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American Red: The Public Debt in US History

Introduction

As the twenty-first century dawned, America’s political leaders anticipated 
that the public debt would be paid off entirely within a decade thanks to 
bumper budget surpluses that had been delivered in Bill Clinton’s second 
term and were expected to continue far into the future.1 This optimism 
proved ill-founded.  The factors that had underwritten surpluses in the 
1990s – strong economic growth, a buoyant stock market, and military 
retrenchment – soon gave way to different conditions that produced a 
new cycle of mammoth budget deficits. As a consequence, the public debt 
mushroomed from 31.4 percent GDP ($3.3 trillion) in 2001 to 72.1 percent 
GDP ($11.9 trillion) in 2013.2 Government projections indicated that it could 
hit the record GDP levels set in World War II by the end of the 2030s.

The escalating public debt became one of the principal sources of the 
extreme polarization currently afflicting American politics. Partisan 
deadlock over the legal need to raise the debt ceiling in order to permit 
further government borrowing nearly occasioned a public default in 2011. 
Another controversy over public finances provoked a government shutdown 
in the first half of October 2013 and raised anew the spectre of America 
defaulting on its loan repayment obligations because of failure to agree a 
further increase in the debt limit.  

These down-to-the-wire confrontations have occurred in spite of widespread 
agreement in Washington DC and beyond that something must be done to 
control the public debt. In an age of polarization, this is one of the few things 
that the executive and legislative branches of government, Democrats and 
Republicans, and interest groups and think-tanks of varying hues can agree 
on. America’s military leaders have also warned that the escalating public debt 
represents a significant threat to America’s security because it will ultimately 
force massive defense retrenchment. The most outspoken proponent of this 
viewpoint, Admiral Mike Mullen (Joint Chiefs of Staff chair, 2007–2011), 
went so far as to pronounce it the greatest danger facing the nation.3 At 
issue, therefore, is not the reality of the debt threat but how best to deal with 
it, particularly whether to prioritize expenditure retrenchment or revenue 
enhancement, and the time frame for doing so.   



Political debate over the public debt is nothing new, however. It has been a 
consistent element in American politics since the creation of the republic.  
The United States, after all, was born in debt. The War of Independence left 
the national government and the 13 original states with massive obligations 
to repay the loans they had taken out to wage the struggle. Lacking the 
constitutional power to raise revenue, the Continental Congress was dependent 
on the states providing contributions to meet its obligations, but – with South 
Carolina’s exception – all were laggard in meeting their quotas. At the outset 
of the conflict, Thomas Paine had written, ‘No nation ought to be without a 
debt. A national debt is a national bond.’ By its end, however, the Continental 
Congress’s Superintendent of Finance, Robert Morris, warned that ‘the 
political existence of America’ depended on empowering this body to levy 
taxes in order to discharge the public debt.4  

The incapacity in this regard of the first American experiment in self-government 
– the Articles of Confederation – was a crucial factor in the establishment 
of new governing arrangements to enhance federal authority. In creating a 
stronger national government, the Constitution of 1787 empowered Congress 
in Article 1 Section 8 ‘to lay and collect Taxes … to pay the Debts and provide 
for the common Defense and general Welfare of the United States.’ It also 
authorized the legislature ‘to borrow Money on the credit of the United States.’    

Thereafter the United States was never debt-free apart from one brief moment 
in the 1830s. The public debt’s size in dollars fluctuated over the course of 
early American history and trended upwards in the twentieth century and 
beyond. However, its size in relation to national economic output, namely 
Gross Domestic Product (GDP), is the more accurate historical measure of  
its dimensions. As Figure 1 shows this has fluctuated significantly over time. 

Whether the public debt is measured in dollars or in relationship to GDP, there 
has never been a time since the adoption of the 1787 Constitution when the 
federal government lacked the means to repay its obligations. Loan finance 
enabled it to undertake commitments that were beyond the scope of annual tax 
receipts to fund. Accordingly debate over the public debt has largely focused on 
its political rather than financial affordability – at least until very recent times. 
At times the public debt has been considered an evil that should be contained 
in scope or even extinguished; at other times, it has been viewed with tolerance 
as necessary to pay for what the nation needs. Historical fluctuations in 
attitudes towards the debt have therefore reflected changing beliefs about  
the appropriate role and reach of the federal government.
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This essay offers a categorization of six political-fiscal regimes over the course 
of American history from 1790 to 2008, each distinguished by its differing 
political conceptualization of public indebtedness in relation to the role of 
government. The preciseness of this periodization may be open to question 
– in most of these regimes, the clarity of new political perceptions took 
time to emerge and there was disjunction in their final stages when regime 
commitments began to unravel – in other words fiscal change did not occur 
immediately in conjunction with their start and end dates. Nevertheless the 
periodization is broadly defensible as a way of envisioning trends in political 
thought about public debt in American history. The essay also considers the 
distinctiveness of the current (post–2008) political-fiscal regime that has to 
deal with a real threat of debt unsustainability in the long-term but whose 
divisions have hitherto prevented timely resolution of this problem.  

