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The EU and US Debt Crisis: What does it mean for Asia 

and the Emerging World? 
 

The European Union remains mired in crisis, lurching from one near-

meltdown of confidence to the next. Across the Atlantic, Standard & Poor’s 

downgraded the quality of US sovereign debt in the wake of political 

gridlock in Washington. Will this be the time that Asia finally shows the 

world that it has de-coupled from the West? Or are we looking at another 

2008-style recession?   

 

Moody’s estimates that sovereign debt 

jumped from 62% of the world’s GDP in 

2007 to 85% in 2009. Most of this was 

fuelled by the developed economies of the West, which suffered output 

declines and also racked up more fiscal stimulus costs.  

 

The day of reckoning for these unsustainable debt levels now seems to be 

upon us. The European Union remains mired in deep crisis over how best 

to avoid a sovereign debt default event by Greece or the other teetering 

Southern European economies. And America has seen US Treasury debt 

paper downgraded by S&P after a political showdown in Washington 

between the House of Representatives and the President. 

 

In Asia and most other emerging markets, economic growth remains 

stable. Though signs of a slowdown are increasingly evident, the current 

state of Asian economies, particularly China and India, is a far cry from 

what it was in 2008-2009, let alone the Asian financial crisis of 1997-1999. 

What does the future hold for Asia and emerging markets as the West 

battles with the spectre of recession?  

Sovereign debt jumped from 

62% of the world’s GDP in 2007 

to 85% in 2009. 
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The genesis of the West’s current crisis  

 

Since mid-2011, it seems that anything that is written about the financial 

situation in Europe (and to a lesser extent the US) becomes out-dated 

almost as soon as it is written. However a short overview of the current 

crisis is attempted below. 

 

The 17 member countries of the EU have historically suffered from a 

combination of high structural unemployment and heavy fiscal debt due 

to well-developed social safety nets. In 2010, serious concerns surfaced 

about the possibility of Greece defaulting on its sovereign debt. European 

politicians were anxious to avoid spiralling bond yields and a collapse of 

the Euro, not to mention a recession-causing blow to the banking system. 

They responded with a bail-out package for Greece in mid-2010 which, it 

is now clear, was woefully inadequate.  

 

A series of financial market crises of confidence followed, all relating to 

the debts of Greece, Portugal, Ireland and Italy. Each time this happened, 

the EU and ECB1 took fresh actions to shore up confidence, often after 

pointed criticism from the US and IMF – extensions of credit, guarantees of 

debt and so on. Each set of measures was more difficult to agree on than 

the last, and each failed to stabilize confidence once and for all. The crisis 

rolls on. 

 

In the US, the fiscal debt racked up under the Presidency of George W 

Bush (who reversed the fiscal surpluses of the late 1990s) worsened under 

                                                
1 European Central Bank 
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President Obama, as funding flowed to successive wars in the Middle East, 

bank bail-outs and fiscal stimulus. The short-term economic effects of this 

were moderate – a weakening dollar and some inflation.  

 

What triggered the crisis of 2011 was political. After the mid-term elections 

of 2010, the right wing of the Republican Party decided to take a hard line 

against fiscal debt. The Republican-controlled House of Representatives 

(the lower house of “Parliament” in the US) refused to endorse an 

extension of the debt ceiling to pay off past debts without a guarantee of 

future deficit reduction. While agreement between the House and the 

White House was reached at the eleventh hour, S&P decided to 

downgrade the US credit rating. In its judgement, there was no path in 

sight towards long-term deficit reduction due to the confrontational mood 

in Washington. 

 

A closer look at European fundamentals  

 

Portugal, Italy, Greece and Spain (the 

“PIGS”) 2  are the four European Union 

nations whose economies are now 

troubling the entire Eurozone. This is due to the size of their fiscal debt 

versus GDP. Other factors like high unemployment (running at 20% in Spain, 

and at 40% for those under 40) make it hard for their governments to solve 

their own problems. These countries are considered to face a high risk of 

the government defaulting on its debts.3  

 

                                                
2 Ireland is sometimes included in this grouping, but as at late Sep 2011 seems to have stabilized 

somewhat 
3 CNBC, PIIGS: CNBC Explains, Aug 11, 2011 

In 2000 to 2007, Greece was 

one of the fastest growing 

economies in the Eurozone. 
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In 2000 to 2007, Greece was one of the fastest growing economies in the 

Eurozone. Its GDP grew at 4.2% as foreign capital flooded the country. 

