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Abstract 
 
Global economy is going through another round of rough patches. Right after an economic turmoil that 
originated in the USA, the global economy is experiencing a debt crisis in the EU region. Even though there 
are certain differences in the nature of the crisis, the possibility of an economic disaster around the world 
looms over. Bangladesh suffered from the previous financial crisis with a time lag. The country also fears a 
similar lagged blow from the EU crisis as that region is one of her major trading partners. Export, Aid, FDI 
and remittance of Bangladesh are feared to suffer from the EU sovereign debt crisis but the impact might not 
be immediate in case of this crisis as well. 
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1. Introduction 
 
The early signs of the 2010 European Economic Crisis 
started emerging during a period of the late 2000s when 
several members of European Union began to experience 
the persistent fiscal deficit in their economies. This situa- 
tion has triggered concerns regarding financial stability 
of EU members, who have adopted Euro as their legal 
medium of transaction. Rising government deficits and 
debts have hinted about the possible collapse of the Euro. 
Greece, Spain, Italy, Portugal and Ireland are considered 
to be the five largest risks to the future of the EU econ- 
omy [1]. 

The magnitude of impact from the crises probably 
would depend on the extent of integration with the rest of 
the world or the extent of liberalization that has taken 
place. Experience from the recent global financial crises 
shows Bangladesh has been an outlier with some lag to 
the consequences in a number of ways. Indeed, impacts 
were felt in an intense manner during the second half of 
2009, when many developed countries (Bangladesh’s 
major import sources and export destinations) were be- 
ginning to recover [2]. Thus the current EU debt crises 
should be a concerning issue for a rapidly liberalizing 
economy like Bangladesh since EU is one of her major 
trading partner constituting about 31.19% of total global 
trade with Bangladesh. 

2. Literature Review 
 
In order to explore how the EU debt crises would trans- 
late into an economy like Bangladesh, we have looked 
into a few relevant studies. Our focus is to explain the 
growth prospect and debt crises nexus of an economy 
and how it impacts on other economies because of ex- 
posed global linkages. 

Calvo (1998) explained that countries that join a 
monetary union lose more than one instrument of eco- 
nomic policy such as their capacity to issue debt in a 
currency. Thus member countries of a monetary union 
become vulnerable because of the liquidity flows trig- 
gered by changing market sentiments which ultimately 
connects to solvency crises [3]. Eichengreen et al. (2005) 
further explained that the liquidity crisis raises the inter- 
est rate which in turn leads to a solvency crisis which is 
not unique for members of a monetary union. There are 
further important implications of the increased vulner- 
ability of member-countries of a monetary union [4]. De 
Grauwe (2011) and Wolf (2011) illustrated that countries 
in a monetary union can be forced into a bad equilibrium, 
characterized by deflation, high interest rates, high budget 
deficits and a banking crisis as because members of a 
monetary union loose much of their capacity to apply 
counter-cyclical budgetary policies[5]. 

Danieal et al. (2010) studied fiscal consolidation in 
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advanced economies over the past 30 years by using 
simple statistical techniques to investigate the short-term 
growth effects of consolidation and how those effects are 
influenced by such factors as monetary policy, interna-
tional trade, the form of the consolidation and perceived 
sovereign risk. Their studies found that, fiscal consolida-
tion typically has a contractionary effect on output. Gen-
erally the central banks offset some of these pressures by 
cutting policy interest rates. However the longer-term 
rates also typically decline, cushioning the impact on 
consumption and investment. In addition net exports spur 
due to nominal depreciation or currency devaluation [6]. 

Bianca et al. (2006) assessed the size and types of 
costs associated with sovereign default of the emerging 
market economies witnessed over the past 30 years. 
Their findings stated that sovereign defaults have the 
biggest impact on domestic output when they are com-
bined with widespread failure of the domestic banking 
system and particularly when there is a triple (sovereign, 
banking and currency) crisis. And in some cases, such as 
following the Latin American crisis in the early 1980s 
and the more recent Russian crisis, sovereign defaults 
have precipitated broader instability in the global finan-
cial system [7]. Dooley (2000) showed that default is 
often associated with a decline in output growth that is 
assumed to be due to domestic residents being unable to 
borrow from domestic as well as foreign creditors in the 
aftermath of crises [8]. 

