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U.S. Municipal Bond Market
How $40 Trillion of Federal Debt Could Reach U.S.
Infrastructure and Public Finance

Summary

o Federal debt has reached $40 trillion, and rising interest costs could claim more
federal resources, leaving policymakers with less room to support infrastructure,
assist state and local governments, or respond to the next economic downturn or
national emergency.

« Higher borrowing costs could force public entities to delay infrastructure projects,
reduce their scope, or defer maintenance, threatening recent infrastructure gains.

e The municipal bond tax-exemption does not face an imminent threat. But as
federal debt rises and Washington searches for budget savings, the exemption is
more likely to return as a target.

A Fiscal Milestone That Could Reach Beyond Washington

In May, we highlighted three numbers that could shape the U.S. fiscal situation, market
outlook and U.S. infrastructure. They were the U.S. debt-to-GDP ratio, public confidence,
and the 30-year Treasury yield. We can now add a fourth. The U.S. gross national debt has
reached $40 trillion.

The debt crossed that threshold for the first time on Tuesday, according to the Daily
Treasury Statement. It reached $39 trillion only five months earlier, in March. Total public
debt outstanding stands at $40.047 trillion, including $32.266 trillion held by the public
and $7.782 trillion held within the federal government.

Crossing $40 trillion does not create an immediate fiscal or market crisis. However, a
key concern is that rising debt and interest costs will claim more federal resources,
leaving policymakers with less room to support infrastructure, assist state and local
governments, or respond to the next downturn or national emergency. Pressure

could reach beyond Washington through tighter public budgets, higher borrowing costs,

and increased scrutiny of federal policies because of deficit reduction efforts like the
2010 Bowles-Simpson Commission.

U.S. Federal Debt Passes $40 Trillion

Closing Balance (S in

Category millions)

Debt Held by the Public $32,265,799
Intragovernmental Holdings $7,781,627
Total Public Debt Outstanding $40,047,426

Source: Daily Treasury Statement dated August 18, 2026 and HilltopSecurities.
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Infrastructure Progress Will Be Harder to Sustain

The American Society of Civil Engineers gave U.S. infrastructure a C grade in its 2025
Infrastructure Report Card, the highest since the report began in 1998. Sustaining that
progress will require continued investment from every level of government.

Roads, bridges, transit systems, water and sewer facilities, K-12 schools, hospitals, higher
education, and other public assets require continued investment and maintenance.
State and local governments rely on the municipal bond market to finance much of

this infrastructure. Higher rates increase debt-service costs, potentially forcing public
entities to delay projects, reduce their scope, or defer maintenance. Those decisions may
ease budget pressure today but lead to deterioration, higher repair costs, and the loss of
recent infrastructure gains.

Washington’s Fiscal Pressure May Move Downstream

Federal budget pressure could further alter the changing relationship between
Washington and state and local governments. If federal policymakers seek to restrain
spending, they may reduce aid or shift costs to state and local governments and
downstream public sector organizations.

Public entities could then face difficult choices. They may need to raise revenue, cut
services, delay capital investment, or even borrow more. Governments with strong
reserves, manageable fixed costs, and greater budget flexibility would be better prepared
than those already under financial strain.

Municipal Credit Selection, a Common Theme, Will Matter More

Investors will need to look more closely at which issuers can absorb higher interest costs,
reduced federal support, or new spending responsibilities. Credit selection, already
important in today’s credit environment, could likely matter even more.

The strongest municipal credits could attract additional safe-haven interest, particularly
now that the United States is no longer rated Aaa/AAA by every major rating agency.
Municipal securities carry their own credit, liquidity, tax, and market risks. Financially
strong state and local governments, however, may receive more attention from investors
seeking high-quality alternatives.

The federal debt burden could also intensify the threat to the municipal bond tax-
exemption. As federal officials search for revenue or budget savings, the tax-exemption
could again become a target, as it was in 2017. Reducing or eliminating it would

make infrastructure financing more expensive for state and local governments and
other public entities. The Government Finance Officers Association calculated that its
elimination would cost $6,554 per American household over a decade. The municipal
bond tax-exemption does not face an imminent threat, but rising federal debt
increases the risk that policymakers could target it in future budget negotiations.

The $40 trillion milestone makes the fiscal constraint harder to ignore. As debt service
claims more federal resources, the consequences could spread through infrastructure
investment, public budgets, federal aid, and the municipal market. The risk is a steady
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erosion of the government’s capacity to invest for the future and respond when the next
major challenge arrives. The impact to U.S. infrastructure and public finance might not be
immediate, but it could be costly in different ways.
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