The Hamiltonian Heresy, 1790–1800

Alexander Hamilton of New York, a principal theorist of the 1787 
Constitution and one of the authorial trio of The Federalist Papers, was the 
early republic’s most articulate advocate of a stronger federal government. In 
his assessment, the power of the purse was essential for an effective national 
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state. ‘Money,’ he avowed, ‘is, with propriety, considered as the vital principle 
of the body politic; as that which sustains its life and motion and enables it to 
perform its most essential functions.’ Hamilton further understood that the 
borrowing authority was vital to enable the national government to undertake 
everything required of it, particularly with regard to defence and war. To 
this end, he conceived the necessity of establishing a sound public credit as 
an instrument of national power.5 Such thinking anticipated orthodox fiscal 
theory in modern times. To contemporary critics, however, it was a heresy that 
threatened to promote a federal behemoth at the expense of the states.

As the first US Treasury Secretary, Hamilton set about rescuing America’s 
creditworthiness by putting Revolutionary War debt repayment on a 
sound footing. In his First Report on Public Credit (1790), he advocated: 
conversion of the interest arrears on the national debt into principle; funding 
the national debt inherited from the War of Independence at face value; and 
assuming the war debts of the states. His intent was to ease the immediate 
problem of repayment, assert the federal government’s supremacy over the 
states and tie the creditor class to it, and establish federal creditworthiness  
to facilitate future borrowing.6 

Following congressional approval of Hamilton’s proposals, the newly 
organized federal government began life with a consolidated public debt  
of $79 million, equivalent to nearly 30 percent GDP. It took out further 
substantial loans to refinance this, mainly from Dutch bankers impressed with 
America’s new dedication to debt servicing. Interest repayment on the public 
debt represented by far the largest single expenditure annually from 1789 
through 1800, accounting for nearly half of total federal outlays in this era. 
As the 1790s progressed, however, Army and Navy expenditures rose sharply 
to meet the exigencies of Indian wars, internal disorders, and heightened 
international tensions. Further borrowing was required to fund defense 
needs. To ensure the most favourable terms for credit, Hamilton promoted 
an expansive interpretation of federal taxation capacity to maintain interest 
payments. This encompassed not only external taxes in the form of higher 
customs tariffs but also internal ones – initially in the form of excises (the 
controversial tax on strong drink provoked the Whiskey Rebellion in western 
Pennsylvania in 1794). Ultimately, under Hamilton’s successor Oliver Wolcott, 
the federal government also apportioned for the first time a direct tax of  
$2 million on the states, with levies apportioned on homes, land, and slaves.7  
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The Jeffersonian Orthodoxy, 1801–1860

Hamilton’s political economy created a breach among the Federalists who had 
supported the creation of the new Constitution. A new party, the Republicans 
(confusingly later to become the Democrats), consequently came into being 
in the 1790s to oppose federal aggrandizement. Its principal leader, Thomas 
Jefferson, denounced Hamilton’s instrumental usage of public debt as a 
corruption of republican government. In 1798 the Virginian wrote a friend, 
‘I wish it were possible to obtain a single amendment to our constitution…. 
I mean an additional article, taking from the federal government the power 
of borrowing.’8 More than any other political figure in the new republic, 
Jefferson saddled public debt with a negative image as: the agency of federal 
aggrandizement over the states; the means by which the executive attained 
patronage resources to corrupt the legislature; the harbinger of political and 
economic inequality because the burden of repaying interest through tariff, 
excise, and direct taxes fell on all the people to the benefit of the capitalist 
class of creditors, financiers, and manufacturers; and a threat to America’s 
exceptionalism as an agrarian republic.9 

As America’s third president (1801–1809), Jefferson sought to retrench 
federal power through avoiding budget deficits and using fiscal surpluses 
to reduce the public debt, which declined by a third during his tenure.  
In addition, the federal government largely abandoned the Hamiltonian 
system of direct taxation during his tenure in order to limit its borrowing 
capacity.  In political retirement, Jefferson continued to trumpet the threat 
that indebtedness represented. ‘I place economy among the first and most 
important of republican virtues,’ he wrote in 1816, ‘and public debt as the 
greatest of dangers to be feared.’10 

