Social Protection announced that regular migrant
workers who lost their jobs as a result of COVID-19 would not be considered irregular
migrants and that their residence or work permit would remain valid for the period
previously stipulated (ILO 2020c).

« In its EPS temporary migration program, Korea relaxed regulations on sectors of
employment for temporary migrants to allow them to work in agriculture and
extended the job search period for migrant workers seeking to change jobs (Moroz,
Shrestha, and Testaverde 2020).

Drawing on this experience, host countries may consider instituting more-flexible policies
that give migrant workers more time to search for jobs and hence better meet the needs of
the labor market.*

Migrant welfare funds and inclusion of mechanisms to support migrant workers during
shocks in bilateral migration agreements could also help de-risk international migration.
Governments in South Asia could consider increasing migrant welfare funds, which Bangladesh,
Nepal, Pakistan, and Sri Lanka have used, to respond to migrant worker needs in emergencies
and to fill gaps in social protection policies in destination countries. The International Labor
Organization recommends that bilateral labor agreements contain mechanisms to protect
migrant workers and facilitate their safe return, with force majeure clauses to ensure that situa-
tions such as pandemics are covered (Jones, Mudaliar, and Piper 2020). In Korea, foreign workers
under the EPS were eligible to benefit from fiscal measures to support small and medium enter-
prises enacted in response to the COVID-19 outbreak, including employment retention subsi-
dies and paid leave subsidies (Moroz, Shrestha, and Testaverde 2020). Governments may explore
options to make such arrangements a more regular feature of bilateral migration agreements.

Measures to preserve access to urban housing and introduction of urban temporary work-
fare programs that are open to migrant workers could help prevent costly, unnecessary
displacement of internal migrants during shocks. In addition to job loss, loss of access to
employer-provided housing may have been a factor behind the widespread displacement of
internal migrants during the early COVID lockdown phase (Moroz, Shrestha, and Testaverde
2020). This unnecessary displacement imposed a cost on society by aiding the spread of
COVID (Lee et al. 2021a) and hindering labor market recovery from the shock. To prevent

** The evidence that international migrants may face labor market discrimination also suggests that more-flexible employment
and visa-related policies could be welfare enhancing (Aldashev, Gernandt, and Thomsen 2012; Samuel 2009; Walani 2015).
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this from happening again, governments may wish to consider alternative housing market
arrangements for migrant workers that are more resilient to shocks.?* They could also consider
introducing a temporary workfare or job guarantee scheme in urban areas in addition to the
existing rural schemes, such as India’s rural employment guarantee scheme—the Mahatma
Gandhi National Rural Employment Guarantee Act 2005 (Ravallion 2019; Sukhtankar 2017).
Some Indian states have recently implemented urban employment guarantee programs.? A
recent survey found that low-wage workers in urban India were willing to give up approxi-
mately one-quarter of their daily wage for a job guarantee (Dhingra and Machin 2021). For
migrant workers facing job loss in urban areas, such a scheme would not only grant tempo-
rary relief, but might also prevent costly displacement by giving them time to find another job.

Migrant reintegration programs could also help de-risk migration, although there is lim-
ited evidence of this. Evidence based on the labor market trajectories of foreign migrants who
returned home to Bangladesh and Nepal suggests that they face significant obstacles to finding
jobs upon return and could benefit from labor market reintegration programs that help them
find jobs or self-employment at home (Ahmed and Bossavie 2022). Migrants who return home
earlier than planned because of lower-than-expected gains or adverse shocks at their desti-
nation might need more-intensive support than planned returnees, although there is limited
evidence of the effectiveness of reintegration programs for internal and international migrants,
and more careful piloting and evaluation of such programs would be helpful for policy makers.

Comprehensively extending social protection systems to the informal sector would also
reduce risks for migrants without access to social protection programs. South Asia’s vast
informal sector is vulnerable to shocks, and a large segment of it is outside the reach of for-
mal social protection systems for delivering unemployment insurance, labor market train-
ing, and matching jobseekers to employers. Because simply extending existing formal-sector
benefits and social protection infrastructure to this segment is too costly, there is a need for
innovative, multipronged approaches to providing social protection to the informal sector
(Bussolo and Sharma, forthcoming). Governments are moving in this direction by including
the informal sector in social protection reform plans and exploring the potential of digital
technologies to deliver social protection at low cost. For example, Nepal’s most recent (15%)
economic development plan includes universalization of social protection and expansion
of noncontributory social assistance programs and contributory programs to the informal
sector (NPC 2020). The Indian government has introduced an online portal where informal
workers can register for access to social protection programs.?’

» For example, in Kerala, the Bhavanam Foundation, a public sector nonprofit company, implemented a migrant hostel program
to house interstate migrants.

% Urban employment guarantee programs have been introduced recently in Tamil Nadu and Rajasthan.

2" https://eshram.gov.in/home and https://nduwwsmedia.blob.core.windows.net/nduwwsmedia/sites/default/files/pdf/whats-
new/Whats-New-eSHRAM-26%20Aug-v1.pdf
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The design of new social protection programs for the informal sector and their support-
ing data infrastructure should consider how to include internal migrants without inadver-
tently deterring mobility. Because temporary migrant workers are largely in the informal
sector, the trend toward extending social protection bodes well in terms of de-risking migra-
tion. Inclusion of migrants in new programs for the informal sector may require that their eli-
gibility conditions and the mechanisms for program access and delivery be sensitive to their
situation. This may entail specific investments in information systems and administrative
capacity. Consideration should also be given to ensuring that dependents who move with
migrants (e.g., children and female family members who accompany male migrants) are not
excluded. Furthermore, making the benefits fully portable may be necessary to ensure that
such programs do not deter migration by tying benefits to home locations.

