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RATINGS AGENCIES DOWNGRADE THE
DOLLAR’S EXORBITANT PRIVILEGE

L. RANDALL WRAY

They are at it again. Moody’s has finally joined the other two ratings agencies in downgrading
US government debt. Standard & Poor’s downgrade was first in 2011,! while Fitch waited until
2023. Now they unanimously give US budgeting a vote of no confidence (Romm, Duehren, and
Rennison 2025). They are sending the message that America must get its fiscal house in order to
preserve confidence in the dollar—the premier currency that underlies the global financial system.

In this note, I will first address the issue of rating sovereign government debt: Do the credit
raters know how to do it, and does it make any sense to do it? I will conclude that the answer to
both is “no” I then turn to possible negative impacts of government deficits and debt—and assess
how likely it is that the US faces them. Finally, I address the claim that the dollar has provided an

exorbitant privilege to the US and whether that may be coming to an end.

How Should Sovereign Debt Be Rated?

Many see downgrading of credit ratings of sovereign debt as a warning shot across the bow to
“get your budget under control” But while downgrades have become more or less routine, they
have never had much impact on budgetary outcomes of sovereign governments—the countries
continue to run deficits and run up the debt ratios. In the early 2000s, the raters downgraded Japan
and by the end of the decade, downgraded the US. Each time, it made the news and provoked
some finger wagging, but both the US and Japan continued down the path that supposedly leads

to rack and ruin.

L. RANDALL WRAY is a Senior Scholar at the Levy Economics Institute.

The Levy Economics Institute is publishing this research with the conviction that it is a constructive and positive contribution to the discussion
on relevant policy issues. Neither the Institute’s Board of Governors nor its advisers necessarily endorse any proposal made by the authors.

Copyright © 2025 Levy Economics Institute of Bard College ISSN 2166-028X



Each time, the raters also faced pushback—by the downgraded
governments as well as by a handful of critics, including
yours truly. Back in 2002, I tried to get to the bottom of their
justification for downgrading Japan. I summarized my findings

as follows:

As a report from Mizuho Securities says, “Moody’s
and other prominent foreign credit agencies have used
historical default ratings for corporate entities.... On the
other hand, regarding sovereigns (particularly highly
rated OECD countries) there is a lack of data which would
provide a statistically (sic) explanation as it does for the
corporate sector”? John A. Bohn, president of Moody’s,
explained that a “rating is at bottom an opinion. At Moody’s
Investors service.... This opinion is defined as the future
ability and legal obligation of an issuer of debt to make
timely payments of principal and interest on a specific
fixed-income security. Our rating measures the probability
that the issuer will default on the security over its life...”?
He went on to argue that the likelihood of default for an
Aa2-rated debt should be the same across issuers, without
regard to “a borrower’s country, industry, or type of fixed-

income obligation” (Wray 2002)

Clearly, the primary consideration used in determining whether
to downgrade sovereign debt—or any other debt—must be an
assessment that risk of default has increased. And Japan’s default
risk had supposedly risen because its persistent government
deficit had increased “fiscal strains” by raising debt-to-GDP
ratios. However, no “highly rated OECD” country has defaulted
on its debt.* It is hard to put probabilities on something that
never happens.

When the ratings agencies downgraded US government
debt in 2011, the New York Times invited eight critics to
contribute editorials.’ It is interesting to read these in the light
of the budgetary history of the following 14 years.

Tyler Cowen (2011) predicted, “Standard and Poor’s tried
to send Washington a wake-up call, but will this work? Probably
not” He went on, seemingly agreeing that the raters were correct
to worry about solvency: “It's a common argument that the U.S.
need not worry about its borrowing because interest rates on

Treasury debt are so low. That’s a mistake. The low rates mean

that investors expect to be paid back; they don’t mean that U.S.
debt levels are healthy”

Barry Eichengreen (2011) argued,

The ratings agencies don’t know anything more than people
who have read newspapers covering this issue. They don't
influence market sentiment as much as they reflect it. In
saying that U.S. policy makers may not be able to meet the
country’s medium-term budgetary challenges by 2013, they
are not telling us anything we don't already know [...] As I
note in my book, Exorbitant Privilege, the resulting political
gridlock and uncertainty could be the catalyst for mass
flight away from U.S. treasury bonds. If so, the dollar would
crash. Interest rates would spike. Important institutional
investors could be caught flat-footed. This could make the

last financial crisis look like a walk in the park.

