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Where are US and Europe heading? 
M. Shahidul Islam 

 

The massive fiscal and sovereign debt crises in United States and Europe have generated a lot of 
tensions in the global economy. With $14.6 trillion GDP, America is the largest economy in the world. 
However, its public debt hit the country's debt ceiling ($14.3 trillion) on May 16. With this the US' public 
debt is set to surpass the psychological level of 100% of its GDP this year. 

The debt crisis in Europe, however, is not unique. While most peripheral economies such as Greece and 
Portugal have accumulated very high level of debt, key economies like Germany and France's fiscal 
conditions are relatively in order. Nevertheless, the two contrasting sets of economies in the Euro zone 
threaten the future of the monetary union's single currency, the Euro. 

UK, which is not a member of the Euro, is also struggling to manage its deficits. Financial and other bail-
outs, fiscal stimuli and the collapse in tax revenues during the recent financial crisis led to dramatic rise in 
public debt. 

Are America and Europe facing a day of reckoning with debt? This is not merely an economic concern. 
Indeed, many experts persistently cautioned that the greatest long-term threat to America's national 
security is its debt. 

The world's geo-political map can also change dramatically if the deficits are not reined in. Obama's 
announcement on the drawdown from Afghanistan is not a choice but a necessity. Growing backlashes at 
home owing to near double digit unemployment, inter alia, are forcing the leader of the global order to get 
its own house in order. 

Given the cyclical and structural economic problems, it's becoming too costly for America to wage wars 
with state and non-state actors. It is no coincidence that Alexander Hamilton observed over two centuries 
ago that "the US debt, foreign and domestic, was the price of liberty." 

What are the debt reduction strategies of US and Europe? An anemic economic recovery has not helped 
much to reduce the real value of debt. Academic research show that high debt-to-GDP level (90% and 
above) is associated with lower growth rates. The governments both in US and Europe have little fiscal 
room to redeem their debt by increasing tax rates. 

The Obama Administration's attempt to increase tax rates for the wealthy Americans and the corporate 
have been thwarted by the Republicans. Austerities could rein in the debt-to-GDP ratio to some extent but 
this is politically challenging one. That left debt to be eroded either by hard default (sovereign default) or 
soft default (via inflation). 

The immediate concern is whether some European countries will default on their own debt. Greece, 
Portugal, Irelands and Spain are the front runners in the default race with 75, 47, 46 and 20% probably of 



default respectively over the next 5 years. The credit rating agencies have downgraded Greece and 
Portugal's debt to junk because of their high default risk. Ireland could be the next in line. 

The dilemma for relatively stronger Eurozone members is that they cannot ignore massive problems in its 
periphery if the currency union is to function effectively. The bailout packages that have been adopted so 
far are proven to be inadequate given the severity of the problems. 

One solution is to allow some crisis-stricken economies leaving the monetary union (or to give golden 
handshakes). In the short term it is very unlikely that a large number of economies of the currency union 
will be able to recover competitiveness and growth with the current level of Euro exchange rate. This 
means the Euro zone's status as the single largest economic entity in the world is now seriously at stake. 
Austerity, default and exit from the monetary union could create much chaos in the continent. What is the 
outlook on the opposite shores of the Atlantic? The rating agencies are also becoming pessimistic about 
the US's debt scenario. Lately, the Standard & Poor's (S&P) cut the US' debt outlook from "stable" to 
"negative" for the first time since it started rating the country's debt 70 years ago. 

While the S&P cautions indicate the mounting problems surrounding the US debt, unlike Greece or other 
peripheral economies of Europe the market is allowing US ample time to get its fiscal house in order. In 
other words, the risk of outright default and even soft default of the world's largest economy via inflation 
remains low, if the financial market indicators are any guide. Despite historic low interest rates, massive 
quantitative easing and a huge fiscal stimulus, current inflation and expected future inflation in US remain 
quite low -- reflected in bond yields. 

Why are the behaviour of the financial markets and the role of expectations very different in the case of 
US vis-�-vis peripheral Europe? The short answer is unlike Europe, America has many lifelines. First, 
there is an enormous mutual dependence between debtor and creditor nations. This has been widely 
captured in the global imbalances literature, an economic interdependence between US and Asia as well 
as petro-dollar economies. 

Asian and petroleum-exporting economies invest a large part of their savings in the US Treasuries and 
the latter has been the consumers of last resort of the former. China alone holds a quarter ($1.2 trillion) of 
US Treasury securities. If US stroke inflation to partly offset its debt then this could unduly punish the 
Asian savers. Moreover, America is the de facto guarantor of some cash rich East Asian and the Middle 
Eastern countries sovereignty. So, it is their interest to keep Uncle Sam afloat. 

Moreover, living with fiscal deficits for centuries US did overcome similar problems in the past. It remains 
the World's number one innovation centre. Like foreign capitals it has been a "safe haven" for the global 
talents. 

Nevertheless, the growing debt needs to be tamed eventually via better savings rates in US. US dollar 
has to undergo gradual depreciation. Amidst the debt worry the good news is the US household savings 
rate is on the rise and the dollar index is on the decline. 

However, America's debt road is long and bumpy. Debt and deficits will remain the key issue in American 
politics, especially during the 2012 Presidential elections. The financial markets and the world might wait 
till then to see if the Republicans or the Democrats have a better plan to nosedive the country's debt-to-
GDP ratio somewhere near 60 (safe zone) in the next few years. 

That said debt in Europe and America is happening at a time when emerging markets led by China are 
accumulating huge financial muscles. Most emerging markets bar India have a low debt-to-GDP ratio and 
they have accumulated over $6.5 trillion foreign exchange reserves. They also have much better growth 
prospects. 

As discussed, while this is a part of the problem it is China and oil producing countries that buy the 
American and many European countries debt helping them to keep afloat. 



The growing indebtedness and anemic economic recovery in Europe and America have prompted many 
to conclude that this could be the beginning of the end of 500 years of "western ascendency." However, 
the medium to long-term outlook for US is better than Europe, given the former's comparative advantage 
in innovation, demography and openness. So, the world economic power is perhaps shifting from the 
trans-Atlantic to the trans-Pacific where America will be increasingly partnering with Asia replacing 
Europe. 

Bangladesh should carefully study the global trends and take the right strategies to brave the new world. 
The issue I want to take up in the near future. 
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