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 Political uncertainty from fiscal policy has once again become a topic 

of interest among market participants, following a calmer period since 

early this year. Government spending authority must be renewed by 

September 30 to avoid a partial shutdown and, fittingly, the deadline 

for raising the debt limit looks likely to fall on Halloween (October 31). 

 We still hold the view that the upcoming fiscal debate won’t be quite 

as easy as the surprisingly smooth debate that occurred at the start of 

the year, but that it will not be nearly as disruptive as the 2011 debt 

limit debate, which dealt a sharp blow to confidence and resulted in a 

rating downgrade.  

 That said, it isn’t yet clear how the upcoming policy disputes will be 

resolved. The likelihood of a “grand bargain” remains very low, in our 

view, and it isn’t yet clear what else lawmakers might attempt to wrap 

into a fiscal package to win support.  

 However Congress gets there, we expect the eventual outcome to be 

roughly the same as prior fiscal showdowns: a temporary extension of 

spending authority, and another extension of the debt limit for 

anywhere from a few months to a year. A government shutdown is still 

only a tail risk at this point, and would have limited macroeconomic 

consequences if it occurred. Failure to raise the debt limit is even less 

likely, though the consequences of a political “accident” on the debt 

limit would be far more severe.  

 While the market is apt to focus mainly on downside risks out of this 

debate, the risks are skewed more evenly in our view. Our base case is 

that sequestration remains in place, but there is at least a slim chance

that it could be reversed temporarily as part of a political compromise. 
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The Debt Limit and Spending Debate: Here We Go Again  

After a few months of relative calm in Washington, attention has begun to focus once 

again on emerging policy uncertainty. In addition to the nomination of the next Federal 

Reserve Chairman, Congress faces another round of fiscal deadlines similar to those faced 

in 2011 and at the start of this year.  

We still hold the view that although the upcoming fiscal debate will be noisier than the 

surprisingly smooth debate that occurred at the start of the year, it will not be as disruptive 

as the 2011 debt limit debate, which dealt a sharp blow to confidence and resulted in a 

rating downgrade.  

Raising the debt limit and enacting annual spending bills has never been easy, but it has 

become much more difficult over the last few years in light of split control of Congress and 

heightened political attention to federal debt. Since the start of 2011, Congress has voted 

twice to raise the debt limit, twice to extend expiring tax measures (the payroll tax cut at 

year-end 2011 and the “fiscal cliff” at year-end 2012), and it has voted 12 times to extend 

federal spending authority. These actions have generally occurred at the eleventh hour, 

and in a few cases legislation was not enacted until the day after the deadline.  

Earlier this year, however, the fiscal debates went unexpectedly smoothly: debt limit 

legislation passed the House more than a month before the deadline, and despite initial 

concerns that irreconcilable differences on spending levels would lead to a government 

shutdown, an extension of spending authority through the end of the fiscal year passed 

with a week to spare.  

When Congress comes back in session September 9, the next round in the fiscal debate 

will begin in earnest. While the relative calm of the last few months may end, we expect 

the upcoming fiscal debates to be much less disruptive than the debt limit debate in the 

summer of 2011, or even the more recent “fiscal cliff.”  

A Spending Showdown, But Probably No Federal Shutdown 

The first order of business is appropriating funds for the coming fiscal year (FY2014), which 

begins October 1, 2013. Failure to do so would result in a partial shutdown of the federal 

government. Ideally, this would be avoided by enacting detailed full-year spending bills  for 

the various federal agencies. As has become routine in recent years, policy disputes and a 

disagreement on spending levels looks likely to prevent an agreement on full-year 

appropriations. If so, Congress is likely to enact a temporary “continuing resolution” that 

simply extends the expiration date on the current spending authority that expires 

September 30. There are three major differences to be resolved:  

1. Spending level. Senate Democrats would like to appropriate $1058bn in non-

emergency funds. Congress agreed to cap spending at this level for FY2014 in the 2011 

debt limit agreement (the “Budget Control Act”). The House Republican budget 

envisions appropriations of $967bn, which represents the Senate level minus the effect 

of sequestration in 2014.  

2. Composition. The other disagreement between the parties is the split in spending 

between defense and non-defense spending. House Republicans seek defense 

spending roughly equivalent to the current level excluding the effect of sequestration. 

However, because they target the same overall spending level that would result from 

sequestration, this in effect shifts all of the cuts to domestic spending.  

