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INTRODUCTION

For nearly two decades, U.S. federal 
government debt as a share of the economy 
has grown continuously, with acceleration 
since the start of the Great Recession in the 
late 2000s. Throughout most of this period, 
U.S. taxpayers benefited from historically 
low interest rates that dampen the cost of 
federal borrowing and insulate the private 
sector from adverse effects of government 
debt growth. Economic theory predicts that 
after enough time, however, uncontrolled 
debt growth will strain the economy through 
higher interest rates and the anticipation of 
aggressive fiscal intervention. The possibility 
of this outcome motivates the question, 
for how long can the current economic 
environment keep this from happening?

Over any projected time horizon, the 
range of potential economic outcomes is 
bounded by two possibilities. In a best-
case scenario, the federal government and 
private borrowers continue benefitting 
from low-interest debt with no interference 
with the domestic economy. At the other 
extreme, both domestic and international 
investors cease lending to the U.S. federal 
government, leading to aggressive fiscal 
intervention and soaring interest rates that 
crowd out private investment. In the most 
extreme circumstance where the most 
aggressive fiscal policy is unable to finance 
federal debt outlays, the government may 
be cornered into sovereign default.

Whether policymakers choose to 
continue growing federal debt along this 
path will reflect the will of the electorate, 
but all parties should understand the risks 
and limitations associated with this decision. 
Risks to the domestic economy arrive in 
the form of internal factors, such as private 
investment crowd-out, and external 
factors, such declining foreign demand for 
U.S. federal debt. Determining whether 
mounting government debt triggers an 
economic contraction or continues growing 
inconsequentially requires an evaluation of 
projected domestic and international asset 
market factors. Accordingly, this issue brief 
studies U.S. capital markets to provide a 
long-term outlook on the macroeconomic 
consequences of unbalanced debt growth.

HOW BIG IS GOVERNMENT DEBT?

In 2018, the U.S. Department of the Treasury 
reported a total federal debt stock of $21.5 
trillion, which is approximately the size of 
the entire U.S. economy as measured by 
Gross Domestic Product (GDP).1 Federal 
government agencies, such as the Social 
Security Administration, hold around a 
quarter of all federal debt, reducing net 
public obligations to 77% of GDP. Since the 
federal government’s net debt position 
reflects the share of government securities 
sold in financial markets, it is the relevant 
measure for determining the economic 
impact of government debt growth.2
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Long-term projections show that debt 
growth is expected to continue indefinitely. 
Over the next 30 years, the Congressional 
Budget Office (CBO) expects government 
debt to once again double as it grows to 
147% of GDP.3 Although this forecasted 
value is more than 40 percentage points 
above its historical peak in 1946, evidence 
suggests that federal debt growth in this 
economy may look very different than it did 
nearly a century before.

GOVERNMENT DEBT IN FINANCIAL 
MARKETS

Economic theory predicts that new 
issuance of government debt competes 
with businesses, entrepreneurs, and other 
borrowers in financial markets.4 If the 
government is unable to find a lender at 
a particular borrowing rate, then it must 
attract investors by offering a higher rate of 
return. Such a move drives up the interest 
rate in broader asset markets, as private 
borrowers must also compete with the 
government for lenders. The heightened 
market interest rate increases businesses’ 
cost of capital, which discourages business 
investment. This is the channel through 
which federal debt is said to crowd out 
private investment, generally resulting in 
adverse economic outcomes.