3.4.3 Information, uncertainty, and the psychology of moving

Misinformation about the risks of and returns from moving distorts migration decisions.
There is some evidence that potential migrants do not correctly assess risks of and returns
from moving. For example, potential migrants from Nepal overestimate the increase in earn-
ings and the risk of mortality involved in moving to Malaysia and GCC countries for work. A
randomized experiment found that providing inexperienced potential migrants with infor-
mation about true wages at their destination would reduce their migration rate, whereas
correcting their overly pessimistic expectations about the risk of mortality from moving
would increase their migration rate (Shrestha 2020). Better information can help correct dis-
torted migration choices.

Information and training programs are helping potential migrants make better decisions
about moving. Bangladesh, India, and Sri Lanka have programs that provide pre-decision
and pre-departure information to help potential migrants make better decisions about
whether to move, where to move, and how to navigate the migration and remittance-send-
ing process (Ahmed and Bossavie 2022). For example, Bangladesh’s Safe Migration program
uses community volunteers, radio programs, and interactive theater to provide pre-deci-
sion and pre-departure information to potential migrants. This program reduced the rate
of migration among poor households, which could be because it deterred poor migration
choices motivated by overly optimistic expectations (Das et al. 2019), although a survey of
interactive media programs that help potential migrants better picture life under different
migration scenarios showed mixed results (McKenzie 2022). For example, providing labor
market information increased migration from rural Kenya (Baseler 2021) but had no impact
on seasonal migrants from Bangladesh (Bryan, Chowdhury, and Mobarak 2014).
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Appendices

Appendix A.3.1 Consumer Pyramid Household Survey—India

The Center for Monitoring Indian Economy administers the Consumer Pyramid Household
Survey (CPHS) to a panel of 174,000 Indian households over a 4-month period, called a
“wave,” three times per year. Each survey wave is representative of the Indian population.
A household surveyed in one wave is resurveyed in the next wave approximately 4 months
later. In this sense, the set of households covered in 1 full month of the survey can be con-
sidered a monthly “cohort” that reappears in the CPHS panel after 4 months. The survey is
planned and executed so that the households surveyed each month are well distributed over
the country and each monthly cohort gives a balanced picture of the country.

For all analyses in this chapter, we define waves 15 to 18 as the pre-COVID period (September
2018-December 2019). The initial lockdown in India was imposed on March 24, 2020 (and
fell in the middle of wave 19 of the survey) and was extended several times, until the end
of May 2020. In the following months, more-localized policy measures continued to restrict
mobility, and in April 2021, because of the Delta waves, several states re-instated complete
lockdowns. As a result, mobility did not begin to return to pre-COVID levels until the sec-
ond half of June 2021, after restrictions were eased. We consider this whole period between
March 2020 and June 2021 as the COVID period for the purpose of the analysis in this chap-
ter. During this period, the CPHS survey was administered in four more waves (waves 19-23).
Wave 24, which was administered in September 2022, is considered to be the start of the
post-COVID recovery. The latest available round of data is from January 2022, which is the
first month of wave 25.

CPHS provides information on the status of each household member three times per year. A
member can continue to reside in the household from the past wave or have left the house-
hold through migration or death or because the entire household moved. New members can
join the household by migrating into the household, returning after migrating in previous
waves, or through birth. Hence, in this chapter, outmigration is measured as the total num-
ber of household members that had emigrated at the time of the survey but had been part
of the household during the previous survey round. In-migration is measured as the number
of household members who had joined the household at the time of the survey round but
had not been part of the household in the previous round. In-migration, therefore, includes
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returning migrants and new household members, such as daughters-in-law after marriage,
which is common in India

The survey is typically conducted face to face but owing to the COVID lockdown in India after
the third week of March, the face-to-face interview format was replaced with a telephonic
format, allowing the Center for Monitoring Indian Economy to continue gathering data.
Response rates dropped from an average of approximately 80 percent in the early months of
the pandemic to 64 percent in wave 19 and 44 percent in wave 20 but recovered again to 70
percent by wave 21. Sample weights and weights to adjust for non-response ensure that the
data are representative of the population across all waves (Vyas 2020). However, CPHS does
not provide sample weights for household members who migrate out of the household, so
non-response cannot be adjusted for in all analyses in which migration statistics are used.
To the extent that households with migrants were less or more likely to respond to the sur-
vey during the COVID period than households with no migrants, migration might have been
slightly over- or underestimated.

Appendix A.3.2 World Bank SAR COVID-19 Phone Monitoring Surveys

COVID-19-induced lockdowns in countries in South Asia greatly reduced mobility, which in
turn affected economic outcomes in these countries. Soon after the initial COVID shock, the
World Bank launched the SAR COVID-19 Phone Monitoring Survey to explore the effects of
the pandemic on labor market outcomes. The first round of the survey was conducted 5 to
12 months after the first lockdown was imposed (depending on the country) and the sec-
ond round approximately 20 months after the first lockdown was imposed. For the purposes
of this analysis, baseline is defined as January 2020 (before lockdowns). The first round of
the survey covered 44,880 individuals® from all eight South Asian countries (Afghanistan,
Bangladesh, Bhutan, India, the Maldives, Nepal, Pakistan, Sri Lanka), and the second round
covered 1,370 individuals from four South Asian countries (Bhutan, Nepal, Pakistan, Sri
Lanka). In this analysis, a migrant is defined as a person residing in a different location in the
same country at the time of the survey than before the lockdowns in March 2020.% It is not
possible to distinguish new migrants from return migrants using this definition of mobility;
some of the migration observed here might include return migration.

