Challenges facing emerging economies – 12 Oct 07

The emerging markets seem have to have survived the financial crisis this summer and this has fuelled the argument that they have decoupled from the US and Europe.  Just take a look at the rising equities indices in the emerging economies.  They also have rising trade surpluses and relatively low inflation, despite rising commodity prices.  Throughout the credit squeeze, they have remained a safe haven.  But have they really managed to decouple?
The strength of emerging economies mirrors the weakness in the US economy.  The world has a balance of payments of zero.  While countries like China have managed to run colossal trade surpluses, someone must then have a deficit – the US.

However, US consumers may have been badly hit by the downturn in the housing market and the consequent ‘subprime’ fallout.  Therefore, it is likely that we will see less demand for emerging market goods.  Economies like China’s will have to respond to this lack of demand if they are to prove that they have decoupled.  In order to offset the weakness in the US economy, demand needs to materialise from somewhere else in the world.  However, what we are currently seeing in China is the current opposite where domestic consumption remains extremely low and where the average person saves a quarter of their income.

Admittedly, the emerging economies have shown that they are in a much better position.  Intra-EM trade has increased, but it is estimated that the G3 economies still account for over 60% of Asia’s exports.  If demand from the west continues at its current pace, with no response from these new markets, we will surely see a slowdown in world economy.  China’s current balance certainly does not seem that it has taken the baton off the US.  But it will be interesting to see how China will respond to this new challenge… 
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