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U.S. Economy: Washington’s potential twin fiscal calamities heighten economic and
financial market risks

The outcome of the federal budget and debt-ceiling debates will shape economic growth in the fourth quarter.

Two issues loom large in shaping economic growth in the fourth quarter: a potential shutdown of the nonessential
portions of the executive branch, and the debt ceiling’s hindrance of future borrowing by the US government.
While neither event is expected in our baseline forecast, both have the potential to reduce economic growth. Of the
two possible events, the debt ceiling’s restrictions on borrowing and spending is the greater potential danger.
Much still depends on the way negotiations play out in Washington and on the details about how a shutdown or
curtailment of spending occurs.
Even mere discussions about not raising the debt ceiling have negative economic implications. They raise the
perceived risk of doing business with the federal government among holders of Treasury securities and companies
with government contracts. Such risk may eventually be seen in higher interest rates and lower equity values.

Come October, Washington’s fiscal policy maneuvers will be front and center in the headlines. A shutdown of the
government looms if no funding bills are passed. Additionally, no net new government borrowing can take place unless the
debt ceiling is raised. The failure to resolve either problem will result in closures or major cutbacks of many government
agencies, with the potential for significant damage to the economy and financial markets. Our view is that the chances for
a government shutdown are minimal and that only a prolonged shutdown would impact the economy in any meaningful
way, unless consumers and businesses react unfavorably to the uncertainty. The likelihood that the government fails to
raise the debt ceiling is also small, though such an event would be calamitous to the economy and financial markets.

A government shutdown
As we approach the end of fiscal year (FY) 2013 on 1 October, the prospects that Congress and the Obama
administration will pass a federal budget are nil. The best chance is for them to pass a temporary “continuing resolution” to
fund the government and avoid a shutdown. But the two political parties are once again at logger-heads, particularly over
funding for the Affordable Care Act (ACA, also known as "Obamacare"). The Republican-led Congress has tied a
continuing resolution to a defunding of the program, which the Democratic-led Senate is sure to reject. Unless an
agreement can be reached by 1 October, a limited government shutdown would follow.

Nonessential government functions would stop

With a government shutdown, nonessential or nonemergency government activities would cease, resulting in the furlough
of about one-third of the federal government non-postal civilian workforce, or about 770,000 workers.

Some key agencies and programs that would be affected by a shutdown include the Internal Revenue Service (would stop
processing refunds for paper-filed returns); the Small Business Administration (would not process applications for
business loans); the Federal Housing Administration (would not be making new loan guarantees); the State Department
(would not process visas and passport applications); and national parks and museums (would close).

Key agencies and programs that would not be affected by a shutdown include: the Federal Reserve, the US Postal
Service, all activities pertaining to law enforcement, border security, and military operations that involve the safety of
human life and the protection of property; the Social Security Administration (would continue paying existing benefits,
although uncertainty remains over the processing of new applications); and Medicare (would continue to pay benefits).
Ironically, the funding of the ACA would probably be considered essential, and thus would not be affected.

How would a shutdown impact the economy?
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How would a shutdown impact the economy?

Assessing the economic impact of a government shutdown is complicated by the uncertainty surrounding its length. Our
analysis suggests that a brief shutdown of one or two weeks would have only a modest impact on GDP growth, but the
impact multiplies as the shutdown continues.

Much of what we know about the economic impact of government shutdowns comes from the last federal shutdown in
1995–96 (actually two shutdowns, from 14 to 19 November 1995 and from 16 December 1995 to 6 January 1996). Similar
to today, that shutdown resulted from a budget impasse involving a Democratic president (Clinton) and a
Republican-controlled Congress (in 1995, Republicans also controlled the Senate).

