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Risks and Threats from Deficits and Debt 
July 14, 2022 

 

After two decades of uninterrupted borrowing – including three years in which 

deficits surpassed 10 percent of the economy – the U.S. national debt is higher as a 

share of Gross Domestic Product (GDP) than at any time since World War II and is 

on course to breach that record. Yet policymakers have done little to contain our $24 

trillion national debt, and most legislation has added to it in recent years. 

Additionally, there have been numerous claims that “debt doesn’t matter” and the 

United States should borrow even more than the $16 trillion it is projected to borrow 

over the coming decade. These claims are problematic and concerning. 

 

This does not mean there is no proper time to borrow. In fact, deficit spending helped 

to prevent an economic catastrophe and support the country through a pandemic in 

the recent COVID-19 crisis. However, even this justified borrowing comes with some 

consequence, and much of the recent borrowing before and since the COVID crisis 

was enacted for political rather than purely economic justification. 

 

Excessively high debt levels are damaging for many reasons. High debt levels:  

 

• Threaten economic vitality: The recent surge in deficit spending has contributed 

to rapid near-term inflation and over time will result in higher interest rates, 

slower economic and income growth, and a small but increased risk of fiscal crisis. 

• Place a strain on the budget: The federal government currently spends as much 

on interest payments as it does on most of our safety net programs combined, and 

interest is projected to become the largest government expenditure within the next 

30 years. As interest and mandatory spending dominate a greater share of the 

budget, our government’s ability to invest in new priorities will be limited. 

• Create geopolitical challenges and risks: With large portions of our debt held by 

foreign investors, a substantial share of our national income goes abroad. We are 

consequentially left with fewer financial tools to manage conflicts with other 

countries when they have increased leverage over our economy. 

• Make responding to new emergencies more challenging: High deficits and debt 

– particularly if coupled with high inflation or interest rates – make it harder to 

borrow in response to a recession, pandemic, war, or other legitimate emergency.  

• Are unfair to younger and future generations: The federal budget already favors 

consumption on seniors over investment in children. Failing to address rising debt 

also leaves future generations with an additional fiscal and economic burden. 

 

Given these very real threats and risks, policymakers should pursue the appropriate 

tax and spending adjustments to bring the fiscal situation under control.  
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The Economic Consequences of Deficits and Debt 
 

High and rising debt creates near-term and long-term economic consequences, some of which are 

playing out in real time through high inflation. 

 

In response to the COVID-19 pandemic and economic crisis, policymakers injected more than $5 

trillion of fiscal support into the economy. Deficits ballooned from just under $1 trillion in 2019 

to an average of $3 trillion per year over the subsequent two years. 

Much of this borrowing was important for supporting households, securing balance sheets, 

limiting the depth of the recession, and supporting the economic recovery. However, the total 

magnitude of fiscal support – particularly support enacted in 2021 – greatly exceeded the needs 

or capacity of the economy.1 The resulting excess demand has contributed to inflation. 

 

The Federal Reserve normally aims for 2 percent inflation as measured by the Personal 

Consumption Expenditure (PCE) index, the equivalent of roughly 2.3 percent in the Consumer 

Price Index (CPI). Over the past year, the PCE index has risen by 6.3 percent; economists have 

attributed 2 to 4 percentage points of this rate to the $1.9 trillion American Rescue Plan alone.2 

CPI inflation has totaled 8.6 percent, the highest in four decades. 

 
Fig. 1: CPI and PCE Inflation, May 2021-May 2022 (Percent Change) 

 
Sources: Bureau of Economic Analysis and Bureau of Labor Statistics. 
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CBO found that growing debt would result in per-person income being 

$9,000 lower – or a 10 percent reduction – compared to declining debt. 
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In response to rising inflation, the Federal Reserve has begun aggressively raising the federal 

funds interest rate, which reverberates throughout the economy. Similarly, investors generally 

respond to higher levels of debt issuance by demanding higher rates on Treasury bonds.   

 

Box 1: Modern Monetary Theory and the National Debt 
 

Over the past few years, Modern Monetary Theory (MMT) – a fringe economic theory that 

argues the government can, should, and effectively does print money to finance deficits – has 

gained growing prominence. The basic idea behind MMT is that fiscal policy, rather than 

monetary policy, should manage the macroeconomy and that there is no reason to worry about 

debt sustainability. Instead, the theory states, deficit spending should continue until the point 

that the economy is at capacity and substantial inflation emerges. 