Jeffersonian insistence on balanced budgets and debt retirement became 
the fiscal orthodoxy of succeeding administrations until the coming of the 
Civil War. An America free of public debt was idealized as demonstrating 
the young republic’s moral power in discharging obligations incurred in the 
establishment of independence, its financial capacity, and its commitment to 
restrain the reach of national government through the practice of economy.11 
This state of grace was briefly attained during Andrew Jackson’s second 
term in 1835–36, giving rise to a debate as to whether future federal budget 
surpluses should be apportioned among the states.
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However this success was short-lived as debt proved to be recurrent 
and resilient elements of America’s fiscal experience during the era of 
Jeffersonian orthodoxy. The United States had to engage in short-term 
borrowing to cover its outlays whenever recessions and financial panics 
depressed tariff receipts, the main source of federal revenue, as in the 
early 1820s, the late 1830s and early 1840s, and the late 1850s. More 
significantly it had to take out large long-term debts to wage war and  
fund territorial expansion.

The United States took out 16 sets of loans to cover its budget shortfalls 
from 1801 through 1860. Five of these were to pay for war and five were 
for liabilities incurred in territorial acquisitions (the Louisiana Purchase 
of 1803, the Spanish cession of 1819, and Mexican cessions of 1848 –
including Texas). The largest were the $74 million of loans to pay for the 
War of 1812 and the $49 million of loans to pay for the Mexican War of 
1846–1848.12 In essence, if public debt retirement was the hallmark of the 
Jeffersonian republic of liberty, public debt accumulation was the hallmark 
of the antebellum empire of liberty. 

America was scrupulous in paying off debts in order to sustain its 
creditworthiness that was essential for further borrowing. As a consequence, 
debt service costs constituted the bulk of annual federal outlays from 
1800 to 1828 and an important portion of yearly budgets thereafter. The 
Revolutionary War debt was finally paid off by 1830, the War of 1812 debt 
by 1834, and the Mexican War debt by 1869. To meet the massive costs of 
the War of 1812 debt, internal taxes that had been removed in Jefferson’s 
presidency were restored and held in place for more than a decade.

In practice, therefore, the Jeffersonian orthodoxy accepted public debt as a 
sometimes necessary evil that had to be extinguished as quickly as possible 
but it also incorporated a key element of the Hamiltonian heresy that 
the soundness of public credit had to be maintained in order to facilitate 
borrowing when exigency required. Jefferson himself displayed pragmatism 
on this score. Despite excoriating public debt as a ‘mortal cancer,’ he still 
borrowed $11 million, mainly from foreign bankers, to finance the Louisiana 
Purchase, justifying this as necessary to sustain the agrarian republic because  
it opened up new lands for Americans to settle and farm.13 
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The Republican Distortion, 1861–1900

The Civil War ended the Jeffersonian orthodoxy that economy in government 
was essential to control federal indebtedness. The public debt skyrocketed 
from $65 million in 1860 to $2.76 billion in 1866, pushing its ratio in relation 
to GDP from 2 percent to 30 percent (approximately the 1790 level). While 
the conflict raged, a new tax regime – featuring high tariffs, enhanced excise 
duties, and the first-ever federal income tax – defrayed a portion of its costs.  
Its post-bellum perpetuation with regard to tariffs, tobacco duties, and alcohol 
duties enabled the United States to discharge the mammoth Civil War debt 
by 1900.  In so doing the federal government operated 27 consecutive surplus 
budgets from 1866 to 1893, the longest sequence in its history.

This era of long-term fiscal responsibility was not free from political dispute 
over debt, however. As the core element of the Civil War tax regime, tariff 
revenues rose  from 40 percent of total receipts in 1866–70 to 58 percent by 
1885–90. This expansion occurred as debt servicing repayments diminished 
in parallel with the reduction of the public debt.  In essence, the Republicans, 
the majority party after the Civil War, supported high import duties not only 
to raise revenues but also to protect America’s industrial development. The 
Democrats, in contrast, considered these levies an unfair public subsidy to big 
business, a condemnation that reached its peak in President Grover Cleveland’s 
first term (1885–89).14   

