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Economic Bulletin

The U.S. Debt and Debt-Downgrade
The downgrade of the once-unassailable U.S. debt will have ripple effects around the world. 
A team of AIER economists take a reading of the big picture.

by Steven R. Cunningham, PhD, Director of Research and Education

In this special issue of the Economic 
Bulletin, we take a broad view of 

the impact of Standard and Poor’s 
recent downgrade of the United 
States’ long-term debt from AAA to 
AA+. A number of AIER research 
fellows, visiting research fellows, 
and other associates contributed 
to our assessment of the latest shot 
heard around the world issuing 
from the American economy.

As Professor Dominick Salvatore 
points out in the opening article, the 
chain of events that led to the pres-
ent debt crisis began in 2007. That’s 
when problems in the subprime 
mortgage market threatened the 
U.S. financial system, bringing a 
collapse of the housing market, and 
ultimately a recession extraordinary 
by many measures. 

We went into the financial crisis 
with a financially precarious Social 
Security System, sizeable deficits, 
and foreign military actions to fund. 

The U.S. responded to it, as Dr. 
Salvatore points out, by printing 
money to buy up bad mortgages and 
extending the deficit with bailouts 
and record-breaking fiscal stimulus 
bills.

Gross U.S. debt has reached 98 
percent of GDP and is growing. 
The S&P downgrade came in recog-
nition of this trajectory. 

Even the good news about the 
current state of the economy is bad 

news, as Research Fellow Zinnia 
Mukherjee discusses in her assess-
ment of the downgrade and the 
European Union. Europeans have 
their own, perhaps worse, problems. 
Record sovereign debt is chok-
ing the entire continent. Greece is 
teetering toward default. If it does 
default, Italy and Spain are likely to 
follow. This puts the E. U. and the 
euro at risk. Looming economic di-
saster in Europe has made the U.S. 
look like a safe haven, but also raises 
questions about European demand 
for U.S. exports and linkages of 
European banks to U.S. concerns. 

In recent weeks, this has led the 
Federal Reserve to make loans to 
these foreign banks. 

China currently holds over a tril-
lion dollars worth of U.S. Treasurys, 
most of it resulting from their trade 
policy. Research Fellow Lei Chen 
points out that Europe probably 
appears more risky than the U.S. 
to the Chinese. Other markets 
aren’t deep enough to absorb such 
large holdings of foreign exchange 
reserves. The Chinese need a large, 
highly liquid market to operate in. 
The U.S. is really the only game in 
town. 

India’s exposure to U.S. debt 
doesn’t come close to China’s, even 
in relative terms. Research Fellow 
Mukherjee explains another avenue 
for impact on India. Any depre-

ciation of U.S. currency, whether 
driven by the debt downgrade or 
demand shifts, will hurt India’s 
competitiveness. India is also highly 
dependent on infusions of foreign 
capital. Uncertainty and perfor-
mance of Western economies could 
interfere with the flow of capital, 
slowing growth. Mukherjee also 
discusses the complex maze of indi-
rect linkages between India and the 
world economy. 

Visiting Research Fellow Law-
rence H. White and David C. Rose 
view the recent turmoil through 
gold prices and see a story of failed 
central bank policy, pointing to 
inflation in the future. 

Some have argued that because of 
the malaise in the U.S. economy and 
downgrade of the debt, the dollar 
may lose its position as an interna-
tional reserve currency. Not likely. 
The dollar is not the dominant 
reserve currency as the result of 
some agreement. A recurring theme 
across the articles presented here is 
that the dollar enjoys that position 
because of the stability of the U.S., 
relatively low risk, market extent, 
and high liquidity in the market. As 
other currency areas stabilize and 
deepen their markets, other curren-
cies will gradually come into use. 
The change is more evolutionary 
than revolutionary. It is not some-
thing to be feared. 
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ployment remained very high. And 
some of the weaker eurozone mem-
bers (Greece, Ireland, and Portugal) 
were facing bankruptcy. 

Some economists and govern-
ment officials advocate stimulating 
growth with additional expansion-
ary fiscal and monetary poli-
cies. But with already large and 
unsustainable budget deficits and 
excess liquidity in the system, these 
policies would be ineffective and 
backfire. 

Larger budget deficits and gov-
ernment debts discourage private 
consumption because consumers 
anticipate paying higher taxes in the 
future. Adding more liquidity when 
so much is already in the system 
only poses greater inflationary pres-
sures in the future. 

