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Abstract: In the past few years, the U.S. debt has been accumulating at a breakneck rate, with the debt ceiling 

being raised twice in the same quarter of 2021. The exorbitant amount of federal debt implies several negative 

corollaries, from the exacerbation of income and wealth inequalities to credit downgrading to risks of 

defaulting. At present, the U.S. debt stands at around $31.2 trillion, exceeding the debt ceiling and evoking 

fears over a probable default. However, against standard economics principles, a growing body of economists 

known as the Modern Monetary Theorists argue that U.S.’s accumulating debt is not worrisome for the near 

future. In light of the emerging discourse over the consequences of U.S.’s mounting debt, this paper explores 

the ramifications of a default while evaluating the viewpoints of Modern Monetary theory. Concluding that 

over the long-run, an unrestrained rate of increasing federal debt can become unsustainable and inconducive 

to economic growth, policy recommendations are proposed for mitigating the debt situation. 
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“A catastrophic event.” - Janet Yellen, U.S. Treasury Secretary. 

 

“A Public Curse.” - James Madison Jr., Former U.S. President. 

 

“The National Debt (that isn’t).” - Stephanie Kelton, Economist. 

 

The sovereign debt has been a bone of contention among American politicians, legislators, and economists 

for several decades. Currently, the Debt Clock in New York City displays over $31.2 trillion worth of debt, 

about 135.20% of the Gross Domestic Product (GDP) (Q4 2022)i. It only grows more daunting when “off-

balance-sheet liabilities” (Hamilton, 2014)— excluded from the official debt figure—are brought into the 

picture, making the indebtedness of the U.S. government greater than 31.2$ trillion.  

 

This paper argues that U.S. debt is a grave matter of concern for the future economic state of the country, by 

exploring the implications of sovereign default through the lenses of economic theory and political factors, 

while also addressing opposing arguments, and provides sustainable debt management policy 

recommendations. 

 

Key terms: 

 

 Real GDP (Gross Domestic Product) is a macroeconomic variable that refers to the total value of all 
finished goods and services, i.e., total output, produced by an economy in a given year, adjusted for 

inflation. It is also defined in the capacity of being the total value of goods and services consumed by 

consumers, producers, government, and foreigners in an economy, comprising consumption spending 

(C), investment spending (I), government spending (G), and net export spending (X-M). 

Thus, rGDP = C + I + G + X – M (adjusted for inflation) 
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 Economic Growth is a sustained increase in the real output or real GDP of an economy over a period 
of time, usually two quarters.  

 Inflation is refers to a sustained and prolonged increase in the general price level (an average of prices 
of all goods and services) in an economy over a period of time.  

 Deficit is the difference between government spending and revenue in a given financial year. 

 Sovereign or federal or government debt is the accumulation of the annual deficits of a nation. 

 Sovereign default refers to failure of repayment of sovereign debt. 

 Debt ceiling is a legislative maximum limit on the amount of outstanding debt a country can hold 
during a given time period, exceeding which the country is said to have a high risk of defaulting on its 

debt. 

 Debt servicing cost refers to the cost of repaying debt, including the principal loan amount borrowed 
and additional interest charged for the duration that the debt was held. 

 Sustainable Debt refers to a level of debt at which the government is able to meet its debt obligations 

without accumulating overdue debt payments. 

 Fiscal policy is the economic policy adopted by a nation’s government to influence macroeconomic 

variables such as economic growth and employment through the tools of taxation, public expenditure, 

and public borrowing. 

 Keynesian Multiplier is the ratio of the change in real GDP to the change in expenditure (by 
consumers, firms, government, or exports-imports). The multiplier effect is associated fiscal policy 

wherein increase in the government spending causes a multiplied increase in aggregate demand, and 

thus real GDP. 

 Monetary sovereignty refers to the exclusive legal power of a state or country to exercise control over 
its currency. 

 Filibustering is delaying or obstructing a proposed legislation from being enforced through debate 
among members of the Congress or Parliament. 
 

