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The main objective of this paper is to analyze the influence of the American recession on the world economy,
emphasizing that interdependence is both the cause and the possible solution to the global economic crisis.
The paper is structured into five sections. The main conclusions indicate that the recession in America was
basically due to domestic problems (the housing market slow down, over consumption and indebtedness of
households partially due to the idiosyncrasy of the average American consumer and his reliance on housing
and stock markets, the credit crunch resulting from the recession, and the banks’ reluctance to lend after the
defaults on the housing market and the credit industry). The situation was worsened by the twin deficits, and
an increase in the foreign debt. Since most countries depend on America as their top export market and key
location for capital outflows, the recession was extended to their economies. The paper also concludes that
because of Chinese exports’ role in the structure of its GDP and its dependence on American consumers, as
well as China’s role in funding the US deficits there is a mutual interdependence between China and the US.
Despite America’s present predicaments, the US dollar still remains as the primary currency in international
trade.

&'(
GDP structure, twin deficits, US, Chinese, European, Japanese, Brazil, Russian and
Indian economies, banking crisis, currency issues.
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The paper is divided into the following sections: | -Brief characterization of recession in
America; Il — Repercussion of American economic problems abroad; Il - Role of the US,

China, and Germany in the world trade; IV — Analysis of specific issues in some important
countries; and finally, V- Special world issues related to America. It can be seen in chart #
1, that the statistical behavior of the world GDP has shown different trends in the period
2004 to 2009. From 2004 to 2007, the world GDP showed a fluctuating trend in the range
3.8 to 4.6%. From the second quarter of 2007 to the second quarter of 2008 it dropped
from 4.65% to 3.75%. Along the third and fourth quarters this important economic indicator
descended dramatically and reached 2% and 1.75% respectively in the first and second
qguarters of 2009. It is interesting to observe that the world trade growth is expected to
descend from 5.2% in 2008 to 2.6% in 2009.

The relationship between the GDP growth in developing economies, advanced economies
and the world economy is shown in chart # 2. This chart shows that the developing
economies’ GDP growth has widely exceeded that of the developed economies from 2000
to 2008 and that this trend is projected to stay likewise until 2013. The BRIC nations lead
this trend. The available data for the first quarter of 2009 confirms a deep descent at the
beginning of the year, although the real numbers are lower than the projected ones. It is
interesting to note which countries greatly influence the aforementioned trend. Table # 1
shows the first ten largest economies of the world as of the first semester of 2009. While
the United States GDP represents approximately 33% of the GDP of the ten largest
economies’, the BRIC emerging economies account for 36%. The fact that the world GDP
numbers can be found approximately in the middle of the gap between the emerging
economies and the developed ones confirms the validity of the predominance of the US
and the BRIC countries. It is interesting to analyze the relationship between the value of
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merchandise exports and the world industrial production, which is shown in chart # 3. The
near total overlap of the values representing the world’s industrial production and exports
indicates a high dependence of exports on industrial production. This correlation also
points to the high degree of globalization embedded in the world economy. The downward
trend observed in both indicators during the last quarter of 2008 coincides with the
dramatic decline of the world GDP growth shown in chart # 2. Another chart that will
partially relate to charts # 2 and # 3 is the percentage change in FDI flows during 2008
versus 2007 in the developed economies and the BRIC countries.

The data in chart # 4 shows that during 2008 the BRIC countries received overwhelmingly
higher increases in foreign direct investment than those obtained by developed countries.
Growing demand consistent with growing economies, cheap labor, and depreciated
currencies in relation to the US dollar should be among the most important factors
explaining these opposing trends in FDI. Since the United States is the world’s largest
economy, and consequently one of the most influential countries in the world economy, it
follows that it should be the first country to be analyzed.

Section | — Brief characterization of recession in America

As it is widely known, the recession in America was caused by domestic problems such as
the housing market slow down (after the housing market bubble in the period 2004 — 2006
partially caused by longstanding low interest rates, high deregulation of the banking
system during the Bush administration and a consequent loosening of lending criteria),
over consumption and indebtedness of households partially due to the idiosyncrasy of the
average American consumer and his reliance on “flourishing” housing and stock markets,
the credit crunch resulting from the recession, and the banks’ reluctance to lend after the
defaults on the housing market and the credit industry. All the preceding factors
contributed to the increase in unemployment which starting at a low of 4.4% in 2006 grew
to 5.1% in the first quarter of 2008, to 7.2% in the last quarter and 7.7% in January, 8.1%
in February, 8.5% in March, 8.9% in April, and 9.4% in May, 2009.

In 2005 0.4% of all loans in the US ended in foreclosure yet in the 3rd quarter of 2008 the
rate reached 1.2%. Housing continued to contract at a brutal rate. According to Moody’s
Economy.com mortgage delinquencies grew from 2% to 7% from the beginning of 2005 to
the end of 2008, respectively. The delinquency rate breaks the record set last quarter and
the quarter-to-quarter jump is also the largest. According to the Mortgage Bankers
Association the delinquency rate for mortgage loans on one-to-four unit residential
properties rose to a seasonally adjusted rate of 7.88 % of all loans outstanding as of the
end of the fourth quarter of 2008, up 89 basis points from the 3rd quarter of 2008, and up
206 basis points from the previous year. The situation was worsened by deficits in both the
budget and the balance of trade, and an increase in the public debt, specifically the foreign
debt.

