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The Joe Biden Administration is hoping against hope that the Republicans, who now control the House of

Representatives, will finally agree to increase the “debt ceiling”—the legal limit on the total amount of federal

debt Uncle Sam can accrue. However, with the government and the opposition unable to come to an agreement,

it is giving some anxious moments to Biden & Co amidst growing fears of a default.

– By Michael Roberts, Economist, London

In his recent annual State of the
Union speech to Congress, US
President Joe Biden called for a
range of policies that would
“boost opportunity and reduce

poverty, improve health and well-being,
and advance widely shared prosperity.”
He also criticized oil companies for
making high profits and other firms for
benefiting at the expense of consumers,
and he challenged the opposition Re-
publicans, who now control the lower
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Of Debts, Deficits, and Recession Threat
US

and the public sector debt are set to
rise.

Rising debts and fears of a
default
The Congressional Budget Office
(CBO) reported that the US federal
government deficit had already
reached $459 bn in the first four
months of the budget year that
started in October 2022 and that
the whole year is likely to show a $2

House of Representatives, to lift what is
called the “debt ceiling”, to allow the ad-
ministration to borrow more to finance
its budget plans. Biden said that the ad-
ministration would “fully pay” for his ex-
pansive policies and so reduce the fed-
eral government deficit by $1 tn by re-
quiring well-off households and profit-
able corporations to pay a “fairer
amount of taxes.” This promise was to be
achieved over the next decade. In the im-
mediate period, the government deficit
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tn deficit, excluding “off-budget” spend-
ing of possibly $200 bn or more. After
the mammoth deficit (15% of GDP) re-
corded in financing Covid fiscal support
to Americans in 2020, the deficit nar-
rowed a little in 2021 to 12.5% of GDP.
Even though the deficit fell to 5.5% last
year, it is still higher than any pre-pan-
demic year since the Great Recession.

These cumulative deficits have
driven the US gross public sector debt
level to record highs, equivalent to
nearly 130% of GDP.

And here’s the rub. US operates
what is called a ‘debt ceiling’, which is the
legal limit on the total amount of federal
debt the government can accrue. The
limit applies to almost all federal debt,
including the roughly $24.5 tn of debt
held by the public and the roughly $6.9 tn
the government owes itself as a result of
borrowing from various government ac-
counts, like the Social Security and
Medicare trust funds.

Since the end of World War II, Con-
gress and the President have modified
the debt ceiling more than 100 times.
During the 1980s, the debt ceiling was
increased from less than $1 tn to nearly
$3 tn. Throughout the 1990s, it was
doubled to nearly $6 tn, and in the
2000s, it was again doubled to over $12
tn. Lawmakers have suspended the
debt limit, rather than raising it by a
specific dollar amount, seven times
since February 2013. But this time the
Republican majority in the House of
Representatives is refusing to raise the
limit (now at $31 tn). The federal gov-
ernment hit that limit on January 19,

and has been forced to take “extraordi-
nary measures” ever since to ensure it
can keep spending. When the debt limit
is reached, the treasury department can

use a variety of accounting maneuvers
to avoid defaulting on the government’s
obligations. The treasury has prema-
turely redeemed bonds held in federal

employee retirement savings accounts
(and replaced them later with interest),
halted contributions to certain govern-
ment pension funds, suspended state
and local government securities, and
borrowed from money set aside to man-
age exchange rate fluctuations.

But these tricks will be exhausted
by June or soon after. At that point, ei-
ther Congress has to raise the debt ceil-
ing or US will default on its obligations.
The debt ceiling battle usually leads to
a last-minute deal. But this time there
could be a default. It’s politics. First, the
new Republican majority leader, Kevin
McCarthy, is rumored to have made a
pact with rank-and-file Republicans
not to agree to raise the ceiling, in re-
turn for his election as House speaker.
The Republicans are looking to make
significant cuts in federal spending and
drop Biden’s taxes on high-income earn-
ers. There is a real problem here be-
cause if defense spending (already hit-
ting $800 bn) is not touched and social
security and welfare spending is auto-
matically raised (as it legally must),
then that leaves only non-defense, ‘dis-
cretionary’ spending to reduce, and that
has already been at the bare bones for
the last decade. Moreover, it is precisely
in this area that the Biden administra-
tion wants to increase spending.