3. Health care. A group of lawmakers in the House and the Senate have stated that they 

will oppose a renewal of spending authority—at any level—unless it excludes funds for 

implementation of the Affordable Care Act (often referred to as “Obamacare”). This 
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could take a number of forms, but traditionally such “riders” to spending bills have 

prohibited the implementing agencies (in this case, the Department of Health and 

Human Services and the Internal Revenue Service) from using any of the funds they 

receive to implement the policy in question.  

The risk is that a stalemate could lead to a temporary shutdown of the federal government. 

However, the likelihood of this occurring seems low to us. Some Republican lawmakers 

have said they will block a continuing resolution that does not defund the new health 

program. However, most of the major fiscal legislation over the last few years has relied on 

Democratic support to pass the House, and the upcoming situation looks no different 

(Exhibit 1).  

Exhibit 1: House Passage Depends on Both Parties 

 

Source: Library of Congress. 

The disagreements related to the level and distribution of funding must also be resolved, 

but Congress faced essentially the same issues earlier this year and managed to reach 

agreement. Since the sequester automatically cuts defense and non-defense spending to 

predetermined levels, it is ultimately sequestration and not the next spending bill that will 

dictate the eventual level and distribution of spending between defense and non-defense 

spending.  

While we believe there is only a slim chance a shutdown would occur, it would not be 

unprecedented. If it does happen, it should have very modest macroeconomic effects:  

1. Only one-third of federal spending is funded through congressional 
appropriations. An appropriations lapse would affect only so-called “discretionary” 

spending; “mandatory” spending funded through open-ended authority or user fees 

would not be affected. That said, most of the federal activity that is counted toward 

GDP is funded though discretionary spending, so this one-third has disproportionate 

importance for economic data.  

2. A shutdown would only affect a fraction of appropriated spending. Prior 

administrations established essential activities that continue in an appropriations lapse. 

This includes national security, processing of benefit payments, and essential services 

like air traffic control and law enforcement. Treasury’s borrowing and tax collection 
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would continue and Treasury issuance should not be affected. The Fed, since it is not 

funded by Congress, would also be unaffected. In 1995, around 40% of federal 

employees stopped worked during the shutdown.1  

3. A brief shutdown would delay, not cancel, most spending. In a brief shutdown, 

it is likely that only federal employee compensation would be lost—most of the other 

activity would just be delayed and made up later.2 A longer shutdown―the longest 

shutdown on record in late 1995 and early 1996 lasted about three weeks—would 

affect a greater share of federal activities. We lay out three scenarios, based on an 

assumption that an increased share of goods, services, and investment spending is 

affected as the duration increases (Exhibit 2).  

4. A shutdown at the start of the quarter would have an even smaller effect. If a 

shutdown were to occur, it would happen on the first day of Q4 (October 1). From an 

accounting point of view, a shutdown at the start of the quarter would have much less 

of an effect on quarterly GDP growth, so that the effect of a brief shutdown would 

probably not be discernible in quarterly data, and the effect of a longer shutdown 

would probably be a bit less than what we show in Exhibit 2.  

The upshot is that only a fraction of federal spending would be affected in the unlikely 

event of a shutdown, and most of that would be delayed briefly, rather than canceled.  

Exhibit 2: A Brief Shutdown Would Have Modest Macroeconomic Effects 

 

Source: Dept. of Commerce. Goldman Sachs Global Investment Research. 

Once Again, the Debt Limit Poses the Greater Risk 

We expect the debt limit to be reached around November 1, though the deadline could still 

move by a week or two on either side of that date (Exhibit 3). The main uncertainty is 

revenues: quarterly corporate income taxes are due September 16, which will increase the 

Treasury’s headroom under the debt ceiling. On October 1, the Treasury must issue a large 

amount of non-marketable debt to entitlement-related trust funds, which will reduce 

headroom. From there, the trend will become clearer. We would expect the Treasury to 

issue a more precise estimate of the deadline soon after the September corporate tax 

deadline if it hasn’t already done so by then.  

                                                                 

1  At the time of the first 1995 shutdown, four of the 13 annual spending bills had already been enacted, 
representing about 15% of discretionary spending. A shutdown in October would probably involve all agencies, 
so the affected activities would be closer to 50%.  

2  Federal compensation is counted toward GDP. If a shutdown occurred, federal workers who did not work would 
not be paid, which would subtract from the federal contribution to GDP. However, after some prior shutdowns, 
Congress retroactively made up the lost pay. If this were done again, the Bureau of Economic Analysis would 
likely consider the missed work to have been made up later, and would essentially disregard the lost days of 
work.  

Quarterly Spending 
($bn, ann.)  