2 Respondents were selected using random digit dialing, and geographic quotas on sub-national sample sizes were used. At least
30 percent of the respondents were required to be female.
»|n the Maldives, Pakistan, and Sri Lanka, migration can be measured within and between provinces but not within a district.
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Figure A.3.1. Spatial correlation between net migration and job recovery rates
(district-level)
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Source: SAR COVID-19 Phone Monitoring Survey, Second Round.

Note: The graphs show the scatterplots of districts for each of the four South Asian countries in the sample. The x-axis reports the
ratio of the number of individuals residing in the district at the time of the second round of the survey who were employed in a
different job after March 2020 than in January 2020 to the number of individuals residing in the district in January 2020 who lost
or changed the job that they had in January 2020 between March 2020 and the time of the first round of the survey. The y-axis
reports the district-level net migration rate (in-migration rate minus outmigration rate) between January 2020 and the time of
the second round of the survey. The right tail for the district job recovery rates and the net migration rates has been winsorized
(top-coded) at the 95t percentile for outliers. In addition, for Nepal, four additional outlier observations, which are included in
the statistical analysis, have been removed from the graph above for visual representation purposes.

Appendix A.3.3 Pakistan COVID Special Survey (2020)—Data and
analysis

The Pakistan Bureau of Statistics conducted a special survey between October and
November 2020 to evaluate the socioeconomic impact of COVID-19 on the well-being of peo-
ple using the 2017 Population and Housing Census to design the sample for this survey. Data
from this survey were used in the current report to investigate the initial impacts of COVID-19
on migrant-dependent households in Pakistan during the national lockdown period, which
lasted from April to July 2020. A household-level panel was created covering three periods:
before COVID-19 (January-March 2020), during COVID-19 (April-July 2020), and after COVID-
19 (after the lockdown period and during the week before the survey).
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Inthis analysis, a household is defined as remittance dependent if it reported receiving remit-
tances before COVID-19. Remittance-dependent (RD) households are divided into domestic
RD households and foreign RD households based on whether they received domestic remit-
tances or foreign remittances before COVID-19. Only a small share of households received
domestic and foreign remittances. The households that did not receive either of these remit-
tances before COVID-19 are classified as not RD.

Tables A.3.1 to A.3.4 illustrate the impacts of the initial lockdown on RD households. The
outcome variables of interest in the regressions are the logs of per capita labor, remittance,
other, and total income (sum of per capita labor, remittance, and other income). Equation
(1) is the dense household fixed-effects regression model that was used to estimate the
impact of the initial lockdown on all of the outcome variables. In each of the tables, column 1
shows results from a simple regression model with no controls; column 2 shows results from
a sparse regression model that controls for the education of household head, whether the
household has agricultural land, and whether the household isin an urban or rural region (as
well as the interactions between these variables and the time dummy for during COVID-19);
and column 3 shows results from the dense regression model, which additionally controls
for household attributes such as education, industry affiliation, household size, working
age population, share of women, region (rural/urban), asset ownership, and the province in
which the household is located (as well as the interactions between these variables and the
time dummy for during COVID-19).

Yit: al Durit + aZ Durit*Dit + 0'3 Durit*,:it + (1,4 Di + aS FI + (lel,i + BZXZ,i toot BlOXIO,i)

+(y, Dur'X, +v,Dur'X, +v,Dur'X, +....+y, Dur'X

10,1)

Equation (1)

Here, Y, is the outcome variable of interest for household / in time t (where t=1 for during
COVID-19 and t=0 for before COVID-19). Dur, is a dummy for during COVID-19, D, is a dummy
for domestic RD households, and F, is a dummy for foreign RD household. X, to X, are the
set of controls. The main coefficients of interest are o, and a.,.
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Table A.3.1. Regression of per capita labor income on remittance-dependence (RD)
status during COVID in Pakistan

(1) () @3)
log (1 + per capita log (1 + per capita log (1 + per capita
labor income) labor income) labor income)
Fixed effects Fixed effects Fixed effects

-0.302*** -0.294*** -0.460**
During COVID

(0.0157) (0.0333) (0.194)

-0.311*** -0.310*** -0.268***
During COVID x Domestic RD

(0.0922) (0.0918) (0.0869)

-0.227** -0.193** -0.0652
During COVID x Foreign RD

(0.0902) (0.0901) (0.0892)
Education of household head Yes Yes
Has agricultural land Yes Yes
Rural Yes Yes
No. of household members Yes
No. of household members in working age group Yes
Share of women in household Yes
Owns a house Yes
Wealth index Yes
Industry controls Yes
Province controls Yes
Observations 8,135 8,135 8,135

Source: Staff calculations, Pakistan COVID Special Survey 2020.
Note: Regressions include household fixed effects. Columns (2) and (3) include controls for household characteristics and their
interactions with the “During COVID” time dummy. Robust standard errors in parentheses. *** p<0.01, ** p<0.05, * p<0.1.
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Table A.3.2. Regression of per capita remittance income on remittance-dependence
(RD) status during COVID in Pakistan

(1) (2) @3)
log (1 + per capita log (1 + per capita log (1 + per capita
remittances) remittances) remittances)
Fixed effects Fixed effects Fixed effects
0.129*** 0.0550 0.370
During COVID
(0.0246) (0.0523) (0.333)
-2.496*** -2.528*** -2.741%**
During COVID x Domestic RD
(0.144) (0.144) (0.149)
-2.978*** -3.038*** -3.189***
During COVID x Foreign RD
(0.141) (0.142) (0.153)
Education of household head Yes Yes
Has agricultural land Yes Yes
Rural Yes Yes
No. of household members Yes
No. of household members in working age group Yes
Share of women in household Yes
Owns a house Yes
Wealth index Yes
Industry controls Yes
Province controls Yes
Observations 8,135 8,135 8,135