Section Il — Repercussion abroad of American econom ic problems

The reduction in the USA GDP growth coincided with the decline of the same indicator not
only in developed countries, but also on emerging economies, specifically the BRIC
countries. In 2008 the latter retained growth percentages greater than 5% although the
rate of decrease was larger than in the developed countries. In 2009 the projection
maintains growth in BRIC and negative numbers in the developed countries. In the
interrelation among the GDP growth, the unemployment rate, and the balance of trade, it
can be seen that: First, the collapse of the GDP in the US, specifically in the 3rd and 4th
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guarters of 2008, was brought about by a decrease in consumption originated basically by
the mortgage and credit crises, which led to a decrease in the aggregate supply, and
imports, as well as increases in unemployment, and budget deficits. Second, the cause-
effect relationship between the increase in unemployment and decline in the GDP growth
in Russia, China, India, Brazil, Germany and France was not as severe as in America and
Japan. Third, the collapse directly affected exports to the US from China, Japan, the
European Union, India, and Brazil, which partially explain their reductions in GDP.
Although Russian exports to the US are not significant, given that the European Union is
the primary destination of Russian exports, and Europe has been influenced by the
American recession, Russia’s GDP also has been indirectly affected. In the case of Russia
the descent in the price of oil has been an important cause of the decrease in the GDP.
Fourth, the large US trade balance deficit indicates, on one hand, that America accounts
for a considerable share of the BRIC nations’ exports; and, on the other, that the decrease
in American imports directly influences the GDP of the exporting countries. Finally, the
aforementioned comparisons indicate that the recession in America was mainly due to
internal factors; whereas, the recession in the remaining countries was to a considerable
extent due to their dependence on the American consumer. The predominantly domestic
cause for the recession in America justifies the application of expansionary fiscal policy
leading to a large deficit, which would enable the American recovery at a faster rate than in
the countries that depend on the improvement of the US economy.

In all countries the public debt is projected to soar in 2009, particularly in Japan, the USA
and Germany. In all countries the forecast budget deficit for 2009 predicted in March 2009
shows a higher percentage than the real budget deficit in 2008 as a logical consequence
of the bailouts made by all governments to try to get out of recession. The fact that the
forecast budget deficits for 2009 predicted in June 2009 are larger than the forecast made
in March signals that the original bailouts have proven to be insufficient to get the
economies out of the slow down. Russia shows one of the most noteworthy increases in
the budget deficit because it went from almost a 6% surplus to a projected 8% deficit from
2008 to 2009. The decline in the price of oil during the second quarter of 2009 may have
influenced this increase in the budget deficit. The phenomenal increase in the US budget
deficit, which translates in approximately two trillion US dollars, is clear evidence that its
government is committed to get out of the economic slump as soon as possible. The BRIC
countries budget deficits are the lowest in Table # 5. Although India’s budget deficit
projected for 2009 is somewhat higher than the real deficit in 2008, it is the only BRIC
country whose budget deficit exceeds 5% of the GDP. There is a logical relationship
between the tables related to the budget deficit and the public debt. In all cases the public
debt projected for 2009 is higher than the actual data for 2008. With the exception of India,
the three remaining BRIC countries show public debts inferior to 50% of the GDP. The
projected public debt for all developed countries exceeds 50%. The United States has the
lowest percentage of almost 52% of the GDP, while Japan shows an alarming 190%.

There is interdependence in the stock markets of the countries referred to above. This
interdependence was clearer when the Dow Jones had its largest drop from October 1 to
December 3, 2008. From December 3 to February 18, 2009, the Dow Jones continued
falling with the indexes of Japan, Europe, Russia, Mexico, Canada and the World Market;
but China, India and Brazil reversed the trend. There is a general decreasing trend in all
world stock markets from June 25, 2008 to February 18, 2009, which was reinforced as of
December 3. From February to June 2009 there is a recovery in all countries’ indexes. The
largest recovery is experienced by India, which surpasses the index on June 25, 2008.
China and Brazil, whose indexes exceed theirs on October 1, 2008, also recovered
exceptionally well. The indexes from Japan, the European indexes, Russia, Mexico,
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Canada, the emerging markets and the world market exceeded the levels obtained on
December 3, 2008. The index in the USA had the lowest increase, which considerably
surpassed the February 18 level, but stopped short of the December 3, 2008 level.
Economics explains that there is not a necessary cause-effect relationship between the
stock market and the phases of the business cycle. Nonetheless, on several occasions
there has been a certain indication that the economy is slowing down when there is a
severe crisis in the stock market. Presently there is economic literature that discusses
whether the emerging countries are in a better position to speed up their economies. For
example EIU deals with an analysis of the interaction among the four BRIC countries in the
process of getting out of an economic slow down. If the improvement of the stock market
were to be accepted as an indication of a possible economic recovery, then caeteris
paribus the BRIC countries might be better positioned than the USA at the present time.

All countries increase their projections of foreign direct investments as a percentage of
GDP in 2009. The largest increases are registered by Russia, Germany, France and
Brazil. These projected increases may indicate perspectives of increasing the share of
investment in the GDP structure as a way to speed up the economies. In the period 2004 —
2008 the actual numbers indicate strongly increasing trends in Russia and France, while
mild increases in the USA and Japan. China and Germany show fluctuating trends.

