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 The current public debt of the United States of America has been increasing substantially 

for some time now, and will continue to do so. I will discuss how our debt is affecting the 

economy—if it is at all. I will also discuss if the public debt will cause a fiscal crisis or cause the 

economy to go bankrupt in the near future. Also, other countries with significant debt will be 

addressed. 

 The Congressional Budget Office issued the document “Federal Debt and the Risk of 

Fiscal Crisis” on July 27
th

, 2010; prepared by Jonathan Huntley. They state that the debt is at the 

highest it has ever been, with the exception of World War II. They argue that the recent increase 

of debt is resulted from three things: 1.An imbalance of federal revenues and spending, 

2.Significantly lowers revenues/higher spending, and 3.Costs of some federal policies that were 

made in response to these. 

 Arguably, the federal debt will increase relative to the GDP if this same situation 

continues. The CBO says this because federal spending will increase even more because of the 

aging population and rising costs of health care. This would cause GDP to go to a level not 

reached in prior years. This could be stopped if the growth of federal spending is somehow 

strained and/or increases the revenue relevantly. If not, the growing budget deficit will cause the 

debt to be unsupportable. 



 The CBO argues that this continual debt would have profound negative effects on the 

economy. One of the effects is that output and income would be lowered because a lot of 

people’s money would be going towards the government debt instead of beneficial things such as 

investments towards productive capital goods; the CBO says. Reduction in spending and output 

would also come from higher taxes to pay for interest—leading to less working and saving; also, 

rising interest rates would cause the government to have less power in a situation of possible 

crisis’s, and lack of ability to work on important programs. 

 CBO says a growing debt will increase the probability of a fiscal crisis. They say we 

won’t be able to know when this would occur because the federal debt and GDP ratio is starting 

to become not possible to know also. Also, other factors such as the government’s long-term 

budget outlook, close-term borrowing needs, and the health of the economy; determine why we 

won’t know when a fiscal crisis would occur, according to the CBO. 

 In the event of a fiscal crisis, it would begin from investors thinking the government can’t 

manage its budget. This would lead to the government to be unable to borrow at affordable rates. 

At the same time, interest rates would increase, which would give Legislators an idea of what’s 

to come, and thus able to pass policy to stop the crisis. A fiscal crisis would occur if interest rates 

were to suddenly increase, instead of gradually (Legislator would know if this scenario). The 

CBO says fiscal crisis’ usually occur when the economy is down, which the U.S. is currently. 

 The economic effects of a rising federal debt can vary in the short and long run; because 

of the economic conditions and when deficits are held. One effect is “crowding out of 

investments.” This is when the government crowds out private investments in productive capitals 

(because of increased spending). People’s savings used to purchase government securities is 

unavailable for funding. In the long run, this would affect the economy by causing a lowered 



output and income for people. A positive effect would be that domestic investment would be 

better maintained if borrowing went to foreigners, but this would help residents. 

 Another impact is that with increasing public debt, interest to lenders that the government 

gives does also. This would cause marginal tax rates to increases to help pay for that. That would 

disturb working and saving, and again cause output and income to decrease. The CBO says large 

debt doesn’t leave the government much option to address financial/economic crises. It would 

also hinder national security because military wouldn’t be able to spend or be prepared for a 

serious issue. The U.S.’ international leadership could also be damaged if there’s too much 

dependence on foreign investment. A last consequence according to the CBO would be the 

increase in the probability of a fiscal crisis. 

 In comparison to other countries, the U.S. can issue more debt than other countries 

without triggering a crisis because it’s viewed as a ‘safe haven’ among world investors. 

Although, the U.S. might not be able to issue as much debt because the private saving rate has 

been lower in the U.S. then in other developed countries; a significant amount of debt has been 

shared to foreign investors. For the countries of Ireland, Argentina, and Greece, a financial crisis 

occurred abruptly, during a recession. Though, the crises occurred at different levels of 

government debt relative to the GDP. This would show that a crisis is not dependent on the 

debt/GDP ratio; the government’s long-term budget outlook, near-term borrowing needs, and 

health of economy are important also. They all show that it is very difficult to form policy once 

investors lose trust in the government. 

