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Abstract
While emerging Asia, with the exception of India, has a low debt-to-GDP ratio, there is growing
concern about the region’s exposure to the sovereign debt crisis of major advanced economies. This
is due to the economic linkages between the two regions. Analysing the state of public debt in the
advanced economies, we argue that unlike the past the debt-ridden economies may not erode the
real value of their debt by pushing inflation. The behaviour of key monetary and financial
variables supports the view that minimises the southward valuation risk of Asian savings. We
also argue that while the current sovereign debt crisis is one of the by-products of global
imbalances, it may not unwind via hard default. Though many analysts argue that soft default via
inflation remains a danger, Asia and the West’s ever-growing economic interdependence is
likely to reduce the risk. One might instead see a prolonged adjustment between the two
stakeholders as far as financial and other economic imbalances are concerned in the coming
years.
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I. Introduction
While emerging Asia, with the exception of India, has a low debt-to-GDP ratio, there is growing
concern about the region’s exposure to the sovereign debt problem of major advanced
economies. According to the International Monetary Fund, sovereign debt in the advanced G-20
economies is set to reach or exceed 100 per cent of their GDP in the next few years (Figure 1),
which has no historical precedence since so much debt has never been stockpiled in peacetime.
The severe debt crisis in Greece and other parts of Europe raised a huge question about the
viability of the euro. Some analysts even fear that the debt crisis that originated in Greece, the
birthplace of western civilization, could reach the last bastion of western power, the other side of
the Atlantic, after crossing the channel to Britain (Ferguson, 2010). Examining the experience of
44 countries spanning two centuries of macroeconomic data on central government debt,
Reinhart and Rogoff (2010) established that yesterday’s financial crisis could easily morph into
tomorrow’s government debt crisis. Financial and other bail-outs, fiscal stimuli and the collapse
in tax revenues generally lead to a rise in public debt.
Figure 1: Current and Projected Public Debt-to-GDP Ratios in Advanced G-20 and
Emerging G-20 Economies: 2000–2014

Source: World Economic Outlook, October 2009, International Monetary Fund.

Although “decoupling theory” gained some currency in recent years, the economic
interdependence between advanced economies and developing Asia has not lessened; in fact, it
may have increased. There has been an increasing correlation1 between the G-7 and developing
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Nevertheless, this increasing correlation should only be seen as indicative because it could be spurious.

1

Asia’s growth, particularly in the post-2000s (Figure 2).2 Even though developing Asia’s exports
markets have become more diversified in recent years, the G-7 economies still consume over
two-third of developing Asia’s exports. Though there is strong growth in intra-Asian trade, the
Global Trade Analysis Project (GTAP) database (version 7) shows that most Asian exports are
eventually consumed by G-3 countries. However, the GTAP (version 7) corresponds to the world
economy in 2004. As Kim et al. (2009) noted, “given that intra-Asian trade has been markedly
driven by demand from outside the region, the growth of intra-regional trade share in total Asian
exports does not automatically lead to Asian dependence from the effects of an external demand
shock.”
Figure 2: Correlation between G-7 and Developing Asia’s Growth Rates: 1980–2009

Source: Based on World Development Indicators, World Bank; the World Economic Outlook October
2009, International Monetary Fund.

As far as financial interdependence is concerned, there is a strong link between emerging Asia
and the G-7 economies’ bond markets, portfolio investment, and FDI flows, among others. The
central bank of China alone holds nearly 22 percent (US$ 868 billion) of the United States’
Treasury Securities3 (Figure 3) and Asia holds nearly 40 percent (over 4.5 trillion) of short-term
US debt (treasury, agency and corporate debt)4 (Figure 4). China has voiced concern on several
occasions that the US could stoke inflation and may devalue the dollar to partly offset its debt. If
Chinese concerns translate into reality, this could unduly punish Asian savers.
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The correlation coefficient between G-7 economies and developing Asia was 0.48 in the period 2000–2009,
whereas the figure was only 0.22 in the period 1980–1999.
3
As of May 2010, the US Treasury’s outstanding debt stood at US$3. 9 trillion. The major Asian holders of US debt
include China (868 bn), Japan (787 bn), Hong Kong (146 bn), Taiwan (126 bn), Thailand (46 bn) Singapore (41bn),
South Korea (38 bn), and India (29 bn). See the United States Department of Treasury.
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Figure 3: Major Asian Central Banks’ Holdings of US Treasury Securities (as of May 2010)