Source: Staff calculations, Pakistan COVID Special Survey 2020.
Note: Regressions include household fixed effects. Columns (2) and (3) include controls for household characteristics and their
interactions with the “During COVID” time dummy. Robust standard errors in parentheses. *** p<0.01, ** p<0.05, * p<0.1.
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Table A.3.3. Regression of per capita other income on remittance-dependence (RD)
status during COVID in Pakistan

(1) (2) ()
log (1 + per capita log (1 + per capita log (1 + per capita
other income) other income) other income)
Fixed effects Fixed effects Fixed effects
1.828*** 2.506*** 2.424%**
During COVID
(0.0586) (0.122) (0.771)
0.320 0.381 0.436
During COVID x Domestic RD
(0.343) (0.336) (0.345)
-0.615* -0.634* -0.320
During COVID x Foreign RD
(0.336) (0.330) (0.354)
Education of household head Yes Yes
Has agricultural land Yes Yes
Rural Yes Yes
No. of household members Yes
No. of household members in working age group Yes
Share of women in household Yes
Owns a house Yes
Wealth index Yes
Industry controls Yes
Province controls Yes
Observations 8,135 8,135 8,135

Source: Staff calculations, Pakistan COVID Special Survey 2020.
Note: Regressions include household fixed effects. Columns (2) and (3) include controls for household characteristics and their
interactions with the “During COVID” time dummy. Robust standard errors in parentheses. *** p<0.01, ** p<0.05, * p<0.1.
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Table A.3.4. Regression of per capita total income on remittance-dependence (RD)
status during COVID in Pakistan

(1) (2) @3)
log (1 + per capita log (1 + per capita log (1 + per capita
total income) total income) total income)
Fixed effects Fixed effects Fixed effects

-0.151*** -0.103*** -0.212
During COVID

(0.0151) (0.0322) (0.196)

-0.356*** -0.376*** -0.371***
During COVID x Domestic RD

(0.0886) (0.0886) (0.0877)

-0.481*** -0.482*** -0.423***
During COVID x Foreign RD

(0.0868) (0.0870) (0.0901)
Education of household head Yes Yes
Has agricultural land Yes Yes
Rural Yes Yes
No. of household members Yes
No. of household members in working age group Yes
Share of women in household Yes
Owns a house Yes
Wealth index Yes
Industry controls Yes
Province controls Yes
Observations 8,135 8,135 8,135

Source: Staff calculations, Pakistan COVID Special Survey 2020.
Note: Regressions include household fixed effects. Columns (2) and (3) include controls for household characteristics and their
interactions with the “During COVID” time dummy. Robust standard errors in parentheses. *** p<0.01, ** p<0.05, * p<0.1.
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Appendix A.3.4 Differences in the characteristics of migrant-sending and
non-sending households

To understand how migrant-sending households differed in demographic and financial char-
acteristics from non-sending households in South Asian countries before the pandemic, we
used data from household surveys and ran simple regressions at the household level, with
district or province fixed effects. The analysis (Tables A.3.5-A.3.8) suggests that migrant-send-
ing households are systematically different from non-sending households on multiple char-
acteristics, although this could reflect differential selection into migration or a cumulative
effect of a household’s migration history and remittance receipts.

Across countries in this analysis, migrant-sending households were found, on average, to
be wealthier, more likely to own a house or land, and had higher annual consumption.
Among migrant-sending households, those with foreign migrants were significantly wealth-
ier in Bangladesh and Pakistan and had substantially higher consumption expenditures in
Bangladesh and India, probably because of remittance inflows from migrants earning higher
wages abroad.

Table A.35. Differences between migrant-sending and non-sending households in
Pakistan

Household Rural Share of Own Own a Average  Wealth
head age share women agricultural house? working Index
land? age
members
in
household
1.352 0.047 0.127*** 0.065*** 0.049 -0.155 2.849***
Domestic migrant-
sending households
[0.91] [0.03] [0.01] [0.02] [0.03] [0.12] [0.97]
3.896*** 0.02 0.129*** 0.089*** 0.077** 0.222¢ 4.941***
Foreign migrant-
sending households
[0.92] [0.03] [0.01] [0.02] [0.03] [0.12] [0.98]
Observations 5,451 5,464 5,464 5,462 5,462 5,464 5,464

Source: Staff calculations, Pakistan COVID Special Survey 2020.

Note: The data from this survey are from during the pandemic, although these results have been used as an indicator of pre-pan-
demic differences, because wealth measures are usually slow to change. The wealth index ranges from 0 to 100, with 0 indicating
that the household had no assets and 100 that the household had all 35 assets. Migration was measured at the household level,
with a household defined as a migrant-sending household if it depended on remittances from domestic or foreign migrants.
For the purposes of this analysis, only 5,475 households with at least one member of working age (15-64) have been included.
Regressions include province fixed effects. Standard errors reported in parentheses. *** p<0.01, ** p<0.05, * p<0.1.