 In the case of Argentina, the rising debt of the government caused a fiscal crisis in the 

country. At first, interest rates were similar to that of other countries, but then the country came 

into a fiscal crisis in 2000 and 2001. When the government’s debt became 50 percent of the 



country’s GDP, investors soon became concerned. This led to them demanding premiums that 

increased interest rates by more than 5 percent. Eventually the government was unable to borrow 

any longer, and the GDP decreased 11 percent. 

 Ireland felt a fiscal crisis after it was overwhelmed by large spending obligations. After 

2007, Ireland debt increased rapidly from huge failures of financial institutions and downturn of 

economy. Investors soon lost confidence, and asked for 3 percent increase in interest. By 2009, 

Ireland had a fiscal austerity program which increased taxes and reduced federal spending. This 

recovered Ireland’s government, renewed trust from investors, but it has not been enough 

because it’s predicted that Ireland’s debt will be 70 percent of the GDP by end of 2010.  

 Greece is in a very tough situation: in 2008, 110 percent of the GDP was owed to its 

credits. Interest rates kept on increasing, and by May 2010, a group of European countries and 

the IMF pledged to lend the Greek government 120 million euros. An austerity program was also 

called on that reduced benefits and public services and increased taxes. These are all the results 

of increasing government debt. 

 In terms of the economy, this could also happen to the U.S., if interest rates on the debt 

arose. It would reduce the market value of outstanding government bonds. Also, it would result 

in losses for mutual funds, pension funds, insurance companies, insurance companies, banks, etc. 

This could cause financial institutions to fail like in the other countries. Also, foreign investors 

would face losses also. The U.S. would eventually have to pursue a restructuring of its debt, 

inflationary monetary policy, and adopt austerity programs (like the other countries).   

 Brian Cashell, the writer of “The Federal Government Debt: Its Size and Economic 

Significance,” argues that in the short run, growth in the public debt affects the composition of 

economic output. Increased domestic borrowing, being associated with rising public debt, firms 



that sell a significant share of their production abroad and those that are competitive with foreign 

firms selling in the U.S.; experience drop in demand for their own goods and services. In the 

long run, as debt grows more rapidly, the ratio of debt to GDP will also rise. Interest rate affects 

this ratio: if interest rate is less than growth rate, then debt can fall, opposite if it is more. 

 Cashell says, in the long run, effects of rising debt are that economic stability could be 

shattered if lenders are unwilling to finance the government’s deficits. Worse, private investors 

could soon refuse to lend government bonds because they would think the government would be 

unable to meet their interest payments. This would be bad for private businesses. Some of those 

businesses, firms, could be led to bankruptcy. 

 In this scenario, the government would be forced to reduce outlays (unless taxes 

increased). Alternatively, the Federal Reserve could buy enough Treasury securities to maintain 

marketability. If the Federal Reserve were to do this, it would increase stock of reserves to 

commercial banks. In turn, this would increase banks’ capacity to give money and create demand 

deposits; it would then increase stock of money in circulation. This would lead to the risk of an 

accelerating inflation. 

 Cashell also compares federal debt of the United States to that of other industrialized 

countries. Many countries have a higher government debt as a percentage of GDP than the U.S. 

Those include: Belgium, France, Greece, Italy, and Japan. Those countries have also not gone 

through fiscal crisis (excluding Greece). Cashell says that debt growth affects ‘aggregate 

demand.’ He argues that the risk of a growing government debt is very high rates of inflation, 

because the Federal Reserve would feel obligated to take in the debt.   

 Brian Cashell also wrote, “The Economics of the Federal Budget Deficit.” In this, he 

argues, in the short run, growth of the federal debt, if temporary, will not cause substantial 



economic instability. He also mentions accelerated rate of inflation if the Federal Reserve ends 

up having to take in the debt.  

