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Global economic activity has weakened significantly in 2011. The persistence of the European debt crisis, the downgrading of the United States’ credit rating due to its decision to raise the statutory debt ceiling, drying up of global quantitative easing (QE) and continued policy paralysis in advanced economics have together contributed to widespread uncertainty and nervousness in the global market. Indeed, the world economy has entered into a dangerous new phase.

Never before in modern history have policy makers faced as many risks as loom on the horizon today. The global economic environment is deteriorating at a time when policymakers have limited options available to stem the downslide. Despite lowered interest rates and an expansionary fiscal policy pursued over the last three years, the US and the Euro zone have experienced little rejuvenation in economic activity.

Europe is drowned under debt. Years of fiscal profligacy in major European countries like Greece, Spain, Italy, Ireland and Portugal have severely strained the European banking system. Banks having large amounts of risky and volatile sovereign European debt in their portfolios are facing a considerable risk of failure. In this case, recapitalisation of banks would be essential to prevent panic arising out of the collapse of banks and default of sovereign debt.

The recently held European Summit meeting concluded with the formulation of a rescue plan ($1.4 trillion) to bail out Greece, prevent the spread of this contagion to other European countries and to recapitalise European banks.

Although this is a first step in the right direction, the single most important question is who will supply such a huge amount to governments and banks. From where will $1.4 trillion funds come?

All eyes are towards China. With over $3 trillion reserves, only China can provide resources if they want to bail out Europe. It is in this context that President Nicolas Sarkozy of France has called President Hu Jintao of China and sought support for mitigation of the European debt crisis.

What a major transformation is taking place in the global economic landscape. China’s economic dominance in world affairs is being recognised at the expense of the US and Europe. It is not clear how China will respond to the calls of the European leaders but one thing is absolutely clear – it is only China who has the capacity to bail out Europe. The global economy is in a dismal state and in turn is affecting Asian economies in general and South Asian in particular. What are the transmission channels through which the European debt crisis could affect South Asian economies?

Slower economic growth in advanced economies has weakened their domestic demand. Asian economies in general and more specifically India, China and other South Asian economies are witnessing the slowing of their export growth resulting in workers being laid off and rising poverty.

With the European debt crisis leading to a weakened Euro, the US dollar is gaining strength. The currencies of South Asian countries are witnessing pressure, particularly those of India and Pakistan.

The depreciating rupee will cause inflation which may attract more tightening of monetary policy (India is an example), resulting in a hike in interest rate and deceleration in investment and growth.

The European debt crisis is also hurting China as Europe accounts for 20 percent of Chinese exports. China’s export growth is slowing. If China slows, Indian may also be affected since China has emerged as the single largest trading partner of India.

India-China trade reached $62 billion by 2010 and is projected to reach $100 billion by 2015. The Pakistan-China and Bangladesh-China trade relationship has also been strengthening. Any slowdown in China may affect the exports of these two South Asian countries as well.

Depending upon the resolution of the European debt crisis, the global economy could remain under a cloud and the inflow of FDI in the South Asian region may decline. The debt capital market is extremely nervous as a result of the European debt crisis.

South Asian countries may face difficulties in floating sovereign bonds to raise funding for their development projects. A case in hand is the failure of Pakistan to launch its exchangeable bond in June 2011.

The weakening of global economy may prevent oil prices from rising further. Softening of oil prices may affect the level of economic activities in oil-rich Middle Eastern economies -home to most of the expatriate workers of South Asia. Slower growth in remittances may strain the balance of payments of South Asian economies.

India is more integrated with the world economy and therefore is likely to be affected relatively more. The Indian economy is not only slowing but slowing sharply in the midst of near double-digit inflation.

In order to arrest the rising trend in inflation, the Indian central bank is likely to continue to pursue a tight monetary policy. Higher interest rates may exacerbate growth slowdown. Pakistan may see its export growth slowing. The growth in remittances, if slowed, may widen current account deficit. Pakistan may also see its capital account deteriorating as a result of less than anticipated inflows from development financial institutions. The overall balance of payments may come under pressure.

The adverse effects of the global economic slowdown in South Asian countries can be minimised if regional cooperation in trade and investment receives a strong boost. However, such an approach would be successful only if the member countries are willing to support and facilitate regional cooperation in trade and investment.

Reduction in tariff and removal of non-tariff barriers would be a major cornerstone of promoting trade and investment in the region. What South Asia needs is a fair trade regime. Such initiatives must come from the largest economy of the region. This will build confidence in the smaller economies of South Asia and, hopefully, protect South Asia from the worst effects of the global economic deceleration.
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