The only way to overcome the cri-
sis and restart growth is to cut bud-
get deficits and government debts, 
and further restructure the economy 
to increase labor productivity and 
international competitiveness. 

Standard & Poor’s downgrade 
of the United States’ debt will 

inevitably affect other countries’ 
willingness to hold U.S. Treasury 
bonds, including China—America’s 
largest overseas creditor. By the 
end of May 2011, China held $1.16 
trillion of U. S. Treasurys, which 
accounted for 36.3 percent of its 
foreign exchange reserves.

But China is in a dilemma. Even 
before the downgrade, policy mak-
ers in Beijing had started to consider 
reducing the possession of U.S. 
Treasury bonds. 

Putting more than one-third of 
its $3.2 billion foreign exchange re-
serves in one government bond cre-
ates a high risk. One way to alleviate 
the risk is to diversify. Diversifica-

tion became even more attractive af-
ter the downgrade, which increased 
the volatility and hence the risk of 
U.S. bonds.

However, diversifying in this 
case is much easier said than done. 
U.S. Treasurys are still the best 
investment option available to 
China. Government bonds issued by 
European countries have relatively 
higher risks of devaluation and 
default. Countries such as Portugal, 
Italy, Ireland, Spain, and most no-
tably, Greece are having potentially 
serious problems repaying their 
debts. 

In 2010, Greek government debt 
was 124.9 percent of its GDP, and its 
government deficit was 12 percent 
of GDP. This is way above the debt 

limit (60 percent of GDP) and the 
deficit limit (3 percent of GDP) set 
by the Maastricht criteria, which 
Greece had to satisfy to become part 
of the eurozone.

Japanese government bonds are 
an alternate option for Chinese 
investors. But Japan itself has been 
downgraded by Moody’s and been 
warned by S&P of a potential down-
grade because of its problematic 
structure of government debt and its 
deteriorating financial situation. 

Currently, the gross government 
debt in Japan is equivalent to 210 
percent of its GDP, while U.S. gross 
government debt is “only” 98 per-
cent of its GDP. Yields on Japanese 
bonds also are very low. Japanese 
10-year notes pay only 0.99 percent, 
less than half of the yield on 10-year 
U.S. Treasurys. For these reasons, 
China sold 508 billion yen ($6.6 bil-
lion) of Japanese government bonds 
in June 2011, the first net reduction 
of holdings in nine months.

Theoretically, gold could be a 

In 2008-2009, advanced countries 
faced the most serious financial 

crisis and recession since the Great 
Depression of 1929. The crisis 
started in the U.S. housing sector in 
2007 as the result of banks giving 
huge amounts of (sub-prime) loans 
or mortgages to individuals and 
families who could not afford 
them. Contagion spread across the 
Atlantic because many European 
banks committed even greater 
excesses than U.S. banks, and some 
European nations faced an even 
greater housing bubble than the 
United States. 

The United States and other 

advanced nations responded to the 
Great Recession by rescuing banks 
and other financial institutions 
from bankruptcy, slashing interest 
rates, undertaking huge injections 
of liquidity, and introducing large 
economic stimulus packages. 

Growth, however, slowed down 
to a crawl in the first half of 2011 in 
all advanced nations, and unsus-
tainably large budget deficits and 
sharply higher government debts 
triggered fears of a new crisis. Stock 
markets gyrated wildly on a down-
ward trend in July and August 2011. 
Consumers were not spending. 
Firms were not investing. Unem-

From Crisis to Crisis

Response to the meltdown has brought a whole new set of 
problems for the U.S. and Europe.

by Dominick Salvatore, PhD, Visiting Research Fellow

Author Dominick Salvatore is the distinguished professor of economics and 

director of the PhD program in economics at Fordham University.

Creditor’s Dilemma

The downgrade has focused Chinese attention on policies 
that skyrocketed its reserve of dollars.

by Lei Chen, PhD, Research Fellow
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good choice. The gold price has 
increased 178.4 percent in the last 
five years. 

However, the market is not big 
enough to accommodate China’s 
foreign exchange reserves. The 
total gold reserve in the world is 
only about $1 trillion, counting by 
the current price. Other commodi-
ties such as iron ore, copper, and 
coal present the same market-size 
problem.

The market for crude oil futures 
is reasonably large, with $2-$4 
trillion worth of transactions every 
year. But it has low liquidity, and 
the volatility of the price of crude 
raises the risk.

