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Abstract
In the United States, policymakers recognized early on the cru-
cial role played by financial markets and the Federal Reserve in
financing the war. However, given the already high level of gov-
ernment debt, their room to maneuver in the conflict with Iran
is limited, making a prolonged resource-intensive war unlikely.

Zusammenfassung

In den USA haben die politischen Entscheidungstrager schon
frih die wichtige Rolle der Finanzmarkte und der Zentralbank
Fed fir die Kriegsfinanzierung verstanden. Aufgrund der bereits
hohen Staatsverschuldung sind diese Spielrdume im Konflikt mit
dem Iran jedoch heute begrenzt. Das erschwert einen langeren
Krieg.
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1. The War with Iran Brings New Debt Burdens

War is expensive! The cost of the U.S. attack on Iran was estimated at $11.3 billion
for the first six days alone. According to Harvard economist Linda Bilmes, the cost
of the conflict amounts to up to $2 billion per day (Bilmes 2026). The Pentagon
plans to request $200 billion from Congress for the war with Iran. Regular U.S. mil-
itary spending had reached nearly $1 trillion in 2025. Costs will continue to rise if
the war drags on.

Unlike in previous wars, the debt burden was already immense before the war with
Iran. The U.S. national debt stands at approximately $39 trillion. This represents a
historic record of nearly 125 percent of gross domestic product (GDP). In 2025, in-
terest payments amounted to around $1.2 trillion, exceeding military spending. A
further rise in interest rates could therefore block higher military spending, even if
U.S. President Donald Trump has other plans.

According to “Ferguson’s Law,” major powers reach a critical fiscal threshold when
their interest payments exceed military spending. Their ability to exercise geopolit-
ical power is then limited (Ferguson 2025). The U.S. has already crossed this thresh-
old, while at the same time the dollar’s status as the world’s reserve currency is
crumbling. Therefore, the U.S. may not be able to continue the war in Iran for long.
What does the U.S. war financing reveal, from a historical perspective, about the
financial viability of the war in Iran?

2. From the War of Independence to the Civil War

During the War of Independence against Great Britain (1775-1783), the North
American colonies lacked a stable tax system, which is why the Continental Con-
gress invented unbacked paper money—the “Continentals.” But because the paper
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money quickly lost credibility—hence the saying, “not worth a Continental”—loans
from France and the Netherlands were crucial to the war effort. Although Great
Britain was better able to finance itself through the Bank of England, the mother
country eventually relented because the war on the other side of the Atlantic was

too costly relative to the benefits.

The first U.S. Secretary of the Treasury, Alexander Hamilton, not only ensured that
the federal government assumed all war debts, including those of the individual
states (Assumption Plan). He also created revenue sources from customs duties and
excise taxes (e.g., on whiskey) to repay the debts. This made the young nation,
founded in 1776, creditworthy. An important step toward integrating financial mar-
kets into debt repayment was the founding of the First Bank of the United States
(1791), which, as a primary bank for the federal government, was authorized to
issue a currency backed by precious metals and grant loans to the government.
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Figure 1: U.S. Government Debt and Inflation from a Historical Perspective

140 - _ a2 . L
[ - o —_ — T © @
@ © . & = =z = =
% = 2 $§ £ £ Tk = - 1280
120 1 8 5 = c 0z s ¢ 2 o
= = O o S 5 [|S © 2/
) ) < ‘= = = X g i
= E 8 o 7 2 - 640
1 < < = € T
100 ] I o < o
~ [t ! o0
%) © € < R
= S < @ <
& & 3 £ - 320
a 80 = Q © o
a 0 = ]
(U] 1]
S Wars L 160 S
go 60 - —— Public debt-to-GDP ratio (left axis) E
‘g Price index (right axis) S
3 £
Q 40 - 80
20 . _ 40
0 T T T T T T T T T T T 20

1800 1820 1840 1860 1880 1900 1920 1940 1960 1980 2000 2020

Source: IMF, Federal Reserve Bank of Minneapolis. The price index shown is based on various sources and
concepts. For the period 1800-1851, an index of prices paid by farmers in Vermont for household expenses is used.
For 1851-1890, an early consumer price index by Ethel D. Hoover serves as the basis, followed by the Cost-of-
Living Index by Albert Rees for 1890-1912. From 1913 onward, the official U.S. Consumer Price Index (CPI) is used.