188



SIA

RATION IN SOUTH A

3

OVID AND MIC

C

‘T'0>d , ‘50°0>d ,, ‘T0°0>d ., "S9sayuaied ul payiodas
SJ10JI9 PIEPUR)S "S)D9)J2 PaxI) 12LIISIP 9pNjdul sUoIssaI3ay ‘sieak g snoinaid ayy uninp Ajjeuoneusaiul Jo Ajjeansawop pajelsiw pey pjoyasnoy ayl Jo Jaqua Aue ji pjoyasnoy Suipuas-juesdiw
e Se paulyep ployasnoy e yum ‘|aAs] pjoyasnoy auyl 1e painseaw sem uoneidiN ‘spjoyasnoy 080‘9y Sulanod Asains annejuasaidal Ajjeuoneu aaisusyaidwod e Si 92inos ejep Siy| 910N

‘910z A9AING 21n}ipuadx3 pue awodu| PloyasnoH ysapejdueg ‘SUoile|ndjed Jes :234nos

T6€Sy T6€‘Sk 8v°Sy 18v'Sty 8v'Sy 8V'Sy  TTb'Sk 0TH St TTH'Sy TTH'Sy TTH'Sk TT¥'Sy  Suopenssqo
[60°0] [t0°0] [10°0] (LG 0TT] [259°v] [t0°0] [t0°0] [evol [t0°0] [s00] [r0°0] [90°0] spjoyasnoy
Suipuas
-uesdiw
200 «xx9T°0 w10 x99°GTTT x867°TGS  xxl00  44x600 6€°0 w707 k€907 u8E0 aSTO0- ugiai04
[80°0] [c00] [10°0] [veezT] [86%°S] [T0°0] [z00] [¥so] [z00] [s0°0] [s0°0] [L0°0] spjoyasnoy
3uipuas
-uesSiw
€10 «xx80°0 «xx50°0 wxlGETY 1909 «xl00 000 wxl0'9 w070 nlE0-  wu8T0- 4ualTO- RhsSted

(sa40e)

paumo pue]  ;pue]

JeanynduSe jeinyndouse
Jo eauy umo

SBuipisas
Apus.und
asnoy
umo

(000, ‘®1e3
1ysapejdueg)

PaUMO sjasse

puej-uou
joanjep

(exey
1ysapejdueg)
2Jnypuadxs
uondwnsuod

pazijenuuy

ipajeonpa

peay

98e peay ¢d)ew peay
{leiny PloyasnoH PloyasnoH PloyasnoH

deN #

ployasnoy

ployasnoy ui siaquisw
slaquiaw

a8e

Sunjiom # pjoyasnoH

azis

ysopejdueq ur Sp[oyasnoy SUIPUIS-UOU pue JUIPUIS-JUBIFIW UIIMII(] SIDUIYI(] '9'E'V dqeL

189



E

RATION AND THE ROAD TO RESILIENC

KS: MIG

WITH SHOC

OPING

C

‘T'0>d , ‘50°0>d ,, ‘T0°0>d ,,, 'S9SaYIuIed Ul paYi0dal SI011D PIBPUELS "SIDYD PaXxI) ID1IISIP dpN|dUl suoIssaISay ployasnoy sy} 03 payul] Ajjedl
-WIoU02d INq Wi} 9y} 3e dwoy wolj Aeme SuiAl] d19m pjoyasnoy ay} o siaquiaw Aue ji pjoyasnoy Suipuas-juelSiw e se paulyap ployasnoy e Yim aAs) pjoyasnoy ay3 e painseaw sem uonesSiy
‘(Ko)1eA npueIyIRY BY3 UI Sployasnoy Suipnjoxa ‘uoniulap snsua) 0T0Z a43 03 Suipiodde) jedaN Jo seale ue}|odoiawW-uou Ul SaIHUNWWOD 00 Ul SPjoyasnoy 0009 SI9A0D 921N0s elep Siy | :930N
*(9T02) T @AeM—AdAINS A31jIgeIaUINA pUe YSIY [edaN ‘SUOIIeIND|eD JE)S :324N0S

¥59°G 759G ¥59°G 759G ¥59°G ¥59°G 759G ¥59°G 759G ¥59°G ¥59°G suoneAssqo
[To'T07] [t00] [00°0] [s¥9°L] [P1L€] [to0] [ot0] [T0°0] [¥00] [#0°0] [90°0]
spjoyasnoy
3ulpuas uesdiw
ugiaio4
68'GCT 10°0- 0 «xxCTE'6T SL0Y ST O S0 ItA0 Pl e30 w10 «xx88°0
[8TETy] [to0] [00°0] [26L%T] [L22°6] [co0] [os70] [co 0] [so0] [90°0] [60°0]
spjoyasnoy
3uipuas-uesdiw
JlIsswioqg
+2xCCTSTT ++€0°0 «T10°0 «xx870'88 «96C°€T PL.040 e CGic «¥0°0- A0 «9T°0 G ORI

(‘wi *bs)
paumo pue) ipue)
JeanynduiSe jeanynouiSe
Jo eay umo

¢ashoy
umo

(99dna
asa)edaN)
paumo
sjasse
puej-uou
Joanjep

(99dnu
as9jedan)

24nypuadxd
uondwnsuod
pazienuuy

ipajeonpa
peay

PIOYasnoH  pjoyasnoH

a8e peay

{dJew peay uisiaquidw

ployasnoH

ployasnoy

OB #

piloyasnoy
u1 siaquiaw
a8e

Suppiom #

ployasnoH

[edaN ur spjoyasnoy 3uIpuds-uou pue FuIpuIS-JUBIIW UIIMIIQ SIIUIYI(] 'L €'V dqeL

=)
=)



