Commentarao’ of August 8 2011 in “The Telegraph"  ‘America’s Declining Economy And India” S L RAO

American legislatures have allowed an increase in the ceiling on borrowings by the federal government. President Obama can now fight the 2012 Presidential elections with clearly defined issues-consequent to the limited debt ceiling and the agreement to begin cutting the deficit there will have to be cuts in social security and other benefits, the drawing down of the stimulus, but no tax increases or closing tax loopholes for the rich. The Republicans will throw ‘socialism’, big government, high taxes, as their condemnation of Obama. Meanwhile the stuttering economic recovery may well slow down, unemployment will increase, interest rates go up, tighter liquidity might restrict output and fuel inflation. The forthcoming elections will be about the declining American economy,

The effects are made worse by the reduction in credit rating of the USA economy by Standard & Poor, though other rating agencies have left it untouched. This will affect domestic and global expectations adversely. The shrinking of the American economy, rise in interest rates, reduced imports into the USA, will have adverse effects on the global economy. The worst affected will be those who are overly dependent on American markets (like China, ASEAN countries, many European countries and Latin America). They will also decline.

However, commodity prices the world over, including crude oil, might also decline, or at least not go up any further, as demand for them becomes constrained.   

  Thus the American legislative crisis about raising the ceiling on America’s debt (now resolved) has had large ramifications on the American and global economies. Further, the ceiling on national debt in the American legislative crisis was only a symptom of a fundamental crisis in the American economy for which it was a temporary band-aid. The real American crisis is about the unwillingness of the American people and their Leaders to take the measures that will change the psychology and behaviors that have led to the crisis. 

For at least the last decade the USA has taught its citizens that saving is unimportant, that there need be no limits to household or government borrowing, and that otherwise unaffordable luxuries can be had today. This was a transformation of the original thrifty American pioneers who made the United States. Brilliant minds in New York created financial products that nobody quite understood. Sub-prime packages, options and derivatives, and many other products built by packaging and repackaging the original debt instruments, ultimately led to the collapse in 2008. It was government money that stopped the collapse from going further and to some stability among banks and financial firms. But the American economy took a bad hit. Manufacturing had already migrated largely overseas, especially to China. Imports were a major portion of American household consumption, especially from china. China accumulated vast American debts incurred to pay for these imports. Unemployment was on the rise. Many economists felt that it was only government expenditures that could stimulate the economy. The Republicans thought the opposite, and now the stimulus has been sharply reduced. The American economy is unlikely to revive soon. 

 The USA was and remains a vibrant, highly productive and very innovative economy. It also has a substantial government or employer funded social security system. That combined with easy access to credit led to almost zero household savings. Government also spent massively on keeping the peace in the world and spreading democracy under force of arms. In addition, the USA has always kept energy prices low under a regime of low taxes, encouraging gas guzzling cars, excessive air conditioning, powerful lighting, etc. 
Thus, American household debt in annual disposable personal income was 127% in end 2007, versus 77% in 1990. U.S. home mortgage debt to gross domestic product rose from an average of 46% during the 1990s to 73% during 2008. In 1981, U.S. private debt was 123% of GDP; by the third quarter of 2008, it was 290%. (Much higher later year figures were not easily available). 

Low interest rates stimulated the economy, and also reduced government interest payments. Budgeted net interest on the public debt was approximately $240 billion in 2007 and 2008, 9.5% of government spending. Interest was the fourth largest single budgeted disbursement category, after defense. Despite higher debt levels, this declined to $189 billion in 2009 or approximately 5% of spending, as average interest rates declined from 1.6% in 2008 to 0.3% in 2009.  
In January 2011, foreigners owned $4.45 trillion of U.S. debt, approximately 32% of total debt of $14.1 trillion, largest holders being central banks of China, Japan, United Kingdom and Brazil. The share held by foreign governments has grown from 25% of public debt in 2007[41] and 13% in 1988. Not surprisingly, these creditor countries are flabbergasted at the American economic decline since it will result in a decline the American dollar value and in the value of their American holdings. 
The famous Laffer curve was the Bible for Reagan and the junior Bush. It focused on reducing tax rates but without controlling expenditures.   Reagan and junior Bush greatly increased government deficits but also cut taxes. Clinton balanced the budget, and left a budget surplus that was squandered by the junior Bush. The conservative ‘Tea Party’ Republicans want government expenditures to fall sharply, mainly on measures that help the poor and the aged, but tax loopholes and rates for the rich should be untouched. Obama would like to cut defense expenditures, collect more from the rich, and save on social expenditures with more efficiency. But he had squandered two years when Democrats controlled both Houses. Instead of pushing ahead with his programme, he tried for bipartisan support, and failed.
  If the Americans are to emerge from this crisis of overspending, there must be sacrifices in spending both at the household and the government levels. This will mean a reduction in living standards and some social benefits. Overseas, the USA can no longer be the unilateral superpower, and must develop allies that it listens to and who participate in sharing the cost of keeping the peace. Grand ideas of spreading democracy must be given up. Energy and carbon taxes must be introduced and incentives for improving productivity and innovations. A more insular inward-looking USA is inevitable. America’s demographic composition and vibrancy will raise the American economy as past bad economic habits of households and governments are abandoned. Before these happen there will be considerable political and economic disruption. 

India may not have too much adverse impact. There might be a little, but not much slowing of American investment flows. Outsourcing exports might survive as companies try to reduce costs. It is in foreign and security policies that we must prepare for major changes. The American will want us to share the peace burden in Asia, both on land and sea. Indian military and economic aid will rise.

Unfortunately neither political nor economic leadership in India appears to be cleaning up the mess in governance, administration, corruption, institutional strengthening and educating the country to pay the costs of water, energy, etc.  (1177)