Section Il — Role of the US, China and Germany in  the world trade

America’s demand accounts for a considerable % of exports in developed countries
(Japan, Britain, Canada, Germany and lItaly), emerging markets (with the exception of
Russia), the Asian tigers (especially South Korea and Indonesia) and Mexico. All these
countries registered surpluses in their trade with America; consequently a recession in our
country will definitely impact their economies. China’s supply accounts for a considerable
% of imports in developed countries (Japan, USA, Canada, and Germany), emerging
markets, the Asian tigers (especially Hong Kong, Indonesia, South Korea, Malaysia and
Singapore). All these countries registered deficits in their trade with China; consequently a
recession in these countries should impact Chinese economy. Germany’s supply accounts
for a considerable % of imports in European developed countries and in Russia. All these
countries registered deficits in their balances of trade with Germany. In the US and China
German supplies account approximately for 5% of their imports As far as world trade is
concerned, there exists a larger dependence on the US economy than on any other
economic potency. To gain further understanding of the preceding analysis, this paper will
analyze the structure of the GDP (%) in USA, Japan, Germany, France, India, China, and
Russia. US has the highest consumption as % of GDP, while China has the lowest both in
the period 2004 — 2008 and the projection for 2009. US has the lowest dependence on
foreign trade, specifically as far as exports as % of GDP are concerned, while China,
Russia and Germany have thrice that of the US %. In other words, the last three countries
are more likely to be affected by a decrease in international demand. The % of
government spending in all countries fluctuates from 10 to 20%. India and China show the
smaller %, while the remaining countries register somewhere between 17 and 20%. With
the exception of US and India, the remaining five countries have surpluses in their
balances of trade. As far as gross investment is concerned, China has the highest %
followed by India. Germany, Russia and Japan share an intermediate position with around
20%; whereas USA and Brazil registered the lowest percentages between 15 and 18%.
Poland shows an interesting composition of the GDP because it has the second largest
proportion of consumption in the GDP — large dependence on the domestic market — and
at the same time the second largest proportion of exports in the GDP — large dependence
on the international market.
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Section IV — Analysis of specific issues in some im portant countries

China has the largest amount of reserves in US dollars, near $2 trillion. The Chinese
investors (CB) have become the biggest foreign holder of US Treasuries (2/3 of foreign
investors). The level of demand from China depends on the health of the US economy.
The fewer Chinese goods Americans buy, the fewer dollars China will have to invest in
dollar-denominated assets. Chinese sectors are complaining about the buying of American
bonds. There are still powerful reasons for China to keep buying US Treasury bonds: a)
there are few options that match the depth of the US government bond market. b) If China
did not want to accumulate so many reserves, it would have to let is currency strengthen
(against increasing Chinese exports in times of world crisis). ¢) China should continue
backing the US dollar because a strong signal that China was backing away from dollar
investments would damage the value of the enormous holdings it already has. Chinese
officials also hope to use purchases of US debt as a diplomatic weapon against
protectionist measures in the US. China can influence US decisions, but faces two
constraints: 1- The dollar's status as the world’s reserve currency gives the US huge
flexibility that other countries with large deficits do not enjoy. 2- China’s unwillingness to
let its currency appreciate more also limits its leverage.

China depends on the US for the following reasons: a) US import demand, b) the favorable
(to China) exchange rate between the US and the Chinese Yuan, c) foreign domestic
investment, d) their volume of foreign reserves in US dollars (2/3 of the world’s), e) political
turmoil if GDP growth continues falling as a result of the American recession, the high
share of exports and the insufficient share of domestic consumption in the Chinese GDP
structure. The US depends on China for the following reasons: a) the financing of the
budget deficit; b) the sales or reduction in their reserves of US dollars which may affect the
international solvency of the dollar. It is hard to tell which country is more dependent on
the Oother. The two largest economies in the world are facing slow downs in their
economies, but there are some signals in both countries that their “slow downs” had
already touched bottom (for example the recovery in the stock market). On one hand the
recession in the US was caused by internal reasons, whereas the slow down in China was
partially caused by external factors directly or indirectly related to the American recession.
It may be that the American recession needs to recede first in order for the Chinese slow
down to recover. Nonetheless, it would be very hard: a) to solve the mortgage crisis and
the credit crunch in the short or medium runs considering the limitations of monetary policy
to decrease the interest rate; b) to apply expansionary fiscal policy in view of the huge
budgetary deficit triggered by the bailouts to improve our economy; c) and, finally, to
increase consumption in view of the increasing unemployment rate. The economic
situation of China is far from being favorable due to: a) its dependence on foreign trade,
which is extremely difficult to modify given the contractionary trend of consumption and
expansionary trend of exports in their share of the GDP; b) the likely reduction of foreign
direct investment given the recent increase in taxes and the increasing limitations on the
market economy imposed by the current administration; c) the likely increase in
unemployment in the East export-oriented industry which is highly dependent on FDI and
its repercussion on the West’s industry, whose employment is partially fueled by the East’'s
illegal migrant labor force; d) the increase in budgetary deficit propelled by the increase in
unemployment and the consequent increase in public transfers; e) the likely increase in
political turmoil, as a result of the increase in unemployment and a latent inflation which
might be unleashed by the oil and food price increases and will affect the poorer layers of
the labor force; f) the resulting expenditures in repression (typical of communist regimes
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attempts to curtail any manifestation of revolt in the populace) will contribute to a larger
deficit in the budget. The economic impact of the stimulus packages undertaken by the
governments of US and China should most likely define the country that will be in the most
favorable position in this mutual interdependence. It is important to highlight that the
Chinese government uses its large rates of growth as a justification for their communist
leadership. Previously it has been shown that China depends on the US, not only for
exports, but also for FDI. So, in a way, by transitive character, China also depends on the
US to justify its leadership.

Can China become the first engine in the world economy?