Arnold Kling (2011) offered a dystopian prediction:

If we have a crisis, it will occur suddenly as markets reach
a tipping point, taking people by surprise. To me, the
important thing to keep in mind is that some people’s
expectations for their future retirement will have to be
disappointed. Government obligations, including worker
pensions, Social Security, and Medicare, are underfunded.
Government may renege on its promises. If instead it tries
to keep its promises, it will probably have to confiscate
the wealth of those who are trying to provide for their
own retirement. One of those unpleasant scenarios, or a

combination of the two, is fairly certain to occur.

Mark Thoma (2011) wrote,

I am more worried about who will be asked to pay the costs
of reducing the long-run debt to a more manageable level.
Will we balance the books on the backs of those least able
to pay and least able to defend themselves in the political
process -- the sick, the poor, the elderly and children? Or
will we ask those higher up on the income and wealth
ladders to pay a significant part of the bill? The main worry

about the debt is that, at some point in the future, interest
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rates will rise as the world becomes reluctant to lend
more to us. A rise in interest rates would lead to reduced
investment, growth and employment. The decisions over
how to distribute the pain are likely to involve intense

political conflict.
Yves Smith (2011) chastised the raters:

The United States is simply not at risk of default. Default
is impossible for a sovereign currency issuer. The Standard
& Poor’s rating firm should be embarrassed. If there is
any political judgment at work here, it is S.&P. falling for
politically motivated scare mongering. But given its track
record with mortgage securities and collateralized debt
obligations, why should we be surprised to see a rating
agency relying on conventional wisdom rather than

analysis?
Finally,® Barry Ritholtz (2013) said,

I have stopped paying any attention to anything that S.&P.
says or does. Its performance over the past decade has
revealed it to be incompetent and corrupt—it sold its AAA
ratings to the highest bidder. It is the broker who lost all
your money, the girlfriend who cheated on you, the partner
who stole from you [...] The current debate about deficits
looks like more politics [...] The deficit has been with us for
along time. Since investors are continuing to lend money to
Uncle Sam at exceedingly low rates, there does not appear
to be any real fear of a default. That is what matters most to
bond buyers—and it’s why I never care what S.&P. thinks

on this.

I also criticized the raters in my contribution (and also in a

much longer piece [Wray 2011b]):

In what appears to be an attempt to influence the political
debate in Washington over federal government deficits,
Standards & Poor’s rating firm downgraded U.S. debt to
negative from stable. Yes, the raters who blessed virtually
every toxic waste subprime security they saw with AAA
ratings now see problems with sovereign government debt.
(Wray 2011a)

I went on to argue that we could ignore them for two reasons:
they do not know what they are doing and their ratings of
sovereign debt have no economic impacts. I cited the earlier

downgrading of Japan, summarizing the outcome:

A decade ago Moody’s downgraded Japan to Aaa3,
generating a sharp reaction from the government. The
raters back-tracked and said they were not rating ability
to pay, but rather the prospects for inflation and currency
depreciation. After 10 more years of running deficits,
Japan’s debt-to-gross-domestic-product ratio is 200
percent, it borrows at nearly zero interest rates, it makes
every payment that comes due, its yen remains strong and

deflation reigns.

