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How Long Can This Go On?

U.S. government debts may set new records, but investors should focus more on borrowing
costs and growth rates.

Thereis no good time for a pandemic, but for the U.S.economy there are bad times and there are really bad
times. If you wantto feel a chill down your spine, just imagine “COVID-2008,” with a housing meltdown
and a banking crisis on top of the lockdown and recession. Or consider the terror of “COVID-1980,” with
inflation hitting 14% and the Fed’s tools severely restricted.

These are more than haunting visionsthat trigger an investor’s cold sweat; they are useful reminders of why
even a few years of large U.S. deficits should—should—still be affordable. Asany banker will confirm, the
levelsof a borrower’s debtareless important than the affordability of the debt. And affordability for the
world’s largest economy depends asmuch on interest rates stayinglow asit does on America’s business

m odel delivering more growth and innovation thanitsadvanced economy peers.

First, some numbers. The federal budget deficit may hit 25% of GDP thisyear dependingon the size ofthe
nextstimulus packages to getthrough Congress, rivalingthe levels during World War II. Overall debtheld
by the public may jump another 2 0%, also matching wartime highs.
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But debt as a share ofthe economy will not drop nearly as fast asit did in the 1950s and 1960sbecause
growth will be slower and budgets won’t balance. We also entered this crisiswith a structural budget deficit
near5% of GDP, and neither Republicans nor Democrats are running on reducingit anytime soon. Even
after pandemic costs are addressed, the United Statesfaceslarge bills over the next decade torebuild
creakinginfrastructure, cover health and retirement costs of an ageing population and mitigate the effects of
climate change.
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An investor holding U.S. bonds may reasonably ask, “how long can this go on?” The base case should be that
the United States may well sustain these debt levels for a long time. There may be higherrisksand a dragon
growth, butthe chance of ignominiousdefaults or cascading bankruptcies islikely 1ow.

Som e prominent economists have warned that countriesface a potential crisis when debt exceeds 90% of
GDP, citing “eight centuries” of case studies. Others pointtoJapan, where debt surpassed the size of the
economy in the mid-1990s and isnow closingin on 250% of GDP, as an example of whatis possiblein a
country with large domesticsavings.

“The federal budget deficit may hit 25% of GDP this year depending on the size of
the next stimulus packages to get through Congress, rivaling the levels during
World War I1. Overall debt held by the public may jump another 20%, also
matching wartime highs.”

Most im portant for sustainability, of course, arelow borrowing costs. In fact, for all its new borrowing

through the crisis, the federal government’s interest payments were actually lower in the first nine months
of thisfiscal year (October 2019 through June 2020) than they were ayear earlier as bond yields fell.

Rateswill rise as the economy recovers, but there is little reason to believe they will spike sharply. Thisisthe
silver liningto“secular stagnation” from the combined headwinds of technology, globalization,
dem ographics and more. Low growth and low returnshave delivered what Sebastian Mallaby ofthe Council
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https://www.crfb.org/papers/debunking-debt-myths-covid-economy
https://www.cbo.gov/system/files/2020-03/51118-2020-03-budgetprojections.xlsx
https://press.princeton.edu/books/paperback/9780691152646/this-time-is-different
https://www.brookings.edu/policy2020/votervital/how-worried-should-you-be-about-the-federal-deficit-and-debt/
http://larrysummers.com/2016/02/17/the-age-of-secular-stagnation/
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on Foreign Relations callsthe “ Age of Magic Money,” in which some large governments and their central
banks can spend their way out of crises with little fear of inflation taking root.

DEBT SERVICE COSTS (NSA)
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Source: Fred Data. As of July 23, 2020.
Note: Data only extendsto December 31, 2019.

But it’s not just the cost of the debt that must remain low ov er the next decade. Crucially, it is trust in the
borrower’sability torepay. The math is not that challenging. If the economy gets backtojust 1.5% growth,
whichisthelow end of most forecasts, and the Fed deliversinflation close to its 2% target, nominal GDP
growthwould be 3.5%. If netborrowing costs remain at1.5%, the debt ratioshould shrinkby about 2% per
y ear.

If bor rowing costs rise a little, then nominal growth will be higher, too. The greater immediate risk isthat
theFedand Congress take their feet off the pedal before growth is firmly entrenched, but for now we’ll have
totakeJay Powell at hisword thatheis “not thinking about thinking about” raising rates.

Beyond ability torepay, of course, America’s willingness to repay remains crucial, too. This may sound far-
fetched afteryet another crisis during which global investors flocked into dollar assets asthe safest portin
thestorm. Amid the increasingly polarized election debate, it’s often easy to overlook the trustworthiness of
boring legal and regulatory institutions. It’salso easy toforget the U.S. record of dynamism and innovation
continueto deliver better long-term results than other advanced economies.

Recall thatthe United States lost its AAA rating from Standard & Poor’s in 2011largely because of political
dysfunction. Market confidence may be far more vulnerable to legal and regulatory institutions becoming
politicized, election results thatlook tainted and a political class thatignores global responsibilities.

These are the trendsthat should worry investors far more than the size of this year’sdeficitor next year’s
debt.
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https://www.foreignaffairs.com/articles/united-states/2020-05-29/pandemic-financial-crisis
https://econofact.org/how-will-we-pay-back-the-federal-debt
https://www.bbc.com/news/world-us-canada-14428930#:~:text=One%20of%20the%20world's%20leading,citing%20concerns%20about%20budget%20deficits.
https://www.bbc.com/news/world-us-canada-14428930#:~:text=One%20of%20the%20world's%20leading,citing%20concerns%20about%20budget%20deficits.
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