SIA

A

SOUTH

RATION IN

3

OVID AND MIC

C

‘T°0>d , ‘G0°0>d ., ‘T0°0>d ,,, "SOS3YIURIed Ul palI0dal SI0LID pIepUR)S "SI PaXIy IILIISIP 9pN|dUl sUOISsaIZay “sieak g snoinaid ayy Suunp pajesdiw pey
oYM Jaquiaw e pey 3l JI pjoyasnoy Suipuas-jues3iw e se paulyap sem pjoyasnoy e “Aoaing ainyipuadx3 pue swodu| pjoyasnoH ysapejdueg ayl yum Adusisisuod 4oy pue sisAjeue siyy Jo4 3sed ayy
urawiy Aue je pajes3iw pey oym siaquiaw Suipn)dul ‘|aA3] ployasnoy ay3 Je painseaw sem uolres3iy “spjoyasnoy 8.5°GzT 4o ajdwes aaijejuasaidal Aj)euoiieu e Jo s3sisuod 921nos elep sy :910N

*(80-L002) punoy ,z¥9—~Aanins a)dwes JeuoneN eipuj ‘suoijejndied Jejs :924nos

9Gt'SCT 8.5°GTT 815'GTT 815'GTT 8.G'GTT 81G'GCT 8.5'GTT 816'GCT suonensdsqo
[90°0] [eeT'?] [zo0] (8¥°0] [c00] [90°0] [900] [oT0]
spjoyasnoy
3uipuas juesdiw
ugdialo4
R C A0 x0T % «xx60°0 xS A A0 wax77°0" LHT0- 80°0-
[c00] [evs) [t0°0] [¥T0] [000] [c00] [co0] [€00]
spjoyassnoy
Suipuasuesdiw
Jlsswoqg
+4x09°0 +xxCCEE 010y +xx90°9 010 +4x80°0" P 4 () OIS0

(o99dnu ue
(sa4e129Y) 24nypuadxs ployasnoy

paumo pue) uondwnsuod ipajeonpa a8e idlew ployasnoy ui u1 siaquisw
jJo eaty pazijenuuy peay ployasnoH peay pjoyasnoH pesy pjoysasnoq sioquidwide # aSeSuppiom#  9zIs pjoyasnoH