 For the long run, the key is the relationship between the growth rate of the federal debt 

and the rate of economic growth. If the debt growth is continuous, the government would be 

observed as unstable. Cashell says it is likely that investors would stop buying federal debt issues 

much prior to the GDP being accounted for. There would be increased concerns that the 

government wouldn’t even be able to pay off its interest on debt. In other case, if interest rate on 

federal debt remains above economic growth rate, then the ratio of debt in comparison to 

national output rises; vice versa also. 

 Justin Murray and Marc Labonte, writers of “Foreign Holdings of Federal Debt,” discuss 

the statistics of foreign holdings of federal debt. He says that federal debt represents in large 

measure, the accumulated balance of borrowing done by the U.S. federal government. The public 

portion of it includes investments in U.S. treasury securities. They are, the U.S. Federal Reserve 

and financial institutions like private banks and private individual investors. 

 Foreign holdings of public debt are important in regard to my topic because, as the public 

debt is rising, the foreign holdings of that debt also increase. This is significant because, it infers 

that the budget deficit has been financed partly through borrowing internationally. They both 

argue that observers are concerned that the segment of public debt held by foreigners is harmful 

to the U.S. economy. If foreigners, on a hunch, decided to stop holding U.S. Treasury securities 

or go elsewhere; the worth of the dollar would plummet, and interest rates would rise. It could 

also lead to a trade deficit from reducing exports and import-competitive production. Overall, 

foreign borrowing affects the economy by shifting production from the trade sector to the 



interest-sensitive sector, which includes capital investment, residential investment, and durable 

consumption goods.  

 In the article, “China’s Holdings of U.S. Securities: Implications for the U.S. Economy,” 

written by Wayne Morrison and Marc Labonte, the writers begin by saying that the U.S. 

economy relies heavily on foreign capital inflows from countries with high savings rates; 

primarily China, to promote growth and fund the government budget deficit. This is because 

America has low savings rates, and that would equalize it. 

 Morrison and Labonte establish that the good state of the economy is dependent on U.S. 

borrowing. They agree that China’s large holdings of U.S. securities may cause a risk to the U.S. 

economy if China stops purchasing those securities or stops its large holdings. They say that it 

would negatively affect the economy, in the short run, at the least. According to them, U.S. 

Treasury securities are what mainly the U.S. uses to finance its debt. U.S. policymakers are 

concerned over the current safety of its current holdings of U.S. securities. 

 If China were to stop the long-term securities, they would have to be bought from other 

foreign or domestic investors who would charge higher interest rates. This would cause a decline 

in investment spending and various other interest-sensitive spending. The foreign demand for 

U.S. assets would fall, thus lowering the value of the dollar. Like a domino effect, this would 

then lead to decline in trade deficit because the price of U.S. exports would fall and imports rise. 

Although, if not too many securities were sold, then the economy wouldn’t be too much affected. 

The affect on the economy is dependent on if the reduction of securities was sudden or gradual. 

 According to economic theory, a small decline in the trade deficit wouldn’t be hurtful to 

the economy. The first effect of China reducing liquid U.S. financial assets would be a sudden 

and large depreciation of the dollar’s value. Supply of dollars on the foreign exchange market 



would increase, and U.S. interest rates would increase. This would be because an important 

funding source of investment would no longer be available, and the budget deficit would be 

withdrawn from financial markets. 

 Interestingly enough, the depreciation of the dollar would not, by itself cause a recession 

since it would, in the end, lead to a trade surplus or small deficit; expanding aggregate demand. 

A quick rise in interest rates could flood the trade effects and cause or worsen a recession. Large 

increases in the interest rates could cause hassles for U.S. economy. They reduce the U.S. market 

value of debt securities, cause stock market prices to fall, ‘undermine efficient financial 

intermediation,’ and hinder solvency of creditors and debtors.  