China’s large foreign reserve is 
created and accumulated partly by 
its trade surplus and rigid foreign 
exchange policy. The yuan, China’s 
official currency, was held to a fixed 
exchange rate to the U.S. dollar till 
July 2005. Since then, it has followed 
a floating rate that still imposes 
strict limits. 

During the second quarter of 
2011, $153 billion was added to 
China’s foreign exchange reserves. 

In addition to control of the 
exchange rate, many economists be-
lieve that restrictive regulations on 
Chinese individuals and businesses 
also have led to the rapid accumula-
tion of reserves. Since January 2010, 
Chinese citizens can buy a maxi-
mum of $50,000 a year. The maxi-
mum cash withdrawal from bank 
account is $10,000 per day. Chinese 

exporters and foreign investors must 
convert their dollars for yuan when 
sales revenues or direct investments 
flow into the country. The dollars 
are kept as foreign reserve.

China manipulates the yuan’s 
exchange rate primarily to support 
its exporting industries. In 2009, 
China’s exports were 26.7 percent 
of its GDP, compared to only 11.2 
percent for the U.S. The underval-
ued yuan helps exporting companies 
maintain market competitiveness, 
which contributes to China’s trade 
surplus and to employment. 

China’s dilemma is to choose 
between rigid foreign exchange 
regulations that lead to high risk 
on skyrocketed foreign reserve and 
reform on foreign exchange policies 
that may cause yuan to appreciate 
and jeopardize the exports.

From the free-market standpoint, 
a reform on China’s current foreign 
exchange policies is preferable. Sup-
pose the yuan was freely exchange-
able, then Chinese residents could 
hold more U.S. dollars and Chinese 
exporting companies wouldn’t have 
to exchange their dollar-based sales 
revenues for yuan. A great part of 
China’s foreign exchange reserves 
would be absorbed by domestic 
companies and households. 

At present, Chinese people 
essentially have two outlets for in-
vestment: housing and the Chinese 
stock market. The stock market 
is doing poorly, which has driven 
many investors into the housing 

market. 
Housing prices in major cities in 

China have been rising continuously 
since 2008, and there is a bubble in 
the real estate market. The price of 
a typical 800-square-foot apart-
ment in Beijing doubled during the 
last three years, while 27 percent 
of housing units in the city are 
not occupied. This means that the 
market is being driven by purchases 
of apartments as investments rather 
than by demand for living space. 

The Chinese government has 
implemented regulations limiting 
each household to at most two hous-
ing properties. A good outlet for 
these investors could be real estate in 
the U.S. 

The historically low housing 
prices in the U.S. may have already 
begun to attract Chinese inves-
tors. New York Times reporter Kirk 
Semple recently wrote, “Chinese 
banks have poured more than $1 
billion into real estate loans in New 
York City in the past year. Inves-
tors from China are snapping up 
luxury apartments and planning to 
spend hundreds of millions of dol-
lars on commercial and residential 
projects like Atlantic Yards in 
Brooklyn.” 

Given the chance, the Chinese 
may repeat what the Japanese did 
in the 1980s, snapping up U.S. 
properties. That could help the U.S. 
real estate market and contribute 
to the recovery of the construction 
industry.

For India, the major concern 
about the downgrade of United 

States debt is the long-term effect 
it may have on the Indian labor 
market through its impact on trade. 

The downgrade has shaken the 
global market’s confidence in the 

U.S. dollar as a stable currency of 
international transactions. This lack 
of confidence will likely manifest as 
a shift in the dollar-rupee exchange 
rate, affecting trade flows. 

Any depreciation of U.S. cur-
rency will hurt India’s competitive-

ness by increasing the prices of its 
exports in the U.S. An increase in 
prices will reduce demand. And a 
decline in demand will directly re-
duce demand for labor in the Indian 
export sector and may indirectly 
reduce labor demand in industries 
that supply intermediate goods to 
the exporting industries.