Despite China’s economic advances during the last two decades, if it falls into recession, it
depends on the foreign trade to start the recovery. Its exports account to 30% of the GDP,
and they fell from 34 to 28% due to the recession in America. If America were to lose
leadership in the world, and the USD depreciates considerably, China’s economy would be
considerably injured because it holds 2/3 of the US reserves in the world. Political
instability and turmoil in China have increased since the reduction of its GDP growth from
10 to 6%. During 2009, the anniversaries of the Tiananmen Square massacre and Mao’s
communist revolution, and the increase in rural unemployment may increase tension in
China and discourage foreign investment. If China were to become the first engine in the
world economy, the US dollar will have to be substituted in its primary role as world
currency. Rich clearly states that, “In the face of the worst economic crisis since the Great
Depression and unprecedented US policy actions, the US dollar is still up 14 percent,
against a trade-weighted basket of major currencies, from its all-times lows last year.”

Meanwhile, currencies in the BRIC region have been decimated, with the exception of
China — which has manipulated its currency in a virtual flat-line against the dollar since
the crisis commenced.” In this paper, it was shown that, while the US dollar has kept its
stability under these difficult times, the Russian Ruble plummeted 35 percent, the Brazilian
Real is down 27 percent and the Indian Rupee is down 23 percent versus the dollar.
Further, Rich’s paper states: “But most importantly, from peak to trough these currencies
lost 58 percent, 69 percent and 33 percent respectively against the dollar at the height of
the crisis.” Although depreciated currencies in relation to the dollar help the balances of
trade of India, Brazil and Russia, they also point toward the vulnerability of these less
developed, less dynamic economies and emphasize the fragile nature of their financial
markets and currencies. Despite all of the tough talk, the dollar is holding firm and central
bank reserves continue to build dollar exposure at an increasing rate. So beware of the
scare headlines — the dollar's demise is greatly exaggerated.

Finally, the combination of communist political regime with the market economy typical of
capitalist countries is a new experience, which has not exhausted its consequences. The
rise of China is explained by the adoption of the market economy substituting the
centralized planned economy. Since the last few years the current administration is taking
measures to limit the role of the market economy, emphasizing the role of state-
enterprises over the private ones, exerting direct control on prices and monetary policy
and reducing foreign direct investment. So, what would happen if the market economy is
seriously curtailed or even eliminated? There are serious contradictions between the East
and the West regions of the country. The likely unemployment resulting from the reduction
of FDI plus the surge of inflation may lead to political turmoil that may jeopardize the
stability of the country.
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Japan was in recession in the last decade of the twentieth century, while America was
having a very prosperous era, and the world economy did not show signs of a collapse.
Japan entered the last recession as early as the second quarter 2008 but ended the year
in a situation worse than that experienced by the countries originally struck by the credit
storm. The analysis of the tables in section Il of this paper shows that of all the nine
countries included, Japan had the largest drop in GDP growth in 2008, in the last quarter
of 2008, in the first quarter of 2009 and in the projection for 2009 as a whole, as well as
the largest public debt, and the lowest FDI as a percentage of the GDP. These results are
explained at least partially by the decrease in the growth of industrial production, depicted
in chart # 6

In December 2008, exports fell 35% in total, with the following break down by countries: to
the US, 37%; to China, 36%; and to the Asia tigers, 38%. It is important to note that
exports account for 50% of the manufacturing output. Despite the fact that Japan lends
instead of borrowing, that the financial system is untainted by toxic securities and bad
debt, and households save, consumer demand has weakened. Under the aforementioned
circumstances it is not surprising to learn that a small stimulus worth $22 billion will be
pocketed by consumers, not spent. Its exchange rate with the dollar is appreciating, which
undermines Japan’s entire economic structure that is geared toward meeting external
demand. With a shrinking population and workforce, losing skilled hands to unemployment
would only compound the country’s woes when the economy eventually recovers. Besides
the above serious economic situation, Japan’s political dysfunction has become the
biggest issue for the economy. “Japan is the third-largest economy in the world in
purchasing power parity terms and the second-largest at market exchange rates. It also
boasts one of the world largest markets. Overall, however, the Japanese market will
remain a challenging one for foreign companies, reflecting the high quality demanded by
Japanese consumers and the difficulty of doing business in an environment that remains
opaque.” In reality, culprit # 1 is Japan’s failure to wean itself from its dependence on
exports.

In November the value of exports fell by 27% year on year. The picture only worsened in
December with a year-on-year fall of 35%. Recession in the United States was the main
cause, with exports there down by 36.9% from a year earlier. In turn, the global slump has
also knocked supply chains in Asia, sending Japan’s exports to China down by 35.5% in
December, with exports to Asia’s “tigers” (Hong Kong, Singapore, South Korea and
Taiwan) falling by even more than those to America. Exports account for almost half of
Japan’s manufacturing output, which as a consequence is seeing its biggest falls since
records began: November's output was down by 13% on a year earlier. Orders for
machine tools in December, an early indicator of things to come, were 72% lower than a
year before. Hiroshi Shiraishi of BNP Paribas reckons that by December industrial output
had already fallen back to its post-bubble low in 2001, wiping out the gains from six years
of what had been thought to be a solid recovery. Before the slump is over, Mr. Shiraishi
expects production to slide back to levels last seen in 1987. It has not helped that the
export demand that drove Japan’s economic recovery after 2002 was narrowly based on
cars and consumer technology, industries that have fallen more than most. Carmakers, for
instance, are roughly halving production, with consequences for makers of steel, chips and
chemicals.
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Due to the lack of synchronized business cycles among different EU countries, as well as
lack of fiscal discipline among members and lack of political unity, it is very unlikely that
the Euro could substitute the dollar as international medium of exchange. Europe is facing
many problems, starting with the depreciation of the Euro and the financial difficulties
encountered by its members, specifically after the US economy slowed down in the 4th
guarter of 2008.The currency exchange US$ per € in the period 1997 — 2008 has had
upward and downward trends, as shown in chart # 7.