A government shutdown would hurt GDP primarily because in the national accounts, federal employee compensation is
considered GDP produced by the federal government. During the 1995 shutdown, roughly 36% of the 2.20 million federal
civilian non-postal workers were furloughed. If that same proportion was applied to the current 2.15 million workers, about
774,000 would be furloughed. Assuming an average annual compensation per employee of $110,000, this would result in
a loss of $1.6 billion in GDP for one week, and would reduce the fourth-quarter growth rate by 0.16 percentage point. GDP
would still grow by around 2% that quarter, so a short-term shutdown, while highly undesirable, would not materially affect
economic growth.

Beyond the impact on government output, the multiplier effects on GDP should be minimal. The spending habits of
government employees probably would not change if the shutdown was short-lived, particularly if they believed that they
would receive back wages as in 1995. Any uncertainty about compensation, however, could increase the impact on
consumer spending. Meanwhile, incomes would be maintained for Social Security beneficiaries. Medicare payments
would also continue, so spending on healthcare services would not be harmed and hospitals and doctors would receive
payments.

The Washington, DC metro could be hit hard. Businesses that serve government offices and depend on these activities
could see a steep drop in sales, which they would not recoup once the shutdown ended.

The debt limit needs to be raised. Period.
The debt ceiling

The federal debt reached a limit of $16.4 trillion in December 2012. Instead of raising the limit once more, Congress and
President Obama agreed to a three-month suspension that would allow the Treasury to pay bills coming due before 18
May. When the debt-ceiling suspension lapsed, it was reset to $16.7 trillion, $300 billion above the previous level, but only
$25 billion above the level of federal debt outstanding at that time.

The government does not automatically “default” on its obligations when the debt ceiling is hit. Indeed, the federal
government has never defaulted on its debt. Instead, “extraordinary measures” are undertaken to pay the Treasury’s bills
and prevent a prioritization of obligations. In order to undertake these measures, the Treasury Secretary must issue a
“debt issuance suspension period” (DISP). On 20 May, Treasury Secretary Jacob Lew initiated this process to give himself
the authority to take extraordinary measures to meet the Treasury’s obligations.

Extraordinary measures

One step taken by the Treasury so far has been to reduce the amount of Treasury securities held by the Federal
Employees Retirement System's G Fund. This allows the Treasury to issue additional debt to the public in the same
amount, provided it reimburses the fund for the principal and interest once the debt limit is raised. In another step, the
Treasury suspended the issuance of State and Local Government Series securities that it issues to municipal bond issuers
to help them comply with IRS regulations. It also drew on Fannie Mae and Freddie Mac dividend payments to the Treasury
from securities purchased during the crisis. Options left to the Treasury include suspending investments in the civil service
and postal retirement funds and suspending investments in the Exchange Stabilization Fund, set up to offset unwelcome
exchange rate movements.
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The amount of borrowing authority that these measures provide is uncertain. In a letter to Speaker John Boehner on 17
May, Treasury Secretary Lew estimated that these measures would ultimately free up $260 billion in cash. Recently, the
Treasury projected that extraordinary measures will expire on 17 October. At that point, the Treasury will have only $30
billion on hand to meet its obligations, which on a given day could be as high as $60 billion.

Beyond extraordinary measures

Once the Treasury’s emergency borrowing authority runs dry, it will be in uncharted waters. It will be unable to issue any
new debt that adds to the amount of debt outstanding. Although the Treasury can issue new debt equal to the amount of
maturing debt, this will not be enough to meet its obligations. The Treasury will have to rely primarily on its remaining cash
balances and daily revenues to pay its bills. These will undoubtedly be insufficient to cover all of the government’s
obligations. Unlike a government shutdown, failure to raise the debt ceiling could also impact essential government
services as well as Social Security and Medicare payments.

To get a sense of the funding gap the Treasury would face if it could not issue net new debt, we currently project federal
government expenditures of $3.76 trillion in FY 2014, versus revenues of $3.02 trillion. If the debt ceiling is not raised, the
$742-billion deficit would have to be eliminated immediately. This amounts to 19.7% of federal government outlays
projected for next year, and 4.3% of projected GDP. By comparison, the sequester demanded a much smaller $44 billion
in spending cuts in FY 2013.