After the charter of the First Bank of the United States expired in 1811, the govern-
ment’s financial situation deteriorated once again. This was particularly evident
during the War of 1812 against Great Britain, which could only be financed through
new debt at high interest rates. Inflation rose faster than the national debt (Fig. 1).
In response, the Second Bank of the United States was founded in 1816. Out of con-
cern for the concentration of financial power, President Andrew Jackson prevented
the Second Bank of the United States from continuing to operate in 1836 and re-
duced the national debt to zero. Consequently, during the so-called Free Banking
Era, a decentralized banking system emerged in which numerous banks issued their
own banknotes. Since banknotes had to be redeemable for precious metals in most
states, money creation was limited during the Free Banking era, causing the price
level to trend downward (Fig. 1).

Until the American Civil War, total government spending amounted to around 2
percent of economic output (Fig. 2) and military spending to less than 1 percent
(Fig. 3). During the Civil War (1861-1865), however, military spending rose rapidly
to approximately 10 percent of economic output. The Union financed the high mil-
itary spending through a combination of higher taxes, war bonds, and the issuance
of paper money not backed by gold (Greenbacks). The interest rate on war bonds
ranged from 5 to 6 percent, depending on the term.
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The National Banking Act (1863) not only stabilized the banking system in the North
because banks were henceforth regulated uniformly by the federal government—
rather than differently by individual states. The Banking Act also facilitated war fi-
nancing because member banks were not only permitted to issue a uniform cur-
rency (National Bank Notes) but were also required to back them with federal
bonds.

Figure 2: U.S. government spending as a share of GDP
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Source: Our World in Data.

The Confederacy also financed the war through property taxes, war bonds, and pa-
per money (Greybacks). However, since the economic base was weaker than in the
industrializing North and there was no uniform banking regulation, the interest rate
on war bonds stood at 7 to 8 percent. Greybacks therefore played a significantly
larger role in financing the war, which drove inflation sharply upward—and demor-
alized the population.

By the end of the Civil War, the national debt had grown from 1.5 to over 30 percent
of GDP (Fig. 1). As the victor, the Union used its full economic might to service the
Northern states’ debts and largely paid them off, a process aided by strong eco-
nomic growth. It stabilized the Greenbacks by reintroducing a gold standard to
combat inflation (Resumption of 1875). As a result, total government interest pay-
ments exceeded military spending only temporarily (Fig. 3). The Confederacy’s
debts, on the other hand, were declared null and void. The Greybacks lost all their
value due to high inflation.

3. World War | and World War li

After the Civil War, government spending remained almost constant at less than 3
percent of economic output for over 40 years (Fig. 2). The U.S. did not enter World
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War | until 1917. About one-third of the war’s high costs were financed through
taxes. The top income tax rate rose to over 70 percent. Two-thirds of the funding
came from Liberty Bonds. By keeping interest rates low, the Federal Reserve Sys-
tem—founded in 1913 —created an incentive for banks to grant loans for the pur-
chase of Liberty Bonds, which carried interest rates of 3.5 to 4.5 percent. Banks,
companies, and households invested in these bonds, holding the equivalent of
about 30 percent of gross domestic product by the end of the war (Fig. 1).