BIPU] UI SP[OYasnoy SUIPUIS-UOU pue SUIPUIS-JUBIZIU UIIMII] SIDUINI(] ‘'§'EY dIqeL

191



SOUTH
ASTA
ECONOMIC
FOCUS

FALL 2022

@) WORLD BANKGROUP



	_Int_QnR1SghH
	_Int_v7TzzKkZ
	_Hlk110588321
	_Hlk110601894
	_Int_YR0oBN32
	_Int_wj8ZnrYb
	_Int_8zAAAku4
	_Int_XNg9MO6T
	_Int_vmB0mtVf
	_Int_hyygBUzK
	_Int_zcJtbfRD
	_Int_KA6gMw71
	_Int_Oj6OFgWI
	_Int_AAc1GfJh
	_Int_HWPkOabr
	_Int_EySfDbRi
	_Int_Cw70hsFO
	_Int_bq08U0n7
	_Hlk114255774
	_Int_tL0QUmTF
	_Int_UGGvUDFo
	_Int_ef4l8swN
	_Int_3NQQ5Tfh
	_Int_hwI2CsP4
	_Hlk115381559
	Box 1.1. Pass-through of global commodity prices in South Asia
	Box 1.2. The dollar is whose problem: Impact of the US dollar dynamics on bilateral trade 
	Box 1.3. How effective is monetary policy in South Asia?
	Box 1.4. Voices from South Asia
	Box 2.1. Rising interest-growth differentials and what it means for developing economies
	Box 2.2. Fintech credits: From competition to collaboration 
	Box 2.3. How is the labor market recovering from the pandemic? 
	Box 2.4. The green transition: How will it affect households in South Asia?
	Box 3.1. (Mis)Measuring Migration
	Box 3.2. Intraregional Migration in South Asia
	Box 3.3. Determinants of economic migration: A framework
	Box 3.4. Labor market impacts of COVID-19 on the displaced Rohingya population in Cox’s Bazar, Bangladesh
	Box 3.5. Migration and climate change in South Asia
	Figure 1.1. Higher commodity prices led to elevated inflation, widening current and fiscal deficits
	Figure 1.2. Some sectors and some countries bounced back strongly, but others are lagging
	Figure 1.3. While Sri Lanka remains in crisis, India is outperforming the rest of the world in some respects 
	Figure 1.4. GDP nowcast suggests a continued recovery in India and Maldives and contraction in Sri Lanka 
	Figure 1.5. Weaknesses in supply chains and employment persist post-COVID with both barely improving before August 
	Figure 1.6. Consumer inflation in energy and food items remains elevated, while in some countries inflation in other goods is rising
	Figure 1.7. Fluctuations in the exchange rate and oil prices help explain recent inflation
	Figure 1.8. Exchange rate movements and pass-through of global commodity prices in Pakistan
	Figure 1.9. Food insecurity has worsened in Sri Lanka and remains dangerously high in Afghanistan
	Figure 1.10. Trading partners’ exports restrictions could have large immediate impacts on South Asian countries
	Figure 1.11. Impact of commodity price changes on South Asian countries (May 2021-May 2022)
	Figure 1.12. South Asia goods trade import-export gap widens
	Figure 1.13. In addition to rising trade deficits, weak growth in remittance inflows (Bangladesh and Pakistan) and slow recovery of services exports (Nepal and Bhutan) also contribute to current account deficits
	Figure 1.14. FPI net outflows (India) contributed to balance of payment tension
	Figure 1.15. Major South Asian currencies depreciate, while foreign exchange reserves fall
	Figure 1.16. US dollar evolution and share of trade invoiced in US dollars
	Figure 1.17. New and existing challenges in the financial sector
	Figure 1.18. Sovereign risks rise in Sri Lanka and Pakistan
	Figure 1.19. Monetary policy tightens but real rates in most countries are still negative
	Figure 1.20. Despite negative effects on output, prices do not respond to a contractionary policy shock
	Figure 1.21. Government borrowing rates in some South Asian countries, driven by rising policy rates and sovereign risk
	Figure 1.22. Experts see continued economic recovery but are less optimistic about the future
	Figure 1.23. Inflation continues to be perceived as the top risk to recovery, while COVID risks have largely subsided 
	Figure 1.24. Trade-offs of monetary policy in response to high inflation
	Figure 1.25. Tension over the balance of payments and policy responses 
	Figure 1.26. Food insecurity and policy choices
	Figure 1.27. Policy responses to reduce fiscal deficits
	Figure 1.28. Hardships that migrants face mostly pertain to conditions in the destination area 
	Figure 1.29. Experts note a variety of reasons why a marked increase in remittances is not yet evident
	Figure S.1. Little increase in productivity for most countries prior to the crisis
	Figure S.2. Substantial (over 40 percent of GNI) external debt prior to the crisis
	Figure S.3. Large short-term external debt exceeding stock of reserves prior to the crisis
	Figure S.4. Different compositions of external debt
	Figure S.5. Sri Lanka’s public foreign debt mostly held by private sector creditors
	Figure S.6. Sri Lanka carried high public debt and large fiscal deficits pre-crisis, while fiscal positions were relatively strong in the Asian countries pre-crisis
	Figure S.7. Exchange rate depreciation during the crisis
	Figure S.8. Current accounts turned from deficit to surplus driven by a fall in imports as economies contracted during the Asian financial crisis
	Figure S.9. Investment fell and capital inflows shifted from portfolio investment to direct investment following the crisis in most Asian crisis countries
	Figure S.10. Sri Lanka’s current account deficits rose during the crisis, while imports declined since 2022 due to a shortage of reserves
	Figure 2.1. Inflection point in the region’s growth around mid-2022
	Figure 2.3. The war in Ukraine and its effects have delayed the region’s per-capita GDP recovery. Some countries in the region are continuing their recovery and others are diverging amid major setbacks in their development paths
	Figure 2.2. Inflation in the region to peak in 2022 
	Figure 2.4. Poverty at the low-income threshold of $2.15 expected to improve but at a much slower rate than earlier expected 
	Figure 2.5. All the economies except Sri Lanka and Afghanistan have recovered beyond 2019 GDP levels 
	Figure 2.6. External developments could change the growth trajectory compared with the baseline (percent change in GDP versus baseline)
	Figure 2.7. Government current expenditure would need to be reduced more for some countries if net external financing stopped
	Figure 2.8. Rising primary deficits and slowing cumulative growth have contributed to large government debt since the pandemic
	Figure 2.9. Government debt stock and debt servicing costs will remain significantly higher than before the pandemic
	Figure 2.10. More negative interest-growth differentials associated with a more expansionary fiscal stance
	Figure 2.11. Fintech development stages in South Asia
	Figure 2.12. Effects on Fintech credit flows on banks’ risk-taking 
	Figure 2.13. Agriculture and professional services—which can be done through remote work—saw growth trajectory barely affected by COVID. Contact-intensive services are struggling to recover
	Figure 2.14. The fastest growing sectors in terms of employment pre- to post-COVID in South Asia tend to be less labor-intensive
	Figure 2.15. Access to electricity by household per capita expenditure quintile in South Asia
	Figure 2.16. Access to clean cooking fuel by household expenditure quintile in South Asia
	Figure 2.17. Share of household energy expenditure in South Asia
	Figure 3.1. South Asia’s international emigrant stock (as a share of its population) is comparatively low
	Figure 3.2. The stock of international emigrants as a share of the population varies across South Asian countries
	Figure 3.3. In some parts of the world, international migrants primarily move within their region
	Figure 3.4. South Asian nationals living abroad within and outside the subregion, 1990-2019 (millions)
	Figure 3.5. Some South Asian countries receive comparatively large foreign remittance inflows
	Figure 3.6. Across-district internal migration is low and stagnant in India and Pakistan 
	Figure 3.7. Domestic migrants move to areas with greater nightlight intensity in India 
	Figure 3.8. Most countries in South Asia have experienced stagnant trends in population shares of international migrant stock in the last two decades 
	Figure 3.9. Timeline of COVID-19 lockdowns and CBPS data collection rounds in Bangladesh
	Figure 3.10. Supply-side pressures in Rohingya camps caused an increase in labor force participation rates and unemployment rates
	Figure 3.11. After the initial shock, the employment rate among displaced Rohingya people in the camps has been steadily increasing
	Figure 3.12. In India, the COVID shock led to a drop in migrant out-flows and an increase in migrants returning to their home districts 
	Figure 3.13. In India, migrants who returned to their home district were less likely to be employed in the direct aftermath of the first COVID shock compared to previous cohorts of return migrants
	Figure 3.14. Formal international remittance inflows did not exhibit the expected decline in 2020 but in 2021, many countries in South Asia experienced a flattening or decline in remittances
	Figure 3.15. Remittance-dependent households experienced a larger drop in income than other households during COVID in Pakistan, likely driven by the drop in remittance income
	Figure 3.16. In India, remittance-dependent households faced a shock to their remittance income in the aftermath of the COVID shock 
	Figure 3.17. There exists significant heterogeneity in non-land wealth and consumption across the distribution of migrant-sending and non-sending households in Bangladesh and India
	Figure 3.18. In India more men migrated out of districts that had experienced higher rates of job loss during the COVID shock
	Figure 3.19. Twenty months into the pandemic, districts with higher inflows of migrants had higher job recovery rates, across Bhutan, Nepal, Pakistan, and Sri Lanka
	Figure 3.20. Six to twelve months after the pandemic began, those who had lost their pre-pandemic jobs were more likely to have migrated
	Figure 3.21. Six to twelve months after the pandemic began, job recovery rates were higher for those who migrated 
	Figure 3.22. Twenty months after the pandemic began, job recovery rates remained higher for those who migrated
	Figure 3.23. Twenty months after the pandemic began, those who migrated post-pandemic were less likely to be in a lower-earning job (compared to their pre-pandemic job)
	Figure 3.24. Registered annual overseas employment showing signs of recovery
	Figure 3.25. Migration rates show signs of recovery in India but remain below pre-COVID levels
	Figure 3.26. Six to twelve months after the pandemic began, among those who lost their pre-pandemic jobs, women and the elderly were less likely to migrate 
	Figure 3.27. Twenty months after the pandemic began, among those who lost their pre-pandemic jobs, women and the elderly were still less likely to migrate
	Figure 3.28. Share of population that is flood exposed and living below $5.50 per day
	Figure A.3.1. Spatial correlation between net migration and job recovery rates (district-level)
	Table 1.1. Local price inflation is less volatile than global price inflation for the same goods, and correlation with the global price inflation varies by goods and across countries
	Table 1.2. Export restrictions on food and fertilizers by South Asian countries and major trading partners
	Table 1.3. Intervention policies to restore the balance of payments and stabilize the exchange rate
	Table 1.4. Food and fertilizer subsidies in South Asian countries
	Table A.1.1. Despite progress in reducing poverty, the most recent international poverty estimates remain double-digit in India and Bangladesh 
	Table A.1.2. Commodities included in the calculation of commodity price impact
	Table S.1. Summary of key similarities and differences between the Asian financial crisis and Sri Lanka’s current crisis
	Table S.2. Official financing for the Asian financial crisis
	Table 2.1. Growth in the region downgraded amid persistent pressures 
	Table 2.2. Private consumption impacted as inflation erodes purchasing power
	Table 2.3. Assumptions behind scenarios 
	Table 2.4. Energy and key commodity price assumptions used in scenarios 
	Table 2.5. Larger variations in interest-growth differentials in emerging economies on average, although not in India and Pakistan 
	Table 2.6. With some exceptions, sectors that bounced back quickly from the pandemic tend to hire more educated workers but fewer female and younger workers
	Table A.2.1. Indispensable sectors (less affected by the pandemic) are the largest employers in the region, with mostly low average earnings and a high share of self-employment
	Table 3.1. Domestic and foreign remittances received in Pakistan before and during COVID
	Table A.3.1. Regression of per capita labor income on remittance-dependence (RD) status during COVID in Pakistan
	Table A.3.2. Regression of per capita remittance income on remittance-dependence (RD) status during COVID in Pakistan
	Table A.3.3. Regression of per capita other income on remittance-dependence (RD) status during COVID in Pakistan
	Table A.3.4. Regression of per capita total income on remittance-dependence (RD) status during COVID in Pakistan
	Table A.3.5. Differences between migrant-sending and non-sending households in Pakistan
	Table A.3.6. Differences between migrant-sending and non-sending households in Bangladesh
	Table A.3.7. Differences between migrant-sending and non-sending households in Nepal 
	Table A.3.8. Differences between migrant-sending and non-sending households in India
	Acknowledgements
	Abbreviations
	Executive Summary