Caprio and Klingebiel (2003) explained that sovereign 
crises have usually materialized in recessions, when go- 
vernment and/or external debt has been large generally 
over 60% of GDP and the fiscal balance in deficit (of 
over 2% of GDP). Although annual inflation was rapid in 
some cases, for example over 50% in Indonesia and Ec-
uador, it was negative or low in others, such as Argentina 
and Uruguay. He further noted that nearly all recent debt 
crises have been associated with a banking and/or cur-
rency crisis [9]. 

Evidence from literature shows that, a crisis usually 
effects a externally driven economy through the various 
transmission channels of exports, imports, remittances, 
aid, foreign direct investment (FDI) flows, employment 
i.e. labor market, domestic resource mobilization, gross 
domestic product (GDP) growth and ultimately poverty. 
However, the depth of the consequences varies during 
different phases in crises. 

Murshid et al. (2009) illustrated that despite fears of 
markets drying up, factories closing down and large- 
scale bankruptcies in the wake of the global recession, 
Bangladesh has coped well, especially in the US market 
during the Global Financial Crises of 2007. According to 
him, there is little doubt that the recession has affected 
labor market prospects in abroad adversely [10]. Mujeri 

& Shahiduzzaman (2008) while assessing the impact of 
global financial crises stated that the Bangladesh econ- 
omy is on track in terms of major macroeconomic fun- 
damentals [11]. 

Adamu (2008) study examined the influence of the 
Global Financial Crisis on Nigerian economy. It was 
discovered that the financial crisis will cause fall in 
commodity prices, decline in export, lower portfolio and 
FDI inflow, fall in equity market, decline in remittance 
from abroad etc [12]. Applying general equilibrium 
framework and relating them to shocks of demand com- 
position, trade frictions, deficits, and productivities across 
several sectors to the recent recession, Eaton et al. (2008) 
found that shocks to manufacturing demand, particularly 
for durables, account for the bulk of the decline in 
trade/GDP across countries [13]. Karshenas (2009) noted 
that the impact of the global economic crisis on different 
LDCs has varied depending on the nature of their trade 
specialization. He stated that the global economic crisis 
has led to a sharp reduction in world trade and rapid de-
cline in commodity prices and it is one of the main me- 
chanisms through which LDCs have been affected. Be-
sides, decline in FDI has affected LDCs, particularly the 
oil and mineral exporting ones and remittance inflow, 
ODA budget, migration are the other mechanisms af-
fected in the crises [14]. 
 
3. The EU Crises: Current State 
 
In the early 2010, concerns of a sovereign debt crisis de- 
veloped in some EU members like Portugal, Ireland, 
Italy, Greece, Spain etc. This led to a crisis of confidence 
on debt instruments issued by these countries. The trans- 
mission into the global economy was extremely rapid 
because of the strong integrated financial system and 
trade. The crisis is most severe in Greece with threats to 
some other EU countries. 

The European economy in the current situation with 
real GDP projected is expected to face the sharpest con- 
traction in the history of the European Union. According 
to IMF estimation, the current GDP annual growth pro- 
jects a slow growth for the next six years (2011 - 2016) 
after a sharp fall in the growth that EU is experiencing 
since 2007 (Figure 1). The severely debt crises concern-
ing countries like Ireland, Greece, Spain show negative 
growth rate in recent times compared to previous years 
(Table 1). 

The seriously indebted countries are relying on Euro- 
pean Central Bank (ECB) and International Monetary 
Fund (IMF) for rescue packages. These countries are 
looking to tighten fiscal discipline, increase economic 
policy coordination, and review budgetary rules. 

Regardless of the corrective measures that are chosen  
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Figure 1. Annual Growth rate EU (%). Source: World Economic outlook April, 2011 IMF. 
 

Table 1. GDP growth rate and Debt GDP Ratio of EU affected members (all in %). 