Source: Based on United States Department of Treasury (http://www.ustreas.gov/tic/mfh.txt)

Figure 4: Key Foreign Holdings of U.S. Short-Term Debt Securities* by Regions (as of June 30,
2009)

Source: Based on United States Department of Treasury.
Note: * Debt securities refers to Treasury, Agency and Corporate debt.
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Against this backdrop, this paper assesses the possible consequences of advanced economies’
sovereign debt problem on emerging Asia. In Section II we briefly discuss the sovereign debt
scenarios in key advanced economies. Section III revisits the literature pertaining to the nexus
between debt and economic growth. Focusing on the inflation and growth outlook in advanced
countries, Section IV addresses whether their debt reduction policies pose any significant risk to
emerging Asia’s savings that are invested in the US and other advanced economies’ treasury
securities. In Section V we argue that the current sovereign debt problem in the US and some
parts of Europe is one of the by-products of global imbalances. While many analysts believe that
soft default via inflation remains a danger, we argue that Asia and the West’s ever-growing
economic interdependence is likely to reduce the risk; we might see prolonged financial and
other economic imbalances between these two stakeholders. This interdependence also
minimises the risk of hard default. The final section provides some concluding remarks.
II. Public Debt Scenario in Selected Advanced and Developing Economies
Accumulation of public debt following the bust phase of a business cycle is hardly new. But the
extent of debt accumulation this time is unprecedented. The US gross public debt as a share of
GDP is now higher than at any other time in history except after World War II – including World
War I and the Great Depression – and counting (Figure 5 and the left scale of Figure 6). As
exhibited in Figure 5 there has been a surge in debt, particularly after 2007 owing to the
extraordinary fiscal measures that were launched to limit the damage of the recession.
US federal spending reached nearly 25 per cent of its GDP – the highest level in over 50 years;
in contrast, its revenue receipts were about 15 per cent of GDP – the lowest level in over 50
years (daily Treasury Statement, September, 2009 and monthly Treasury Statement August,
2009). The US federal deficit reached 13 per cent of its GDP in FY 2009, which was the highest
deficit-GDP
ratio
since
WWII
(24
per
cent
of
GDP).
(http://www.usgovernmentspending.com/index.php). Though the US has been living with federal
deficits for almost a century (Figure 7), it takes a war to get a deficit as large as the one the US
experienced during and after the recession of 2008–09. The country’s deficits peaked during
World War I (16% of GDP in 1919) and World War II (24% in 1945), and even the deficits of
the
Great
Depression
were
only
about
5
per
cent
of
its
GDP
(http://www.usgovernmentspending.com/index.php). The total US public debt stood at US$12.5
trillion in March 2010 (http://www.federalbudget.com/).
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Figure 5: Cumulative Increase in Real Public Debt since 2007 in Selected Countries

Source: Reinhart, Carmen M. and Rogoff, Kenneth S. (2010)

The debt scenario in other advanced economies, particularly in the euro zone and Japan, is quite
similar to what we have seen in the case of the US. Though debt-to-GDP ratio in most European
economies is on the rise, the scenario is not unique. While Greece, the UK, Spain, Ireland, and
Italy have high debt-to-GDP ratios coupled with high current account deficits, some key
economies of the continent such as Germany, the Netherlands and Norway have better current
account positions (World Economic Outlook 2009, International Monetary Fund). Japan’s debtto-GDP ratio exceeded 200 per cent in 2009, which was the highest after Zimbabwe.
Nevertheless, the world’s third largest economy’s public debt figure does not look that alarming
if one factors in the country’s large foreign exchange reserves.
Apart from public liability, a large amount of debt has been accumulated by households and
financial sectors, inter alia. A recent report by McKinsey Global Institute (2010) shows that the
ratios of total debt to GDP (which includes debt owed by households, government, non-financial
businesses and the financial industry) for the US, the UK and Spain are 300, 465 and 365 per
5

cent, respectively. It also reported that more than half the rich countries (in its sample) have debt
that accounted for more than 300 per cent of their GDP.

