
HW #2: U.S. DebW Ceiling

The debW ceiling is a limiW placed on goYernmenW borroZing Wo fXnd iWs pre e[isWing

programs, sXch as social secXriW\ and medicare. Congress has esWablished a sWrong and consisWenW

precedenW of raising Whe debW ceiling Zhen poWenWial defaXlW looms on Whe hori]on: Whe U.S. has

raised Whe debW ceiling 78 Wimes since 1960 alone1. ConseqXenWl\, inYesWors in boWh domesWic and

foreign markeWs haYe come Wo YieZ U.S. goYernmenW debW as YirWXall\ risk-free, since Whe U.S.

has hisWoricall\ been able Wo sWaYe off defaXlW. Rising poliWical polari]aWion and conWenWion oYer

goYernmenW spending more broadl\ has creaWed conserYaWiYe opposiWion Wo raising Whe debW

ceiling; congressional failXre Wo agree on raising Whe debW ceiling before OcWober 18Wh coXld haYe

conseqXences far and Zide in Whe global econom\.

DespiWe a sWable recoYer\, Whe U.S. econom\ sWill remains in a sWaWe of relaWiYe precariW\ as

iW emerges from Whe pandemic. As Whe hoXsing markeW and corporaWe debW leYels sXggesW, loZ

inWeresW raWes haYe pla\ed a criWical role in sWimXlaWing inYesWmenW and bolsWering Whe naWional

econom\. If congress Zere Wo fail in raising Whe debW ceiling and Whe U.S. WreasXr\ Zere Wo defaXlW,

hoZeYer, goYernmenW bond \ields ZoXld rise. Since Whe inWeresW raWe associaWed ZiWh goYernmenW

bonds ofWen has a sWrong inflXence on inWeresW raWes from priYaWe lenders, a defaXlW ZoXld caXse

inWeresW raWes Wo rise naWionall\- a conseqXence WhaW man\ corporaWions and eYen hoXseholds ma\

noW \eW be prepared Wo face. AnoWher facWor Wo consider is markeW reacWion: a goYernmenW defaXlW,

giYen iWs lack of precedenW, ZoXld likel\ caXse inYesWors Wo liqXidaWe Wheir asseWs in a panic

selloff. MoreoYer, consXmers- especiall\ Whose WhaW rel\ on goYernmenW salaries, pensions, and

benefiWs- ZoXld likel\ adopW more frXgal spending pracWices, eiWher oXW of necessiW\ or prXdence.

BoWh inYesWmenW and consXmer spending Zere imperaWiYe economic sWimXlaWors in Whe posW-coYid
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econom\2. A prolonged defaXlW coXld also caXse serioXs doZnsi]ing among firms WhaW are

liqXidiW\-consWrained in Whe shorW Werm. UlWimaWel\, a failXre Wo raise Whe debW ceiling has Whe

poWenWial Wo Zreak considerable damage on Whe posW-coYid economic progress seen domesWicall\,

as Zell as financial markeWs aroXnd Whe Zorld.

The U.S. is one of Whe largesW economies in Whe Zorld; WhaW si]e carries ZiWh iW a significanW

amoXnW of inflXence on global markeW performance. Among oWher prosperoXs naWions ZiWh

large-scale economies and prodXcWion capaciW\, Whe U.S. mainWains a ke\ role in inWernaWional

Wrade and inYesWmenW. In 2019, WoWal U.S. Wrade Zas YalXed aW 5.6 Wrillion, ZiWh 3.1 Wrillion coming

from imporWs. A goYernmenW defaXlW and Whe sXbseqXenW decline in consXmer spending likel\ Wo

folloZ ZoXld proYe a major disrXpWion in global Wrade giYen Whis presence; hardesW hiW are Whose

economies Zhich speciali]e in capiWal goods and mosW rel\ on Wheir e[porWs Wo Whe US (e.g. capiWal

goods Zas Whe largesW componenW of U.S. imporW e[pendiWXre in 2019, YalXed aW 678 billion).

DeYalXaWion of Whe U.S. dollar, anoWher conseqXence WhaW ZoXld likel\ folloZ a defaXlW, ZoXld

haYe direcW effecWs on dollari]ed economies WhaW rel\ on Whe sWabiliW\ and poZer of U.S. cXrrenc\.