The truth is that the raters only have expertise in rating
municipal bonds and have failed spectacularly when trying
to expand their business to rate tranches of mortgage-backed
securities” as well as sovereign government debt. To put it as
simply as possible: they do not understand what is different
about sovereign government debt—that is, there is no risk of
involuntary default, so “credit” rating is not applicable. To be
sure, in the case of the US, there is a possibility of voluntary
default because Congress has imposed a debt limit on the
Treasury. So, there is a political risk that Congress might choose
to default on payment commitments rather than raise the debt
limit. Perhaps this should be assessed—but not by credit raters.
To paraphrase Keynes, even considering a voluntary default
should “be recognized for what it is, a somewhat disgusting
morbidity, one of those semi-criminal, semi-pathological
propensities which one hands over with a shudder to the
specialists in mental disease”®

In that earlier piece, I explained that a sovereign nation that
issues government debt denominated in the home currency
will never have trouble “making timely payments” so long as
it lets its currency float. Sovereign national governments spend
by having their central bank credit banking system reserves,
with private banks crediting the deposits of recipients. Hence,
the large Japanese fiscal deficits resulting from government
purchases and interest payments would have led to large reserve
credits for the banking system. If nothing further were done,
these credits would just sit in the banking system as excess
reserve holdings. However, most of the created excess reserves

are normally drained from the banking system through treasury
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sales of new Japanese Government Bonds—as the treasury and
central bank coordinate activities to minimize impacts of fiscal
operations on banking system reserves. The result of such sales
is to provide banks with an interest-earning alternative to non-
interest-earning bank reserves. (It is telling that, in spite of the
largest budget deficits among OECD nations, Japan’s overnight
interest rate was for a long time the lowest.)

The government could at any time stop issuing new
sovereign debt and simply leave more excess reserves in the
system. This would also reduce the government’s net interest
payments. Given the state of the Japanese economy, such a policy
would likely depress growth further due to a loss of government
interest payments that generate private income. Nor is it likely
that the government would ever need to pursue such a policy,
for the banking system would almost assuredly prefer earning
assets over non-earning excess reserves. But in any case, the
government would always be able to pay interest (and roll over
principal) simply by crediting bank reserves.

I argued that one can think of sovereign debt as nothing
more complicated than reserves that pay a higher interest rate.
In all modern nations that operate with a domestic currency and
a floating exchange rate, governments spend by issuing reserves
without promising to convert those reserves to anything. This is
quite different from a nation that operates on a gold standard,
with a currency board, or on a fixed exchange rate, in which
case the government essentially promises to exchange reserves
for gold or a foreign currency at a fixed exchange rate. Such a
nation faces the possibility that it will run out of the required
gold or foreign currency reserves—in which case it will be
forced to default on its promise to convert. However, countries
like the US and Japan do not promise to convert reserves of
dollars or yen (respectively) to anything at a fixed exchange rate.
Hence, there is no possibility of default on reserves, and because
sovereign debt issued by a US or a Japan is really nothing more
than reserves that pay interest, there is no greater possibility
of default on sovereign debt than on central bank reserves.
It makes as much sense to rate Japanese government home
currency debt as it would to rate the Bank of Japan reserves held
by the Japanese banking system.

Note that since 2009 the Fed has paid interest on reserves,
and like many other countries in the aftermath of the Global
Financial Crisis, bought up trillions of dollars’ worth of
government bonds (and mortgage-backed securities). The Fed

still has a large stock of bonds and is making huge payments

of interest on reserves held by banks. And yet we do not see
the credit ratings agencies evaluating the risk that the Fed will
default on its promise to pay interest. If it did default, that would
lower the profitability of the banking system. Could one imagine
that a ratings agency would downgrade the banking systems of
the US or Japan out of fear that their central banks might default
on the promise to pay interest on reserves?

Returning to the 2011 New York Times editorials discussed
above, the fears and prognoses of Cowen, Eichengreen, Thoma,
and Kling look a bit quaint. The US federal government has
added trillions upon trillions of dollars of additional debt,
consistently ran deficits—ramped up tremendously during the
COVID crisis—and made all payments as they came due, even
as Moody’s has joined the naysayer’s club by downgrading the
debt.

Is There Any Downside to Sovereign

Deficits and Debt?

Does this mean that we should never worry about government
deficits or sustained growth of government debt ratios? No,
it doesn’t, although most of the fears about consequences are
overwrought or misplaced: interest rate effects, “crowding out”
of private spending, inflation, and exchange rate effects. I will be
brief on rebutting the conventional views, but as I argue in the
final sections, this does not mean that we should ignore possible
negative consequences.