Figure 6: Trends in Debt-GDP Ratio and Inflation in the United States: 1938–2009

Source: Based on www.usgovernmentspending.com , www.inflationdata.com and Federal Reserve, St
Louis.

While the most of the public debt in the advanced economies was accumulated following the
financial crisis, and is thus cyclical in nature, there is another dimension to the problem, namely,
the structural fiscal deficit. As the baby boomers retire, the state of public finance in the US,
Europe and Japan is likely to become even more vulnerable in order to finance their old-age
pensions. The ratio of the retired population to working-age population is projected to increase in
rich countries. The financial burden of healthcare per capita rises slowly when people are in their
50s, augments in their 60s, increases again in their 70s, and accelerates sharply after they reach
their mid-80s. In the US the expenditure on health, for instance, is approaching 17 per cent of the
GDP (website of the US Department of Health and Human Services).
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Figure 7: Trends in US Budget Deficits and Surpluses: 1930–2009

Source: Based on www.usgovernmentspending.com

III. Debt Financing: Theory and Literature
Theoretically, debt-ridden economies can lower their debt-to-GDP ratios by banking on several
mechanisms: GDP can grow fast enough to reduce the ratio, prices can be inflated enough to
erode the real value of debt, fiscal tools (tax increases) can be employed to redeem some of the
debt, austerity (belt-tightening) measures can be adopted by lagging credit growth behind GDP
growth to reduce debt, and finally, the government can default on its debt obligations.
Historically, in the post-war periods high economic growth reduced the debt liability that
accumulated to finance war bills. However, the current debt has been accumulated in a relatively
peaceful period and, as a result, the growth of the denominator of debt/GDP ratio may not be
high enough to reduce the ratio. Governments in the advanced economies have little fiscal room
to redeem their debt by increasing tax rates that are reflected in their revenue earnings. That left
debt to be eroded either by hard default or soft default. While hard default is implausible at this
stage, soft default through inflation is a serious risk, at least theortically.
A theoretical underpinning of public debt may be helpful to understand how debt is being
accumulated and how it can be financed. To understand the basic premise of budget accounting
and debt dynamics, we use budget identity in line with Cecchetti et al. (2010). The consolidated
government sector budget identity can be expressed as:

Gt + it Dt 1 = Tt + ( Dt  Dt 1 ) + ( H t – H t 1 ) ------ (a);
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where G is the nominal level of primary government expenditure and i is the nominal interest
rate paid on nominal public debt. The right-hand side shows that the total amount of expenditure
can be funded through taxes, new debt issuance and a change in the stock of central bank
liabilities or monetary base (also called seigniorage). Dividing by nominal GDP and rearranging
terms, Equation (a) can be rewritten as:

d t  d t 1 = rˆd t 1  wt  st --------- (b)
where rˆ  1  it /(1   t )(1  g t ) – 1  it   t  g t
wt  g t  tt
Equation (b) shows that the change in public debt-to-GDP ratio is a function of real interest
payments ( rˆdt 1 , adjusted for real output growth), the primary deficit ( wt ) and seigniorage ( st ).
If the real interest rate on debt is larger than real output growth, the debt-to-GDP ratio rises,
which warrants governments to issue new debt to cover the interest payments on the outstanding
stock of debt. As observed by Cecchetti et al. (2010), “when a government ‘indefinitely’ issues
new debt to pay interest on the stock of debt (and any additional non-funded expenditure) it is
said to be running a Ponzi scheme, and its debt is set to grow without limit.”
As a result, theoretically a government’s debt must be equal to the present discounted value of all
future primary surpluses and any future seigniorage revenue. This brings the fiscal-monetary
nexus into the picture. Any failure by fiscal authorities in reaching fiscal equilibrium leads the
central banks to print more money that eventually elevates the price level. This is how fiscal
profligacy leads to inflation.
IV. Advanced Countries’ Debt Management Strategies and their Likely Impact on
Emerging Asia
We now link the above scenario to the real economic world, particularly the situation currently
faced by key advanced economies as far as debt financing is concerned. We can assume three
likely scenarios. First, faster growth could lessen their dependence on inflation. Second, if
growth falls behind the pace of debt accumulation, they might opt for soft default through
inflation. Third, combinations of two effects, namely, a moderate growth and modest inflation,
can help reduce debt with less volatility. Clearly, for Asian savers the preferred option is a faster
recovery in the advanced economies that will keep their savings safe and the former would be
benefited from the latter’s growth.
Under the current circumstances, low to moderate growth in the advanced economies could
repeal a fraction of the debt. This is very likely in the case of the United Sates where economic
recovery looks better than for its peers. Feldstein (2010) estimated that the US economy could
grow at 1.9 per cent per annum in this decade. In Europe, debt and other economic problems are
not unique. On the whole, as far as near- to medium-term economic growth is concerned, the
continent’s economic picture is not very rosy. Japan’s economic outlook is quite similar to
Europe’s, if not worse.
8

The nexus between debt and growth has attracted much attention, particularly following the
recession of 2008–09. Reinhart and Rogoff (2010) demonstrated “[that] across both advanced
countries and emerging markets, high debt/GDP levels (90 per cent and above) are associated
with notably lower growth outcomes.” They also showed that, historically, periods of sharp
deleveraging have followed periods of lower growth and coincide with higher unemployment.
If debt cannot be eroded significantly by GDP growth, then inflation is the most favoured tool to
be used to inflate at least part of the debt. This has shifted the focus to the nexus between debt
and inflation, which is known as debtflation. The recovery and the price situation in the
advanced economies indicate that the fear of deflation has subsided and a low level of inflation is
within sight (Figures 8 and 9). To understand the issue better, it is useful to look at the existing
debate on inflation and deflation in advanced economies.
What worried the US and Europe during and in the aftermath of the great recession is the spectre
of deflation that halted Japan’s progress for more than a decade (which was known as the “lost
decade” of Japan). Consumer prices in the US fell sharply, and the economy was still operating
at post-war lows with a huge output gap. A Federal Reserve estimate shows that it could take the
US several years to return to pre-recession full employment. Like in the US, the spectre of
deflation has also haunted Europe.

Figure 8: Growth and Price Situation in the Advanced Economies

Source: Based on Consensus Economics.

But the fear of deflation has subsided on both shores of the Atlantic which is reflected in their
improving macroeconomic picture. Analysing headline and core inflation scenarios and other
macro indicators of the euro zone, Smaghi (2009) observed that “the current weakness in real
9

economic activity would be expected to dampen inflationary pressures in the euro area but not to
lead to outright deflation.” However, Japan remains in the midst of deflation. Nevertheless,
unlike the Federal Reserve and the Bank of England, the Bank of Japan has not used its balance
sheet aggressively.

Figure 9: Trends in Core and Headline Inflation in the G-7 Economies: 1995–2010

Source: AMP Capital (2010).

