The last time government
red ink posed such a dire
threat was during the

founding of the republic

By John Steele Gordon Ilustrations by Nigel Holmes

In Alexander

Hamiiton’s day,
the national debt
was $80 million.

R R R R R R R R R R R R T I T T N

w
-]

AMERICAN HISTORY




65 1107 4380110

A)[1qe)s reanijod pue d1UIOU0ID INO

0} 7€3JY) SNOJISUOW B 0JUL UOKJRU B[} JO SISOI9IUI

9y} uroueApR J10J [007 J1FIRIIS B WOILJ PIA[OAD
SBY 3qap [BUOIIBU 8} MOY S[IIUOIYD aMm

‘YyUea aty pateos sjeyuapueanN
‘morroy 1ey) seded ayy uQ *JuddIad g g uoismad UM S Jew B uppeq
3ujon 'sieak g£1'6E NOA 3)e) pinom

(04} .mﬁm?:oﬁm: vmoﬁﬁoﬁm S9vlAdOS pue 3 *Aep e uoiji 1§ jo 3tesay 3e
uoy)|ul £'¢1$ puads 01 a1am nok J)

Spoo3 (2107 ay) Jo aanseaw B ‘Jonpoad
o1sawop ss0.L3 Jo Juadiad G'pg Wody Paseaour sey
199P 3Y3} (|G 9IUIS ‘DIYMUBSIN “BUIB(() YoBIRY
Jopun .Iej os uolL} ¢HI$ pue ‘ysng A\ 93.109x)
JIapun uoy[Lt} OT$ ‘UoUND (I I9pun uol[Ly gf
‘Ysng M H 981095 Japun uolf[Ly) $§ passedins
uay3 ‘(8ayJo e[ ay awry ayy Aq uoyLy g paydead
pue) ueSesy preuoy JuUapIsald Spun pPloysaIy)
UOI[[LI} T$ Y3 PISS0Id 9\ "PIOO0IAYS SBY 1q9p
[eUOnIBU 3Y] T9ASMOY ‘SBPRIIP JULd8d U]
"PI10M 3} 9ABS 0] )1 pasn
oM ‘T JTep PHiop) Suln( AuIou0ds UBdLIBUIY
9} 9AES 0 )1 Pasn am ‘uoissaado(g jeaar) ayy
urm( "uoruy) ayj sALS 0} 1qop [BUONBU Y] pasn
am e [1A1) 2y SuLm( "uonnoAsy 3y} SuLmp
PaIMOUI 1¢ap [BUOTIBU SNOULIOUS 9Y) 99jueens pue
9)BPI[OSUOD 07 SLI0JJS S,UO[IWRH JO 3SNEBI_q UOIjBU
Suno£ e se pasadsoad pue poAlAns s IS seM
9H "SuIsSs9[q [eUOTIBU B SN 07 8] [[IM ‘DAISSIIXD JoU
ST JT “)q9p [euoneu v, ‘paurrepoad Lansear) ay)
Jo £1e)aa93s 1SI1J 9Y) ‘UojIweH Jopuexaly
Aydnojueq jo adpe ayj uo UL
sem orpqndaa Juydpayy oyl usym ‘eto Juipunoj
3y} 03 }de( SUA{IedY USIP[IYOPULBL3 pue usIp[ydo
JNO UO UIPJIN SUTWEYMIDA0 Ue SUutioddq woj
199p 3y} Sunusssad ug 9oe] am adusjeyd ay) puy
Teak jse[ ndino JUouodd AIIUL S,uoTjeu ayj o)
quareamba A[y3nod st JBY) ‘SULIS) SATIR[SI U] "punoe
sputw Jray) deam o3 ajdoad jsowr 103 aqissoduut
Jsowife St Jey) 8113y € ‘uoljjiil 1S SPIBIXD
MOU 1g3p [euoneu widl-3uo] s,eduswy

essecrvsane

D R R R N N R R R Ry I

seecscssesssonerassrvr e

esessssscence

sseee




[~

e = s <'.7-'-g-1-< T

fromforeignand
~domstlc creditors’ -

. vandSodal Security :

e

WHArsTHE E

produced annually

wlthln the bordets of

60 AMERICAN HISTORY

@ FOUNDING ERA

Alexander Hamilton
Transforms Debt into
a National Blessing

he United States was born in debt. We had

to fight to come into existence as a sovereign
country, and war is an expensive business. The
Continental Congress borrowed from foreign
governments, especially France, as well as from
American citizens, and printed reams of paper
continentals with no intrinsic value that caused
hyperinflation. “Not worth a continental” be-
came a standard phrase in the American lexicon
for a hundred years.