 

Introduction 
 

Government debt arises when government has a budget deficit and must finance its expenditures through 

borrowing when tax revenues do not suffice the funds required for such expenditure. An accumulation of 
budget deficits over time increases the government debt, while budget surpluses can reduce the government 

debt. Since 2001, the U.S. government has employed deficit spending as a fiscal instrument to stimulate 

economic growth, following Keynes’ Theory of Fiscal Stimulus and the Keynesian Multiplier. Such a fiscal 

policy has yielded desirable results with an overall increase in real GDP, as indicated by figures 1 and 2 below. 

This refutes the inverse correlation derived by several economists between debt and economic growth, based 

on historical precedents of defaulters like Greece and Venezuela, that have failed to repay their debts (Outlook 

Business Team, 2022). 

 

  

Figure 1: U.S. Debt over the years 

Source: https://fred.stlouisfed.org/series/GFDEBTN  
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Figure 2: Real GDP trend of the United States over the years 

Source: https://fred.stlouisfed.org/series/GDPC1  

 

 

Impact of An Accumulating Federal Debt 
 

While the above charts seem to tell a story of economic prosperity without debt causing any “catastrophe” 

(Yellen, 2021), it is crucial to first establish that real GDP, a quantitative variable, is not sufficient to represent 

qualitative factors like quality of life, standard of living and well-being in an economy, and hence the true 

performance of an economy. Ceaseless borrowing from the public, foreign countries, and other creditors 

without evaluation of returns or consideration of debt ceilings and default, can welcome unintended 

ramifications. Creditors of U.S. debt include foreign governments like those of Japan and China, pension 

funds, state and local governments, mutual funds, depository institutions, U.S. savings bonds, insurance 

companies, federal and government accounts, and more (Amadeo, 2022). There are several negative 

consequences of an accumulating U.S. debt, as explained below (Tragakes, 2009/2020): 

 

Poor Credit Rating 

Credit rating refers to a rating that signifies a borrower’s ability to repay loans, determined on the basis of 

their past track record of repaying debt. An accumulating federal debt can reflect badly on U.S.’s ability to 

repay its loans, thus resulting in possible low credit ratings by certified organizations like Standard & Poor’s 

and Fitch Ratings. A low credit rating can dissuade lenders, especially foreign countries, from lending to the 

States in the future, making it difficult for the government to finance its expenditures. This may result in an 
increase in taxation. 

 

Increased Income and Wealth Inequality 

Some borrowing occurs through the selling of government bonds in the open market. Buyers of U.S. bonds 

(who are lending to the government) among citizens are often from high-income groups. The U.S. government 

pays interest on these bonds through tax revenue, leading to a transfer of income from middle-to-low income 

groups to higher income groups. This may be to some extent counteracted by U.S.’s progressive income 

taxation system, but will adversely affect those from lower economic backgrounds nonetheless. 

 

Debt Trap and Defaulting 

After a certain point, debt can become unsustainable, such that new borrowing cannot be financed without 

increasing the debt servicing cost and more foreign borrowing in a perpetual cycle, causing a spiral debt trap. 

Such a trap, in extreme cases, can result in a default. 

 

 

Defaulting on Federal Debt 
 

The U.S. can default in several situations:  

i) meeting the debt ceiling,  

ii) exhaustion of the Treasury’s ‘extraordinary measures’ to reduce the debt, and,  
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iii) inability to service the debt through new debt issuance (Amadeo, 2021).   

While the Congress last raised the debt ceiling to around $28.9 trillion in December 2021 (Cochrane, 2021), 

currently US debt exceeds the ceiling, with present warnings by Treasury Secretariat Janet Yellen about the 

need to raise the ceiling further as the country approaches the perils of defaulting (Lauder, 2022). Some people 

fear high tax rates for future generations that the government may adopt to finance the repayment of the debt, 

while others, bound by their negativity bias (Cherry, 2019), dread the accumulating mountain of deficits . 