Q2 2013 2-Day 7-Day 21-Day
Civilian Compensation 249.1 -2.6 -9.0 -26.9
Services 251.0 0.0 -0.6 -3.4
Goods 98.7 0.0 -0.9 -2.7
Investment 278.0 0.0 0.0 -3.8

Total Potentially Affected Spending 876.8 -2.6 -10.4 -36.8
% of GDP 5.3 0.0 -0.1 -0.2
Growth effect (pp, qoq ann.) -0.1 -0.3 -0.9

Estimated Effect of      
Shutdown Scenarios          

($bn, annualized)



August 16, 2013  US Economics Analyst 
 

Goldman Sachs Global Economics, Commodities and Strategy Research 5 

Our current estimate reflects recent developments in both directions. Freddie Mac 

announced that it would not pay an expected extraordinary dividend at the end of 

September, as expected, which brought the date forward slightly. On the other hand, the 

Treasury announced an extension of certain of the “extraordinary measures” it has been 

using to stay under the limit, which creates slightly more headroom. Fiscal trends have 

also been slightly better than assumed.  

Exhibit 3: The Debt Limit Will Probably Need to be Hiked by Halloween 

 

Source: Treasury Department. Goldman Sachs Global Investment Research.  

We expect the debt limit to be raised by the deadline. Although Congress typically runs the 

clock down to the last minute and seems likely to do so again, in the end it has never 

blocked an increase from becoming law when necessary. It is also worth considering that 

while political tension has increased somewhat recently, opposition to increasing the debt 

limit or extending government spending authority was probably more intense in 2011 as it 

is now, in light of a shrinking deficit and enactment of roughly $3 trillion over ten years in 

deficit reduction measures.  

That said, it is somewhat concerning that there is no clear path forward yet. It seems likely 

that a debt limit increase will probably need to carry other policy measures along with it to 

become law,  but it is not at all clear what those measures will be, nor is it clear how large 

of an increase in the debt limit lawmakers will seek.  

In the end, prospects for raising the debt ceiling will hinge on identifying other policy 

measures that might be attached to it that can attract some Republican support while not 

losing too many Democratic votes or the President’s signature. There are a few obvious 

options that might be contemplated:   

1. The “grand bargain.”  House Speaker Boehner has indicated he would like to once 

again match the debt limit hike with a commensurate amount of budgetary savings, as 

was done in 2011. However, despite recent efforts to resurrect fiscal negotiations, an 

agreement on spending reductions and revenue increases does not yet appear within 

reach. The main obstacle is that the least politically difficult sources of fiscal savings—

discretionary spending caps and upper income tax increases—have already been 

enacted in prior agreements.  
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2. The “mini-bargain.” It is also possible that Congress could settle on a much smaller 

set of reforms—a “mini bargain.” The most obvious policy would be the chained-CPI 

proposal, which ties indexation of several benefit programs, including Social Security, 

to a CPI measure that rises slightly more slowly than the standard CPI-U. Because 

income brackets and other thresholds in the tax code would be indexed to the same 

measure, it would have the political benefit of reducing spending and raising revenue. 

If this is deemed too controversial, a similarly sized package (around $200bn over ten 

years in savings) involving changes to non-entitlement related spending and user-fees 

has also been floated in prior budget talks and might reemerge.  

3. Tax reform. Including tax reform in a debt limit package might also be an appealing 

strategy to attract support. House and Senate tax-writing committees are preparing tax 

reform legislation, with an eye toward committee consideration in October, ahead of 

the debt limit deadline. The President has also endorsed the concept of deficit-neutral 

corporate tax reform, which congressional Republicans support. However, the 

agreement generally ends there. On corporate reform, the two parties still differ 

substantially on details such as the treatment of foreign income; on individual reform, 

the two parties can’t agree on how much revenue should be collected, let alone policy 

details. Given the hurdles it faces and the very limited time on the calendar, including 

meaningful tax reforms in the next debt limit increase looks very difficult.  

4. Healthcare. Republican discussion of “defunding Obamacare” has mainly focused on 

the upcoming “continuing resolution” noted earlier. However, it is possible that 

opponents of the health law could shift their attention to the debt limit instead. As 

noted above, the consequences of a brief government shutdown would be modest, but 

the consequences of a debt limit breach would be severe. In light of the fact that the 

administration itself has already delayed a few aspects of the health law past their 

scheduled implementation in 2014, it is at least possible that the White House would 

be willing to support delaying some other aspects—for example, the individual 

mandate—for a year in return for a one-year extension of the debt limit.  

What happens if the debt limit isn’t raised?  

If we are correct that the deadline is likely to be November 1, payments scheduled to be 

made that day would probably be delayed. As shown in exhibit 4, this includes the large 

monthly Social Security benefit payment, the monthly payment to Medicare health insurers, 

and semi-monthly payments for military pay, military retirement, and veterans’ benefits, 

among other items.  