At the end of the Revolution, the central gov-
ernment was unable to pay either the interest or
principal on our debts because it lacked the
power to tax. Instead it had to requisition money
from the states, which sometimes paid and
sometimes did not.

The disastrous fiscal situation exposed the
inadequacy of the Articles of Confederation and
was the primary reason the Constitutional
Convention met in Philadelphia in 1787. The
new Constitution gave the federal government
the power to tax and required it to assume the
debts of the old government. George Washing-
ton’s treasury secretary, Alexander Hamilton,
approached the urgent task of refinancing the
debt by offering generous terms for bonds and
continentals issued during the Revolution. These
had mostly fallen into the hands of speculators,
who had bought them at very low prices hoping
to make a profit when the new government
redeemed them.

Many, including Thomas Jefferson and James
Madison, felt that the speculators should get
no more than what they had paid for the bonds
and paper money and only the original owners
should be paid the full redemption price.
Hamilton argued that it would often be impossi-
ble to determine the original holders. Moreover,
once a government begins to decide to whom and
how much it owes money, he warned, future
lenders will charge much higher interest.

Hamilton believed it was in America’s long-
term interest to create a well-financed and
secure national debt. He admired Britain’s mod-
ern financial system, with a central bank and
government-issued bonds that were negotiable
in the marketplace. Because the holders of
British debt were confident of getting the
interest regularly from the Bank of
England and were able to sell the

bonds easily if they chose to do so, they loaned
money at low rates and increased the amount of
capital available for economic growth.

Hamilton’s program, enacted over the fero-
cious opposition of Jefferson and Madison, was a
success, By 1795, American bonds were selling
above par in Europe. In the first year for debt fig-
ures, 1792, the national debt stood at $80,359,000.
Government outlays that year were a little over
$5 million. The government scon began to pay
down the debt. By 1811, it was $45 million while
the American economy in the previous two
decades had grown greatly. The War of 1812
caused the debt to soar to $123 million by 1816.
But once again, as peace returned, the govern-
ment began to pay it down.

@® JACKSONIAN ERA

Andrew Jackson Pays
Down the National Debt
and Sinks the Economy

l ike many modern politicians, Andrew Jack-
son denounced government debt as a
“national curse” and vowed to eliminate it. When
he entered the White House in 1829, the nation-
al debt was about $58 million. Six years later
America was completely debt free for the first
and only time in our history. While making good

Sen. Henry Clay tries to
silence President Andrew
Jackson'’s opposition to the
US.Bankin1834.

GRANGER COLLECTION. NIW YORR




on his promise, however, Jackson helped plunge
the nation into its first great depression.

Jackson had made a tidy personal fortune as
a young land speculator in Tennessee, but fell
deeply in debt when a complicated deal went bad
and left him holding piles of worthless promis-
sory notes. From then on, he viewed debt as a
moral failing and denounced banks or individu-
als who issued paper money of any sort as per-
petrators of fraud and corruption.

Jackson saw paying off the national debt as a
way of diminishing the power of the “monied
aristocracy” who dealt in paper rather than real
wealth such as land and manufacturing. For
Jackson, the symbol of this monied aristocracy
was the Second Bank of the United States and
its president, Nicholas Biddle. Its charter came
up for renewal in his second term and Jackson
killed it off. Meanwhile to achieve his goal of
eliminating the national debt, he sold govern-
ment-owned land in the West and mercilessly
slashed spending, including programs to build
national roads (the earmarks of that time).

In late 1834, Jackson proudly proclaimed
America “free from public debt.” But after he
began distributing surplus revenues to state
banks that were no longer subject to the disci-
pline of the Bank of the United States, they
printed massive amounts of paper money and
rampant land speculation ensued. When Jackson
tried to stop the speculation by insisting all gov-
ernment land sales, except those where the pur-
chaser intended to settle on the land, had to be
paid for with gold or silver, the land boom came
to an abrupt halt and Wall Street experienced its
first great crash. Jackson, with the luck and tim-
ing characteristic of great politicians, retired in
1837, before the full brunt of a depression that
crippled the economy for six Years and forced the
American government to start borrowing again.