The price level rose significantly but remained under control. After the end of World
War |, the Fed initially kept interest rates high to combat inflation. Starting in 1922—
23, the Fed lowered interest rates, leading to a credit-fueled boom that reduced
the ratio of government debt to GDP to just over 16 percent. However, the flood of
credit triggered a speculative bubble, the bursting of which led to the Great Depres-
sion. High budget deficits resulting from the New Deal’s expansionary spending pro-
grams caused government spending as a share of GDP to rise from 3 to just under
20 percent (Fig. 2) and the debt-to-GDP ratio to swell to around 40 percent of GDP
by the time the U.S. entered the war in 1941 (Fig. 1).

The United States financed World War Il largely through war bonds at interest rates
of about 3 percent, with significant patriotic pressure on the public to purchase
them. U.S. government spending and public debt rose to historically high levels of
over 36 percent (Fig. 2) and 120 percent of gross domestic product (Fig. 1), respec-
tively. The Federal Reserve lost its independence. It was obligated to support war
financing. It therefore kept interest rates low by purchasing government bonds
when private demand was insufficient. Additionally, it provided commercial banks
with sufficient liquidity so that they could purchase government bonds. Independ-
ence was not restored until 1951 with the Treasury-Fed Accord.

Figure 3: Military spending and interest payments as a share of GDP
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4. Financial Repression and War Financing via the Fed

After the war ended, the Fed continued to keep nominal and real interest rates on
government bonds low (Fig. 4) to keep interest and debt burdens under control.
The creation of the Bretton Woods system, which placed the dollar at the center of
the new global monetary system, increased demand for U.S. government bonds.
This helped keep interest rates low and military spending high during the Cold War.
Although financial repression slows growth (McKinnon 1973), the U.S. liberalized
world trade through the General Agreement on Tariffs and Trade, which generated
positive growth effects. Market-oriented reforms in Germany and Japan turned
both countries into engines of growth.

Thus, financial repression—evidenced in Fig. 4 by persistently low and even nega-
tive real interest rates—caused debt as a share of GDP to decline steadily (Reinhart
and Sbrancia 2015 and Fig. 1). Strict regulation prevented the excesses in financial
markets that had occurred between the world wars. Unlike in previous wars, gov-
ernment spending was no longer reduced to pre-war levels (Fig. 2) but continued
to rise as a share of gross domestic product.

When the Vietnam War began driving up U.S. government spending again in the
second half of the 1960s, tax increases were implemented only belatedly and in
moderation because the war was unpopular. The aim was to ensure that the bur-
den of the war would not be felt too acutely by the public. Instead, as part of the
so-called “guns-and-butter” policy, social spending was increased to divert atten-
tion from the burdens of the war. This created additional debt burdens. The Federal
Reserve actively purchased government bonds and kept interest rates low. Capital
flowed out to the peripheral countries of the Bretton Woods system, where it put
appreciation pressure on their currencies. The central banks of the partner coun-
tries in the Bretton Woods system had to buy dollars—and thus U.S. government
bonds—to keep the exchange rates of their currencies stable against the dollar.

As a result, the United States’ partner countries in the Bretton Woods system
helped finance U.S. war expenditures, a phenomenon the U.S. referred to as “bur-
den sharing” and other countries as “imported inflation”. Figure 3 shows that, fol-
lowing the establishment of the Bretton Woods system, the U.S. was no longer
forced to reduce its military spending to pre-war levels. Rather, they had the fi-
nancial means to continue waging war against the Soviet Union in the form of the
Cold War, the Korean War, and the Vietnam War.

The resulting rise in global inflation meant that U.S. public debt as a share of gross
domestic product continued to decline, despite weak growth, to approximately 33
percent of gross domestic product (Fig. 1). French President Giscard d’Estaing la-
mented an exorbitant privilege enjoyed by the U.S., which allowed it to shoulder
high military expenditures at the expense of other countries. McKinnon (2013) later
spoke of an exorbitant privilege enjoyed by the country with the world’s reserve
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currency, which persisted outside Europe even after the collapse of the Bretton
Woods system in the early 1970s because there was no alternative to dollar pegs
there (and there still isn’t today).