Debt GPD Ratio (%) GDP at current price (Billion USD) Annual GPD Growth (%) 
Country 

2000 2005 2010 2009 2000 2005 2010 

Greece 103.44 100.29 142.02 329.92 4.48 2.28 –4.54 

Ireland 37.76 27.25 96.15 227.19 9.67 6.02 –1.04 

Italy 109.17 105.94 119.01 2112.78 3.69 0.66 1.30 

Portugal 48.48 62.75 83.32 232.87 3.93 0.76 1.40 

Spain 59.26 43.03 60.11 1460.25 5.05 3.62 –0.15 

Belgium 107.92 92.13 97.14 471.16 3.80 2.02 1.97 

USA 54.84 61.65 91.55 14119 4.14 3.05 2.83 

Source: World Economic Outlook April 2011, IMF and World Development Indicator, World Bank. 

 
to solve the current problem, it is believed that the ongo- 
ing crisis is likely to retain and leave long lasting traces 
on socio economic indicators. Over 23 million EU work- 
ers have become unemployed as a consequence of the 
global economic crisis of 2007 - 2010, whilst thousands 
of bankers across the EU have become millionaires de-
spite collapse or nationalization (ultimately paid for by 
taxpayers) of institutions they worked for during the cri-
sis, a fact that has led many to call for additional regula-
tion of the banking sector across not only Europe, but the 
entire world [15]. 
 
4. Difference between US Financial Crisis 

and EU Sovereign Debt Crisis 
 
The financial crisis in the US was not related to the per- 
formance of US Government’s Bonds. It was a liquidity 
crisis almost entirely triggered by fears of potential in- 
solvency of US financial institutions due to the fact that a 
relatively small percentage of mortgage loans were being 
defaulted on. In fact, in the root of that crisis were rapid 
credit growths, low risk premiums, abundance of liquid- 
dity, rises of asset prices, strong leveraging and bubble in 
the real estate. On the contrary, the EU sovereign debt 
crisis originated in the government’s end even though the 
first sign of crisis might have been noticed in banking 
sector. For a long time, the government’s expenditure 
had been exceeding the income which resulted in the 
accumulation of a too high debt burden (Table 1). It 

must be kept in mind that it could be that the same set of 
investors was hurt in the previous crisis that made them 
less resilient to the debt crisis. China’s policy of diversi-
fication of foreign exchange holding from USD to Euro 
may have lessened the pitfalls of sovereign debt crisis. 
USA, also having high Debt-GDP ratio (Table 1), have 
been avoiding a crisis for many a reasons. One of those 
reasons, probably the most important one, is that the 
USA has the control over currency. 

If there is a crisis in an economy, the impact on rest of 
the globe will be higher depending firstly on the more 
the economy is integrated to the rest of the world (Table 
2) and secondly on the size of the originating economy 
(Table 1). The net role the originating economy plays in 
global economic scenario (of consumer/ producer/ in-
vestor etc.) will also have an influence. 
 
5. Impact on an Economy of a Persistent 

Fiscal Deficit 
 
Central Government’s dependency on borrowing may 
have differences in implication for economies. Lower 
income economies, higher income economies, economies 
integrated in an economic union possibly have their own 
kind of consequences. Such consequences may also differ 
depending on the extent, reason or borrowing pattern 
even for economies in similar income ranges. Most in- 
fluential factor in this regard would be the reason for 
borrowing or where this borrowed fund would be put.  
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Table 2. Degree of openness of EU severely affected countries, USA & BD (in %). 

Year Greece Ireland Italy Portugal Spain Belgium EU US BD 

2000 61.81 180.16 53.19 69.17 61.13 167.61 71.10 25.72 6.73 

2001 60.14 181.2 52.8 67.02 59.48 166.41 70.74 23.49 6.76 

2002 54.98 170 50.45 64.25 56.76 153.20 68.40 22.73 6.88 

2003 51.21 150.58 48.54 62.7 54.99 149.24 67.30 23.13 8.51 

2004 53.48 151.56 49.91 65.22 55.92 154.35 69.90 25.04 10.19 

2005 52.61 150.73 51.98 65.41 56.73 161.00 73.15 26.30 10.26 

2006 54.42 148.32 56.31 71.31 59.22 163.85 78.22 27.69 12.1 

2007 56.33 151.62 58.22 73.28 60.86 161.10 79.22 28.62 12.32 

2008 58.68 155.83 58.47 76.03 59.05 167.85 81.64 30.57 - 

2009 47.19 161.61 48.5 64.52 49.35 141.15 71.83 25.04 - 

Source: World Development Indicators, World Bank. 