@ cIviL war

War Bonds, Greenbacks
and Massive Deficits Help
Save the Fractured Union

T he Civil War, the largest war fought in the
Western world between the Napoleonic wars
and World War I, placed unprecedented strains
on the financial system. To pay for it, the North
raised taxes sharply (including putting a tax on
income for the first time) and issued $450 million
in greenbacks (paper money not backed by gold)
and vast quantities of federal bonds,

A gifted Philadelphia banker named Jay
Cooke invented the bond drive—a feature of
major wars ever since—to raise money. Federal
bonds before the 1860s had always been sold pri-
vately to banks, to be held in their reserves, and
to wealthy individuals. Cooke sold bonds with
denominations as low as $50 dollars and gave
purchasers as long as six months to pay for
them. In all, Cooke sold bonds to about § percent
of the Northern population when less than 1 per-
cent had bank accounts.

The ability of the North to borrow was a
major reason it won the war. The South was
forced to finance its war effort by printing money.
The ensuing inflation (over 700 percent by 1864)
severely disrupted the Southern economy,

At the end of the war, the national debt was a
staggering $2.755 billion, well over 40 times its
size four years earlier. But, again, the govern-
ment began to pay it down while the American
economy grew steadily. By 1914, the debt was
$1.188 billion, only a little more than 3 percent of
GDP Indeed, the richest man in the country,
John D. Rockefeller, could have paid off the
national debt in its entirety and still have been a
very wealthy man.

® GREAT DEPRESSION

Big-Time Spending
Saves the Economy
and Then the World

F he Great Depression dramatically changed
American attitudes about economic priori-
ties. Before 1930, the first obligation of the
federal government, after the defense of the
country, was to pay down debt if possible. After
the collapse of the American economy, the sec-
ond most important obligation of the federal
government became to prevent another Great
Depression. If that meant deficit spending to
stimulate the economy, then so be it.

Elected at the depth of the Depression in
November 1932, President Franklin Roosevelt
accepted the conventional wisdom regarding
deficits. During his campaign he lambasted
Herbert Hoover's fiseal mismanagement. “Let
us have the courage to stop borrowing to meet
continuing deficits,” he said in a radio address.
“Any government, like any family, can, for a year,
spend a little more than it earns. But you know
and I know that a continuation of that habit
means the poorhouse.” But when he was in
office, his advisers convinced him that “passive
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In1792, the U.S. population
was 3.9 miilion and the
national debt was $80
million. That's $21 for every
man, woman and child.

In20M, the U.S.
population was 310
million and the national
debt was $14.3 trillion.
That's $46,129 for
every man, woman
and child.
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Treasury Secretary Alexander President Andrew Jackson
Hamilton argues that it was in proclaims America “free from
America’s interest to create a public debt.”

well-financed national debt.

Republicans
and Democrats
alike pay lip
service to the
need for fiscal
reform

President Lyndon
Johnson signs the
Medicare bill on Jjuly
30,1965, as Lady
Bird Johnson, Vice
President Hubert
Humphrey, Bess
Truman and former
President Harry
Truman look on.
Truman, who had
proposed national
health insurance in
1945, became the
first Medicare
enrollee. Today, 46
million Americans get
Medicare benefits,
making the program

deficits,” which derive from falling tax receipts
in bad times rather than deliberate increases in
spending, should be tolerated. And he made an
unbalanced budget a matter of deliberate policy
for the first time in the natien’s history.

In the 1930s, the debt rose from $16.1 billion
to $42.9 billion, at the same time going from 17
percent of GDP to 50 percent. World War I1, like
the Civil War 80 years earlier, caused the debt to
soar even higher, from $48 billion to $269 billion.
In 1946, the debt was 129.8 percent of GDE by
far the highest it has ever been—yet.

After the war, unlike earlier times, the feder-
al government made no attempt to pay down the
debt. What it did do, however, was not increase
it. In 1947, the government ran the first budget
surplus sinee 1930. In 1960, the debt was $286
billion, a mere 6 percent higher than in 1946.
And the American economy had grown prodi-
giously, with GDP rising from $222 billion to
$518 billion. Thus as a percentage of GDP the
debt fell dramatically in the postwar era, drop-
ping from 129.8 percent to 57.5 percent.

the government’s
third largest -
expense,
after Social
Security and
defense.

-
1899
10%

of GDP
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During the Civil War, the
accumutlated national debt hits
$t billion for the first time. In two
years, it will reach $2.6 billion.

@ SWINGING '60s

Keynesianism Gives
Pols an Excuse to Keep
Unbalanced Books

y the 1960s, the theories advanced earlier in

the century by the British economist John
Maynard Keynes strongly influenced American
policy. Unlike the 18th-century Scottish econo-
mist Adam Smith, who argued that free markets
were guided by an “invisible hand,” Keynes
viewed a national economy as a machine and
thought that the government should serve as the
engineer. He also felt that a national debt was
not like a personal debt, because the govern-
ment owed the money to its own citizens, So,
Keynes reasoned, it was like one family member
owing money to another. The net worth of the
family remains unchanged.