To safeguard the tariff against Democratic criticism, the congressional 
Republicans looked to run down the annual fiscal surplus that exceeded 
debt repayment needs by spending much of it on public works and veterans’ 
pensions. This solidified support for the tariff in the North and Midwest. 
In recognition of its value to his client group, Pension Bureau director 
James Tanner exulted in 1880, ‘God save the surplus!’ Offering a contrary 
perspective, Henry George declared in 1883, ‘We are spending great sums in 
useless “public improvements” and are paying pensions under a law which 
seems framed to put a premium upon fraud and get away with public money.’15 
Republican largesse reached its peak in the notorious ‘Billion Dollar Congress’ 
of 1889-91 that pushed spending to a record level of $366 million in 1890 
(compared with $63 million in 1860). Of this, interest payments made up 
11.5 percent of outlays (42 percent in 1870), while pensions constituted 33 
percent and civil programmes 34 percent. All this reflected the earlier assertion 
of Speaker Thomas Reed (R-IL), ‘When economy is carried to extreme and 
becomes parsimony, it is only a hindrance and a stumbling block.’16 
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The period between the end of the Civil War and the onset of the worst 
depression of the nineteenth century in 1893 marked a unique era in American 
history. For once it was the surplus rather than the deficit that occasioned 
political conflict. For Democrats the corruption of republican vales was 
now embodied in the excess revenues produced by high tariffs. In complete 
antithesis to contemporary Republicans, their late-nineteenth-century 
precursors consequently found it expedient to increase domestic spending in 
order to justify continuation of high taxes that were originally intended to pay 
off the public debt but had become more significant as a means of promoting 
American industrial development.

The economic depression that began in 1893 ended the era of high surpluses. 
This portended the demise of the post-Civil War political fiscal regime but 
did not herald a return to the past. Instead a new regime aimed to modernize 
the American state through reconciliation of the Jeffersonian emphasis on 
economy in the public finances with the Hamiltonian vision of strong federal 
government.   

The Progressive Affirmation, 1901–1932

The Progressive era political-fiscal regime accepted that federal outlays 
would justifiably rise to meet the needs of governing early-twentieth 
century America but sought to ensure that this expansion met with the 
requirements of administrative efficiency and national need. Typifying 
this outlook, President Woodrow Wilson declared in 1914, ‘The American 
people are not jealous of the amount their Government costs, if they are 
sure they get what they need and desire for the outlay, that the money is 
being spent  for objects of which they approve, and that it is being applied 
with good business sense and management.’17

This positive affirmation of the fiscal needs of a modernizing state was the 
product of several factors. The haphazard process of congressional budgeting 
whereby individual committees agreed appropriations in their areas of 
jurisdiction without centralized coordination of spending had become 
increasingly outmoded. Progressive-minded political leaders wanted to replace 
it with a modern budget process that facilitated more efficient planning of 
the federal government’s expenditures and its capacity to finance them. They 
also wanted a fairer and more efficient source of revenues than tariff receipts 
whose buoyancy was declining as America grew to become an industrial giant 
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in its own right. There was also recognition that America’s rise to world power 
following the 1898 war with Spain would inevitably necessitate additional 
spending and new debt to fund strategic requirements. Annual defence 
expenditure rose from 20 percent to 50 percent of budget outlays between 
1890 and 1915. Meanwhile, the Panama Canal, the most expensive public 
works project in American history before the Interstate Highway System,  
was constructed from 1904 through 1916 at a $400 million cost, one-third  
of which came from borrowing.18 

The drive for efficiency in the fiscal state produced a number of important 
reforms. The most significant on the revenue side of the budget was the 
establishment of a federal income tax in 1913 – constitutionally validated 
by Amendment XVI. Initially intended as a wealth-redistribution measure, 
this levy became important as a new source of revenue in World War I and 
the 1920s. On the spending side, the Progressive presidents – Theodore 
Roosevelt (1901–09), William H. Taft (1909–13), and Woodrow Wilson 
(1913–1921) – each called for modern business practices to be brought 
into the budget process.  Roosevelt and Taft both appointed administrative 
efficiency commissions which recommended – inter alia – the establishment 
of a presidential budget plan to estimate government expenditure needs in the 
coming fiscal year and the adequacy of revenue to fund them.19  

Though pressed by Taft and Wilson to approve this reform, Congress jealously 
guarded its power of the purse until the end of World War I. The need to 
manage a public debt that mushroomed from 3 percent GDP in 1915 to 33 
percent in 1919 finally prompted reform. The Budget and Accounting Act of 
1921 provided for a presidential budget plan and established the Bureau of the 
Budget in the executive branch to assist in its development. Although Congress 
retained ultimate authority for taxation and spending, the presidential budget 
now set the agenda for its decision-making. The 1921 reform is an overlooked 
milestone in the growth of presidential power because the presidential 
budget plan henceforth became the chief planning document of American 
government.20 