The good news for India, as 
Table 1 on page 4 shows, is that 
India exports only 10.4 percent of its 
total foreign sales to the U.S. The 
bad news is that this does not tell the 

Diverse Trade Offers Some Protection

India’s many trading partners and scant ownership of U.S. 
debt may soften any impact of the S&P’s decision. 

by Zinnia Mukherjee, PhD., Research Fellow
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Table 1: A Diverse Export/Import Market

 Percentage of India’s Percentage of India’s
Country total exports total imports

United Arab Emirates 12.7 7.5

U.S.A. 10.4 5.3

China 7.8 12.0

Singapore 4.0 2.0

Germany 2.6 3.3

Saudi Arabia 2.0 5.9

Source: Government of India, Ministry of Commerce and Industry, Department of Commerce

Table 2: Owners of U.S. Debt

 US Treasury Securities 
 as a percent of Total billions
Country Total Foreign Reserves of dollars

Japan 79.2 911.0

Brazil 62.9 207.1

China 36.2 1165.5

Germany 26.5 62.0

France 13.2 22.4

India 13.0 38.9

Republic of Korea (South) 10.7 29.9

Sources: IMF, World Development Indicator, U.S. Treasury.gov

whole story. 
While Indian manufacturers can 

continue to target other markets to 
reduce their dependence on U.S. 
demand for their products, other 
exchange rates may shift as well. 

The uncertainty generated by the 
downgrade may make it difficult 
to predict the fate of some of the 
other global players in the coming 
months, affecting India’s exports to 
other nations. More generally, this 
mechanism poses a challenge for all 
emerging economies that depend 
on Western markets as an outlet for 
their goods and services. 

India also depends on interna-
tional infusions of capital, including 
U.S. capital, to fuel its growing 
industrial sector. In the long run, the 
uncertainty generated by the down-
grade may create some obstacles to 
the flow of foreign capital into the 
economy, making it more difficult 
for Indian policy makers to attract 
investment.

In contrast to many G-20 nations 
such as China, Japan, Germany, 
and Brazil, India holds a relatively 
small amount of U.S. assets. The 
$38.9 billion of U.S. Treasury bonds 
that India does hold, compared to 
China’s $1,165.5 billion, amounts to 
a mere 12 percent of its total foreign 
reserves. (See Table 2 above.) As 
with trade, the downgrade provides 
the Indian Ministry of Finance an 
incentive to consider a strategic 
move toward other assets in the long 
term. 

A bigger impact would be indi-
rect—as the result of a widespread 
move away from U.S. Treasurys. 
In a recent report published in the 
aftermath of the downgrade, the 

Federation of Indian Chambers of 
Commerce and Industry, India’s 
largest business organization, noted 
that a serious concern for India is 
that countries moving out of U.S. 
Treasurys could move toward 
investing in crude oil. This would 
increase the price of oil in the world 
market. 

India is one of the top oil import-
ing countries of the world. An in-
crease in global prices would mean 
that India will have to buy more 
expensive oil, which will further in-
crease the cost of producing goods. 
Increases in oil also could worsen 
the global inflationary scenario and 
have some adverse effect on India, 
which is already dealing with a 
relatively high inflation rate (8.62 

percent as of June 2011). 
Nevertheless, while the U.S. 

downgrade is a matter of concern, 
Indian economists and policy mak-
ers do not view it as an immediate 
threat to the high growth rate the 
economy has been maintaining in 
recent years. 

The exact magnitude of the ef-
fect of downgrade on India or any 
other country that shares economic 
linkages with the U.S. depends on 
how the U.S. itself will be affected. 
This remains unknown. But at pres-
ent, India is not overly concerned. 
Dr. Kaushik Basu, chief economic 
advisor to the Indian government, 
for example, has described the 
downgrade as simply a wake-up call 
for the U.S.

Thank you to everyone 
for the overwhelming response to the AIER 2011 Member Census!

For those of you who have not done so, please fill it out today!!
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At close to $1800 per ounce, 
the price of gold is more than 

double its Sept. 2008 price. But why 
are so many investors buying gold, 
driving its price through the roof? 
Uncertainty about the outcome 
of the debt ceiling talks has had 
some effect in recent weeks, but it 
can’t explain the three-year trend. 
Mounting concern over Federal 
Reserve policy can. 

At a hearing in July, Rep. Ron 
Paul asked Federal Reserve Chair-
man Ben Bernanke whether he 
cared about the price of gold. 

“I pay attention to the price of 
gold, but I think it reflects a lot of 
things. It reflects global uncertain-
ties,” said Bernanke. “The reason 
people hold gold is its protection 
against what we call tail risk: really, 
really bad outcomes.”

Chairman Bernanke says the bull 
market in gold reflects “tail risk” 
associated with “global uncertain-
ties.” True, the dollar price of 
gold increases when the perceived 
likelihood of a tail-risk event, such 
as a new financial or sovereign debt 
crisis, goes up. But Bernanke failed 
to mention another form of tail 
risk—the risk of high inflation—
that comes from the Fed’s own cur-
rent policies. 