 

While MMT is appealing as a political excuse to brush aside the tradeoffs involved in 

budgeting, it makes little sense either in theory or in practice.3 On the theoretical side, MMT 

rightly recognizes that economies that borrow and print in their own currency can never be 

forced into default, but it misunderstands the relationship between borrowing, interest rates, 

demand, investment, and economic growth. For example, some MMT advocates have 

theorized that higher interest rates could boost demand for goods and services rather than 

crowd out investment.4 

 

On the practical side, MMT implicitly relies on Congress and the President to substantially 

raise taxes or cut spending – without help from the Federal Reserve – in order to fight bouts of 

inflation. There is little evidence of willingness to enact large abrupt tax increases or spending 

cuts in periods of high inflation.5 In fact, advocates of MMT have offered virtually no fiscal 

solutions to recent inflation, and in many cases, they have suggested further fiscal expansions.6 

 

MMT has widely been panned by economists on the left and right, ranging from Paul Krugman 

to John Cochrane.7 Its proponents often articulate a contradictory framework that doesn’t 

withstand even the most basic scrutiny.8 

 

While MMT does help explain some basic insights about the constraints of an economy’s 

productive capacity and the technical ability of a government to borrow, it is of little use in 

understanding how to analyze or manage an economy or government budget. 

 

A 2019 study by Congressional Budget Office (CBO) economists Edward Gamber and John Seliski 

found that every 10 percent increase in the debt-to-GDP ratio translates into a 0.2 to 0.3 percentage 

point increase in interest rates.9 Research from Ernie Tedeschi and Lukasz Rachel & Lawrence 

Summers reaches similar conclusions.10 These studies show that while many factors have reduced 

interest rates, high debt has increased them. 

 

Higher interest rates on federal debt and bank reserves increase interest rates throughout the 

economy on everything from mortgages to student loans to credit cards. They also contribute to 
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a phenomenon called “crowd out,” where investors purchase government bonds instead of 

investing in the private sector, thus slowing economic growth.  

 

CBO estimates that for every $1 of new U.S. government borrowing, total investment falls by 33 

cents and an additional 24 cents of the return to investments goes abroad, resulting in slowing 

income growth over time.11 

 

In 2019, CBO compared national income if debt were allowed to rise rapidly, as in their alternative 

fiscal scenario, to a scenario where debt returned to historic levels as a share of the economy.12 

After three decades, CBO found that growing debt would result in per-person income being 

$9,000 lower – or a 10 percent reduction – compared to declining debt.  

 
Fig. 2: Income Per Person in 2049 Under Different Debt Scenarios (Dollars) 

Source: Congressional Budget Office. 
 

In a worst-case scenario, high and rising debt could even spur a fiscal crisis. In this case, loss of 

market confidence could quickly drive up interest rates or inflation expectations, devaluing 

existing bonds and causing severe global financial disruptions. The likelihood of such a crisis is 

low in a country like the United States, but it rises as the debt grows relative to the economy. 
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The Budgetary Consequences of Debt 
 

A high and rising national debt requires growing government interest payments to service it. 

Each dollar spent on interest is a dollar unavailable to spend on other priorities or lower taxes. 

 

Already, the federal government spends $400 billion on net interest expenses. That’s twice what 

it spends on food and nutrition, three times what it spends on transportation, and nearly six times 

what it spends on higher education. It also spends more on interest than it normally spends on 

total education and training or on nondefense research and infrastructure.13 

 
Fig. 3: Net Interest Payments Compared to Other Parts of the Federal Budget (Billions in 2022) 

 
Sources: Congressional Budget Office and Committee for a Responsible Federal Budget. 

 

By the end of the decade, CBO projects interest costs will total $1.2 trillion, or 3.3 percent of GDP.14 

That’s higher than any other time in history, including during World War II or when interest costs 

last peaked in the early 1990s. Within 30 years, interest is on course to be the single largest 

government program – larger than Social Security, Medicare, or defense.  

Illustrated another way, interest costs currently equal 8 percent of total revenue – about what is 

normally collected by the corporate income tax. Within a decade, interest costs will require 18 

percent of revenue, and by 2050 they will require 35 percent of revenue – about what is raised by 

the corporate income tax and payroll taxes combined.15 
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If interest rates are 1 percentage point above projections, interest 

payments would rise $2.4 trillion over the next decade to well over $10 

trillion between 2023 and 2032. 
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Fig. 4: Projected Cost of Largest Spending Programs (percent of GDP)  

Source: Committee for a Responsible Federal Budget calculations based on CBO data. 
 