The 1920s are conventionally considered a conservative era marked by 
income-tax reduction and spending retrenchment. President Calvin Coolidge 
seemingly championed reversion to Jeffersonian norms in his inaugural 
address declaration, ‘Economy is idealism in its most practical form.’ In reality, 
however, the postwar decade marked the high point of Progressive budgeting 
efficiency – corporate and personal income taxes generated nearly two-thirds 
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of federal receipts; spending was held in check to facilitate debt reduction;  
and continuous surpluses from 1920 to 1930 reduced the public debt from 
$25.5 billion to $16.2 billion.21  

The Keynesian Transformation, 1933–1980

Keynesian ideas on the utility of budget deficits as instruments of economic 
management inspired a fiscal revolution in the mid-twentieth century. The 
federal government operated emergency deficits to counteract the Great 
Depression in the 1930s, but with only partial success because the imbalances 
were too small to generate full recovery. World War II was the real laboratory 
for American Keynesianism. The wartime deficits, which annually averaged 
21.7 percent GDP in FY1942-FY1945, dwarfed those of the New Deal era.  
Not only did this massive public borrowing fund the successful war effort 
but also it powered the economy into full employment and strong growth. 
Drawing on this success, postwar administrations of both partisan stripes did 
not shy away from budget deficits but used them to manage the business cycle. 
Democrat Harry Truman (1945–1953) and Republican Dwight Eisenhower 
(1953–1961) ran seven balanced budgets in total, when the economy was 
booming, but operated eight unbalanced budgets, both to fund the Korean 
War (1950–53) and counteract brief recessions. In the twenty years after 
Eisenhower left office, however, the US government operated only one 
balanced budget – in FY1969. During this period, deficits were variously used: 
to maximize economic growth in the Kennedy-Johnson years; to fund the 
Vietnam War; and to deal with the vagaries of stagflation in the 1970s.  

With deficits considered a positive instrument of public purpose, concern about 
America’s indebtedness declined. The public debt rose from 17 percent GDP 
in 1930 to 43.6 percent GDP in 1940 as a result of borrowing to fund New 
Deal deficits during the Great Depression. It then mushroomed over the course 
of America’s involvement in World War II to reach its historic peak of 112 
percent GDP in 1945. In contrast to historic norms, there was no systematic 
effort to pay off the World War II debt. Indeed the current-dollar amount of 
the debt rose in line with the regular postwar deficits. Although it declined 
intermittently in the late 1940s and early-to-mid 1950s, the annual trend was 
consistently upwards from 1958 onwards (excepting the balanced-budget 
year of 1969). The public debt amounted to $712 billion at the end of 1980 
compared with $242 billion at the end of 1946.22  
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Nevertheless, this dollar escalation was entirely manageable because 
the debt was shrinking as a percentage of GDP owing to the postwar 
economy’s strong growth. The debt-GDP ratio sank to its 1940 level  
by the end of 1961 and continued trending downwards to its postwar 
low of 23.1 percent in 1974. Despite a reversion to overall growth in the 
stagflation-hit years that followed, it only measured 25.5 percent at the 
end of 1980. In such circumstances policymakers downplayed the need for 
debt reduction in contrast to those of preceding political-fiscal regimes. 
As a consequence, the United States could fund the Cold War and the 
substantial postwar expansion of domestic programmes regardless of  
the growing dollar-size of the public debt.23      

In institutional terms, the hallmark of the Keynesian political-fiscal regime 
was presidential ascendancy. A direct legacy of the 1921 Budget and 
Accounting Act (initially intended to enhance economy in government), it 
was consolidated by the Employment Act of 1946 that effectively made the 
president chief manager of prosperity responsible for promoting ‘maximum 
employment, production, and purchasing power.’ This measure also created 
the Council of Economic Advisers (CEA) to help him in this task–effective 
recognition that professional economists should advise in the making of the 
presidential budget plan.24  

As the Keynesian political-fiscal regime entered its mature stage 
of development after World War II, presidential budgeting became 
fundamentally aggregative in character. In other words it focused on the 
size of the budget deficit or surplus that was most beneficial to the needs 
of the economy and it manipulated spending and revenue totals to achieve 
that end. This made it highly dependent on the accuracy of CEA economic 
forecasting. Fortunately the so-called ‘long boom’ of the postwar era 
(1945–1973) was not subject to sharp economic fluctuations. Inflation 
remained low and recessions were short and shallow. As a consequence, 
presidents of this era enjoyed considerable success in the management 
of prosperity that ensured easy repayment of loan finance despite the 
expanding dollar-size of the public debt.25   