However, after the removal of the right wing-military Junta, the 

government wanted to bring the disgruntled left leaning portion of the 

population back into the economic mainstream.  In order to do so, 

successive Greek governments customarily ran large budget deficits to 

finance public sector jobs, pensions and social security. The situation 

worsened after the 2008 financial crisis which led to the country’s two 

largest industries - tourism and shipping - seeing a 15% contraction in 

revenue by 2009. In January 2010, the Greek government was estimated 

to be in debt to the tune of €216billion, amounting to 120% of Greek GDP. 

 

Greece received the first slice of its €110 billion EU rescue package on 18th 

May 2010, just in time to prevent it from defaulting on its debt. The €20 

billion loan, €14.5 billion from the European Union and €6.5billion from IMF, 

allowed Greece to repay €8.5 billion worth of government bonds.4 The 

second bailout package of €109 billion was intended to prevent Athens 

from defaulting yet again, thus stabilizing the common European currency. 

Germany and France - the leading countries in the EU economically and 

politically – realized the dire need to prevent Greece’s debt crisis from 

spreading to other European countries5. 

 

But one by one, the PIGS countries (with the notable exception of Spain) 

turned to the European Union and IMF for bail-outs or guarantees6. The 

nightmare scenario for Germany and France would be a debt implosion 

                                                
4 Guardian Press, Greece gets its First Bailout Cash, May 18, 2010 
5 CNBC News, Germany, France Reach Accord on Greek Bailout, July 20, 2011 
6 CNN, EU Bailout: Portugal, Ireland, Greece…Who’s Next? April 7, 2011 
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in Spain, which is a far larger economy than Greece or Portugal, which 

stronger international linkages. 

 

The PIGS face a bleak short-term economic outlook until the debt crisis is 

decisively resolved. Ireland and Greece are forecast to decline by 0.9% 

and 3.6% respectively in 2011. The PIGS will be amongst the world’s slowest 

growing major economies this year7. 

 

The Eurozone is currently mulling a new proposal to enforce a debt write-

down or “haircut” of Greek debt in a bid to stabilize market confidence. 

The stakes could not be higher. A default, even if it is followed by the exit 

from the Eurozone of a PIGS country, might destabilize all European 

sovereign debt and the Euro currency itself, casting doubt on the 

serviceability of the entire US$2 trillion of European sovereign debt.  If that 

happens, the Eurozone experiment in its current form will come to an end, 

to the detriment of the world economy8.  

 

A closer look at US fundamentals  

 

US federal debt now stands at 

approximately $14.58 trillion, putting it just 

above nominal US GDP which is $14.53 

trillion in 20109.  

 

In fiscal year 2010, the US federal government spent $3.5 trillion, which 

amounts to 24 percent of GDP. This exceeded the budget-to-GDP ratio of 

recent years. Around 20 per cent of the budget is spent on defence and 

                                                
7 The Economist, Grounded PIIGS, Jan 4, 2011 
8 The EpochTimes, Europe faces slow death as PIIGS collapse 
9 Fox News, U.S. Debt Reaches 100 Percent of Country’s GDP, August 4, 2011 

US federal debt now stands at 

approximately $14.58 trillion, 

putting it just above nominal 

US GDP. 
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security. Most of this goes to maintaining the operations of the US 

Department of Defence, which is the world’s largest employer10 and runs 

the most formidable military machine the world has ever seen. This also 

includes the cost of supporting operations in Iraq, Afghanistan, South 

Korea, Japan and many other locations world-wide11.  

 

Another big slice of the budget pie comes from the three health 

insurance programmes; Medicare, Medicaid and CHIP, which make up 21 

percent of the US budget. A few basic trends have fuelled the rapid 

growth in health expenditure. The retirement of the “baby boom 

generation”12 raised the share of population eligible for Medicare and 

Medicaid benefits. What’s more, eligible individuals are becoming, on 

average, older and more in need of medical services. Medical 

technologies have also become more expensive due to innovation13.  

 

Primarily due to runaway defence and healthcare spending, the US 

government officially hit the debt ceiling of $14.294 trillion on May 16th 

2011. Various measures, such as suspending investment in federal 

retirement funds, allowed the government to keep on borrowing until 

August 2nd, when it had to decide whether the debt ceiling should be 

raised. Hours just before the deadline expired, President Obama signed 

into law the bill to raise the debt ceiling, putting an end to the crisis that 

risked the first ever national default. 