CBO’s latest baseline estimates interest payments will exceed $8 trillion over the next decade.16 

Rising interest rates could balloon these costs. For example, if interest rates are 1 percentage point 

above projections, interest payments would rise $2.4 trillion over the next decade to well over $10 

trillion between 2023 and 2032; under this scenario, interest costs would reach a record 4.4 percent 

of GDP by 2032.17 

 

Box 2: Interest Costs Matter 

 

While federal interest spending is high and rising, interest rates remain below the inflation rate 

and are projected to remain below the nominal economic growth rate for some time. Some 

economists have argued these interest costs present little threat so long as the economic growth 
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in response to an interest rate spike. That interest rates are lower than the growth rate today 

does not assure they will remain below the growth rate in the coming years. 
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Geopolitical Challenges and Risks from High Debt 

 

In 2016, a bipartisan group of some the nation’s foremost national security figures, led by former 

Chairman of the Joint Chiefs of Staff Mike Mullen, declared “long-term debt is the single greatest 

threat to our national security.”19 High debt not only crowds out resources that strengthen our 

security, but it also narrows our tools for dealing with unfriendly nations, leaves our economy 

more vulnerable to actions of other countries, and weakens our global standing and prestige. 

As of December 2021, foreign governments and individuals held $7.7 trillion of U.S. debt – about 

one-third of total debt held by the public and 44 percent of debt held outside of the Federal 

Reserve. Much of this debt is held by close allies to the United States, such as Japan and the United 

Kingdom. However, China holds over $1 trillion of U.S. debt – 14 percent of all foreign-held debt. 

 
Fig. 5: Ownership of U.S. Debt (Trillions)  

Sources: Federal Reserve Board of Governors and U.S. Treasury Department. 
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sovereign debt markets. While it is hard to imagine any comparable situation with the United 

States, this shows how foreign actors can leverage ownership of debt against one another. On a 

much smaller scale, China may be able to leverage its holdings to create problems in the U.S. 

Treasury markets. 

 

Higher debt also leaves the United States with fewer tools to leverage its holdings against other 

countries. Additionally, our high debt means a larger share of our national income is paid to 

individuals and governments abroad. And being one of the only rich countries without a plan to 

put its fiscal house is order weakens America’s global standing and soft power.  

 

By funding our priorities through borrowing rather than fiscal discipline, the United States 

exposes itself to more geopolitical threats than it would without high debt.  

 

Box 3: Can the Federal Reserve Buy All of Our Debt? 

 

The COVID-19 crisis caused the Federal Reserve to rapidly increase its holdings of U.S. 

Treasuries, rising from about $2.4 trillion in January 2020 to nearly $5.8 trillion at its peak in 

June 2022.20 In other words, the Fed effectively bought half of the federal debt issued over the 

same period. 

 

This kind of expansion in the Fed’s balance sheet was unprecedented, and its long-term effects 

are uncertain. But it is clear that these purchases do not eliminate the cost of issuing debt, nor 

can they be continued indefinitely without leading to high inflation or other consequences.21 

 

When the Fed purchases Treasury debt, it finances that purchase by creating interest-bearing 

bank reserves. Except when the Fed is paying a 0 percent interest rate, this means the Fed is 

effectively swapping one type of government debt (Treasury bonds) for another (reserves).  

 

By boosting the money supply and putting downward pressure on long-term interest rates in 

the economy, it is also very likely that the Fed’s purchases of Treasuries and mortgage-backed 

securities are contributing to the high inflation we see today. 

 

While Fed debt purchases were helpful to support the economy and financial markets during 

the COVID recession, there is no free lunch. 

 

The Federal Open Market Committee has committed to reducing the size of the Fed’s balance 

sheet over the coming months and years as part of its efforts to control inflation.22 As they do, 

it will become more clear what repercussions could arise from these large asset transactions. 
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Reduced Ability to Respond to Emergencies  
 

While large deficits are undesirable in normal times, they are often necessary in times of 

emergency. Government borrowing during a war, pandemic, or similar crisis can allow adequate 

funding for an acute need while spreading the costs over time. In the case of a recession or 

economic downturn, borrowing can also boost demand, minimize employment losses, and help 

to support a faster and stronger recovery. Countries must therefore have adequate fiscal space to 

allow for borrowing in times of need. 