In the second half of the 1970s, however, conventional Keynesian remedies 
could not deal with stagflation – the unprecedented combination of stagnant 
growth and high inflation. This did much to fuel the revival of the Republican 
right that had fulminated against deficit spending and debt accumulation as 
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the foundations of an unwarrantable expansion of big government since New 
Deal days. Such jeremiads could not carry it to political power so long as 
Keynesian policies worked their economic magic. When the economy turned 
sour in the late 1970s, however, the conservative moment was at hand.26    

The Reagan Reconstruction, 1981–2008

In his inaugural presidential address, Republican Ronald Reagan (1981–89) 
warned that perpetual deficits and debt growth were ‘mortgaging our future 
and our children’s future for the temporary convenience of the present.’27  
Instead of his presidency marking a new era of fiscal responsibility, however, 
the public debt grew exponentially on his watch. His Republican successor, 
George H W Bush (1989–93), tried to correct matters but unfavourable 
economic circumstances caused the debt to continue growing in both dollar 
and GDP size during his presidency. Thereafter Democrat Bill Clinton 
(1993–2001) laboured successfully to bring it under control through delivery 
of four consecutive and large budget surpluses, a feat last achieved in the 
1920s. However, this success was only a temporary hiatus in the upward 
trend of public indebtedness that resumed during the Republican presidency 
of George W Bush (2001–09). 

The public debt exceeded $1 trillion for the first time in 1983, exceeded  
$2 trillion by the end of Reagan’s presidency, and continued its rapid 
expansion to reach $3 trillion in 1993. Its growth thereafter slowed but  
it did not decline in dollar terms until the large Clinton surpluses of  
FY1998–FY2001. Thereafter, however, resumption of the upward trend 
pushed it to $5.8 trillion at the end of 2008. Meanwhile, the GDP-debt ratio 
did not parallel the benign decline associated with rising dollar levels of 
indebtedness in the postwar era because the economy did not grow so strongly 
as in the earlier period. Instead it rose from 25.2 percent at the end of 1981 
to 47.8 percent at the end of 1993, a level above what it had been in 1940 
after a decade of deep depression. The debt-GDP ratio stabilized somewhat 
in the next few years before declining sharply from 44.5 percent at the end of 
1997 to 31.4 percent at the end of 2001, thanks to the Clinton surpluses. This 
temporary respite was the prelude to a small but still significant surge during 
the Bush 43 presidency to 39.3 percent by the end of 2008.28 

The expansion of peacetime public debt under Republican presidents was 
unprecedented. Why did it occur?  Part of the problem was the declining 
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capacity of the executive to determine budgetary policy. As the previous 
fiscal regime began to unravel, a Democrat-controlled Congress had taken 
exception to Republican Richard Nixon’s impoundment (non-spending) of 
funds that it had appropriated for domestic programmes. Reacting to what it 
considered an unjustifiable assertion of presidential authority, it enacted the 
Congressional Budget and Impoundment Control Act of 1974. Among other 
things, this reform established a centralized congressional budget process to 
counterbalance presidential eminence in this field. This effort to clip the wings 
of the imperial presidency had the unintended effect of making it more difficult 
for the executive and legislature to agree a budget when they were under 
control of different parties. As a consequence, Reagan could never get the 
Democrat House of Representatives to agree domestic spending cuts on a  
scale that would compensate for his defense expansion and tax reduction.29   

More significantly, the budget had lost primary significance as an 
instrument of economic management. In the final days of the previous 
regime, President Jimmy Carter had ceded responsibility for managing 
prosperity to the Federal Reserve chair in recognition that monetary 
policy was more effective than fiscal policy in controlling inflation. This 
development precipitated what economist Herbert Stein characterized as 
‘the disintegration of fiscal policy.’ In the Keynesian political-fiscal regime, 
aggregative budgeting prioritized the size of the budget deficit or surplus in 
relationship to the state of the economy. Under Ronald Reagan, however, 
compositional budgeting returned to the fore as the fortieth president 
prioritized his tax and defense policies over aggregative budget concerns.30 

As a result, the Reagan Reconstruction was characterized by extreme swings 
from large annual deficits under Ronald Reagan and George H W Bush to 
large surpluses under Bill Clinton and a return of large deficits under George 
W Bush. This fiscal volatility was historically unprecedented in peacetime and 
was mainly a result of political choice regarding budget composition rather 
than cyclical movements in the economy.31 

Ronald Reagan accepted deficits of a scope unprecedented in peacetime 
as the price to fund his agenda of large tax reduction and big defence 
programme growth. In essence he operated a wartime level of national 
security outlays alongside a level of tax reduction more attuned to post-
war conditions. George W Bush effectively made the same choice during 
his White House tenure. As a consequence, Reagan promoted the largest 
tax reduction measure in American history in 1981, and George W Bush 
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followed suit with the second and third largest tax cuts in 2001 and 2003.  
Both presidents also presided over the largest defense expansions since the 
1950s. The huge deficits that paid for these policy choices enhanced public 
debt growth in relation to the size of the American economy – in contrast 
to the post-World War II era. However, the continuing ability of the United 
States to fund its huge borrowing with relative ease ensured that increasing 
public indebtedness was not a restraint on Reagan and Bush 43.      