 

However, raising the debt ceiling is not a long term solution. The US 

government is now working on a $4 trillion fiscal budget cut – of which $2 

                                                
10 The Pentagon controls over 3 million employees across all departments and armed services 
11 Centre on Budget and Policy Priorities, Where do our Federal Tax Dollars Go?, April 15, 2011 
12 Those born in the late 1940s and 1950s 
13 Harvard Political Review, Medicare and Medicaid, September 17, 2010 
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trillion is to come from defence spending and $480 billion from Medicare 

and Medicaid. The Obama administration plans to raise a further $1 trillion 

from overhauling the tax system to eliminate some tax breaks and 

loopholes, though this has been vigorously challenged by the right wing of 

the Republican Party. President Obama is also seeking to set an expiry 

date to the Bush era tax cuts for high earning individuals and couples14.  

 

The almost-failed negotiations between President Obama’s White House 

and the Republican-controlled Congress over the debt ceiling led 

Standard and Poor to downgrade the United States’ Country credit rating 

from AAA to AA plus late on 5th Aug 2011, signalling that the country’s 

ability to repay its debts had dropped considerably. S&P rejected 

Washington’s efforts to demonstrate that it had embarked on a clear 

path to slash the country’s deficit.  

 

In the wake of this announcement, the S&P 500 stock market index lost 2 %, 

its biggest slide since June 1, 2011. However as the weeks wore on, it 

became clear that the debt downgrade was not the doomsday event 

some had thought it would be. Borrowing costs for US corporations did not 

spiral upwards. Nor did the US dollar collapse. In fact, the US dollar 

strengthened sharply in September as markets saw yet another knee-jerk 

reaction to the latest twist in the European debt crisis.  

 

 

 

 

 

                                                
14 MSNBC, Obama: Cut Spending and Raise Taxes for Wealthy 
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Asia’s Fundamentals 

 

Asia has suffered two serious economic shocks in the last 15 years or so15 – 

the Asian crisis of the late 1990s and the recession of 2008-9 after the 

collapse of Lehman Brothers.  

 

In the first case, the crisis was largely self-inflicted. Asia was awash with 

asset bubbles and weak corporate and fiscal balance sheets. In 

particular, Asian firms were dangerously leveraged with short-term US 

dollar denominated debt. This is not the case now. Asian firms and 

governments have learnt the lessons of 1997 fairly well. Debt-to-GDP ratios 

are far lower than they were in all the countries worst hit by the Asian 

financial crisis.16 They are also far lower than in the US, EU and Japan. A 

combination of debt forgiveness, fast growth and restraint in government 

spending has helped the debt to GDP ratio contract sharply since 2001.  

 

The second crisis was triggered by the near-collapse of international 

banking in 2008. This led to a severe shock to the economies of the 

Western countries. It also led to a credit freeze not only in the West but 

across much of the world, due to the knock-on effects of the West’s 

banking crisis on Asia. For example, trade financing virtually collapsed for 

a few months in 2008-2009, dealing a body blow to exports from Asia to 

the West, even though there were willing suppliers and customers on both 

sides. This crisis led to economic contraction in the more export-

dependent Asian economies like Korea, Taiwan and Malaysia. It led to an 

                                                
15 The impact of SARS in 2003 was extremely short-lived and limited to a few countries, notably 

Hong Kong and Singapore 
16 Japan is the one notable exception 
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economic slowdown in other countries like China and India. All of this put 

paid to the notion of “Asian decoupling.”  

 

But Asia bounced back quickly, thanks to sound banks, healthy domestic 

demand drivers and governments flush with cash. Economic growth was 

robust across most of Asia in 2010, as it was in Brazil, Russia and other key 

emerging markets. 

 

 

Conclusion 

 

The drama in Europe has sent short-term 

shock waves through global stocks, 

commodities and currencies. There is now 

a strengthening of the US dollar underway 

as institutional investors seek the stability of US debt paper amidst all the 

uncertainty – mirroring what happened in mid-2010 when the Greek crisis 

in its current form first exploded. This latest twist in the drama is weakening 

many Asian currencies (except for the Chinese RMB).  

 

How will Asia perform in the face of this latest stress? Economic 

fundamentals remain stronger than at any time since the mid 1990s, with 

healthy consumer spending growth and generally decent levels of 

productivity growth. Asset bubbles are few and far between. Big Asian 

companies are mostly profitable and not over-leveraged. In fact, many 

are sitting on piles of cash, unsure of when and how to invest. 

 

The latest IMF forecast for emerging Asia places GDP growth at 8% in 2011 

– hardly a slow-down by any definition. But the current situation could 

The latest IMF forecast for 

emerging Asia places GDP 

growth at 8% in 2011 – hardly a 

slow-down by any definition. 
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take a drastic turn for the worse at any moment. This is especially so given 

the increasingly acrimonious debates within EU member countries. The 

phrase cautious optimism was never more relevant than when applied to 

Asia’s economic outlook today. 

 

 


