
Huge US budget deficits: 

Can they be financed without tax hikes? 
Roger Kubarych 

■ The Obama administration’s budget proposals have passed the House of Representatives and the US 
Senate but in somewhat different versions. The compromise legislation needed to ratify the budget has 
bogged down in disputes among the majority Democrats about how to limit future deficits and check the 
rise in the national debt.  

■ The budget deficits envisaged are huge: above USD 1.8 trillion in the current fiscal year, 13% of GDP, 
followed by gradual reductions that would still leave the estimated deficit above USD 650 bn (just over 
4% of GDP) by 2012. From then on, deficits would expand indefinitely.  

■ Past experience suggests that the US government has increasingly depended on foreign private and 
official purchases of Treasury securities to finance its deficits. But access to foreign funding is not 
unlimited, and domestic savings are insufficient to take their place. 

■ Therefore, soon after the recession ends, it is highly likely President Obama will face the unenviable task 
of proposing new taxes, perhaps even including European-style value-added taxation. This week, the 
president took the first step toward grappling with that challenge by announcing a Task Force on tax 
reform to be led by presidential counselor Paul Volcker. The Volcker group has until December to figure 
out what to recommend. 

 

Budget deficits and the business cycle  
Budget deficits go up during recessions. Outlays for unemployment compensation rise, while tax revenues 
decline as personal income and profits sag. Lower interest rates mean reduced taxable earnings on savings, 
too. Less well known, however, is that budget deficits typically continue to go up even after a recession 
ends.  

BUDGET DEFICITS WON’T END AFTER THE RECESSION DOES 
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Admittedly, the early recovery period is characterized by above average real GDP growth, except in a few 
cases (for example, in the aftermath of the short 2001 recession as the effects of the collapse of the high-
tech bubble continued to weigh on the industrial sector). But discretionary spending programs introduced as 



counter-cyclical measures often begin to have their greatest impact only with a lag, after a recession is over. 
And corporate profits are slow to rebound, not least because companies are able to use tax-loss carry-overs 
to reduce taxable income in the first years of a business recovery. Factors such as these will have even 
more prominent effects because of the sweeping changes in broader economic policies that are 
incorporated in the Obama administration’s budget.  

The non-partisan Congressional Budget Office (essentially, Congress’ equivalent to the technical experts at 
the White House Council of Economic Advisers, CEA, and Office of Management and Budget, OMB) has 
recently “scored” the Obama administration’s short and medium-term budget plans. Based on economic 
assumptions that are a little less optimistic than the administration’s projections (and the Fed’s, too), the 
CBO has estimated that the federal government’s budget deficit will reach USD 1.8 trillion in fiscal year 2009 
and edge back only to a low of USD 658 bn by 2012. After that, rising government spending programs will 
push the deficit back up for years to come.  

CBO: OBAMA BUDGET TO ADD USD 1.6 TRILLION TO DEFICIT 

USD bn revenues outlays deficit 
2008, actual 2524 2983 -459 

2009 2159 4004 -1845 

2010 2289 3669 -1379 
2011 2586 3556 -970 
2012 2917 3575 -658 
2013 3095 3767 -672 

2014 3231 3979 -749 

Source: Congressional Budget office 

Financing US budget deficits   
Federal government outlays can be financed in only two ways – through taxes or through borrowing. Taxes 
traditionally predominate, but that portion has drastically declined as a result of the policy responses to the 
financial crisis (cf. chart on the next page).  

The US Treasury borrows in two ways: to a small extent by placing securities with other government 
departments, such as the government employees’ pension fund, but mostly by selling its debt to the public. It 
is the size of the debt held by the public that is of paramount interest to financial market participants. In 
calendar year 2008, for instance, the Treasury’s liabilities soared by USD 1.37 trillion, while debt held by the 
public climbed USD 1.24 trillion. These numbers swamp anything that has ever occurred before. About half 
of the increased debt offset a national income and products account deficit of USD 509 bn and sizable fixed 
investments, mostly in the defense sector. But the new factor of great significance was the net acquisition of 
financial assets of USD 683 bn associated with the various emergency lending programs to deal with the 
financial meltdown.  



RATIO OF TAXES TO FEDERAL OUTLAYS HAS PLUNGED 
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Whether or not it was to pay for a conventional budgetary shortfall or the financial engineering associated 
with the bail-outs of Fannie and Freddie, AIG, or Citigroup, to pick the largest direct recipients, almost the 
entire amount of debt had to be sold to the public. Who bought it? The answer is shown in the table below.  

TREASURY GETS BY WITH A LOT OF HELP FROM FRIENDS 

USD billion 2008 
Total public debt issuance, net 1239.0 

Domestic sectors 483.8 
Households 82.0 
Money funds 399.8 
Mutual funds 9.0 

Pension funds 45.3 
Banks and insurance -20.0 

Brokers-& dealers 250.6 
Federal Reserve -264.7 

Other -18.2 
Rest o f the world 755.2 

Foreign official 427.8 
Foreign private 327.5 

Source: Federal Reserve 

How does this compare with the financing of deficits, especially during past recessions? As shown in the 
Chart below, the share of foreign official and private acquisitions of US Treasuries has moved progressively 
higher over the decades.  



REST OF THE WORLD FINANCES THE US TREASURY 
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The case for new taxes  
Numerous members of Congress, especially in the US Senate, are acutely aware of the dangers of a 
secular increase in the magnitude of the Treasury’s debt. Some are particularly worried that a lasting 
dependence on investment in government obligations by official institutions of other countries may expose 
the US to uncomfortable foreign policy repercussions. The recent statements by Chinese officials, for 
example, point to a concern that at some point they would be reluctant to continue to build up significant 
holdings of Treasury debt or of dollar-denominated assets more generally. So far, other countries with 
significant holdings of US Treasury debt have not gone so far as to warn that they are getting concerned 
about these investments. But clearly none rebuked the Chinese for raising the issue. And many key creditor 
nations expect the Obama administration to move expeditiously to restore fiscal balance over the medium-
term once the current financial crisis and business recession are over.  

For his part, President Obama has pledged to reform what he called the “monstrous” US tax system (now 
littered with 70,000 pages of arcane rules and regulations), which he said was “far too complicated” for most 
people to grasp. To that end, he has asked presidential counselor Paul Volcker to lead a Task Force of tax 
experts to evaluate options to reform the tax system, with recommendations due by December. While part of 
the mandate is to close loopholes in the existing system, there is little doubt that the Volcker group will range 
into such issues as the Social Security payroll tax, which is now the only federal tax paid by some 40% of 
workers, and pros and cons of introducing a European-style value-added tax or a nationwide sales tax, both 
to raise revenues and to encourage a shift over time from consumption to savings. The numbers are hard to 
disregard: it is hard to visualize a meaningful reduction in the size of the federal government’s budget deficit 
without a substantial increase in revenues. Otherwise, upward pressures on US interest rates will become 
harder and harder to resist.    
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