As a very rough estimate of the economic fallout that would result if the debt ceiling is not raised, suppose the federal
government were to cut spending by $742 billion in 2014, bringing outlays in line with revenues and eliminating the
projected deficit. Our 2014 GDP estimate would fall from 2.6% growth to a 1.7% contraction, a clear recession. If only half
of the deficit was eliminated ($371 billion), GDP growth in 2014 would be cut to 0.4%. These estimates are lower bounds
on the growth impact, however, because they do not consider the multiplier effects on consumer and business spending.
These estimates also do not consider the impact of the increase in interest rates that would likely follow.

It has been suggested that the Treasury could prioritize certain financial obligations over others to align outlays with
income. One option is for the Treasury to put interest and principal payments on existing debt at the front of the line to
ensure that it avoids a default on its financial obligations. The Office of Management and Budget (OMB) estimates that net
interest will account for 6% of total outlays in fiscal year 2014. But even then, politically difficult questions would arise,
such as the choice between paying interest to a bond holder in China versus paying a Social Security beneficiary in
California.

Beyond interest payments, however, it is unclear how the government would prioritize departments and programs. The
OMB has budgeted $620 billion for nonessential, nondefense expenditures in fiscal 2014. Thus, cutting all of these
programs will be insufficient to close the $742 billion funding gap, and some mandatory programs will be impacted, such
as Social Security, Medicare, and Medicaid. Government paychecks could be reduced, payments to defense contractors
could be delayed, and payments for healthcare services could be withheld. It should be noted that a government failure to
pay its contractual obligations (versus its financial obligations to make payments on the debt) would also be seen as a
default.

It is not even clear that prioritization is a feasible option. According to Treasury officials in 2011 (during the last debt-ceiling
fight), prioritizing debt payments over other legal obligations would not necessarily avoid a default. Moreover, given the
massive number of payments Treasury makes each day with its computerized payment system, prioritizing would require
a complete overhaul of this system.

Impact on financial markets

A delayed debt payment would cause US Treasury yields to climb. As a rough estimate, based on a temporary debt
payment delay by Peru in 2000 (an admittedly imperfect comparison), we estimate that Treasury yields could rise by about
50 basis points. Interest rates on other forms of debt—mortgages, corporate, consumer, and municipal—would also
increase, and by a similar magnitude. If the payment is made within a short period of time, bond yields could return to near
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their original levels with only minimal long-term damage. But the longer the debt payment is delayed, the more likely it is
that bond yields could increase further and more persistently.

An important distinction must be made between the current situation in the United States and the situation in the Eurozone
in 2011–12, when some sovereign bond yields spiked by 400–2,000 basis points. In the case of some Eurozone countries,
particularly Italy, Spain, Greece, and Portugal, there were serious doubts about the ability to pay government debts. This
was a question of solvency. For the United States, it is a matter of willingness to pay debts in a timely manner. This is
purely a political matter; the US government’s solvency is not in question. Consequently, the bond market reaction to a
delayed debt payment, should the debt-ceiling not be raised, will be less substantial.

There is the potential of a more drastic market reaction if the debt-ceiling crisis persists and further debt payments are
delayed, however. In this case, investors could start to price a default premium into US Treasury debt securities. Future
debt issuances (if the debt limit was raised) could also require the Treasury to pay higher interest rates. The federal
government's ability to borrow on favorable terms would be significantly impaired, perhaps for an extended period, raising
the debt even further and likely harming economic growth. As roughly half of all public-held US Treasury debt is owned by
foreign investors, a delay or default could permanently harm foreign demand and thus the US dollar.

Will the Treasury’s credit rating be downgraded?

Failure to raise the debt ceiling will undoubtedly drive the major credit rating agencies to lower the US sovereign debt
rating. Even if the Treasury can fully service the existing debt, and avoid a “default,” the US credit rating would not be out
of the woods. According to Fitch Ratings, arrears on obligations such as Social Security payments, payments to
contractors and employees, and tax rebates, would likely prompt a debt downgrade even if interest and principal payments
on the debt were made.