The European Union has only one central bank, which generally follows a monetary policy
valid for its most important member, Germany. Since its 27 members are countries with
different financial situations, diverse fiscal disciplines, and diversity of cultural and political
contexts, it is improbable that the EU decisions would be convenient for all countries,
especially those coming from the former socialist countries. The multi-trillion dollar
exposure to defaults in eastern and central Europe may ripple through the union like
dominoes and cause damage to the euro monetary system. If Germany is in recession, all
economies will be affected, not only for having the same currency, but also because of the
high dependence in foreign trade. In order to join the EU members had to make strenuous
efforts through fiscal tightening to qualify under the Maastricht treaty’s criteria for EU
membership. When economy is slowing, it is harder to keep budget deficits under 2%, and
increases the possibility of political turmoil and nationalism. The euro-area economy is
mired in a deep recession. Germany has fallen hardest because the euro-area’s GDP fell
by 1.5% during the 4th quarter of 2008. Britain was dealt a far greater blow than America
and affected the main four economies. The GDP fell between 1 and 2.1% in Germany,
France, Italy and Spain. Consumption was affected considerably in Germany, that was left
overly dependent on foreign demand, which has evaporated (exports account for
approximately 50% of its GDP, and France, Italy, Great Britain and Spain absorb 50% of
German exports). Germany’s economy specializes in consumer durables and capital
goods, which are most hardily hit during recessions. “The danger of default appears
greatest for Greece and lIreland. IMF-led bailouts would probably be available for
governments facing default, but these would come at the cost of painful policy adjustments
and deep recessions.” The interest rate is expected to be cut “a half percentage point cut
to 1.5%, and the continuingly deteriorating outlook could result in further cuts in coming
months — especially with inflation pressures tumbling.” The depreciation of the euro is,
therefore, quite likely. Gripped by an agonizing downturn, Madrid risks losing many of the
gains made relative to its neighbors in the decade since it replaced the peseta with the
euro. According to Thomson Datastream Consensus Economics, Spain’s real GDP growth
— which has been above the Eurozone since 1999- is predicted to fall lower during 2009,
the Spanish government budget balance as % of GDP fell 1.5% in 2008, and is expected
to fall 3% in 2009 and almost 4% in 2010, and the unemployment rate reached 14% in
2008 and is expected to rise as high as 19% in 2009, far above the figures for Germany,
France and Italy. The economic situation of Eastern Europe is in recession and needs
financing from the older EU countries. Some European countries were ill prepared for EU
membership, they have sidestepped reforms; have wasted their borrowed billions on
construction, and consumption booms. Eastern Europe is not one economic unit and can
be divided in groups in function of their preparedness to be members. “The meltdown of
any EU country in the region, let alone the break-up of the euro or the single market, would
be catastrophic for all of Europe; and on this issue there is little prospect of much help
from America, China or elsewhere.” “The success of the EU is a result of its hybrid
personality: part inter-governmental and part federal. Its traditional glue has been
economic integration and the single market. The entire European enterprise is being put
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at risk as the Union’s leaders abandon the most elementary principles of solidarity and
complete to play with fire. Fears of Eastern Europe banking turmoil spark rush for US
bonds.

Europe is also affected by the instability of the Russian government. “The euro suffered
yesterday as a report that Russian companies were looking to restructure $400bn of their
outstanding corporate debt heightened concerns over the Euro zone’s vulnerability to
problems in emerging Europe. According to the Bank of International Settlement,
European banks’ foreign claims on Russia totaled $200bn, or about 1 % of European
GDP.”

2 3

Brazil is Latin America’s largest market, the world’s fifth-most populous country and the
world’s ninth-largest economy in GDP terms. Recession will constrain real income growth
in 2009, before it resumes a path of more vigorous growth in 2010-13. Income inequality
will continue to decline on the back of income support programmers, but will remain high.
Nonetheless, Brazil will become an increasingly attractive market. Further consolidation of
macroeconomic stability and enhanced opportunities in a large domestic are key
attractions, but relatively institutional effectiveness will continue to constrain
competitiveness. Some progress in simplifying Brazil's burdensome tax regime is
expected, but this will remain the weakest area of Brazil's business environment.

In tables of section I, the GDP structure was good up to 2008, and further improved for the
projection of 2009, since there were increases in consumption (to 62%), government
spending (to 21%), investment (to 17%), a decrease in exports (to 13%) and a slight
increase in imports with net exports equal to zero. Brazil accounted for the lowest budget
deficit as a percentage of GDP, a positive balance of trade, one of the lowest in
unemployment, as well as one of the lowest decreases in GDP in 2008 and the projection
for 2009.1t is interesting to observe the structure of the exports to and imports from of
Brazil, as shown in table # 14

Brazil is able to keep a balance of trade with the first three most important leading markets
and leading suppliers. The fact that the reported data only consists of 35% of exports and
34% of imports is a clear indication of the diversification of its foreign trade. From a
political standpoint it keeps the large parts of its trade with countries representing the
cradle of capitalism in North America, the first experience of market-Leninism in Asia and a
center-left government in Latin America. Brazil is very similar to the US in terms of their
economy as it relates to resilience, or their ability to bounce back from an economic
downturn. Both have high levels of consumption and government spending as a percent
of their GDP.