Whereas businesses, governments, and 
other private entities tend to borrow money, 
lenders generally consist of households 
mediated by banks and financial institutions. 
Even though most households use debt to 
finance certain expenditures, such as cars 
and houses, their net assets are largely 
positive. As many as 80%-90% of U.S. 
households have a positive net worth, with 
much of that invested in financial markets.5 In 
addition to domestic households, lenders also 
consist of international investors, like foreign 
households or governments. At the end of 
2018, for example, foreign investors held 40% 
of all outstanding U.S. federal debt.6 

Like all other markets, financial market 
outcomes materialize through a supply and 
demand process. Lenders supply assets, 
borrowers demand assets, and the interest 
rate rations the allocation of assets in the 

By historical standards, federal debt-to-GDP 
today remains elevated but well below its 
peak. The highest measurement followed 
World War II when net outstanding debt as 
a share of GDP rose to 106% in 1946. After 
reaching that peak, the federal government 
immediately began aggressively paying off 
this debt, and the ratio declined to 79% just 
two years later. By 1956, only ten years after 
peaking, the post-war debt as a share of 
the economy declined by more than half as 
the ratio fell to 49%. This decline resulted 
mostly by holding the level of debt constant 
as economic growth accelerated.

The ratio steadily declined over the next 
two decades until it reached a trough of 22% 
in 1974. Starting in that year and continuing 
until the early 1990s, average debt growth 
exceeded average economic growth, leading 
to a rise in debt-to-GDP. After climbing to 
47% in 1993, fiscal austerity efforts again led 
the U.S. on a declining debt path until 2001, 
when debt bottomed out at 31.4% of GDP. 
Despite a recession in 2002 and a subsequent 
surge in defense spending, debt-to-GDP only 
rose modestly and stabilized at just under 
35% in 2007. As the Great Recession hit, 
economic growth declined and government 
borrowing soared. Over the next seven years, 
debt-to-GDP more than doubled to nearly 
73% in 2014. Although the growth rate of 
debt declined in recent years, sizable tax 
cuts in 2017 and a steady rise in government 
spending brought the debt up to nearly 77% 
of GDP in 2018.

Over the next 30 years, 
the Congressional 
Budget Office (CBO) 
expects government 
debt to once again 
double as it grows to 
147% of GDP.

SOURCE  Federal Reserve Bank of St. Louis (historical data) and CBO (projection, January 2019)

FIGURE 1 — FEDERAL DEBT AS A SHARE OF GDP

19
80

2040
19

40
2000

19
60

2020

De
bt

-t
o-

GD
P

50

0

100

150



3

LONG-TERM SUSTAINABILITY OF U.S. GOVERNMENT DEBT GROWTH

economy. An increase in supply of assets 
drives down the interest rate, whereas an 
increase in borrowing demand, such as 
government debt issuance, drives up the 
interest rate. According to this theory, it 
may seem surprising that a sharp rise in 
government debt over the last several years 
has not led to higher interest rates—unless 
other market factors are counteracting it.

WHY ARE INTEREST RATES SO LOW?

In a four-part series titled “Why Are Interest 
Rates So Low?” former Federal Reserve 
Chairman Ben Bernanke (2015) identified two 
possible hypotheses explaining the persistent 
decline in interest rates over the past few 
decades.7 The first explanation, dubbed 
the secular stagnation hypothesis, points 
to declining business investment resulting 
from structural factors like demographic 
changes.8 The second explanation, which 
Bernanke advocates, attributes international 
factors he calls the global savings glut. 
He notes that a surge in national savings 
starting in the mid-1990s by Asian countries, 
such as China, and oil-producing countries, 
such as Saudi Arabia, that increased 
international asset supply, driving interest 
rates down across the globe.9 

Bernanke discounts the secular 
stagnation hypothesis, claiming that the 
theory focuses too much on domestic 
factors. Harvard economist and former 
presidential advisor Lawrence Summers, 
however, highlights a body of evidence 
supporting it. Summers, who also 
acknowledges the role of global savings, 
points to declining demand for goods and 
services caused by a declining population 
growth rate. This decline in output demand 
leads to declining business investment in a 
time of bountiful domestic and international 
asset supply, which ultimately results in 
declining interest rates.

Figure 2 shows why the secular 
stagnation hypothesis is a popular 
candidate for explaining declining interest 
rates. The graph compares the long-term 
trend in interest rates with the net worth of 
households and nonprofits scaled to GDP—a 
measure of domestic wealth.10 Economic 

theory predicts an inverse relationship 
between the supply of domestic savings 
and interest rates, so the trend supports 
this prediction. 