 
Debt used for financing an investment in infrastructure, 
education, basic health care etc. is expected to have posi-
tive influences on economy at least up to a critical level 
of borrowing. On the other hand, debt financing of un-
employment benefit, retirement benefit, previous debt 
servicing etc. may have a negative consequence even on 
a lower level of borrowing. Sources of borrowing have 
their differences in consequence as well. Borrowing from 
the domestic source, a transfer of resources within the 
economy, may just crowd out funds for the private sector. 
While, external debt brings new resources to the econ-
omy. If the debt is denominated in a foreign currency, 
then governments loose the option of monetizing the 
debt in case of urgency. 

In an economic union the individual economies do not 
have the authority to print currency and repay even if the 
debt was denominated in their local currency. Greater 
integration among member countries would help prevent 
similar crises by insulating the vulnerable economies. 
Integration would create a more unified economy, where 
individual economies would be less independent and 
more reliant upon the union as a whole. However, fierce 
nationalism within both indebted and more stable coun- 
tries may remain as an obstacle to integration [16]. Lower 
income countries often finance their infrastructural de- 
velopments, basic health care facilities, education etc. 
through debt financing. On the other hand, higher in- 
come countries would often finance their less productive 
sectors by means of debt. In that way, a lower income 
country with growth potential and a sensible usage of 
borrowed fund may have a higher capacity to absorb debt 
before crossing their critical level of Debt-GDP ratio. 
 
6. Bangladesh Economy: Implications from 

EU Debt Crises 
 
Bangladesh has become increasingly integrated into the 

global economy over the past couple of decades which 
has resulted from rationalizing of tariff rates, removal of 
anti export bias, encouraging incentives for export ori- 
ented activities etc. The degree of openness of the eco- 
nomy rose from 14% to 40.2% and the extent of global- 
ization1 increased from 21% to 54% during Fiscal Year 
1980/81 and 2009/10 (Table 3). Although increasing 
global integration has created an opportunity for Bang-
ladesh to take advantage of the global economy, it has 
also exposed the country to vulnerabilities originating 
from global shocks. Indeed, the ongoing EU crisis en-
compasses many of the challenges that a low-income 
economy such as Bangladesh may face as it strives to 
become integrated into the global economy. Nature of 
the impact will depend on the dimensions of the rela-
tionship with the effected EU economy. 
 
6.1. Transition Channels 
 
The key channels through which the EU crisis is likely to 
spill over the economy are exports, remittances, imports, 
foreign aid, foreign capital inflow etc. channels. The ma- 
jor slowdown is anticipated to be in the area of exports as 
EU is the largest destination of export for Bangladesh 
(especially readymade garments). In addition, remit- 
tances may ease as the source economies face lower 
growth and challenging times, aid inflow may reduce, 
and Bangladesh’s macroeconomic stability and growth 
prospects may suffer. 
 
6.1.1. Exports 
For Bangladesh, composition of exports makes this the  
1Degree of openness is defined as share of export and import as a per-
centage of GDP. Extent of globalization is defined as export + import + 
official development assistance + remittance + foreign direct invest-
ment as a percentage of GDP. This definition may not be a good meas-
ure for a developed economy but the same measure has been used for 
the ease of comparison. 
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Table 3. Degree of openness & Extent of Globalization (million USD). 

Indicators of Trade Integration FY2 1981 FY1991 FY 2001 FY 2008 FY2010 

1. Export (X) 725 1718 6467 14088 16204.7 

2. Import (M) 1954 3472 9335 20217 23738.4 

3. Remittance (R) 379 764 1882 7915 10987.4 

4. ODA Disbursed 1146 1733 1369 1873 2080 

5. FDI (net) 0 24 550 650 636 

Total (1 to 5) 4204 7710.5 19603.4 44743.8 53646.5 

GDP (Current Price) 19811.6 30974.8 47306 78996.9 99434.3 

Extent of Globalization (%) 21.2 24.9 41.4 56.6 54 

Degree of Openness 
(Export + Import as % of GDP) 

13.5 16.8 33.4 43.4 40.2 

Source: Authors’ calculation (compiled from Bangladesh Bank and EPB). 

 
most vital transmission channel of the effects of recent 
global financial developments. Two features contribute 
significantly toward increasing the export sector vulner-
ability: first, high dominance of RMGs in total export 
basket; and second, major dependence of Bangladesh’s 
RMG exports on EU markets. The reliance on the EU 
market is obviously for the quota free entry and the duty 
free access under GSP. Bangladesh exported about 
52.70% of its total export to EU in FY 2009-10. 