Figure 4: Real interest rate on long-term U.S. Treasury bonds
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Source: McQuarrie (2021), Jorda-Schularick-Taylor Macrohistory Database, IMF, Federal Reserve Bank of
Minneapolis. The figure shows the five-year moving average of real interest rates (the current year and the four
preceding years).

After the turn of the millennium, the informal dollar standard made it easier for the
U.S. to finance the costly wars in Iraqg and Afghanistan, an expansionary fiscal policy
in the wake of the global financial crisis (2007-2009), and extensive spending on
health care and education. The dollar’s status as the world’s reserve currency—
combined with the Fed’s expansionary monetary policy—has enabled persistently
high budget deficits as well as the ever-increasing rise in U.S. government spending
as a share of gross domestic product, because the Fed has pushed real interest rates
ever lower in a new episode of financial repression (Fig. 4).

In 2025, the US government spending ratio stood at just under 38 percent of GDP
(Fig. 2), and government debt as a share of gross domestic product exceeded post-
World War Il levels (Fig. 1). At the heart of the historically high US government debt
lies the highly developed US financial market, whose backbone is US Treasuries.
However, the high level of debt has also caused interest rates on U.S. government
bonds to rise significantly recently due to increased inflationary pressure (Fig. 4), so
that interest payments now exceed military spending (Fig. 3).

5. Outlook

Wars in the U.S. have always been accompanied by a rise in government debt,
which, however, was reduced again during periods of peace for a long time. In the
early years, war-induced price increases were repeatedly followed by falling price
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levels, so that purchasing power in the U.S. rose by around 70 percent from 1800
to 1913. A period of deflation also followed World War | due to the maintenance of
the gold standard. It was not until World War Il that high war and other government
expenditures were accompanied by a sustained rise in the price level. However,
even the 94 percent loss in the dollar’s purchasing power since 1945 has not been
sufficient to keep the real debt level at a sustainable level.

The U.S. recognized early on the important role of financial markets in financing the
costs of war. As early as the American Civil War, the Union gained a decisive ad-
vantage over the Confederacy in war financing by involving the banks. Since 1913,
the Federal Reserve (Fed) has also been integrated into war financing. Initially, it
did so by creating an incentive for banks to purchase government bonds through
low interest rates.

After World War Il, the creation of the Bretton Woods system brought the rest of
the Western world into the financing of government spending via the Fed, which
enabled continued very high military spending during the Cold War (Fig. 3). Even
after the collapse of the Bretton Woods system, this exorbitant privilege persisted
outside of Europe and was reinforced by the leading role of U.S. financial markets.
Unlike Germany, there has been no direct default or default due to hyperinflation
in U.S. history, with the exception of the Confederate States’ debt.

Since the turn of the millennium, however, the Fed has gone too far with its increas-
ingly expansionary monetary policy. Persistently low interest rates and a rapidly
growing central bank balance sheet have led to negative effects on growth and in-
come distribution (Bessent 2025). The renewed devaluation of U.S. Treasury bonds
through financial repression and dollar depreciation has reduced the willingness of
many countries, such as China and Russia, to hold U.S. Treasuries. Furthermore,
Bitcoin has emerged as an alternative to the dollar as an international currency
(Schnabl 2024). Interest rates on U.S. Treasury bonds have risen sharply since 2022,
after high inflationary pressure forced the Fed to raise rates. This has dramatically
increased the U.S.’s interest burden.

According to Ferguson, the U.S. is once again at a critical juncture where the inter-
est burden of past debts is limiting its ability to finance future military operations.
Unlike in the past, however, this point has not been reached following a major war,
as was the case after the Civil War or World War I. The conflict with Iran comes at
a time when the U.S. has crossed a critical threshold, not only due to the wars in
Irag and Afghanistan but also because of high social spending. Since a prolonged
conflict with Iran would further exacerbate the already high interest burden, a long
war with Iran appears unlikely from this perspective.
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