Since declining interest rates might 
encourage households to accumulate assets 
like housing, cars, and other durable goods, a 
closer look at the composition of assets can 
validate the direction of causality between 
domestic wealth and interest rates. Figure 3 
shows this decomposition of net worth since 
the Federal Reserve first released the itemized 
data in 1987. The lines show household 
and nonprofit net worth by the categories 
of financial assets, housing, and durable 
goods. Over that time period, housing only 
rose from 1.12% to 1.24% of GDP, while the 
share of durable goods actually declined. On 
the other hand, financial assets surged from 
2.5% of GDP to almost 4.1%, suggesting that 
the rise in domestic savings almost certainly 
contributed to depressed interest rates over 
that time period.

Since the rise in household and nonprofit 
financial assets has largely outpaced growth 
in government debt, the net effect has 
resulted in steady downward pressure on 
interest rates. As long as domestic savings 
continue growing at the current pace, the 
private sector could remain immune to 
government debt crowd-out over the next 
few decades. Projecting debt sustainability, 
therefore, requires a deeper understanding of 
what caused this surge in domestic savings.

According to this 
theory, it may seem 
surprising that a sharp 
rise in government 
debt over the last 
several years has not 
led to higher interest 
rates—unless other 
market factors are 
counteracting it.

FIGURE 2 — HOUSEHOLD AND NONPROFIT NET WORTH (TREND)  
VS. REAL INTEREST RATES (TREND)

SOURCE  Federal Reserve Bank of St. Louis and author’s calculations.
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THE ROLE OF DEMOGRAPHICS

The 20th century brought about two 
significant demographic shifts in the U.S. 
The century started with a steady decline 
in the birth rate, but the mid-century 
sparked a sudden surge in births, bringing 
about a generation commonly known as 
baby boomers, before continuing on a 
downward trend. The second demographic 
shift was a sharp rise in life expectancy 
resulting from medical advancements and 
improvements in health care provision. 
These two demographic transitions shown 
in Figure 4 led to a steady rise in the 
relative age of the population.

By the 1980s, the baby boomers had 
solidified their presence in the labor force 
and began saving for retirement. Despite a 
population surge initiated by their parents, 
baby boomers reversed the trend, leading 
to a decline in the growth rate of the 
population. A decline in the U.S. birth rate 
led to a subsequent decline in the entry 
rate of new employees, triggering a steady 
decline in the growth rate of the economy. 
Meanwhile, baby boomers progressed 
throughout their careers, growing their 
stocks of assets, leading to this secular 
rise in net worth relative to GDP. Finally, as 
savings increased relative to the economy, 
the relative supply of assets increased with 
it, contributing to declining interest rates.

To the extent that steadily declining 
interest rates are the result of a 
demographics-driven rise in asset supply, 
population projections can help predict how 
much government debt growth financial 
markets can feasibly absorb. Figure 5 helps 
paint a picture of how demographic changes 
are expected to unfold in the U.S. over the 
next several decades. The value shown 
in that figure is the old age dependency 
ratio (OADR), or the share of the population 
over 65 years old relative to the share of 
the population 18-64 years old. This ratio 
provides an indication of how total savings 
relative to the economy will materialize 
over that horizon. In the ten years spanning 
2010-2020, the OADR surged from 21% 
to 28%. The OADR is expected to continue 
rising to 35% by 2030 and up to 41% by 

SOURCE  Federal Reserve Bank of St. Louis (https://bit.ly/2OiPt5D)

FIGURE 3 — NET WORTH COMPOSITION AS A PERCENT OF GDP

SOURCE  Federal Reserve Bank of St. Louis (https://bit.ly/2OiPt5D)

FIGURE 4 — CRUDE BIRTH RATE BY YEAR (TOP) AND LIFE 
EXPECTANCY AT BIRTH BY YEAR (BOTTOM).
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2060. This projection suggests that the 
trending rise in domestic savings relative 
to the economy is not expected to reverse 
course any time soon.