 

There has clearly been such a need three times this century – after the terrorist attacks on 

September 11, 2001, amidst the global financial crisis that began in 2008, and in response to the 

COVID-19 pandemic and economic downturn. In each case, the United States responded swiftly, 

dedicating trillions of dollars of resources to address the crisis and support the overall economy. 

 

While the responses were necessary and helpful in the immediate situation, they also had a 

substantial impact on the budget. The response to the 2001 terrorist attacks helped end an era of 

balanced budgets, the global financial crisis and response boosted debt from 40 percent of GDP 

to 70 percent, and the response to the COVID-19 pandemic further boosted debt from 80 percent 

of GDP to 100 percent. 

 

It is not clear such aggressive actions would have been possible, desirable, or effective – politically 

or economically – with substantially higher levels of deficits and debt, particularly if high deficits 

and debt were accompanied by high inflation and/or interest rates. 

 

In fact, a 2019 study by Christina Romer and David Romer found that countries that enter crises 

with high debt levels face both political and financial constraints to borrowing, and as a result 

they tend to do less to combat the crisis and thus recover more slowly.23 Countries that ignore 

these potential constraints could face adverse consequences. 

 

One need only look to 2021 to find an example of this situation. The $1.9 trillion American Rescue 

Plan likely would have had a much larger “fiscal multiplier” and contributed much less to 

inflation had it been enacted on its own as opposed to layered on top of recent deficit-boosting 

efforts. The nation’s recent experience with inflation might also make policymakers more hesitant 

to borrow in the future absent a plan to improve the nation’s fiscal and inflationary outlook. 

 

Unfortunately, fiscal space may wane in the coming decades because of rising health, retirement, 

and interest costs. There is great uncertainty over how long the United States will have the 

willingness or capacity to enact the type of response we witnessed over the last two years.  

 

The last two years have highlighted the need to be proactive and prepared for future challenges, 

threats, and potential crises. Romer and Romer recommend countries reduce their debt during 

good times to create more fiscal space for the bad ones.24 As President John F. Kennedy said in 

his 1962 State of the Union address, “the time to repair the roof is when the sun is shining.”25 
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Growing Intergenerational Imbalances  

 

The federal budget is skewed heavily in favor of adults and seniors over children as well as 

today’s consumption over investments in tomorrow. A rising national debt worsens these 

generational imbalances by burdening younger and future generations with higher interest 

payments, slower income growth, and greater financial responsibility for shouldering any 

ultimate tax or spending adjustments. 

This situation is borne out by the composition of federal spending. Currently, the federal 

government spends roughly $6 per senior for every $1 per child. The two largest federal 

programs, Social Security and Medicare, mostly benefit the elderly. Meanwhile, total spending 

and tax breaks for children – including for education, nutrition, tax credits, health care, and other 

purposes – made up just 9 percent of the budget prior to the pandemic. By 2032, they will make 

up only 7 percent of the budget.  

 
Fig. 6: Net Interest Spending vs. Federal Support for Children (Billions) 

Sources: Committee for a Responsible Federal Budget estimates based on OMB, CBO, and Urban Institute data.  
Note: “Support for Children” includes tax credit payments. 
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Children and investments are disadvantaged through the budget process itself. Compared to 

consumption programs for adults, spending on children and investments is more likely to be 

temporary and capped and less likely to enjoy fast built-in growth or dedicated revenue.26 

 

Box 4: Neither Tax Cuts nor Investments Pay for Themselves 

 

Both thoughtful tax reform and smart public investments can help improve economic growth 

by promoting work and investment, building productive capacity, boosting output, and 

raising incomes. However, any benefit from enacting these types of policies is negated when 

they are financed with higher deficits. 