The Fed has fueled inflation 
uncertainty by pouring an enormous 
volume of reserves into the bank-
ing system. The buildup of bank 
reserves unavoidably increases the 
probability that investors assign to 
higher inflation down the road, all 
other things being equal.

In the last six months of 2008, the 

Fed expanded its monetary liabili-
ties, the sum of currency and bank 
reserves known as the monetary 
base, more than 100 percent, an ex-
pansion unprecedented in the Fed’s 
history. From the end of December 
2008 to the start of July 2011, the 
Fed pursued a second round of 
quantitative easing expanding the 
base more than another 50 percent.

The massive expansion of bank 
reserves has not yet translated into 
an equally massive increase in the 
broad money supply, putting spend-
able cash in the public’s hands. This 
is because loan demand has been 
weak and because, since October 
2008, as part of the QE1 package, 
the Fed has been paying banks 
interest for holding reserves. 

The Fed has been able to partly 
reassure financial markets that the 
buildup in reserves won’t be infla-
tionary because the banks are just 
holding them rather than lending 
them out. When banks start lending 
again, the Fed says, it will reduce 
bank reserves by selling off the 
toxic mortgage-backed securities it 
acquired in QE1 and the Treasury 
bonds it accumulated in QE2. 

There are at least two problems 
with these reassurances. First, to 
pull out the reserves it created in 
QE1, the Fed has to sell the mort-
gage-backed securities it accumu-
lated. But house prices have fallen 
since the Fed’s purchases, mortgage 
defaults have risen, and so the prices 
of mortgage-backed securities have 
fallen. The MBS’s that the Fed owns 
may not be worth enough to mop 
up the excess reserves. 

Making matters worse, so long 
as the Treasury continues to borrow 
heavily because of large budget defi-
cits, the Fed cannot be expected to 
sell off its Treasury bonds. Doing so 
would drive up Treasury yields and 
increase the Treasury’s borrowing 
costs significantly. The second prob-
lem with the Fed’s reassurances is 
that even as the economy has started 
to recover from the low point of June 
2009, and even as the annual CPI 
inflation rate has risen to 3.8 percent 
(August 2011 over August 2010), the 
Fed has not started backing off its 
hyper-easy monetary policy. On Aug. 
9, the Fed’s monetary policy commit-
tee announced that it “…anticipates 
that economic conditions—including 
low rates of resource utilization and 
a subdued outlook for inflation over 
the medium run—are likely to war-
rant exceptionally low levels for the 
federal funds rate at least through 
mid-2013.” 

This long-term commitment to 
easy money—so long as high unem-
ployment and idle capacity persist, 
only vaguely balanced by concern 
about the inflation outlook—cannot 
fail to increase uncertainty about 
future inflation.

Because investors have begun 
to see dollar inflation as a grow-
ing threat, the dollar is falling not 
only against gold, but also against 
other currencies. So what is the Fed 
waiting for in ending its hyper-easy 
monetary policy? Its delay gives ob-
servers considerable reason to doubt 
that the Fed will have the political 
will and intellectual confidence to 
take away the easy-money punch-
bowl as long as unemployment 
remains high.

Today’s high unemployment 
rate reflects not only the usual 
cyclical factors, but also additional 
structural unemployment, due in 
part to the uncertain regulatory and 
tax regimes and the new employer 
mandates of healthcare reform. 

Even in a normal recovery the 
unemployment rate does not begin 
falling until a recovery is well under 
way. If the Fed keeps its expansion-

Gold Price Flags a Bigger Danger 

Debt made the headlines. But gold’s soaring value under-
scores the threat of serious inflation. 

by David C. Rose, PhD, and Lawrence H. White, PhD,  

Visiting Research Fellow

Authors David C. Rose is professor of economics at the University of Missouri 

– St. Louis. Visiting Research Fellow Lawrence H. White is professor of 

economics at George Mason University.
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ary stance until the unemployment 
rate returns to 6 percent, it may 
keep expanding for a very long time, 
until inflation is out of hand. As 
we learned in the 1970s, high un-

employment does not itself prevent 
inflation from rising.

So what is the price of gold tell-
ing us? It is telling us that the Fed 
today is once again, as in 2001-04, 

keeping interest rates too low for 
too long, sowing the seeds of future 
trouble. The Fed needs to respond 
now rather than later to the rising 
threat of inflation.