This begs the question as to why Bill Clinton’s fiscal success only interrupted 
rather than terminated the Reagan Reconstruction. The 42nd president 
was committed to restore fiscal responsibility out of concern that public 
debt growth would arouse fears of another inflationary spiral akin to 
that of the 1970s, thereby deterring the bond market from funding long-
term investment to the detriment of economic growth. Clinton’s deficit-
reduction commitment at cost of higher taxes was instrumental in his party 
losing control of Congress in the midterm elections of 1994. Thereafter he 
confronted a Republican Congress determined to cut taxes and balance the 
budget through swingeing expenditure cuts. His 1996 re-election compelled 
the opposition party to compromise, resulting in agreement on balanced-
budget legislation featuring both spending cuts, mainly on defence following 
the demise of the Cold War, and tax increases in 1997.32   

Clinton’s fiscal approach convinced Federal Reserve chair Alan Greenspan 
that it was safe to relax monetary policy because fiscal restraint would now 
stifle inflationary pressures. The resultant easing in private credit sparked a 
stock market boom of mammoth proportions. It was the buoyant revenues 
from capital gains and other investment taxes that principally generated 
the large surpluses of Clinton’s second term and created the illusion that 
eventual elimination of the public debt was in sight. However the Wall 
Street boom was unsustainable. The collapse of dot.com shares in late 
2000 and early 2001 changed the economic and fiscal landscapes. Even  
had Democrat Al Gore won the disputed 2000 election, he would have 
presided over the return of budget deficits and renewed enlargement of  
the public debt – though probably not on the same scale as generated  
by George W Bush’s tax cuts and defense expansion.33  

Under the Reagan Reconstruction, two Republican presidents effectively 
tolerated public debt growth as the price to achieve their core agenda of 
tax reduction and defence expansion. The fact that large indebtedness 
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did not appear to do the economy real damage added grist to their mill.  
Freed from having to frame their approach to debt in substantive terms, 
they could engage in quasi-Jeffersonian symbolism by blaming deficits 
on the domestic spending promoted and defended by the Democrats.  
Paradoxically, in spite of his party’s historic toleration of deficit and debt 
enlargement in the mid-twentieth century, it was a Democratic president, 
Bill Clinton, who sought to restore fiscal responsibility for substantive 
economic purposes. 

Whether the economic impact of debt growth was benign during the 
Reagan Reconstruction is open to question, however. Public indebtedness 
did not produce a day of reckoning in the form of a crisis of public finance 
but arguably had other negative consequences. Its massive growth in the 
1980s swallowed up a significant portion of national savings, the seed-corn 
of America’s future. As a consequence, the United States increasingly had 
to look abroad for foreign capital to feed its borrowing habit and sustain 
economic growth. This transformed it from the world’s largest creditor 
nation in 1981 to its largest debtor by 1985. Given the guaranteed returns 
on US Treasuries, America had no difficulty in attracting foreign creditors 
to fund its giant debt, but this had a number of adverse outcomes.34 

Firstly, foreign demand for US assets inevitably pumped up the value of 
the dollar, to the detriment of its external balances. As a consequence, 
America has operated almost perpetual trade deficits since 1980 because 
its strong currency has sucked in cheap imports and made many exports 
uncompetitive. Secondly the growth of foreign ownership of the public  
debt grew exponentially from 5 percent in 1970 to 19 percent in 1990 to  
47 percent in 2010. This dependence on capital inflows inevitably makes 
the United States vulnerable to a ‘dollar strike’ if foreigners become worried 
that its public debt is unsustainable. There was no real danger of this 
happening during the Reagan Reconstruction but the threat could become 
a reality in the future.35               

The Red Menace since 2009

The financial collapse and consequent recession at the end of George W Bush’s 
presidency marked the end of the Reagan Reconstruction and brought about 
the emergence of a new political-fiscal regime. As Figure 2 indicates, its 
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fundamental character will be defined by its success or otherwise in dealing 
with the growth of public debt to GDP levels unprecedented since World 
War II.  