CXrrenWl\, seYen independenW naWions haYe adopWed fXll Xse of Whe U.S. dollar, and si[W\ fiYe

naWions peg Wheir cXrrenc\ ZiWh Whe U.S. dollar3. WiWh Whis leYel of global presence, Whe poWenWial

deYalXaWion of Whe U.S. dollar ZoXld direcWl\ carr\ oYer inWo Whe deYeloping economies WhaW rel\

on Whe U.S. dollar for iWs pXrporWed sWabiliW\ and poZer. A final facWor ZorWh noWing is Whe

redirecWion of capiWal aZa\ from Whe U.S. The sWrengWh and relaWiYe sWabiliW\ of Whe U.S. econom\

has made iW a WargeW for inYesWors in Wimes of boWh global prosperiW\ and recession. In Wimes of
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economic prosperiW\, U.S. firms aWWracW foreign inYesWors Zho are opWimisWic aboXW Wheir poWenWial

reWXrns. U.S. WreasXr\ secXriWies are perceiYed Wo be XlWra-loZ risk asseWs and are, for WhaW reason,

a common pXrchase Wo limiW risk e[posXre in Wimes of economic recession. Therefore, a defaXlW

coXld deWer inYesWors from inYesWing in boWh U.S. firms as Zell as U.S. WreasXr\ secXriWies.

A major economic disrXpWion, as I see iW, is one WhaW Zill or has Whe capaciW\ Wo negaWiYel\

affecW Whe basic measXres of economic healWh and acWiYiW\, sXch as GDP, inWeresW raWes,

Xnemplo\menW, or consXmer spending figXres. While Whe qXesWion of ZheWher Whe debW ceiling

coXld proYe a disrXpWion does rel\ parWiall\ on Whe facWors e[plained aboYe, iW also is conWingenW

on Whe chances WhaW congress acWXall\ fails Wo raise or resXspend Whe debW ceiling; Whe former

indicaWes \es, Whe laWWer indicaWes Whe opposiWe. There is no doXbW WhaW a U.S. goYernmenW defaXlW

ZoXld haYe far-reaching effecWs noW onl\ rippling WhroXghoXW mosW faceWs of oXr oZn econom\,

bXW WhroXghoXW oWhers as Zell. Based on Whe consideraWions in Whe prior paragraphs, a scenario of

prolonged defaXlW cerWainl\ has Whe poWenWial Wo proYe a major economic disrXpWion for Whe U.S.,

since iW coXld affecW Whose aforemenWioned figXres. WheWher congress Zill acWXall\ alloZ for a

defaXlW Wo happen poinWs Whe likelihood of major disrXpWion in an opposiWe direcWion; a brief

glance aW hisWorical precedenW ZoXld sXggesW WhaW Whe WrXe risk associaWed ZiWh a defaXlW is loZ,

since congress has repeaWedl\ been able Wo raise Whe debW ceiling Xnder boWh repXblican and

democraWic conWrol, eYen dXring Wimes Zhere WreasXr\ deadlines crepW closer and Whe naWion began

Wo specXlaWe of same crisis Whe\ are cXrrenWl\4. UlWimaWel\, Whe qXesWion of ZheWher a defaXlW

ZoXld caXse a major economic disrXpWion is noW easil\ ansZered. Yes, an XnprecedenWed

goYernmenW defaXlW possesses Whe poWenWial Wo caXse serioXs economic damage, bXW for WhaW
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poWenWial Wo be reali]ed ZoXld reqXire XnprecedenWed congressional failXre, and ZoXld cerWainl\

rel\ on Whe dXraWion of Whe defaXlW and hoZ oWher goYernmenW bodies ZoXld manage Whe crisis in

Whe inWerim.

In specXlaWing a poWenWial coXrse of acWion for Whe federal reserYe, iW is frXiWfXl Wo look aW

Wheir acWiYiW\ dXring Whe 2011 debW ceiling bind, Zhich is pracWicall\ idenWical Wo oXr cXrrenW risk

of defaXlW. When congress Zas dela\ed raising Whe debW ceiling in 2011, Whe naWion specXlaWed a

crisis and Whe federal reserYe discXssed a coXrse of acWion shoXld Whe U.S. WrXl\ defaXlW.

TranscripWs from conYersaWions beWZeen federal reserYe officials in 2011 and 2013 reYeal

mXlWiple measXres Whese officials agreed Wo implemenW in Whe eYenW of a defaXlW. For e[ample,

officials agreed Xpon a bond-bX\ing program Zherein Whe federal reserYe ZoXld pXrchase

defaXlWed WreasXr\ secXriWies aW a loZer price if Whe\ Zere cerWain WhaW Whe defaXlW ZoXld be

resolYed in a Wimel\ manner.5 OWher, more indirecW acWions inclXde proYiding emergenc\ liqXidiW\

Wo mXWXal fXnds WhaW are consWrained in Whe shorW-Werm, as Zell as implemenWing reYerse

repXrchase opWions, Zherein Whe federal reserYe ZoXld agree Wo pXrchase Whese WreasXr\ secXriWies

from Whird parWies dXring Whe defaXlW period, and ZoXld sell Whose secXriWies back Wo Whe Whird

parWies aW a predeWermined daWe
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