As the population continues aging, the 
demographics-driven change in asset supply 
is likely to continue rising, implying that 
interest rates will continue declining. Recall 
Bernanke’s criticism that this view of asset 
markets focused too much on domestic 
factors and failed to properly account for 
international asset supply. As it turns out, 
relative aging in OECD countries is expected 
to considerably outpace aging in the U.S. 
Between 2020 and 2060, the OADR among 
OECD countries is expected to climb from 
31% to 58% of the population.11 This means 
that the demographics-driven decline in 
the interest rate shares a common trend in 
international asset markets. If demographic 
changes continue depressing global interest 
rates, then analysis of government debt 
sustainability can be restricted to risk 
factors beyond population projections.

EXTERNAL RISKS TO SUSTAINABILITY

Whether the secular stagnation hypothesis 
or the global savings glut seems more 
convincing, proper evaluation of 
international asset markets requires 
consideration of each. The secular 
stagnation hypothesis suggests that long-
term demographic trends will continue 
driving interest rates down for several years, 
while a change in foreign national savings 
referenced by the global savings glut could 
potentially cause an immediate impact on 
global interest rates. Consequently, if global 
interest rates depend more on net national 
savings, then federal debt sustainability 
could rely on the decisions of foreign 
governments like China, which holds 7% of 
all outstanding U.S. government debt.12

When Bernanke initially coined the term 
global savings glut in 2005, Asian countries 
were ramping up their levels of national 
savings. He pointed to the countries’ 
current accounts, which measure the 
difference between a country’s imports and 
exports. If this value is negative it means a 
country imports more than it exports, and 

it must borrow to finance the difference. 
Conversely, if the value is positive, it means 
that the country—from the viewpoint of 
international finance—is a net saver. Figure 
6 shows this rapid escalation of national 
savings by Asian countries from 2000-
2008, which was inversely related to the 
U.S. current account over the same period.13 

From the point in time at which he 
made this claim, Bernanke seemed justified 
in saying that savings by Asian countries, 
as well as Middle Eastern and North African 
oil-producing countries, could have resulted 
in a steady interest rate decline. The time 
since 2008, however, shows a relative 
stabilization in Asian net savings and a 
decline by other advanced economies. 
Over the same period, net national savings 
by Middle Eastern and North African oil-

FIGURE 5 — OLD AGE DEPENDENCY RATIO IN THE U.S. BY YEAR

SOURCE  U.S. Census Bureau (https://bit.ly/2tL4Auc)
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FIGURE 6 — BALANCE OF PAYMENTS BY YEAR

SOURCE  World Bank (https://bit.ly/2JQ7MuC)
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producing countries declined, but those 
declines were almost entirely offset by 
an increase in Euro area national savings. 
Meanwhile, the U.S. current account deficit 
declined, reverting to levels close to those 
at the turn of the millennium. While it may 
be premature to conclude that international 
current accounts have been smaller in 
magnitude since 2008, it certainly does 
not seem like they have grown. Given that 
interest rates have continued declining 
despite lack of growth in global national 
savings, the evidence seems to correlate 
more favorably with the factors attributed 
by the secular stagnation hypothesis. 
Moreover, the magnitudes of these current 
accounts seem quite small (all less than 
$1 trillion) relative to figures like U.S. net 
worth ($104 trillion in Q4 2018). To that 
extent, interest rates seem to depend more 
on stable, long-term global demographic 
changes, making U.S. government debt 
sustainability less sensitive to national 
savings behavior. Moreover, asset supply 
seems large enough to absorb a sudden sale 
of U.S. debt by any foreign country.