Brazil has an advantage over Chile pertaining to trade. Chile relies on exports for 40-47%
of GDP from 2004-2008 (EIU). This is compared to Brazil's 14% in the same period. This
is a problem for Chile as commodity prices fall and shows that Chile is less decoupled than
Brazil from the world economy. Chile also has half as much government spending as
Brazil, and relies more heavily on foreign investment, which has become a riskier business
as foreign multinationals are less inclined to invest in developing countries because they
are less willing to take the risk in the current recession. For these reasons Brazil is in a
better position to bounce back from the global recession and while still affected, is more
economically decoupled than its southern neighbor, Chile.
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The fact that China and the US are being hit hard with the economic downturn is a
problem for Brazil. The Brazilian government, however, is financially strong. It is applying
fiscal and monetary policy to boost domestic demand and lowering interest rates to
increase credit. This is playing into Brazil's strong consumer market and using the
countries advantage as having a more decoupled economy to help boost GDP. Therefore,
Brazil can be considered to be the strongest economy in Latin America.

The American slowdown has affected the fourth largest economy when measured at
purchasing power parity exchange rates at a lesser degree than the EC, Japan, Brazil,
Russia, and China for seven reasons. First, India’s economy mainly depends on its
domestic consumption and private investment. Although from 2007 to 2008 its GDP
growth has been halved, it still is positive. The reduction in consumption accounts for the
reduction. Second, its exports to America account for 13% of the total; and to China, only
7%. China overtook the US as India’s largest trade partner in 2007-2008. Third, strong
economic growth has allowed the government to undertake big spending programs and
simultaneously reduce its budget deficit from 6% in 2000-2001 to 2.8% in 2007-2008. This
indicator is forecast to reach just over 3% of the GDP by the end of 2009. Fourth, the
fallout from the global financial crisis has caused the stock market and currency to slump
and the banking sector to experience a sudden liquidity crisis. Fifth, inflows of FDI reached
almost US$30 billion in 2007-2008, a considerable increase in relation to 2006-2007. In
March 2008 the government reviewed its policy on FDI looking to streamline procedures
and liberalize foreign-investment ceilings. Sixth, the Indian currency has been depreciating
in relation to the dollar, which fosters the increase in exports. Seventh, although the Indian
government is loosening its controls, it continues to monitor almost every aspect of
business and the economy.

A factor that may affect India’s economic development is the rivalry against Pakistan,
which has caused three wars after the country, was partitioned by Great Britain after
WWII. There are also some political problems with Kashmir. India is attempting friendly
diplomacy with Pakistan after the Mumbai attacks last November, but the use of diplomatic
force through the collaboration of other countries like Great Britain and the US might not
be effective should another attack from Pakistan take place.

0

Russia’s export share of the GDP in the period 2004 — 2008 descended from 35 — 32 with
a decreasing trend that led to a projection of 27% during 2009. Consequently, its
economy is considered to be relatively open and dependent on the foreign trade, whose
main partners are shown in table # 15. Very clearly, the European Union is of central
importance in this respect, taking the majority share, a staggering 55.8% of Russia's
exports. Compared to the nominal 5% held by the US, we see that America is not directly
responsible for Russia's troubles. High levels of dependence on the EU and its own
petroleum industry have resulted in the recent downturn.

Oil and natural gas exports account for 65% of all Russian exports, and with a majority of
this energy finding its way to Europe, Russia is left doubly vulnerable to falling global oil
prices as well as Europe's dependence on the US. Russians and Europeans are bound in
that a German factory may rely on Russian energy but a drop in industrial output in either
country will result in mutually shared crisis.
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Falling oil prices are not the only cause for alarm. Domestic consumption is fairly low in
comparison to other countries. At a neutral 50% consumption is not terribly low, but
comparatively the US registers a 71% consumption rate, leaving it significantly less
exposed to toppling export markets. The instability of the Euro in relation to the US dollar
illustrates this exposure quite effectively. Favorable exchange rates between the Ruble
and the Euro have fostered a steady export market from Russia to the EU. With the dollar
rallying against the Euro in late 2008, a precarious balance was upset. While the Euro
was falling in value, the Ruble was plummeting. Fluctuation in the value of the Euro has
since held the Ruble hostage and it has steadily lost value since late 2008. This loss of
value has only been slowed by the injection of massive portions of Russia's foreign
reserve into the economy.

Foreign currency poses an entirely different threat to Russia: inflation. Since the collapse
of the Soviet Union, Russia has experienced remarkably high levels of inflation due to
rapid periods of large direct foreign investment. Now, Russia experiences steep inflation
with diminishing investments. The usage of foreign reserves is the likely culprit in an
investment lull, as well as an example of the poor monetary policy decisions of Russia's
central bank. Russia’s probability of becoming a world economic power is not likely.
Russia is stifled in its economic development by several factors. The most principal of
these being: 1) Russia's reliance on petroleum exports to the European Union; 2) The fact
that the level of domestic consumption that comprises the GDP is 50%, considerably less
than the majority of the countries analyzed in this paper; 3) An economic vulnerability to
fluctuating exchange rates and high levels of foreign direct investment; and 4) The
instability and reach of the powers of Vladimir Putin's and Dmitri Medvedev's tandem rule.

Section V — Special Issues

How does the world crisis affect American economic actors? Households experience an
increase in unemployment, mortgage and credit crises, instability in the stock market,
reduction in imports, and postponement of retirement due to financial reasons. Businesses
experience a reduction in exports, imports, foreign direct investment, bankruptcies,
reduction of profits, reduction of working hours. The Government experience an increase
in spending to get the economy out of the hole with the consequent increase in the
budgetary deficit, decline in foreign expenditures, and increase in our dependence on
China due to our budget deficit.