 The Federal Reserve could have a hand in the process, by reducing short-term interest 

rates. Though, this would have an impact on long-term rates indirectly. It could worsen the 

theoretical dollar depreciation discussed, and increase inflation. Labonte and Morrison argue that 

it is questionable whether China would suddenly reduce U.S. holdings of U.S. securities. A large 

selling would destroy the value of the securities in the international market; leading to losses on 

sales. Same scenario applies if the dollar is depreciated. Also, U.S. demand for Chinese imports 

would occur, from rise in value against the dollar or shortening of economic growth. Further, if 

China makes these decisions, the U.S. would be led to enforce a protectionist-type economy 

against the Chinese. 

 Economists argue that the concern over China holding U.S. securities is in reality a larger 

problem that incurs whether the U.S. should be so dependent on foreign savings to finance 

investments and budget deficits. The writers use economist’s views to show that a rising debt 

would cause it to be seen as unsustainable. This would lead to foreign investors shifting their 

funds to other locations. In turn, interest rates would rise to attract foreign capital; resulting in 



high interest rates and low investment rates. All of this would reduce long-term growth of the 

economy. Other economists say that the U.S. economy is strong because it is prevalent in foreign 

investment. 

 The U.S. is actually calling for China to make more flexible policies so that the remnibi 

will appreciate more against the dollar. The U.S. must increase its level of savings through the 

long run. If America decides to not deduct foreign reliance on foreign savings; it would 

eventually lead to the current account balance being unchanging because China would reduce 

U.S. investments and the U.S. would need investments elsewhere. Some policymakers hope that 

China actually increase their debt holdings so that the American government is able to pay for its 

financial rescue plan and for future stimulus packages. Others are concerned that dependence on 

the Chinese would make things difficult for the U.S., and its economy. 

 All five of these articles are in a consensus, for the most part that not only does rising 

debt affect the economy of the U.S., but it has a negative impact upon it. A fiscal crisis, and/or 

bankruptcy is also plausible through these means. Also, comparing the U.S. to other countries, 

they enjoy a similar status. At least one country, Greece has already gone through a fiscal crisis 

and bankruptcy to the point where the European Union had to come in and give them money. 

 I think the most appropriate hypothesis for my topic is the Congressional Budget Office 

official document written by Jonathan Huntley titled, “Federal Debt and the Risk of a Fiscal 

Crisis.” Huntley discusses that a rising public debt does affect the U.S. economy. The ways it 

does is that is lowers economic output and public income, reduces spending, causes less working 

and saving among the people, rises interest rates, causes crowding out of investments, rises 

interest to lenders government gives, and causes marginal tax rates to increases. 



 On whether it can cause a fiscal crisis: Huntley and the CBO say that the risk of a fiscal 

crisis increases from rising governmental debt. Therefore, an increase in risk of a fiscal crisis can 

cause an actual fiscal crisis, which can lead to a bankruptcy on the economy. That would mean 

that rising debt can eventually not only cause a fiscal crisis, but also the economy to go bankrupt. 

 When comparing the rising debt of the U.S. to other countries, the U.S. can have more 

debt than the other countries. This is because there is a consensus that countries have a certain 

trust in the U.S. and its economy. Looking at other countries, Huntley states that rising debt 

caused a fiscal crisis in Argentina and Ireland. Ireland had to increase their taxes and decrease 

federal spending from an austerity program that had to be called. Greece also had to pass an 

austerity program that reduced benefits, public services, and increased taxes. 

 Huntley, through the CBO, shows us through direct measures if rising debt of the U.S. 

affects the economy, and how it affects economy; how the U.S. debt’ compares to that of other 

countries, and if and how other countries’ economies are affected by their own rising debt. The 

CBO has direct access to information about the U.S. debt, so it is safe to assume that their 

information is correct. This is why it is reasonable for me to assume that these statements in my 

paper will be the conclusions if the public debt continues to rise. The only method used to 

measure these findings is the real world in which the economy is ongoing and the public debt is 

ongoing. 
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