INTERNAL RISKS TO SUSTAINABILITY

Regardless of whether federal government 
debt accumulation leads to heightened 
interest rates, federal debt is still debt. It 
is incurred and owed back with interest. 
Over time, these interest payments become 
an increasingly larger share of federal 
government outlays, and greater fiscal 
austerity is required to stabilize the federal 
budget. If debt grows to a level where 
this requisite fiscal austerity package 
includes eliminating large portions of the 
federal government and levying aggressive 
taxes, then further debt growth could be 
characterized as unsustainable. Figure 7 
shows how this problem is expected to 
escalate over the next few decades.

At the end of its projected forecast 
window, the CBO anticipates that average 
annual interest payments from 2040-2049 
will be 5.2% of GDP—with a very steep 
trajectory. To put this in perspective, in 
2017, individual income taxes generated 
revenue equal to 8.3% of GDP—and this 
was before the 2017 tax cuts.14 This means 
that an amount equal to nearly half of all 
personal income tax revenue would have 
to be allocated just to afford the growth in 
interest payments, and this does not include 
the fiscal austerity that would be required to 
stabilize debt growth.

Economic theory predicts at least 
two possible internal risks associated 
with accelerating government debt 
growth. The first, known to economists 
as Ricardian equivalence, predicts that 
heightened government debt growth creates 
anticipation of the looming fiscal austerity 
required to eventually balance the budget. 
If the government eventually balances the 
budget by increasing taxes, then people 
may begin increasing savings to smooth 
consumption over time. This behavior 
operates as a kind of shock absorber that 
dampens the impact of tax increases, 
but it also creates undesirable economic 
distortions. While the historical evidence on 
Ricardian equivalence seems inconclusive, 
policymakers should factor the possibility 
of triggering precautionary behavior by 
households and firms as government debt 
reaches unsustainable levels.

19
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SOURCE  Federal Reserve Bank of St. Louis and US Office of Management and Budget (historical data) 
and CBO (projection)

FIGURE 7 — INTEREST OUTLAYS AS A SHARE OF GDP
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The second risk, which lives at the 
extreme, is the likelihood of sovereign 
default. As debt accumulation increases, the 
value of default increases with it, and after 
enough debt accumulation, default becomes 
the rational choice. Instances of sovereign 
default in modern times are rare, and in 
most cases, they are carried out implicitly 
rather than explicitly. Since the government 
issuing debt usually prints the currency 
in which the debt is denominated, it can 
implicitly default by printing more money 
to devalue its debt stock. Like Ricardian 
equivalence, sparse historical evidence 
makes default risk difficult to anticipate, but 
unprecedented projected debt levels could 
instigate a dramatic outcome.

CONCLUSION 

The past two decades have witnessed 
extraordinary growth in U.S. government 
debt, with unprecedented escalation forecast 
in the coming decades. Only 16 years from 
now, government debt is expected to exceed 
its historical peak and continue on a steep 
trajectory thereafter. While U.S. policymakers 
still have plenty of time to avoid burdensome 
debt accumulation levels, the cost of 
reaching a fiscal balance grows with every 
moment of delay.

Over the next several decades, 
domestic and international savings are 
likely to grow by enough to absorb the 
entire projected federal debt growth, 
limiting any crowding out of domestic 
private investment. Any potential change 
in foreign national savings seems small 
relative to private savings, suggesting 
that external risk factors pose a minimal 
threat to domestic capital market stability. 
The biggest long-term threat to debt 
sustainability is its own repayment. 
Without fiscal stabilization, just the growth 
in interest payments alone over the next 
few decades would increase government 
outlays by an amount equal to roughly half 
of all personal income tax revenue. 

The fact that government debt growth 
has not yet delivered noticeable harm to 
the U.S. economy does not imply that debt 
can continue growing inconsequentially. 

Eventually, all existing debt must be repaid 
with interest. As these debt outlays rise, 
fiscal austerity becomes more urgent, 
and market behavior will eventually begin 
reflecting that anticipation. Consequently, 
the benefits of debt stabilization are better 
incurred sooner rather than later. 
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