Franklin Roosevelt, Harry Truman and Dwight
Eisenhower, all of whom were born in the late 19th
century, were reluctant to run up deficits except in
times of war or economic crisis. “I don't think you
can spend yourself rich,” said Eisenhower’s secre-
tary of the treasury, George Humphrey. But the
younger generation that came to power with John
F. Kennedy eagerly embraced the ideas of Keynes.
Walter Heller, Kennedy’s chief economic adviser
argued for a full-employment budget, with outlays
equaling what would be government revenues if
there were full employment (usually defined as
unemployment at 4 percent). Heller also argued
for “fine-tuning” the economy, a thoroughly
Keynesian notion.

The elegance of Keynes' theory was not the
only reason politicians found it attractive. As
James Madison noted two centuries earlier, “men
love power.” By enlarging the scope of legitimate
political action, Keynesianism enlarged the
power of politicians. And politicians have a natu-

DBETIMANNITORBIS



The national debt quadrupled
ayear after the U.S. entered
World Warl.

ral inclination to spend (although they may dis-
agree fiercely as to what to spend on), and thus
earn the gratitude of the beneficiaries of the
spending. They are equally disinclined to tax and
- earn the ire of their constituents.

Under the old consensus regarding deficits
and the national debt, pleasing both halves of the
body politic had been impossible. Politicians had
to choose between them and hoped they guessed
right and so kept their jobs. But Keynesianism
gave them a heaven-sent justification for both
high spending and low taxes.

While government spending more than dou-
bled in the 1960s, revenues largely kept pace, even
with—and some would argue because of—the
Kennedy tax cuts. The national debt increased
over the course of the decade by 29 percent. But
because of the great prosperity of the decade,
the debt as a percentage of GDP fell from 57.7
percent to 39.2 percent.

@ CONTEMPORARY ERA

~ The Debt Explodes
and Becomes a
National Curse Again

he Keynesian model of the economy and the
national debt both went off the tracks as the
'60s drew to a close and President Lyndon John-
son’s attempt to have both guns (the Vietnam
War) and butter (the Great Society) caused infla-
tion to heat up. Unemployment rose and econom-
ie growth slowed in the 70s under Presidents
Richard Nixon, Gerald Ford and Jimmy Carter
even as the country reached the highest level of
- peacetime inflation ever by the end of the
decade. The combination, impossible in Keynes-
ian theory, was dubbed “stagflation.”

In the early 1980s, Paul Volcker, chairman of
the Federal Reserve, and President Ronald
Reagan brought inflation to a screeching halt
by inducing a deep recession. Unemployment
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reached 10.8 percent in 1982. Reagan
wanted tax cuts and increased mili-
tary spending, and Congress obliged.
But Congress wanted increased spend-
ing elsewhere as well. The deficits,
despite the gathering prosperity, con-
tinued and only got larger. Over the course of the
decade, the national debt more than tripled from
$909 billion to $3.2 trillion and rose as a percent-
age of GDP to more than 58 percent.

In the mid-1990s, growing concern over the
debt led a Republican Congress to give Demo-
crat Bill Clinton something every president
since Ulysses S. Grant had asked for: a line-item
veto on the budget. (It was later thrown out by
the Supreme Court.) After a brief period of
spending restraint, 1998 was the first fiscal year
in nearly three decades that the federal budget
was actually in surplus, at least by government
accounting methods. And the period 1998-2001
was the first time there had been four surplus
years in a row in nearly half a century.

The respite from debt worries was short-
lived. Under President George W. Bush, spend-
ing went unchecked and the debt began, once
again, to expand as a percentage of GDP as well
as in dollar terms. With the financial crisis of
2008 and the ensuing deep recession, govern-
ment deficits reached new heights.

Now Republicans and Democrats alike pay
lip service to the urgent need for fiscal reform,
but it will be uphill work as long as both parties
find it inconvenient to say no to one special inter-
est group or another It won't happen quickly
either. It took several decades of fiscal misman-
agement and political irresponsibility for the
United States to reach this point, and under the
best circumstances, it will take at least a decade
to restore the national debt to the blessing
Alexander Hamilton envisioned, not the curse
we carelessly let it become. : -

5829,

o2

of GDP

John Stecle Gordon is a financial journalist
and economic historian based in New York.
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