Figure 2 presents the total import of EU countries 
from Bangladesh. Here it is clear that import for most 
counties here have increased in recent years notably in 
2009 and 2010 compared to the same period of 2007. 

The impact on the export sector will depend on the 
severity, duration and recovery of each EU member from 
the crises and also on the pace of Bangladesh’s prepara-
tion in facing the stiff competition that it would face with 
the new GSP facility. 
 
6.1.2. Imports 
Considering the current economic growth of Bangladesh 
and its implication on terms of trade, it is important to 
assess the possible impact of the EU debt crises on im-
port. Bangladesh imported about 10% of its total import 
from EU during 2010. 

About 50% of total imports from EU consist of goods 
such as machinery, nuclear reactors, boilers and electri-
cal equipments. If the prices of these goods fall, then 
sectors where these are used may enjoy lower prices 
(Table 4). 
 
6.1.3 Foreign Aid 
The aid budget in advanced economies is under pressure 
due to their reduced ability to sustain recent levels of 
foreign aid resulting from debt overhang and weak fiscal 
positions created by the financial crisis and slow growth. 

This would particularly affect the flow of bilateral aid to 
recipient countries. About 10% of the total foreign aid in 
the form of grant is passed on to the economy of Bang-
ladesh from EU countries (Figure 3). 
 
6.1.4. Foreign Direct Investment (FDI) 
Since most FDIs in Bangladesh are longer term in nature 
and domestic market based, the current financial crisis is 
unlikely to have an immediate impact. The full impact 
would only be clear when investors begin to assess 
longer term investment decisions depending on global 
growth prospects and price developments. 

The net inflow of FDI has remained relatively stable in 
recent times. Capital flows in the form of portfolio in-
vestment is minimal. The percentage of inflow of foreign 
investment from EU countries is about 25% in the year 
2010 which was about 50% at the beginning of the 2000s. 
The reason for the decline in inflow can be assessed as 
the impact of financial crises as it started long before 
(Figure 4). 
 
7. Conclusions 
 
From the above discussion it is evident that, Bangladesh 
economy is somewhat shield, for the moment, from the 
current financial turmoil. In particular, the relative isola- 
tion of the country’s capital market and limited role of 
foreign portfolio investment supported by reasonably 
strong macroeconomic fundamentals and strengthened 
policy and management frameworks have ensured de- 
fense from the worst consequence in the global financial 
crisis, global growth slowdown and other consequences 
like the EU debt crises. Though a severe crisis is pre- 
vailing in the EU zone, significant uncertainty still sur- 
rounds the nature, scope, severity, and duration of the 
crisis and thus it is difficult to derive a quantitative as- 
sessment of the impact of the crisis on the Bangladesh  2In Bangladesh Fiscal Year runs from July to June. 
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Figure 2. Total quarterly import of EU countries from Bangladesh3 (million Euro). Source: Eurostat. 
 

 

Figure 3. Disbursement of Foreign Aid: EU (million USD). Source: External Resource Division, Government of Bangladesh. 
 

 

Figure 4. Percentage share of FDI by EU countries in total inflow. Source: Statistics Department, Bangladesh Bank. 
3We have used import data of EU from Bangladesh instead of exports of Bangladesh to EU since latest data were not available in this manner. 
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Table 4. EU top 10 products exported to Bangladesh (’000 USD). 

HS code Product Label Value in 2010 Share in total export 

'84 Machinery, nuclear reactors, boilers, etc 656496 31% 

'85 Electrical, electronic equipment 389232 19% 

'30 Pharmaceutical products 112329 5% 

'10 Cereals 105167 5% 

'72 Iron and steel 98741 5% 

'99 Commodities not elsewhere specified 80186 4% 

'90 Optical, photo, technical, medical, etc apparatus 54280 3% 

'38 Miscellaneous chemical products 50369 2% 

'04 Dairy products, eggs, honey, edible animal product 45323 2% 

'48 Paper & paperboard, articles of pulp, paper and board 41881 2% 

TOTAL All products 2100719  

Source: ITC, Trademap. 

 
economy. But learning from the recent financial crisis 
provokes the anticipation of negative impacts on the 
economy, especially through export in the long run. 
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