Although some trepidation is uninformed and exaggerated, it is important to explore what ramifications a U.S. 

debt default could possibly create, drawing our understanding from economic theory and such historical 

precedents as defaults of Greece and Venezuela.  

 

Meanwhile, there is a growing body of economists, the Modern Monetary Theorists (MMTers), who 
propagate, that due to monetary sovereignty, debt is not worrisome whatsoever  (Murphy, 2020). The 

monetary sovereignty of the United States implies that the nation has a fiat currency, meaning the government 

issues the dollar, not backed by any commodity, such as gold) (Gianviti, n.d.). They argue that since the States 

borrows in dollars, it can print its own money to repay debt. 

 

Now, it is important to understand that the issue is not the ability to repay debt but the ramifications invited 

by merely appearing to be defaulting.  

 

In the short-run, the U.S. debt is sustainable because:  

1. The debt is at a safe distance from the ceiling,  

2. Current low interest rates mean low cost of servicing debt, thus opening room for ease in borrowing 

(Pandit, 2021). 

 

In the long-run, however, the federal debt can follow an unsustainable path. Future interest rates on debt are 

likely to increase, raising the debt servicing cost. This implies that the federal debt could approach the debt 

ceiling again, provoking hysteria over default. Assuming that owing to limited market liquidity, the 

government debt may not receive market support beyond a certain level of debt, a U.S. sovereign default 

could result in the following (based on economic theory and precedent): 

 

Reduced Economic Well-being 

Firstly, with creditors’ confidence shaken, interest rates on federal debt will rise, increasing the cost of 

servicing the debt. Following the Eaton-Gersovitz reputation approach (Eaton and Gersovitz, 1981), it will 

become crucial for the U.S. to maintain the safe stature of its Treasury bonds to retain flexibility for future 

borrowing. Ergo, as an immediate remedy, the Treasury is likely to undertake “extraordinary measures” 

(Cochrane, 2021) to repay some of the debt, which most probably will cater to foreign obligations. These 

measures draw out funds invested in several social welfare programs like retirement plans, disability funds, 

etc., inflicting hardships upon vulnerable groups in the society, and compromising on future economic well-

being. Furthermore, the government could raise tax rates to make more funds available either to service debt 

or undertake more spending. This would reduce private aggregate demand in the economy, the effect already 

being exacerbated by high interest rates. 

 

Possible Credit Downgrade 

Secondly, with  Standard & Poor’s 2011 credit downgrade being reasoned on political dissensions rather than 

prospects of default (Riley, 2011), the current political dichotomy between the Republicans and the Democrats 

will only add fuel to the fire. Debates over “old spending” and “new spending” (Kiesche, 2021), filibustering 

debt ceiling raises, and planting political self-interest in legislation could invite another credit downgrade 

(Zhou, 2021). MMT fails to consider this theory of public choice.  One of the main ideas of this theory is that 

political actions are largely motivated by rational self-interest (Bunch, 2021). 

 

Shaking Global Confidence in the Dollar 

Furthermore, such political tensions can put the U.S. in the light of fiscal irresponsibility and unreliability, 

perniciously dissuading future investments and weakening its role as a global economic superpower. 
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Low Productivity 

Thirdly, the rise in interest rates will crowd out private borrowing, assuming a status quo in monetary policy, 

hence reducing investment in the private sector (Wehner and Tufts, 2020). This would bring down capital 

accumulation, adversely affecting productive capacity and output in the economy. 

 

Stock Market Plunging 

Fourthly, U.S. investments, losing their reputation of being safe, would also negatively impact the stock 

market as the disruption in financial intermediation will cause stock prices to plunge (Wehner and Tufts, 

2020). This effect could be magnified with a credit downgrade. 