How can American economic actors contribute to weather the current slowdown in the
world economy? Households can accomplish this by increasing their level of qualification,
enhancing their financial responsibility especially when using the credit mechanism, doing
whatever is in their hands to keep their jobs. Businesses can accomplish this by
rationalizing the use of resources, finding ways to keep employment in their firms,
accepting temporarily lower rates of return; (Banks) Increasing lending responsibly, (Fed)
enforcing regulation and audit of banks, applying easy money policy in the context of the
current crisis. Governments can accomplish this by improving the American economy by
consistent application of expansionary fiscal policy, supporting Fed initiatives to fostering
bank loans, and increasing savings and consumption. The improvement of the economy
will trigger the automatic stabilizers that will reduce the budget deficit, and the need for
financing the debt through bonds. Establishing trade offs in exchange rates convenient to
our foreign partners without considerably affecting US interest.
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The almost simultaneous collapse of the global economy and the American economy
indicates that the former is still coupled to the United States because of its
interdependence in the stock market, in foreign trade (especially exports to America), and
due to the fact that the USD makes up approximately 75% of the world’s reserves of
foreign currency. The US dollar, despite the deep recession in the American economy, is
still the world currency. So far no other currency can substitute the US dollar as the
globally accepted medium of exchange. The development reached by China since the
introduction of the market economy under the rule of the Chinese Communist Party, and
especially since its membership to the World Trade Organization, has created an
interdependence with the United States in relation to the $2 trillion reserves in China, that
has become our first financial partner in acquiring bonds to finance our budget deficit.
China depends on the US given the fact that the latter receives 20% of Chinese exports.
The United States and China are the two largest economies in the world as far as the
value of the GDP is concerned. Despite huge political differences between these two
countries, there exist common economic grounds between them that should pave the way
to stable bilateral cooperation.

The consistent GDP growth in emerging economies during the period 2004 — 2008,
especially in the so-called BRIC countries, was also affected by the American slow down,
although during 2009 three of them are expected to continue growing at a lower pace. If
the BRIC countries are able to weather the present world economic crisis and start
recovery as of the second semester of 2009, they may considerably contribute to the
recovery of the world economy. There seems to be a positive link between FDI and GDP
growth in India, China, and Brazil. China maintains a GDP growth of 9%, India of 5.3%,
and Brazil of 5.3%, and all of them were the leaders in FDI. So FDI may be a driving force
for these countries to emerge from the global recession. In the cases of China, India, and
possibly Brazil, most of their FDI is coming from the US. Therefore, these economies
would likely recover after the US’s ability to invest recovers as well. Given the degree of
globalization existing in the world, a recession in the world economy can affect America,
but to a lesser degree than a recession in America affects the world economy.

The high weight of domestic consumption and a relatively low proportion of exports in
America’s GDP make it more resilient to a global downturn. The inverse situation takes
place in the European Union, Japan, and China. Brazil and India have been impacted in a
lesser degree because their domestic markets are relatively large and have a smaller
dependence on foreign trade.
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Table # | — First ten largest economies of the world as of the first semester of 2009

Number | Country GDP value (US Shn purchasing
power parity)

1 United States 14,265 (April 2009)
2 China 8,148 ( June 2009)
3 Japan 4,340 ( June 2009)
4 India 3,100 (March 200%)
3 Germany 2,863 (April 2009)
4] Russia 2,239 (April 2009)
7 (reat Britain 2,198 (May 2009)

8 France 2,141 (May 2009)

) Brazil 1,981 (May 2009)
10 Italy 1,797 (May 2009)

Total 43,072

Chart # 2 — Statistical behavior of the GDP in developing and advanced economies
In the period 2000 - 2013 !
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Table # 2 - GDP growth rate % from The Economist, from The Economist Intelligence Unit,

All ViewsWire
Country 2004 2005 2006 2007 2008 Forecast for
2009
(March
2009)
USA 36 2.9 2.8 2.0 1 -2.0
CHINA 10.1 10.4 11.6 13.0 5.0 6.0
RUSSIA 6.4 7.0 6.5 7.6 6.2 1.0
BRAZIL 5.7 il 3.9 5.7 5.3 1.6
INDIA 8.3 5.2 9.7 9.0 5.3 5.0
JAPAN 2.7 1.9 2.0 24 -0.7 -31.8
GERMANY 1.2 0.8 3.0 2.5 -1.7 -2.4
FRANCE 22 1.9 24 2.1 -12 -2.5

Chart # 3 — Annualized three-month % change in the world industrial production versus the
value of merchandise exports from 2000 to 2008 (Source: IMF, UNCTAD,
|[Edelman Trust)
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Chart # 4 — Percentage change in FDI flows 1n 2008 versus 2007 in developed economies
and the BRIC countries. ( Source: IMF, UNCTAD, Edelman Trust)
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Table # 3 - GDP growth rate % per quarters in the period July 2008 — March 2009, from The
Economist, Section Output, Prices and Jobs

Country 2008 — 37 guarter 2008 — 4* gquarter | 2009 — [* quarter Revised projection
of GDP growth for
2009 {in June
2009)

USA 0.7 -0.8 -2.5 -2.8

CHINA 9.0 6.8 6.1 £.5

RUSSIA 6.2 1.1 9.5 -5.0

BRAZIL 6.8 6.8 -1.8 -1.5

INDIA 7.6 53 5.8 5

JAPAN -0.6 -4.6 -8.8 -6.7

GERMANY 0.8 -1.7 -6.9 -3.5

FRANCE 0.5 -1.0 -3.2 -4.7

Table # 4 - Unemployment rate in the period 2004 — 2008, from The Economist Intelligence Unit,
All ViewsWire