There are at least three channels 
through which Standard 

and Poor’s downgrade of United 
States debt may, or may not, affect 
links between the American and 
European economies.

The first of these is the role of the 
dollar versus the euro as an inter-
national reserve currency. The S&P 
downgrade raised concerns that 
investors in other countries might 
reduce holdings of U.S.-issued 
assets. The Euro could have been 
a promising alternative. It is the 
second-most dominant international 
reserve currency. Of the world’s to-
tal allocated foreign reserves of $5.3 
trillion, $3.2 trillion are held in U.S. 
dollars and the equivalent of $1.4 
trillion are held in euros.

However, Europe’s uncertain 
political and economic climate raises 
difficulties for global investors look-
ing to reduce their dependency on 
U.S.-issued financial assets. A Greek 
default on debt could lead other 
European nations such as Italy and 
Portugal to default as well. Given 
the current state of affairs, investors 
are likely to hold on to their reserve 
portfolios for some time. 

The European crisis actually 
helps the dollar maintain its position 
as the reserve currency of choice and 
mitigates the rate of decline in the 
value of U.S. assets that may stem 
from the downgrading.

The crisis also may have helped 
soften the blow U.S. Treasurys 
could have sustained because of the 
S&P downgrade. 

A legitimate concern since the 
downgrading has been whether 
foreign holders would sell Treasurys 
securities in anticipation of a decline 
in asset value. Most European 
Union countries hold relatively 
small amounts of assets in the form 
of U.S. securities, typically less than 
8 percent of their GDP. Only two 
E.U. members, the United King-
dom and Switzerland, are among 
the top 10 holders of U.S. securities. 
Unless most or all E.U. members 
sell their U.S. assets at the same 
time—an unlikely event—Europe-
an sales of U.S. securities should not 
be a cause for alarm.

The final channel through which 
the downgrade could impact U.S. 
and European linkages is through 
trade. Between 2002 and 2008, 
when the world financial crisis took 
hold, the U.S. trade deficit in goods 
vis-à-vis the E.U. averaged around 
$100 billion dollars. Since the 2008 
recession, U.S. imports from Europe 
have fallen more sharply than its 
exports. In 2009, the deficit dropped 
to $61.2 billion. In 2010, it rose to 
$79.6 billion, but it remains lower 
than the 2002-2008 average.

If the dollar depreciates post-
downgrade, making the U.S. more 
price-competitive in trade, the 
deficit may decline. A month after 
the downgrade, the dollar value 
has indeed dipped. But it is unclear 
whether the decline will last long 
enough to affect U.S. production 
and export decisions. 

If the euro shows a persistent 

increase in value compared to the 
dollar, it may motivate major export-
ing countries such as China to target 
more profitable European markets. 
This could have a moderate effect in 
reducing the U.S. trade deficit with 
those countries. However, even with 
depreciation of the dollar, Europe’s 
current sovereign debt issues might 
preclude increased European demand 
for all foreign goods and services.

The most critical concern for the 
U.S. policy makers is not the Eu-
ropean reaction to the downgrade. 
The more fundamental concern is 
the long-term stability of the E.U. 
and the implications for the U.S. 
economy. 

The contributory causes of 
the European economic crisis are 
numerous. There is heavy govern-
ment spending and corruption in 
Greece. Ireland is experiencing 
major bank failures. Portugal’s 
economy is staggering under a com-
bination of increasing public debt, 
mismanagement of structural and 
cohesion funds, and the creation of 
investment bubbles through unwar-
ranted public-private partnerships. 
In addition, Europe’s diversity in 
culture, government structure, and 
political climate makes it challeng-
ing for the E.U. and I.M.F to design 
country-specific reform packages for 
struggling economies. 

Fortunately, the S&P downgrade 
of U.S. Treasurys has instilled a 
sense of urgency in some E.U. lead-
ers to speed up the reform process. 
Italy and Spain announced new 
debt-reduction measures in order to 
mitigate the adverse impact of the 
escalating global financial crisis on 
Europe. How the U.S. downgrade 
will spur other flailing European 
economies to initiate responsible fis-
cal measures remains to be seen. 

Europe’s Reaction Is the Lesser Worry

The crisis in the E.U. has mitigated some consequences of 
the change in America’s credit rating.

by Zinnia Mukherjee, PhD, Research Fellow