The beliefs that government deficits raise interest rates
and that deficits “crowd out” private spending—especially
investment—are linked and based on a flawed view of interest
rate determination. Outdated, orthodox theory relies on either
the loanable-funds approach or the IS-LM model. While these
differ in assumptions, both conclude that bigger budget deficits
raise interest rates (either because government competes for
scarce saving to “borrow;” or because deficits increase income
that raises the demand for money). It is now recognized,
however, that central banks set the base rate (i.e., the fed funds
rate in the US) while longer-term interest rates are linked to that,
but more complexly determined. Expectations of future central
bank policy play a major role (if the central bank is expected to
raise its target in the future, that will tend to increase the long-
term rates now), although expected exchange rate movements
and preference for liquid positions also matter. While a central
bank could target a longer rate (say, the 10-year treasury bond
rate), central banks usually do not do that explicitly.

Policy Note, 2025/4 4



Figure 1 Federal Government Debt-to-GDP Ratio, 10-year
Treasury Yield, and the Federal Funds Rate
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Figure 2 US Government Debt-to-GDP Ratio and Inflation
Rate, 1960-2020
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The evidence is overwhelming that growing (or falling)
budget deficits do not systematically affect interest rates, nor do
changes to the debt ratio. Instead, interest rates on government
debt track central bank policy—including the signals central
banks send out regarding future policy. Thus, only if central
banks make it plausibly clear that they will raise rates if the
deficit rises should we expect a rising deficit to be met with rising

interest rates. As Figure 1 shows, the 10-year US treasury bond

Figure 3 Growth and the Federal Budget Balance,
1930-2014
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Figure 4 Sectoral Balances, 1960-2024 (percent GDP)
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rate closely follows the Fed’s target rate, but—if anything—the
correlation with the debt ratio is negative.

The second claim is that deficits financed by government
borrowing generate inflation because the net spending by
government increases aggregate demand while the borrowing
crowds out private investment, reducing growth on the supply
side of the economy. Figure 2 shows that the inflation rate since
the end of the 1970s stagflation period had been on a downward
trend while the debt ratio grew (except during President
Clinton’s second term). Admittedly, these relationships changed
during COVID, when inflation, deficits, and interest rates all
rose sharply—but policy also changed significantly, first using
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fiscal policy to fuel recovery and then using tight monetary
policy to fight inflation.

Given that the conventional views on these relationships do
not hold up, it should not come as too much of a surprise that
it simply is not true that bigger deficits stunt economic growth.
Empirically, there is no obvious correlation between the deficit
ratio and the rate of GDP growth, as Figure 3 demonstrates.

There is, however, one empirical relationship that will
always hold—by identity. At the level of the economy as a whole,
the sum of the balances across all sectors must equal zero. For
every sectoral deficit there must be a surplus: if one sector
spends more than its income (a deficit), another must spend
less than its income (a surplus). Figure 4 shows the US private
sector balance (households, firms, and not-for-profits), the US
government balance (all levels of government, but dominated
by the federal government), and the rest of the world’s balance
against the US (current account balance).

The foreign sector (blue) has consistently run a surplus
against the US (our current account deficit) since the Reagan
years—and it tends to grow when the US economy does well
(because we purchase more imports). Our government sector is
virtually always “in the red” (a deficit—the only visible surplus
was during the Clinton administration), while our private sector
(black) is almost always in surplus (“saving” by spending less
than income), except in the Dot.com bubble of the late 1990s
and again during the housing bubble of the early 2000s.

It is no coincidence that achievement of a budget surplus
in the late 1990s occurred when the private sector ran an
unprecedented deficit. This could have been avoided only if the
US had run a sufficiently big current account surplus to offset
the movement of the government’s budget from a deficit toward
a surplus. Given the rest of the world’s desire to accumulate
dollars by running current account surpluses, and given the
normal surplus run by our private sector, the government sector
will normally be in deficit. To run a balanced budget, either our
private sector would have to reduce its savings (and perhaps
run deficits) or foreigners would have to reduce their surplus in
trade with the US (or run a deficit in trade).

