“INTERNATIONAL
ECONOMY
THE MAGAZINE OF
INTERNATIONAL ECONOMIC POLICY
888 16th Street, N.W.
|
A s m www.international-economy.com

Suite 740
Washington, D.C. 20006
Phone: 202-861-0791
Fax: 202-861-0790

M h The notion that the
As an economies
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have somehow
Insulated themselves
from the United States
IS nonsense.

BY FRIEDRICH WU

ith increasing evidence of an imminent bursting of
the housing market bubblein the United States, aggra-
vated by unfolding woes in the subprime mortgage
sector and a consequent deceleration in consumer
demand, a growing number of commentators have
nevertheless advanced the sanguine argument that,
this time around, the rest of the world would be able
to avoid a “cold” even should the U.S. economy
“sneeze.” “ Global economic growth has become less dependent on American spend-
ing,” The Economist magazine has recently editorialized, while the International Herald
Tribune has similarly opined that “economies around the world are weaning them-
selves from dependence on the American consumer.”
InAsia, strong growth of 8-10 percent by the Chinese and Indian economiesin the
past few years has added much confidence and exuberance to this view. However, a
more sober examination of the evidence at hand, especidly in the Asian context, demon-
strates that the argument is fundamentally fallacious, as the United States will remain
an irreplaceable economic locomotive for Asiain the foreseeable future.

Friedrich WU is Adjunct Associate Professor at the S, Rajaratnam School of
International Studies, Nanyang Technological University, Sngapore. He previously
served as Director of Economics at Sngapore’s Ministry of Trade and Industry.



Despite the recent hype about “Indian triumphal-
ism,” it will be decades before the country can emerge
to serve as a growth engine for its Asian neighbors.
Asidefrom afew pocketsthat have been penetrated by
globalization, such as information technology and ser-
vices outsourcing, an overwhelming majority of the
Indian economy remainsinsular and over-regulated. In
arecent World Bank report entitled Doing Businessin
South Asia 2007, Indiaranks alowly 134th out of 175
countries on a business environment improvement
index. Furthermore, as Edward Luce has somberly
highlighted in hisrecent book In Spite of the Gods: The
Srange Rise of Modern India, it would be sheer hubris
for acountry to proclaim itself to be the next great eco-
nomic power when presently it still has more than 300
million of its people living in absolute poverty, only 10
percent of its workers employed in the formal econ-
omy, 35 percent of its population remaining illiterate,
and the largest cohort of HIV-infected patients in the
world, while corruption is so endemic and deep-rooted
that the author lamentsthat “it is the system.”

In the case of China, its average 9-10 percent eco-
nomic expansion in the past five years and its rising
investment and trade ties with economiesin theregion
have indeed helped lift the growth of its neighbors.
Nevertheless, the Chinese economy itself is prone to
recurring episodes of “over-heating,” and hence lacks
macroeconomic stability. Assuch, inthe near term, itis
hardly areliable and sustainable growth engine for its
economic partners. While the Beijing government has
implemented since 2004 a plethora of administrative
and market-based measuresin an attempt toreinin run-
away growth, thejury isstill out on whether these poli-
cies could cool the turbo-charged economy. The
International Monetary Fund and Asian Devel opment

Dollar Concern

he direction of the U.S. dollar also

I affects many Asian economies.

Collectively, it is estimated that major

Asian central banks have amassed huge offi-

cia foreign exchange reserves in excess of

US$3.0 trillion. Most of these reserves have

been invested in U.S.-dollar-denominated

financial assets. A sharp drop in the U.S. dol-

lar exchange rate would shrink the value of
these reserves significantly.

—= Wu

The United Sateswill remain an
irreplaceable economic locomotive

for Ada in the foreseeable future.

Bank have separately warned that Asian economies and
commodity-exporting countries with strong investment
and trade tiesto Chinawould suffer various degrees of
collateral economic damage should an overheating
Chinese economy experience a precipitous fal into a
hard landing.