So, the scenario depicted in Figures 8 and 9 echoes the prevailing economic conditions and nearterm economic outlook in the US and euro zone. Massive quantitative easing and other
accommodative monetary and expansionary fiscal measures have helped the economies to
rebound their battered aggregate demand (thus minimising the risk of deflation).
At the same time, advanced economies, notably the US, do not want to see the high inflation
regimes of the post-war period and the 1980s that many analysts foresee could return once the
economic recovery speeds up. The fear is that the low-inflation regime that the US economy
enjoyed, particularly after the then Federal Reserve Chairman Paul Volcker’s decade-long and
costly fights against high price levels, faces serious threat. They believe that there is a real
possibility that the US economy could return to an era of high inflation.
Ever since the stagflation of the 1970s, keeping price levels low has been the central focus of
American policy-making. This was reflected in a prolonged low inflation era in the US coupled
with a low level of unemployment. This happened after the mid-1980s when both inflation and
output volatilities declined markedly. This was an era known as “great moderation” in the
economic literature. Several economists have captured this development. Blanchard and Simon
(2001), for instance, documented that the variability of quarterly growth in real output has
10

declined by half since the mid-1980s, while the variability of quarterly inflation has declined by
about two-third. The theoretical underpinning of this phenomenon is also captured by a concept
called NAIRU that explains the dichotomy between inflation and unemployment. NAIRU, an
acronym for Non-Accelerating Inflation Rate of Unemployment, raised the question of the
application of the Phillips curve, a trade-off between unemployment and inflation.
However, we are in a different time now. During the great moderation NAIRU was about 5.5
percent in the US. The economy saw almost 10 percent of its workforce out of jobs in July 2010.
As reflected in Figures 8 and 9, low capacity utilisation rates following the crisis (owing to high
unemployment rates) are not pushing the prices high enough to warrant contractionary fiscal and
monetary policies in the advanced economies. This is the key reason why central banks in the
advanced economies are keeping their interest rates very low and policy makers are
contemplating initiating another round of fiscal stimulus.
Nevertheless, too low inflation for too long is blamed for the creation of the recent asset bubbles
and global imbalances that eventually caused the great recession of 2008–09. Hence, though high
inflation is not a clear policy preference, policymakers in the advanced economies do not want to
import a Japan-style prolonged deflation either. This means that a middle path, namely,
moderate-level inflation and modest growth, is a policy preference to reduce the debt.
Figure 10: Post-WWII Debt Erosion: Inflation and Real GDP Growth Effects

Source: “The Return of Debtflation?” The Global Monetary Analysts, Morgan Stanley, February 2010.

What does history tell us about debt reduction policies? Debt reduction strategies in the postWWII period (1946–2003) show that while real GDP growth reduced the debt-to-GDP ratio by
1.3 per cent on average, the effect of inflation on the ratio was 1.6 per cent (Figure 10). In other
words, in the corresponding period, 56 per cent of the total nominal growth effect on the debt
ratio was due to inflation. In the US, from 1946–2009 the annual average inflation was 4 per cent
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and GDP growth rate was 3 per cent (Federal Reserves, St Louis database). Nevertheless,
inflation was relatively low in the 1990s and 2000s; the average inflation during Bill Clinton's
eight years in office was 2.6 per cent, and for George W. Bush it was 2.8 per cent (New America
Foundation website).
Economists are equally divided on whether or not debt should be inflated away through inflation.
Many influential economists in America are in favour of inflation to erode some of the US debt.
Aizenman and Marion (2009) showed that an US inflation of 6 per cent for four years would
reduce the debt-to-GDP ratio by 20 per cent – a scenario similar to what happened following
World War II. Rogoff (Bloomberg, 2009) argued for 6 per cent inflation for the US for at least a
couple of years that would ameliorate the debt bomb and help the economy work through the
deleveraging process. Given the historical link between high public debt and inflation,
stabilisation of public debt to GDP at current levels in the US would require average inflation
rates between 4–6 per cent over the coming decade (Morgan Stanley, 2010).
Are inflation expectations well-anchored in financial market behaviour? To answer the question
one has to look at interest rate behaviour in key financial markets. Most central banks in
advanced economies cut their policy rates (Figure 11) and injected huge liquidity (Figure 12) as
soon as the crisis affected their financial markets and adopted huge stimulus packages when the
financial crisis translated into real economies.
Figure 11: Key Central Bank Interest Rates: 2007–2010

%

Source: Federal Reserve, St Louis; Bank of England; European Central Bank; and Bank of Japan.

