
ADVERTISEMENT

FT Home > World > US > Politics

White House set for backlash on national debt
By Edward Luce and Krishna Guha in Washington
Published: August 24 2009 19:49 | Last updated: August 24 2009 19:49

The Obama administration is bracing for a political backlash on Tuesday when it issues
national debt numbers showing federal debt rising by $9,000bn over the next decade –
significantly higher than the forecast it made earlier this year.

The revision, which will add $2,000bn (€1,400bn, £1,200bn) to the White House’s initial
projection made in February, comes amid growing public jitters about the scale of US national
debt, with one recent opinion poll showing Americans giving higher priority to reducing deficits
than to reviving the economy.
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It also comes amid growing doubts as to whether Mr Obama has sufficient political capital to
push through his $1,000bn 10-year reform of the US healthcare system, even though the
president has insisted the proposed expansion in healthcare coverage will be entirely
self-funding.

Mr Obama, who has seen steadily declining public support for healthcare reform in the
past six weeks, is expected to recalibrate his argument next week when he returns from his
short vacation in Martha’s Vineyard.

“These debt numbers are going to strongly refocus the whole debate about healthcare reform
towards fiscal discipline and away from expanding coverage,” says Maya McGuineas,
president of the committee for a responsible federal budget. “The whole direction of the debt is
going to make policy reforms of any kind increasingly difficult to achieve.”

At Tuesday’s mid-term budget review, the Office of Management and Budget is also expected
to revise downwards this year’s projected budget deficit to just under $1,600bn, having
removed a $250bn “placeholder” it had inserted in February for a possible expansion of the
banking bail-out – the troubled asset relief programme. Given the return to profitability of many
banks since April, that is no longer considered necessary.

However, most of the attention is likely to focus on the longer-term picture, which will result in
the near doubling of US national debt to 82 per cent of gross domestic product by 2019 –
levels not seen since the second world war. Mounting concern over the economic – and even
national security – implications of exploding US national debt is also likely to complicate any
attempts by the Obama administration to embark on a second fiscal stimulus, which many
economists say may prove necessary by 2011 as the effects of this year’s $787bn stimulus
begin to wane.

According to Goldman Sachs, the need for a new stimulus will be most acutely felt in 2011
when the combination of the expiration of the tax cuts George W. Bush enacted in 2001 and
2003 and the withdrawal of the stimulus will reduce GDP growth by 1.6 per cent.

But economists worry that political concerns about the
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deficits will make this impossible. Others worry about
crowding out and the risk of a back-up in real interest rates.
For the time being, there is still little private sector debt
issuance, so the US government faces little competition for
global savings other than from other countries with large
deficits. But many fear sustained large deficits will eventually
push up real interest rates, crowding out private activity. If
this happened too soon, it could undermine recovery; even if
it came later it could undermine long-term growth prospects.

Some economists believe the growing likelihood of tax
increases a few years from now to mitigate the deficit may
discourage consumer spending and business investment
today.

The prospect of sustained large deficits also makes it harder
for the US central bank to provide further monetary stimulus.
Inflation concerns have been raised by the combination of large projected deficits and
unorthodox Federal Reserve actions. Foreign investors in particular worry that the Fed will end
up monetising government debt over the medium term.

The Fed has no intention of doing this, but the risk that inflation expectations may rise if it
keeps buying Treasuries in this context is an important reason it is not expanding its Treasury
purchase programme today in spite of a forecast of low inflation and high unemployment for
several years.
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