So a political battle is likely to heat
up over the next few months similar to
the brinkmanship debt ceiling fight
between a Democrat president and a
Republican Congress back in 2011.
But, does it matter? Well, yes. First,
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Non-Defense Funding Outside Veteran’s Health Care Still Below 2010 Level
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it matters for the US economy and for
plans to improve infrastructure spend-
ing and productivity growth through fis-
cal support. Second, it matters if US
falls into a fiscal paralysis that could
trigger the world economy into recession.

Fear of recession – For real?
Recently, there has been a bit of opti-
mism that the US economy will avoid a
slump this year despite sharp rises in
interest rates, high inflation, and low
productivity growth. Unemployment re-
mains near a record low, consumer
spending is still buoyant, and inflation
is falling gradually. The talk is now of a
‘soft landing’ for the US economy or even
no landing at all. If so, then any debt
dilemma may not be an issue.

But that may well be too optimistic.
America’s industrial production is al-
ready contracting, and overall economic
activity remains very weak. Most im-
portantly, corporate profit margins and
earnings are turning south as the cost of
borrowing rises, increased wage costs
begin to squeeze profits, and sales are
flat lining. Also, a key sector of the US
economy, home sales, has slumped.
House building permits are down
46.6%, and housing starts are down
20.8%. Exports are also falling, by
11.2% y-o-y; while real retail sales (af-
ter inflation) are falling at a 6% rate.

The room for maneuvering has thus
narrowed sharply. The US real GDP
growth has slowed to just 1% a year;
while inflation is still well above 5%;
and the US Treasury yield has risen to

4%. And the Fed is still planning to hike
its policy rate to the point that the real
interest rate will be positive for the first
time in two decades. That will raise the
Treasury’s borrowing costs, adding to
annual deficits and the debt level. A de-
fault, or even the perceived threat of
one, could have serious negative eco-
nomic implications. An actual default
would roil global financial markets and
create chaos since both domestic and in-
ternational markets depend on the
relative economic and political stability
of US debt instruments and the
economy. The demand for the US trea-
suries would drop as investors stop or
scale back investments if they are no
longer considered perfectly safe,
thereby increasing the risk of default.
Even the threat of default during a
standoff increases borrowing costs.

US Federal Debt as of GDP

What a US default would mean?
Only recently, a Moody’s Analytics re-
port estimated that a default could
have similar macroeconomic conse-
quences to the Great Recession: a 4%
decline in GDP, a loss of nearly 6 million
jobs, and an unemployment rate of 9%.
In addition, Moody’s predicted a $15 tn
loss in household wealth, with stocks
dropping by as much as one-third at the
depths of any sell-off. The White House
Council of Economic Advisers (CEA)
has warned that the macroeconomic ef-
fects stemming from default—or even
getting too close to one—can last
months or even years.

A CEA report found that following
the debt limit cliffhanger in 2011, mort-
gage rates rose 0.7-0.8 percentage
points for two months following the cri-
sis, and rates for auto and other con-
sumer loans also remained elevated for
months. It is not that the US, the most
powerful economy in the world, is un-
able to repay both domestic and foreign
purchasers of its sovereign debt. It will
be a political choice to suspend pay-
ment, made by the administration and
Congress in a battle over fiscal policy.

To conclude, Uncle Sam may not
come to an outright default this sum-
mer, but the uncertainty (over the ‘debt-
ceiling’) is bound to add to its borrowing
costs and weaken its investment plans.
But in case it does enter into a reces-
sion, it would be hard for the rest of the
world to stay unhurt. �

Statutory Debt Limit and Federal Debt Subject to Limit (Trillion)

Source: Congressional Research Service, Office of Management and Budget, and Treasury Department Reference # 20M-2023-03-07-01
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