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US debt ceiling: A nation divided and
indebted cannot stand for long

That a default may occur in the future is a risk that must be addressed. But a voluntary default is the financial equivalent of driving a car off a cliff

MARK J HIGGINS

THE United States hit its US$31.4
trillion debt ceilingon Jan 19, 2023,
a limit Congress approved only
two years ago. The US Treasury is
now taking extraordinary emer-
gency measures to prevent the na-
tion from defaulting.

The current battle over the debt
ceiling reveals a painful reality that
the nation must confront. There
are two important principles at
stake. The first is that maintaining
US creditworthiness is essential to
the nation's economic health. To
voluntarily default on the federal
debt would compromise the very
foundation of the country’s eco-
nomic success. The second is that
the current path of unsustainable
fiscal deficits could lead to an in-
voluntary default in the vyears
ahead that would be just as cata-
strophic.

These uncomfortable truths
have some critical implications:

1. Public debt isn’t what

itused to be

In 1790, the survival of the US was
far from certain. The country had
won the Revolutionary War and rat-
ified the Constitution, but its fi-
nances were in disarray. The states
and the federal government
couldn't service their war debt or
even pay their veterans. This af-

fected the performance of the na-
tion's economy and the govern-
ment’s ability to regulate it.

But Alexander Hamilton, the
first US Secretary of the Treasury,
understood the essential role that
the integrity of the nation’s credit
played in ensuring economic pros-
perity. He coordinated the passage
of several regulations that restored
the nation's creditworthiness.
These programmes included the
consolidation of war debt under
the federal government, the insti-
tution of tariffs to fund outstand-
ing debt payments, and the cre-
ation of a central bank.

Without these measures, the US
may not have had the financial
wherewithal to endure the exigen-
cies to which Hamilton referred.
Adhering to Hamiltonian financial
principles helped the US persevere
through the War of 1812, the Civil
War and World War I.

When these exigencies ended,
the country abided by Hamilton's
second principle and ran federal
budget surpluses to extinguish the
debt.

But that changed after World
War II. Initially, the US paid down its
debt as it had before, but by the
1960s, permanent peacetime defi-
cits had become the norm. Over
the next decade, this trend is ex-
pected to continue with the deficit
averaging 5 per cent of GDP (gross
domestic product) per year, ac-
cording to the Congressional Bud-
get Office’s (CBO) 2022 estimate.

Such a trajectory is impossible
to maintain indefinitely; yet the
ageing population and secular de-
clines in productivity threaten to
make the problem even worse be-
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yond 2032.

Why did the US change its philo-
sophical approach to public credit?
One reason is simply that it could.
The US dollar became the world's
reserve currency after the Bretton
Woods Agreement in 1945, and US
Treasuries became an essential
store of value for central banks and
savers across the world.

The massive expansion of entit-
lement programmes also played a
role. This is not a political judg-
ment. These programmes have re-
al social benefits, but the corre-
sponding costs exceed the nation’s
ability to fund them. According to
the CBO, social security and health-

care programmes such as Medicare
and Medicaid account for much of
the federal budget. By 2032, they
will account for well over 50 per
cent, and their costs will only grow
as the population ages.

2. Don’t make the cure worse
than the disease

The US cannot amass debt faster
than the US economy grows forev-
er. But it can for quite a while long-
er. So, defaulting on the debt by re-
fusing to raise the debt limit consti-
tutes an unforced, self-inflicted
wound. At the height of the 2008
global financial crisis, Congress
initially voted down the Troubled

Asset Relief Program (Tarp), which
immediately caused the panic to
intensify. In a second vote, the
measure passed and Tarp helped
restore faith in the US financial sys-
tem. No one knows what would
have happened if the second at-
tempt had failed, but it would have
been disastrous.

The same is true for the debt
ceiling. The US has never defaulted
on its public debt, so we can't pre-
dict the consequences. But they
will be severe. The possibility of a
default in the more distant future
is a risk that must be addressed,
but a voluntary default would be
the financial equivalent of driving

a car off a cliff rather than running
out of gas.

Disadvantages of

a divided nation

US political divisions are at a cycli-
cal high, but they have been worse.
After all, the nation went to war
with itself in 1861. Nevertheless,
the threat to US financial stability
demands a unified effort. The long-
er unsustainable debt accumula-
tion goes on, the more severe the
consequences and the more draco-
nian the countermeasures will ulti-
mately have to be. As unwise as a
voluntary defaultin 2023 might be,
itwould be equally irresponsible to
saddle future generations with
debts they cannot afford or that
will require dramatic reductions in
their living standards to repay.

Through wars, panics, depres-
sions, pandemics, and natural di-
sasters, the US has always man-
aged to bring a divided people to-
gether to counter these threats.
This unity has sometimes been re-
luctant and the degree of sacrifice
unfairly distributed, but it has al-
ways accomplished the desired ob-
jectives for the whole.

The decline and collapse of
great powers throughout history
prove that there are no guarantees
that the next existential crisis the
US faces won't be its last. The solu-
tions to the debt problem will be
painful and require sacrifice. Only
time will tell whether the US will
meet the challenge or succumb to
decline like so many empires be-
fore it.
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