I will examine in more detail the implications of the chronic

US current account deficits in the next section.

The Upside of Exorbitant Privilege
Eichengreen (mentioned above) has long argued that the US

enjoys an exorbitant privilege because it issues the primary

international reserve currency. This allows the US to pay for its
imports using its own currency—it does not need to exchange
dollars for other currency, nor borrow other currency to pay for
imports. Further, other nations want to accumulate dollars to be
used in foreign trade, and as well to defend their own currency
from speculative attacks. (Some even peg to the dollar, so must
exchange to the dollar on demand.) The rest of the world’s stake

in the dollar is huge. As Matthew Klein reports:

About 60% of the world’s foreign exchange reserves are
held in U.S. dollars, about 80% of all cross-border trade
(outside of Europe) is invoiced in U.S. dollars, about 60%
of international and foreign currency banking assets and
liabilities are denominated in U.S. dollars, and about 70% of
foreign currency debts issued by companies is denominated
in U.S. dollars. For perspective, the U.S. economy is worth
only about 25% of the world economy. And at least 40%
of the physical U.S. dollars in circulation by value, worth
more than $1 trillion, are held outside the United States!
(Klein 2025)

To be sure, a century ago, the UK could have boasted about
the privilege it enjoyed due to the pounds dominance, even
though the US economy was larger—just as China’s economy
has surpassed that of the US (by some measures). There is no
guarantee that the dollar will always be top dog. Can—and
should—the US keep the dollar on top?

As Minsky argued, it is the responsibility of the issuer of the
world’s reserve currency to keep it strong. He likened this to a
bank’s responsibility with respect to its own money: holders want
to be assured that the money will hold its value.® In the case of
the dollar, the most important consideration is its exchange rate:
will the dollar hold its value against the other main currencies?
This is a double-edged sword—the strong dollar keeps imports
cheap for Americans and US exports expensive for foreigners,
as I will discuss.

Some analysts—including the ratings agencies—also
focus on inflation: will the US keep inflation low to preserve
the purchasing power of the dollar? This is more complicated
because the source of inflation can be domestic or foreign (or
both). As a net importer, the US is exposed to inflation of the
prices of its imports—with oil and food typically being the
most important sources of inflation pressure. Other than by

maintaining a strong dollar, the US cannot do much about that

Policy Note, 2025/4 6



(at least in the short run—in the long run the US can increase
production of energy and food). Other countries—and their
currencies—are also exposed to prices of globally traded energy
and food. While oil exporters are benefited by rising oil prices,
the trade is in dollars so the higher price is partially offset by
a reduced purchasing power of the dollar with respect to their
imports.

The other main source of inflation in the US is the shelter
component (Papadimitriou and Wray 1994; 2021)—a complexly
determined “price”—that has little direct impact on foreigners,
so should not impact willingness to hold dollars. Finally, the
vast majority of “dollars” outside the US are not held as stored
purchasing power—but rather as financial assets either to
provide areturn, or to protect exchange rates. For these reasons,
it is unlikely that inflation (or its potential) has much to do with
the net desire for dollars—unless it affects exchange rates.!!

What is the nature of the supposed exorbitant privilege
provided by the dollar? In addition to cheap imports, it is argued
that the US enjoys low interest rates.!? Typically, it is believed that
the US interest rate sets a hurdle that other central banks must
beat to attract holders of assets denominated in their currencies.
This is because the dollar is a safer currency, always in demand
around the world. Dollar assets, in turn, are safer—default by
government is unlikely, and the US government (mostly the
Fed) is seen as backing up many of the privately issued dollar
debts. There are other reasons for trusting in Uncle Sam’s
currency, related to political and military ties. Hence, interest
rates on dollar assets are lower than those in most countries, and
when the Fed raises rates, many other central banks follow suit
to avoid movement out of their currency-denominated assets
(that would lower their exchange rate). However, we do often
see bigger countries going their separate ways, setting rates
lower than the Feds. Still, even though the US is the biggest
debtor country in the world, it’s total interest spending on its
dollar debts is less than its earnings on foreign assets held by
Americans. Overall, the US does enjoy lower interest rates and
earns more interest from foreigners on financial assets than it
pays out to foreigners.