	CHAPTER I
	Braving the perfect storm
	Introduction
	1.1 A partial recovery amid global headwinds
	1.2 Inflation becomes more broad-based
	1.3 Elevated global prices and protectionist policies exacerbate shortages 
	1.4 Mounting external sector pressures
	1.5 New challenges meet existing vulnerabilities in the financial sector
	1.6 Monetary policy continues to tighten while fiscal policy is constrained by space

	Appendices
	Appendix A.1.1 Updated poverty numbers in South Asia from the latest World Bank Poverty and Shared Prosperity Report
	Appendix A.1.2 Goods and price changes used in the calculation for commodity price impact on trade balances (Figure 1.11.A)
	References


	SPOTLIGHT
	Crisis in Sri Lanka: Lessons from the Asian financial crisis 
	S.1 Vulnerabilities before the crisis
	S.2 What triggered the crisis and what happened next?
	S.3 Policy responses to the Asian financial crisis
	S.4 Does the Asian financial crisis offer relevant lessons for Sri Lanka?
	References


	CHAPTER II
	Managing the aftershocks
	Introduction
	2.1 External strains push back the full recovery
	2.2 Sensitivity of the outlook to changes in the global environment
	2.3 Challenges and new opportunities 

	Appendices
	Appendix A.2.1 Details on regression setup for Fintech development
	Appendix A.2.2 Sectoral employment analysis for South Asia
	References


	CHAPTER III
	COVID and Migration in South Asia
	Introduction
	3.1 Importance of economic migration in South Asia
	3.2 How the initial COVID shock affected migrants and their dependent households
	3.3 Post-pandemic migration and the recovery from the crisis
	3.4 Policy priorities — facilitating mobility and de-risking migration 
	References

	Appendices
	Appendix A.3.1 Consumer Pyramid Household Survey—India
	Appendix A.3.2 World Bank SAR COVID-19 Phone Monitoring Surveys 
	Appendix A.3.3 Pakistan COVID Special Survey (2020)—Data and analysis 
	Appendix A.3.4 Differences in the characteristics of migrant-sending and non-sending households