 

In the past, we have estimated that every $1 of tax cuts would need to generate $4 to $6 of 

economic growth in order to be self-financing – far in excess of what any model or past 

experience predicts.27 For example, CBO estimated that the 2017 tax law would only generate 

enough economic growth to offset about one-fifth of its increase in deficits.28 Likewise, the Joint 

Committee on Taxation estimated at the time of its passage that the 2017 tax law would 

generate a little over one-quarter of its cost in economic feedback.29 

 

Similarly, federal investments in education, research, and infrastructure would need to be even 

more productive in order to pay for themselves. We estimate that a government investment 

would need to generate as much as an 8-to-1 return to raise enough revenue to equal its cost.30 

Using CBO’s estimates of the 2021 bipartisan infrastructure law, we estimated that just 2 

percent of the gross costs would be returned in dynamic feedback – nowhere near the kind of 

return necessary to offset its costs.31 

 

Burdening children with increasing levels of debt makes a bad situation worse. A child born 

today will effectively inherit more than $71,000 of debt upon birth, growing to $180,000 by the 

time they turn 18. They will effectively service that debt through lower wages, higher future taxes, 

lower future spending, and an increasing share of their tax dollars paying interest to cover past 

consumption. 

 

Simply put, high and rising leaves a burden to future generations. 
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Conclusion 
 

The national debt is nearing its all-time high of 106 percent of GDP and will likely exceed that 

level in the near future. The reasons for why this is concerning have not changed much over the 

past few years, but the challenge has become even more daunting. 

 

Before the pandemic, we warned that sustainability of our national debt should be dealt with 

over the medium run to prevent its rise over the long run. Unfortunately, the pandemic and 

response hastened that timeline, leading to rapid near-term inflation and an even higher national 

debt.  

 

Despite claims to the contrary, borrowing is not free, and the national debt cannot be indefinitely 

ignored. High and rising deficits and debt can lead to persistently high inflation, rising interest 

rates, slower economic growth, increased interest payments, reduced fiscal space, greater 

geopolitical risk, and growing generational imbalances. 

 

Fortunately, none of these consequences are inevitable. Policymakers can put the country on a 

more sustainable fiscal trajectory by prioritizing within the budget and tax code. This will require 

slower spending growth and higher revenue than we have today, but it can be achieved while 

preserving the important functions of government and maintaining a competitive tax code. 

 

To begin the process of fixing our debt, policymakers must first acknowledge it is a problem. Debt 

matters. We owe it to ourselves and future generations to begin solving this problem now. 
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Appendix I – Savings Needed to Reach Select Fiscal Goals 
 

One way to measure fiscal sustainability is in terms of how much total deficit reduction would 

be required to meet a given fiscal goal. While there is not one best goal, there are several measures 

– especially in the context of the current fiscal situation – that would represent a positive 

improvement. Below are a few select fiscal goals that policymakers could target in 2032 along 

with the ten-year savings required to meet them. 

 

Fiscal Goal for 2032 
Ten-Year Savings 

(2023-2032) 

Stabilize debt at 100% of GDP $3.5 trillion 

Reduce debt to 90% of GDP $7.2 trillion 

Reduce debt to 80% of GDP $10.9 trillion 

Stabilize deficits at $1 trillion per year $6.0 trillion 

Reduce deficit to 3% of GDP $6.5 trillion 

Achieve primary (non-interest) balance $7.5 trillion 

Achieve “on-budget” balance (excludes Social Security & USPS) $10.0 trillion 

Achieve full budget balance $11.5 trillion 
Sources: Committee for a Responsible Federal Budget estimates based on Congressional Budget Office 
data. 

 
 
 
Appendix II – Select Policies for Deficit Reduction 
 

Policymakers would need to enact substantial deficit reduction to put the debt on a downward 

path as a share of the economy. Below is a short list of select options that could help reduce the 

deficit, along with deficit reduction savings from 2023 through 2032: 

 

Policy Ten-Year Savings 

Freeze appropriations at FY 2022 levels for two years ~$1 trillion 

Adopt chained CPI for all measures of inflation ~$400 billion 

Reduce drug costs through negotiations and inflation caps $200 to $500 billion 

Reduce Medicare Advantage coding intensity overpayment $100 to $400 billion 

Equalize Medicare payments for similar treatments $50 to $300 billion 

Raise Social Security and Medicare retirement ages ~$200 billion 

Adopt a carbon tax on greenhouse gas emissions $1 to $2 trillion 

Repeal state and local tax deduction 
$300 billion to $1 

trillion* 

Impose 5 percent surtax on income above $500k/$1m ~$500 billion 

Raise corporate income tax to 25 percent ~$400 billion 

Reduce tax gap through IRS funding and information reporting $100 to $400 billion 
Sources: Committee for a Responsible Federal Budget estimates based on various sources. *$300 billion 
estimate assumes the current $10,000 cap is extended beyond its 2026 expiration. 