As we saw earlier, the US has had a current account
deficit since the Reagan years—often marked as the beginning
of neoliberalism. Industrial productive capacity around
the world grew (first in Japan and Germany but spreading
throughout Asia and eventually reaching China), with factory

output underpricing (and sometimes exceeding the quality

of) US manufacturing. The US lost manufacturers and factory
jobs. Domestic wages were depressed because of low-wage
competition from abroad—with inflation-adjusted blue collar
wages in the US held essentially constant until COVID. Free trade
agreements also reduced tariffs and other kinds of protections
for US producers, reaching well beyond manufacturing to
include agriculture and some kinds of services.

The US excelled, instead, in finance, tech, social media,
and various areas of research. While GDP growth was not
spectacular, it paled mostly by comparison with the US “golden
age” (or, against China’s growth rate) but on average it was
not largely different from growth in other developed, Western
countries. However, average growth of output and income in the
US obscured the reality that a huge proportion of Americans
was left behind as inequality rose at a very fast pace. The gains
from growth went increasingly to the very top. They also were
increasingly concentrated in a relatively small number of US
regions and counties.

As I have shown, the political result was that the working
class (defined as those who did not attend college) increasingly
moved to the right (Tcherneva and Wray 2025). Those political
ramifications have been huge. Trumps tariff policy is exhibit
one. The likely end of neoliberalism is exhibit two. But those

topics are beyond my scope.

Exorbitant Privilege and Budget Deficits
I will conclude with a discussion of the link between exorbitant
privilege and the persistence of budget deficits—and rising debt.
As we saw above, the US domestic private sector almost
always runs a surplus—with the exception of the deficits
that helped to bring on collapse of the bubbles that finally
generated the Global Financial Crisis. A persistent deficit
run by the domestic household sector is not sustainable for a
number of reasons. Households generally want to save—for
college, for retirement—and while they might spend more than
their income for a while, as their debts accumulate and their
savings are run down, they cut back on spending. They also
face credit constraints, at least partially linked to income and
indebtedness—so at some point lenders will curtail lending.
On the other hand, firms can (and in some years do) spend
more than their income as they invest in capacity that will
increase income later. (Some households can do the same—
“investing” in a college education—but household spending is

mostly on consumption, not investment.) It is possible that the
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Figure 5 Japan Sectoral Balances, 1980-2018 (percent GDP)
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deficits of firms can more than offset the saving by households
so that the domestic private sector runs a deficit—a deficit that
is sustainable at least for a while as firms build up capacity. This
is what we saw in Japan during its golden age: firms spent more
than their income year-after-year from 1980 until near the end
of the 1990s, fueling growth. As Figure 5 shows, this allowed
households to save at a high rate (over 10 percent of GDP).
Furthermore, Japan ran a current account surplus.

Together the deficit of the business sector plus the deficit of
the rest of the world against Japan allowed the government to run
a small deficit—and even a surplus in the early 1990s—without
harming economic growth. However, at the end of the 1990s the
business sector flipped to a surplus, and with less investment
and slower economic growth, household saving rates collapsed
and the government balance turned to a chronic and generally
growing deficit. Later, the Japanese current account surplus also
fell due to the Global Financial Crisis, and because of growing
competition from lower-cost Asian competitors.

What lessons can we learn from recognition of the sectoral
balance identity and from the past 30 years of experience in
the US and Japan? While developing Asian countries have
managed to achieve very high rates of investment—amounting
to a third or more of GDP in some cases—this is exceedingly
unlikely for a “consumer-led” developed economy like the US.

That means that we are not going to get large enough deficits

from the business sector to offset the normal surpluses of the
consumption sector—and we rule out persistent deficits of
the consumption sector for reasons discussed. Our domestic
private sector will normally run surpluses.