Asidefromthisrisk, Chinaitsef isstill very much
dependent on the U.S. market. In 2005, nearly a quar-
ter (21.5 percent) of its total exports were shipped to
the United States. Even though other Asian countries
have become less dependent on the U.S. market, the
latter still absorbed between 10.4 percent (Singapore)
and 20 percent (Malaysia) of these countries' total
exports. Furthermore, exports to the United States
account for as high as 20 percent or more of the GDPs
of Hong Kong, Malaysia, and Singapore. The same
ratios for China, Taiwan, and Thailand are lower, but
till average a not-insignificant 7—10 percent. Last but
not least, for many Asian countries, their growing
exports of components and parts to China for assem-
bling into finished products also depend on final
demand inthe U.S. market. Should the latter’s demand
decelerate or contract, Asian countries’ exportsto China
would also falter.

Just as important, the United States is ranked the
largest (for Malaysia, South Korea, and Taiwan) or sec-
ond largest (Philippines, Thailand, and Singapore) for-
eign investor in many Asian countries. For these six
countries, at least 25 percent of their 2005 total inward
foreign direct investment came from U.S. multination-
als. A trend or an abrupt declinein U.S. foreign direct
investment in the region would certainly hurt most
Asian economies, resulting in significant job losses.

Third, the direction of the U.S. dollar also affects
many Asian economies. Collectively, it is estimated that
major Asian central banks have amassed huge official
foreign exchange reservesin excess of US$3.0trillion.
Most of these reserves have been invested in U.S.-
dollar-denominated financia assets. A sharp drop inthe
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Some commentators have erroneously put the blame

on China’s “ Black Tuesday” when the Shanghai market tumbled

nearly 9 percent. The blame game s, however, rather disingenuous,

sincetheinsular, casino-like Shanghai and Shenzhen markets

have so far exhibited hardly any correlation with either the mature

or emerging mar kets outside China.

U.S. dollar exchange rate would shrink the value of
these reserves significantly. Furthermore, as a major
market for many Asian exporters, adeclinein thevalue
of the U.S. dollar would raise import prices in the
United States and hence dampen consumer demand,
which would in turn dent export revenues of Asian
€conomies.

Finally, many Asian stock markets exhibit high
correlations with the Dow Jones Industrial Average.
The May—June 2006 meltdown in many Asian markets
was triggered by the U.S. Federal Reserve'sraising of
interest rates, which subsequently caused investor sen-

Shock Waves

(41 f the world's largest consumer mar-
I ket [the United States] falters, on the
other hand, there will be shock waves,
and they will ripple in the other direction
across the Pacific, battering not only markets
in China, but the many other Asian economies
that continue to depend so heavily on U.S.
exports for growth.” Given the high percent-
age of household ownership of stocksinAsia,
market and economic trends in the United
States therefore have the power to increase or
deplete household wealth in Asia.

—Fortune magazine

timent in Americato turn bearish. In the wake of the
recent worldwide stock market sell-off, some com-
mentators have erroneously put the blame on China's
“Black Tuesday” (27 February) when the Shanghai
market tumbled nearly 9 percent. The blame game is,
however, rather disingenuous, since the insular, casino-
like Shanghai and Shenzhen markets have so far exhib-
ited hardly any correlation with either the mature or
emerging markets outside China. As Fortune magazine
has wisely pointed out, “thereisno rationa reason why
astock dump in China should strike fear in the hearts
of investors beyond the Middle Kingdom. If theworld's
largest consumer market [the United States] falters, on
the other hand, there will be shock waves, and they will
ripplein the other direction across the Pacific, battering
not only markets in China, but the many other Asian
economies that continue to depend so heavily on U.S.
exports for growth.” Given the high percentage of
household ownership of stocksin Asia, market and eco-
nomic trends in the United States therefore have the
power to increase or deplete household wealthin Asia

As such, the economic fortunes of Asia and the
United States will remain significantly intertwined
until a time when the Chinese, Indian, and ASEAN
economies can progress to a stage where their growth
can be more driven by domestic consumption, invest-
ment, and innovation, aswell asahigher level of intra-
regional trade. That will not happen within this
decade. Hence, harpings on a decoupling between the
U.S. and Asian economies are as premature as they
are unrealistic. L 2
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