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The Europeans inch towards a solution of their crisis while the markets want bolder steps. European 
bond yields are down from crisis levels of 2 weeks ago, but they have backed up about half the distance 
over the past 3 days.

First a little primer on debt. The most important principle for bond investors is that the government’s 
debt path is “sustainable.” Sustainable debt means that debt does not grow faster than nominal 
GDP in the long run. Under normal situations, a criterion for sustainable debt growth is that the 
primary deficit of a country be in balance. The primary deficit is the deficit (or surplus) excluding inter-
est payments on the existing debt. If the primary deficit is in balance, then the overall deficit will be 
the interest cost of the debt. In normal times the interest rate (i) on government bonds approximately 
equals the growth rate (g) of nominal GDP. So if the primary deficit is zero, government debt D will 
increase by i×D which equals g×D, and debt growth will be sustainable.

In the U.S. we are in the envious position of having the interest rate on our government debt below 
the rate of growth of nominal GDP, the latter being nearly 4% over the past year. As a result, the U.S. 
can have a primary deficit and still have sustainable debt growth.

But in Europe the interest rate on their debt is higher, and in some cases much higher than their 
GDP growth rates. Italian bond yields of 6% when nominal Italian GDP growth is near zero means 
that the Italians must achieve a large primary budget surplus in order to have a sustainable debt 
path. Unfortunately Italy and other peripheral European countries do not come close to these goals 
even with recent belt tightening.

Despite the European problems, U.S. equity markets have remained resilient on the basis of continued 
good economic news. We have just seen the preliminary University of Michigan sentiment index 
confirm the jump in the Conference Board Index of Consumer Confidence announced last week. And 
jobless claims dropped sharply in the recent week while estimates of fourth quarter real GDP growth 
have risen sharply and are approaching 4% for this quarter. The battle continues between a brighter 
U.S. picture and a still unsettled European crisis.
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