As the international reserve currency issuer, the US is not
likely to run significant, sustained current account surpluses—
in spite of Trump’s imposition of high tariffs and other barriers
to trade. The rest of the world wants to accumulate dollars—it
is (mostly) selling to the US to get the dollars, not to obtain US
output. The world wants dollar-denominated assets. Trump’s
proposed tariffs were originally calculated according to a
formula linking the individual country’s tarift to its bilateral
trade surplus!® with the US—meaning that the tariff would fall
to zero only if the trade was balanced.

By implication, Trump’s view is that a country should only
earn dollars to purchase US goods. Essentially, this view sees
the dollar only as a medium of exchange—a very simplistic
monetarist view of money—and it conflicts with the role the
dollar plays as the international reserve currency. Countries
that accumulate dollars for other purposes would be punished
with tariffs. This creates an incentive to abandon the dollar in
international trade and represents a challenge to the supposed
exorbitant privilege.

As Minsky argued, the issuer of the reserve currency must
keep that currency strong. Trump wants a weaker currency to
promote exports but that conflicts with the condition required
to maintain the dollar’s position in the currency hierarchy.
Furthermore, Trump has generally used performance of the
stock market as a barometer of economic performance. His
stop-and-go tariff policy has frightened “investors” in US stocks
and led to sell-offs. A weaker dollar is not likely to benefit that
market. All of this puts additional pressure on the privilege.

Finally, Trump has railed against “Biden’s inflation” A
weaker dollar plus tariffs on imports is likely to spur inflation—
which would probably lead to higher interest rate policy
by the Fed. None of these outcomes is likely to please the
administration.

Trump—along with most politicians—claims to want to
reduce the deficit. At the same time, he wants to extend tax cuts,
so deficit reduction falls on the spending side. I will not address
the attempts by DOGE to come up with savings, nor speculate
on the final outcome of ongoing budget negotiations. However,

I assert that, given a private sector surplus and a current account
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deficit, the government’s balance will be in deficit—by identity—
and will remain in deficit most of the time.

The necessity that sectoral balances will balance ensures
this result. While the government sector includes state and
local governments, those generally cannot run deficits (49
states have constitutions that prohibit deficits, and financial
markets will impose discipline on local governments that do
not balance their budget)—meaning the federal deficit must
offset the surpluses of the other levels. Blaming Congress for its
inability to balance the budget makes no sense unless one can
come up with a plausible plan for eliminating saving of dollars

by American households and firms and/or by foreigners.

Notes

1. See my analysis of S&P’s downgrade (Wray 2011b).

2. www.mizuho-sc.com/english/ebond/reports/
mi010910.html (No longer available, accessed 2002)

3. www.cipe.org/ert/el5/across.php3 (No longer available,
accessed 2002)

4. 'There may have been missed payments for technical
reasons. For example, in spring of 1979 the US Treasury
delayed payment on some Treasury bills that came due,
blaming bookkeeping errors and computer problems
(Siegel 2011).

5. https://www.nytimes.com/roomfordebate/2011/04/18/
is-anyone-listening-to-the-standard-poors/ignore-the-
raters

6. Anati R. Admat also contributed a piece, focused on the
stock market.

7. Foran early, detailed, discussion of the financial practices—
including the role of securitization—that led up to the
financial crash, see Wray (2007).

8. John Maynard Keynes, Economic Possibilities for Our
Grandchildren.

9. Before the creation of the Fed in 1913 (and the creation of
a backstop by the FDIC in 1933), a banK’s deposits could—
and often did—fall below par against currency and the
deposits of other banks.

10. See Papadimitriou and Wray (1994) and, for an update,
Papadimitriou and Wray (2021). In recent years the US
has become a net exporter of oil, and it has long been an

exporter of food so as prices rise, importers need to obtain

more dollars to purchase from the US.

11. While monetarists do take a monetary approach to
exchange rates—suggesting that “too much money” causes
inflation and exchange rate depreciation—it does not hold
up to scrutiny, either theoretically or empirically.

12. See Klein (2025), cited above: “The supposed ‘exorbitant
privilege’ is that Americans are able to borrow much
more—at relatively lower interest rates and relatively
higher exchange rates—than would be expected given
fundamentals”

13. Note that the original formula only included trade in
goods—services were excluded. The US has a surplus in

services.
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