The debt growth projected above predominantly reflects three factors: firstly, 
the growth of entitlement spending on Social Security, healthcare, and related 
payments for an aging population; secondly the inadequacy of revenues 
delivered by a system of federal taxation that is in need of substantial overhaul; 
and, finally, rising interest payments on a growing debt.36 The United States 
is likely to face problems financing a debt growing faster than the economy.  
Hitherto post-1980 public debt expansion has proved easy to fund because 
foreign lenders enthusiastically purchased US Treasury securities as a safe 
haven in an increasingly globalized but also uncertain world. Whether the US 
will continue to be considered such a good risk as its debt-GDP ratio rises to 
historically high levels over the 2020s and 2030s is less certain. High interest 
rates may be required to attract foreign lenders with negative repercussions for 
American economic growth.   

The Congressional Budget Office’s long-term projections suggest that, without 
course correction, the public debt-GDP level is on an unsustainable upward 
arc that will reach 100 percent in 2039. To regain control of its indebtedness, 
the US government will be faced with these options: cutting spending for 
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large benefit programs; or raising taxes; or a combination of cost savings and 
revenue enhancement. The scope of such changes depends on what it considers 
to be the appropriate level of America’s public debt. If the goal were to bring 
the public debt down to its average 39 percent GDP level of the past forty 
years, for example, the task would be a challenging one. Achieving it by 2039 
would require a combination of increases in revenues and cuts in noninterest 
spending, relative to current law, totalling 2.6 percent of GDP in each year 
beginning in 2015. The scale of the problem is perhaps better captured by  
the reality that 2.6 percent GDP in 2015 will likely amount to $465 billion.37  

In deciding how quickly to carry out policies to put federal debt on a 
sustainable path, the White House and Congress face trade-offs. The sooner 
significant deficit reduction is achieved, the smaller the scale of policy changes 
needed to attain a particular long-term outcome, but at a cost of slowing down 
economic growth. Deferring tough measures benefits output and employment 
in the short-term but the greater fiscal retrenchment that would be required 
eventually would have a stronger drag on long-term economic performance.38 

Deciding what is best for America would be difficult in the best of political 
times but the current age of political polarization is the worst of times for 
addressing complex fiscal issues in a constructive and cooperative manner.  
At the very moment when Democrats and Republicans need to work together 
to develop solutions requiring political compromise by both sides, they are 
locked in deep-seated hostility and ideological entrenchment. Resolution of 
America’s fiscal problems is therefore dependent on the present era of political 
polarization giving way to a new era of partisan cooperation. Unfortunately, 
the prospects of that happening anytime soon look bleak indeed.39  

Conclusions 

This analysis has categorized six political-fiscal regimes in the history of 
America’s public debt from 1789 to 2008.  In each of the these the public debt 
had a distinctively different political image –sometimes malignant, sometimes 
benign. In none of them, however, was it ever a threat in substantive terms.  
Perhaps Abraham Lincoln best captured this reality when the Civil War 
brought about a huge increase in public indebtedness: ‘Men can readily 
perceive,’ he declared in 1864, ‘that they cannot be much oppressed by  
a debt which they owe to themselves.’40  
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Until very recently, the United States has always been able to reduce its public 
debt in the wake of rapid expansions that emanated from involvement in war 
(hot or cold) and experience of economic downturns. It now faces a future in 
which the red peril is set to become substance rather than symbol. Resolution 
of the twenty-first century debt problem depends on a grand bargain in 
Washington whereby the Democrats accept the need for entitlement reform 
and the Republicans agree to revenue enhancement. In essence both political 
parties have to compromise on their core priorities to make tough choices for 
the long-term good of the nation.  

More than two hundred years ago one of the authors of The Federalist 
Papers decreed that ‘energy in government is essential to that security against 
external and internal danger, and to that prompt and salutary execution of 
the laws, which enter into the very definition of good government.’ The words 
were written not by the big-government demon of Jeffersonian imagery, 
Alexander Hamilton, but by separation-of-powers advocate James Madison 
in Federalist XXXVI. The necessity of energy in government – basically the 
ability of its separate institutions to come together as a single actor to address 
the nation’s needs – was also a regular dictum in Hamilton’s contributions to 
these founding documents.41 The creation of a national debt was to him one 
of the fundamental manifestations of such energy.  It is therefore ironic that 
the current loss of energy impedes the efficient management of what Hamilton 
deemed essential for the political and economic development of the young 
republic but which now threatens to constrain the future of the mature one.      
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