Despite historic low interest rates, massive quantitative easing and a huge fiscal stimulus, current
inflation and expected future inflation remain quite low (reflected in bond yields, see Figures 13–
16). Investors generally demand higher yield to compensate for inflation risk. The general rule of
thumb is that the higher the current rate of inflation and the higher the expected future rates of
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inflation, the higher the yields will jump across the yield curve. The key factor in determining
bond yield is interest rate – both short- and long-term interest rates. For instance, if investors in
the bond market believe that the short-term interest rate (generally set by central banks) is too
low, then expectation of future inflation increases, which causes the long-term interest rate
(determined by market forces) to increase in order to compensate for the loss of purchasing
power associated with the future flows of bonds.

Figure 12: Balance Sheets of Key Central Banks
(Asset re-based, in local currency, January 2008=100)

Source: Financial Times, London, March 2, 2010.

Figures 13–16 show the trends in bond markets both in the US and Europe. The slopes of the
yield curves, i.e., the spread between short- and long-term interest rates, show that markets are
assuming normal growth and have not yet factored in inflation as a serious risk. The spread
between short-term (three months) T-bills and long-term Treasury bonds (10 years) in the past 12
months averaged 3 per cent (Figure 14), which is not unusual in a historical perspective.
When bond investors expect the economy to undergo normal rates of growth without significant
changes in inflation rates or available capital, the theory goes that the yield curve slopes gently
upward as maturities extend, interest rates get progressively higher and the curve goes up. If the
market assumes that inflation is a serious threat, the slope of the yield curve steepens.
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Figure 13: Movements of Fed fund rate and short- and long-term US Treasury Rates:
January 2007– January 2010

%

Source: Based on the United States Treasury Department and Board of Governors of the Federal Reserve
System.

However, there are many instances when yields lagged behind inflation. This means that bond
yield curves do not always hold predictive powers. As observed by Morgan Stanley (2010),
“throughout the 1970s, bond yields never meaningfully caught up with inflation take off; real
interest rates were mostly very low – indeed negative for sustained periods – a bad time for
bonds. Exactly the opposite happened during the great moderation of the 1980s and 1990s. The
sustained decline in inflation meant real interest rates were high, giving rise to a long bull market
for bonds.” Nevertheless, it does not necessarily mean that the yield curve is not a good predictor
of the future course of inflation or business cycles.
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Figure 14: Spread between 10-year Treasury Bonds and 3-month Treasury Bills

%

Source: Based on the Federal Reserve, St Louis.

Figure 15: Movements of Yield Curves in the US: 2007–2010
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Source: Based on the United States Treasury Department.

Figure 16: Movements of Yield Curves in the Eurozone: 2007–2010

Source: Based on the European Central Bank.