 

Inflation 

Lastly, the rise in interest rates could also result in inflation (Amadeo et al., 2021), leading to a redistribution 

of wealth, devaluation of the dollar, and possibly shaking confidence in the dollar as the unit of account on an 

international scale (Doepke & Schneider, 2013). Very high levels of inflation can also negatively affect U.S.’s 

balance of payments as American goods and services become more expensive in international markets. 

Variable degrees of rise in price level for different goods and services will also lead to a misallocation of 

resources in domestic U.S. markets due to distortion of price signals and incentives in free market 

mechanisms. Additionally, inflation rates higher than the inflation target can produce adverse effects on 

economic growth due to a decline in savings (resulting from decrease in value of savings), reduction in 

investments due to loss of business confidence and negative balance of payments. Each of these factors will 

respectively lead to diminishes in C, I, and X-M components of real GDP (Tragakes, 2009/2020). Against 
this, MMTers suggest that inflation would help eliminate “slack” in the economy by putting idle resources to 

work. However, this idea overlooks the misallocation of resources caused by inflation, from encouraging 

speculative investments to hoarding goods for easy profits. Moreover, the overall rise in prices would 

negatively impact the balance of trade as American goods and services will now become more expensive in 

the international market. The combined result is a lower level of economic activity, reduced economic well-

being and standards of living, and increased economic inequality. 

 

 

The Blanchard Effect 

As explicated by Hartley, J., Wehner, P., and Entz, A. (2021), arguments against the crippling effects of 

growing debt propose that, following the Blanchard effect, as long as the real GDP growth (g) is higher than 

real interest rate (r), a nation can grow out of its debt as the growth in r is counteracted by higher g values, 

exemplified by the post-war period. This effect can be observed in figure 3 below. However, as has been 

observed by several economists, including Blanchard himself, as the debt-to-GDP ratio approaches 100%, 

this effect diminishes. The U.S.’s economic state is indubitably much different from previous defaulters 

(mostly developing economies), having liquidity benefits from its bonds being issued in the dollar (the reserve 

currency). However, this does not imply that debt, after a certain “tipping point”, won’t follow an 

unsustainable path, because growth decreases non-linearly with increasing debt/GDP ratio beyond 100%. 

(Carmen Reinhart and Kenneth Rogoff, 2010). 
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Figure 3: The Blanchard Effect 

Source: https://www.nationalaffairs.com/publications/detail/the-weakness-of-modern-monetary-theory 

Recommendations to Mitigate the Effects of Accumulating Debt 
 

It thus appears, as Michael R. Strain (Director of Economic Policy Studies at the American Enterprise 

Institute) had prudently remarked, “Debt is more of a termites-eating-the-woodwork problem.” (Strain, 2020)  

 

There is no way to predict with certainty what the future holds, no “acid tests” to be performed. The best the 

government can do to minimize the risks of confronting the consequences discussed previously is to adopt an 

effective debt management policy with the following features: 

 

1. Maintaining consistency between new borrowing, budget, and deficit, with borrowing sustained in 

proportion to budget plans.  

 

2. Evaluating the returns from annual deficits in terms of output, productive capacity, and improvement in the 

quality of life, against the cost of accumulating debt.  

 

3. Including a reserve proportion for unanticipated emergencies to prevent unexpected heavy borrowing. 

 

4. Adopting a contractionary fiscal policy for a few years to bring down the rate of debt accumulation to a 

sustainable level but not eliminate deficit spending altogether (the Triffin Paradox). 

Conclusion 
Government policymaking strongly relies on positive economic statements and real-world observations to 

make normative projections. There is no certainty to the triumph of a policy, as is there no economic theory 

without exception(s). While this essay argues for sustainable debt management, there are downsides to 

austerity too, including compromises on social welfare programs and reduced consumer spending. Whether 

the government chooses to continue with its impulsive changes to the debt ceiling, imperil economic 

prosperity through political motivations, bank on its monetary sovereignty or address the debt issue through 

revised policies, is now only a matter of trade-offs. 

 

“There are no solutions; there are only trade-offs.” 

- Thomas Sowell 

-  
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