Moreover, even if the debt limit is ultimately raised, a credit downgrade is still possible. A protracted fight between
Democrats and Republicans to lift the debt limit could lead credit rating agencies to downgrade on grounds of political risk.
This was the case in August 2011 when Standard & Poor’s lowered the US long-term rating one notch from AAA to AA+,
just a few days after the debt limit was raised. The situation has not improved over the past two years. Republicans plan to
use the debt limit as leverage to defund the Affordable Care Act and perhaps win other policy concessions. President
Obama has said that he wants a “clean” debt-ceiling increase and will not negotiate. Fitch Ratings warned in March that a
debt-ceiling crisis could lead to a downgrade. And we should expect more than a one-notch decline this time.

It is not clear, however, if this downgrade scenario will have major implications for the bond market. After the 2011
downgrade, Treasury prices rallied and yields fell as safe-haven demand increased. Since then, markets have become
increasingly immune to political infighting in Washington. At the same time, only one of the rating agencies downgraded in
2011. If two or three agencies downgraded this time, the impact could be more severe.

Implications for the Federal Reserve and monetary policy

Contrary to market expectations, the Federal Reserve decided to not taper its asset purchases at its 18 September
meeting. Ben Bernanke cited uncertainty over fiscal policy as a major reason. The Fed will hold two more meetings this
year (on 30 October and 18 December) and will therefore have two more chances to taper before 2014. We think that the
Fed is on hold until resolution to government funding and the debt ceiling are resolved. If the debt ceiling is not raised in
October, then an October taper is off the table. But even if the debt ceiling is raised by then, the Fed would probably still
wait if the continuing resolution only goes until November. For now, we expect the Fed to taper in December, but only if
fiscal policy is sufficiently settled by then with little negative growth consequences for the economy.

What’s next?
October and November will be zero-hour for the upcoming fiscal fights that will result in substantial uncertainty for the
economy and financial markets. The Republican-led House has passed a continuing resolution with a defunding clause for
healthcare reform. The Senate is expected to strip out the defunding clause and return a continuing resolution that will
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fund the government, but only until November or December. So we could be back at square one at that point. In the
meantime, Republicans will likely try to link a debt-ceiling increase to defunding, setting the stage for the next battle.

Our view is that a government shutdown will be avoided and the debt ceiling will be raised. Based on our projections for
the federal debt, the debt ceiling will have to be increased by $1.9 trillion to fund the government through 2014—prompting
another debt-ceiling debate at that time.

Conclusion
It is difficult to assess the overall impact of either a government shutdown or the failure to increase the debt ceiling,
although we fear the impact of the latter far more. Much depends on:

The length of either the shutdown or the period when US borrowing is constrained.
The degree to which payments are restored after the initial disruption.
The perception of consumers, businesses, and holders of US debt whether this is part of Washington’s business as
usual, or a significant deterioration in the business environment where long-term planning becomes more difficult.
The long-term damage caused by an undermining of confidence in the government's ability to conduct its fiscal
affairs to promote stability and benefits of long-term planning.

A three-week shutdown, matching the longest previous shutdown, will cut GDP by about 0.5 percentage point for one
quarter. Real GDP would be reduced by the extent to which government “output” would be hindered by the shutdown. But
multiplier effects would be small provided that the shutdown was short-lived and that furloughed employees expected lost
wages to be repaid in a new budget.

On the debt ceiling, the mere fact that raising the debt ceiling is being debated will have a detrimental effect on equity and
bond markets through the uncertainty and risk such a debate creates. A period of high market volatility has already begun,
well before any specific spending restrictions have been implemented. A delayed debt payment will have a notable impact
on bond yields and would trigger a credit downgrade, harming economic growth. But the situation will not look like the
Eurozone in recent years. The solvency of the United States is not in question—just the political will to solve complex
fiscal issues. The degree to which financial markets understand this point will determine the extent of the economic fallout
that results.

by Paul Edelstein and Doug Handler
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