V. Default Risk and Global Imbalances
The next point to ponder is which of the three scenarios discussed in the preceding section is
likely to prevail in the near to medium term. If one looks at the issue from historical
perspectives, most analysts foresee that advanced economies will bank more on inflation than
growth to reduce their debt-to-GDP ratio. But history does not always follow a straight line. As
we discussed in the preceding section, the market has not given any credible signal that inflation
is a near-term or medium-term risk. Even the 10 and 20-year bond yield remains very low.
Based on the behaviour of several indicators, as discussed earlier, we argue that inflation might
not shoot up despite high debt accumulation. The reason behind the low probability of hard
default (through bankruptcy) or even soft default (through inflation) is none other than the
mutual dependence between debtor and creditor nations that has been widely captured in the
global imbalances literature. This is nothing but an economic interdependence between the US
(and some European economies) and Asia as well as petro-dollar economies. Generally, Asian
and petroleum-exporting economies invest a large part of their savings in the US and other
treasuries and the latter are the consumers of last resort of the former.
In the past few decades most Asian and oil exporting countries have accumulated huge foreign
exchange reserves thanks to their undervalued currencies, and most of these are generally used to
buy debt securities of advanced economies. For instance, over 60 per cent of China’s foreign
exchange reserves are being invested in the US debt market (Figure 17) and the latter’s Treasury
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market is the largest bond market in the world. The US and Europe are the two most liquid
markets in the world. This is despite the fact that in recent years the share of emerging Asia’s
unallocated reserves has increased vis-à-vis its allocated reserves– generally placed in the US
dollar – and euro-denominated assets, among others.
The interdependence between the two regions also explains the recent behaviour of the currency
markets. While the stress of public debt, particularly in the peripheral economies of the euro
zone, caused the slide of the euro vis-à-vis the US dollar and some other currencies, and the ‘safe
haven’ status of the US dollar remains unchallenged due to an ample demand for the US
treasury. Nevertheless, the initial pessimism about the euro has also subsided following the
European Central Bank’s intervention in its fiscally stressed peripheral economies. Moreover,
the economic fundamentals of the key economies of European Union, including Germany,
remain very strong.

Figure 17: Trends in China’s Foreign Exchange Reserves and its Holdings of US Treasury
Securities

Source: United States Treasury Department and Economist Intelligence Unit.

VI. Conclusion
While emerging Asia has returned to a high growth path following the great recession of 2008–
09, the economic outlook of the debt-ridden advanced economies remains a worry for the region
given their economic inter-dependence. The debt-to-GDP ratio in a number of developed
economies started to increase much before the recent financial crisis that swelled further due to
massive fiscal and monetary measures in their economies to support the post-crisis recovery.
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Our analysis, based on different financial market variables, indicates that the debt-ridden
economies are likely to reduce their debt-to-GDP ratio, banking on both GDP growth and
inflation. However, the pace of growth – both inflation and GDP – could be much slower than
what we noticed in the earlier periods of deleveraging. The financial market behaviour in the US
and eurozone indicates that the respective economies might escape Japan-style prolonged
deflation. This is due to huge fiscal and monetary easing during the crisis that many analysts
believe rescued the world from another great depression after the 1930s. However, despite
historic low interest rates and other monetary easing, economic recovery in the developed world
has been less than satisfactory, reflected in low capacity utilisation and high unemployment rates
inter alia. This rules out inflation risk.
The post-crisis development – so far as growth and prices are concerned – has added a new
dimension in the literature of inflation and unemployment. While the age of great moderation
(mid-1980s to mid-2000s) dominated the literature for over two decades, the prevailing
sentiment in the market has brought back into the picture the traditional inflation-unemployment
trade-off (captured in the Phillips curve). Though headline inflation might see some volatility
due to the supply constraint of some commodities, notably food grain, core inflation might
remain low in years to come. The unemployment rate in the US is nearly double digit now and
the rate of job addition in the economy has been much lower than what policy makers expected.
Such scenarios minimise the valuation risk of the Asian savings that are invested in treasury and
other short-term debt securities in the debt-ridden economies. While low inflation risk lowers the
worry of Asian savers in the short run, a faster recovery in the advanced economies will
eventually be needed to minimise their exposure to the sovereign debt. If prices are not inflated
enough to erode the real value of debt, only faster growth can repeal the debt problem of the
advanced economies.
As discussed, this time markets in the advanced economies are behaving very differently than
during previous periods of deleveraging. This is due to the mutual dependence between debtor
countries and the creditor ones – known as global imbalances. The ongoing sovereign debt crisis
is one of the by-products of global imbalances that are unlikely to unwind through a hard default
by debtor countries – particularly those running large current account deficits along with fiscal
arrears. The same reason, i.e., Asia and the West’s ever-growing economic interdependence, is
also minimising the risk of soft default via inflation. Instead, we might see prolonged financial
and other economic imbalances or, at best, a slow adjustment between the two stakeholders in
years to come.
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