
The West’s Sovereign Debt Crisis: 
Should Emerging Asia Worry?

M. Shahidul Islam
Research Associate, Institute of South Asian 

Studies, NUS, Singapore.

Presented at the International Economics Conference 
on Global Economy after the Crisis, organized by the 

Turkish Economic Association, Turkish Republic of 
Northern Cyprus, 1-3 September 2010.



Presentation outline
Public Debt Scenario in Selected Advanced 

and Developing Economies

Emerging Asia’s Worry

Debt Financing: Theory and Literature 

Advanced Countries’ Debt Management 
Strategies : Likely Impact on Emerging Asia

Default Risk and Global Imbalances

Way Forward



Sovereign Debt, Definition 

• A debt instrument guaranteed by a government.

 Under the doctrine of sovereign immunity, the
repayment of sovereign debt cannot be forced by the
creditors and it is thus subject to compulsory
rescheduling, interest rate reduction, or even repudiation.

 Collateral: The only protection available to the
creditors is threat of the loss of credibility and lowering of
the international standing (the sovereign debt rating) of
the debtor country which may make it much more
difficult to borrow in the future.



Sovereign Debt Crisis: How severe?
 “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”- WEO, October 2009, International Monetary
Fund.

 “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” –Niall
Ferguson, A Greek Debt Crisis is Coming to America , Financial Times,
February 10, 2010.

 No historical precedence since so much debt has never been
stockpiled in peacetime.



Cumulative Increase in Real Public Debt since 2007 in Selected Countries

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



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.



Trends in US Budget Deficits and Surpluses: 1930–2009

Source: Based on www.usgovernmentspending.com



Emerging Asia’s Emerging Worry

 Emerging Asia, with the exception of India,
has a low debt-to-GDP ratio

But there is growing concern about the
region’s exposure to the sovereign debt problem
of major advanced economies

Why?



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.



Correlation between G-7 and Developing Asia’s Growth Rates: 1980–2009

Source: Author’s calculation based on World Development Indicators, World 
Bank; the World Economic Outlook October 2009, International Monetary Fund.

No decoupling



Major Asian Central Banks’ Holdings of US Treasury Securities (as of May 2010) and 
Key Foreign Holdings of U.S. Short-Term Debt Securities* by Regions (as of June 30, 

2009)

There is a strong link between emerging Asia and the G-7 economies’ bond markets,
portfolio investment, and FDI flows, among others.
For details see, Kim, Soyoung et al. (2009).

* Debt securities refers to Treasury, Agency and Corporate debt.



Breakdown of Emerging Asia’s Exports
 A marked feature of increasing intra-Asian trade is that it is driven by vertical integration of
production chains whose final output is exported outside the region.

 Though there is strong growth in intra-Asian trade, the Global Trade Analysis Project (GTAP)
database (version 7) shows that approx 60% of Asia’s exports are eventually consumed by G-3
countries.



South Asia’s Economic Linkages With the West

• Major channels: Trade, equity markets, FDI and other
capital flows, remittances

 Both the EU and USA are South Asia’s key export
markets

 India relies on external financing to meet its S-I gap

 Several studies confirm that India’s financial
liberalization since 1991 has successfully opened up its
stock markets towards the outside world and its equity
markets are influenced by other markets (Wong, Wing-
Keung at al 2005).



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 used to redeem
some of the debt, austerity (belt-tightening)
measures can be adopted to reduce debt,
 Finally, the government can default on its debt
obligations.



Debt Financing: Theory and Literature 

ttt tgw 

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:



Debt Financing: Theory and Literature 

• 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.



Advanced Countries’ Debt 
Management Strategies:

Growth and Inflation



Growth and Price Situation in the Advanced 
Economies

Source: Based on Consensus Economics.



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

Source: AMP Capital (2010).





Post-WWII Debt Erosion: Inflation and Real GDP Growth 
Effects

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



Key Central Bank Interest Rates: 2007–2010

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



Balance Sheets of Key Central Banks
(2008=100) 



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.



Spread between 10-year Treasury Bonds and 3-month Treasury 
Bills

Source: Based on the Federal Reserve, St Louis. 



Yield curves: 2010, 2007 and 2003



Default via Currency/devaluation:



Default Risk and Global Imbalances

• 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.

• Markets have not given any credible signal that inflation is a near-
term or medium-term risk. 

• 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. 



Default Risk and Global Imbalances

• The interdependence between the two regions
also explains the recent behaviour of the currency
markets.

• The ‘safe haven’ status of the US dollar remains
unchallenged due to an ample demand for the US
treasury.

• Initial pessimism about the euro has also
subsided following the European Central Bank’s
intervention in its fiscally stressed peripheral
economies.



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

Source: United States Treasury Department and Economist Intelligence Unit. 



Conclusions 
• GDP growth rates in the advanced world might 

remain very low         impact on debt/GDP could be 
minimal.

• Fear of deflation (the Japanese style) is low but 
Inflation is also not a serious risk          impact on 
debt/GDP could be minimal.

• Default risk low- key reason mutual 
interdependence (global imbalances).

• We might see a prolonged adjustment between 
Emerging Asia and the West (known as “global 
imbalances”).
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