Country 2004 2005 2006 2007 2008 Forecast for 2009 done
March 31 June 25

Usa 5.5 5.1 4.6 4.6 6.5 9.5 10.0
CHINA 9.9 9.7 9.5 9.2 9.0 10.1 10.3
RUSSIA 8.2 1.6 7.2 f.1 59 6.6 .6
BRAZIL 11.5 9.8 10.0 8.3 8.0 9.2 9.3
INDIA 8.1 7.5 7.0 6.7 6.8 72 72
JAPAN 4.7 4.4 4.1 8 39 5.6 N.A.
GERMANY 10.6 1.7 10.8 9.0 7.8 9.2 10.1
FRANCE 8.9 8.9 BB 8.0 B2 9.1 10.9
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Table # 5- Balance of trade (billion US) in the period 2004-2008, from The Economist Intelligence
Unit, All ViewsWire

Country 2004 2005 2006 2007 2008 Forecast for 2009 done
March 31 June 25
USA -670 -787 -838 -§19 =773 -572 472
CHINA 59 134 218 315 370 310 322
RUSSIA 85 118 141 128 200 |89 85
BRAZIL 34 45 46 40 25 13 16
INDIA -28 -47 -62 -80 -126 -44 -100
JAPAN 132 94 8Bl 105 35 3 N.A.
GERMANY 186 194 201 279 312 226 151
FRANCE -15 -28 -37 -55 92 -71 -77

Table # - 6 - Budget deficit as % GDP in the period 2004-2008, from The Economist Intellipence
Unit, All ViewsWire

Country 2004 2005 2006 2007 2008 Forecast for 2009 done
March 31 June 25

USA -3.6 -2.6 -1.9 -1.2 -3.2 -11.5 -13.2
CHINA -1.3 -1.2 -0.8 0.6 -0.1 -2.8 -3.8
RUSSIA 3.7 1.5 5.9 1.0 5.8 -3.1 -8.0
BRAZIL -2.4 -3.0 -2.9 -2.2 -0.7 -1.4 -2.0
INDIA -3.9 -4.1 -3.4 -2.8 -6.0 -6.1 -7.7
JAPAN -6.2 -6.7 -1.4 -2.4 -3.1 -5.4 -7.0
GERMANY -2.8 -3.3 -1.6 0.1 0.2 -3.7 -5.8
FRANCE -3.6 -3.0 -2.4 -2.7 -3.2 -5.4 -6.6

Table # 7 - Public debt as a percentage of GDP in the period 2004-2008, from The Economist
Intelligence Unit, All ViewsWire

Country 2004 2005 2006 2007 2008 Projection
for 2009

USA 37.3 7.5 37.1 36.9 38.1 51.7
CHINA 25.1 23.0 20.8 17.3 16.2 19.1
RUSSIA 23.2 14.2 8.8 5.4 6.7 14.7
BRAZIL 49.3 46.7 45.0 45.1 36.9 41.0
INDIA 63.3 63.0 61.5 61.3 61.3 66.1
JAPAN 165.5 Tk 171.9 170.6 173.0 190.0
GERMANY 65.9 68.0 67.6 65.0 64.4 78.4
FRANCE 65.0 66.4 63.6 63.9 68.1 75.8
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Tablzs # 8 - World Stock Markets Indexes — The Economist markets (different numbers)

Date | USA | Japan | China | Euro | Eure | Russia | India | Brazil | Mexico | Canada | Emerg | World
Fise | DJ Market | Market

6/17 | 850 (984 | 295 | 734 (23R8 | 1038 | 145 (510 |24.1 10.0 749 241

2009

/I8 | 755 | 7.53 (232 | 650 211 | 524 9.01 | 397 | 187 B.1R 516 197

2009

12/03 | 8.59 (8.0 206 720 | 2.37 | 603 874 1353 | 20.1 B.30 503 212

2008

10/1 108 | 114 [2.4] D46 | 3.07 | 1.19 3.1 | 49.8 | 25.1 11.7 785 205

2008

6/25 | 118 (138 305 |[1.09 |34 |231 142 | 658 | 296 14.4 1.11 362

2008

Table # 9 - Inward Foreign Direct Investment as a percentage of GDP from The Economist
Intelligence Unit, All ViewsWire

Country 2004 2005 2006 2007 2008 Projection
for 2009
USA 13.0 13.2 14.0 15.2 16.6 17.6
CHINA 12.7 11.8 10.5 §.5 11,2 11.7
RUSSIA 1.9 1.8 9.0 11.2 12.9 19.4
BRAZIL 24.3 22.2 19.7 18.7 18.7 22.8
INDIA 6.4 6.2 1.6 9.1 11.8 14.2
JAPAN 2.0 2.1 2.0 2.5 2.8 3.0
GERMANY 26.2 23.2 27.5 30.2 28.0 33.7
FRANCE 26.0 2583 34 39.5 40.0 45.1
Table # 10 - % Exports to, and imports from, US in 2007
Japan | UK. | Germ | Italy | Canada | Bra | Russia | China | India | Mexico | South | Indone-
any z1l Korea | sia
Export | 20 14 7.6 66 |79 16 |1 19 13 82 12 12
Import | 20 8.5 5.9 0 61 16 | 4 7 b 50 10 0
Table # || - % exports to, and imports from, China in 2007
Japan | Germ | Canada | Bra | Russia | US | India | South | Singa | Malay | Hong | Indope-
Any zil Korea | pore | sia Kong | sia
Export | 15 0 2 7 5 6 |4 22 10 G 49 10
Import | 20 7 10 11 11 16 [ 11 18 12 13 46 19
Table # 12 - % exports to, and imports from, Germany in 2007
USA | UK | France | Italy | Spain | Brazil | Russia | China | Hong
Kong
Export | 0 11 15 13 11 4 10 3
Import | 5 14 17 17 15 {0 12 4 ]