Assuming the Treasury has sufficient borrowing capacity to operate through October 31, 

when a fairly large interest payment on Treasury securities is due, the next large interest 

payment would not come for two weeks past the deadline, on November 15. However, the 

Treasury is due to make a small interest payment on November 1 of approximately $200 

million. While the authority to prioritize spending to make interest payments is a subject of 

debate, it is nevertheless worth noting that the Treasury will take in $15 to $20 billion that 

day.  

Even a short delay in increasing the debt ceiling could have important negative 

consequences for consumer, business and financial market confidence, and would 

probably put pressure on risky assets. A longer delay would essentially result in a broader 

version of a government shutdown, since the government would have authority to spend 

but would not have enough cash available to pay for it. In essence, a prolonged delay 

would force the Treasury to rapidly eliminate its cash deficit, which is likely to run between 

$120bn and $130bn in November, or about 9% of GDP on an annualized basis. This could 

lead to a downturn in economic activity if not reversed quickly. That said, while we believe 

it is very unlikely that Congress would fail to raise the debt limit by the deadline, it is 
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essentially inconceivable that a breach in the debt ceiling would last for more than a few 

days if it did occur.  

Exhibit 4: Large Benefit Payments on the Debt Limit Deadline 

 

Source: Treasury Department. Goldman Sachs Global Investment Research.  

Standard & Poor’s and Moody’s revised their outlook on the US rating from negative to 

stable earlier this summer, with AA+ and AAA ratings respectively.3 Given this, it seems 

unlikely that the debt limit debate would trigger negative ratings action from either agency 

unless Congress actually missed the deadline.  

Fitch has indicated that the projected level of US debt is slightly below the level it views as 

inconsistent, so a downgrade from them on fiscal fundamentals appears unlikely. 4 

However, for now Fitch maintains a negative outlook on the rating, and noted in June that 

“failure to raise the federal debt ceiling in a timely manner (ie. several days prior to when 

the Treasury will have exhausted extraordinary measures and cash reserves) will prompt a 

formal review of the U.S. sovereign ratings and likely lead to a downgrade.”  Fitch’s review 

looks likely to be completed before year end, probably after the upcoming fiscal deadlines 

have passed.  

Will Markets React After So Many False Alarms?  

Since it is likely that the upcoming fiscal issues will be resolved at the last minute, it would 

be natural for some market participants to become more concerned as the dates approach. 

That said, after several rounds of fiscal brinkmanship over the last few years, markets may 

be somewhat desensitized to the headlines, at least until shortly before the deadline.  

Not all fiscal showdowns are alike, and the potential market reaction depends on what is at 

stake. The debt limit debate in 2011 may have had the broadest effect, since the debt limit 

itself posed an immediate risk to the financial system, while the fiscal reforms being 

negotiated alongside the debt limit would affect the fiscal stance, sectors dependent on 

federal  spending, and economic growth more broadly. For this reason (as well as 

unrelated factors, such as deterioration in the Euro Area around the same time) significant 

effects were seen in confidence, interest rates, and equities, among other measures.  

                                                                 

3  “Moody’Changes Outlook on US Aaa sovereign rating to stable from negative” July 18, 2013; 

“United States of America AA+/A-1+ Ratings Affirmed; Outlook Revised to Stable on Receding 

Fiscal Risks”  June 10, 2013.  
4  “Fitch Affirms United States at 'AAA'; Outlook Remains Negative.” June 28, 2013.  
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By contrast, a government shutdown would have much more limited consequences and 

thus should also have much more limited market effects. Exhibit 5 shows equity volatility, 

the change in 10-year Treasury yields, and the change in a basket of equities with exposure 

to government revenues constructed by our colleagues in equity research. We would be 

surprised to see the perceived risk of a government shutdown—which we view as unlikely 

in any case—weigh on market sentiment, but it is possible that the debt limit could result in 

short-lived volatility around the deadline.  

Exhibit 5: Not All Fiscal Deadlines Are Created Equal 

 

Source: Goldman Sachs Global Investment Research.  

The Risks Aren’t All to the Downside 

Given bipartisan interest in coming up with a replacement for the sequester, it is at least 

conceivable that Congress could swap some of the cuts scheduled for the coming year for 

other budgetary savings measures. The estimates of fiscal drag (Exhibit 6) that underlie our 

economic forecast assume full sequestration in 2014. Removing sequestration for one year 

would increase federal outlays by around $80bn (0.5% of GDP) in CY 2014. Since there is 

virtually no discussion of any policies that would result in additional fiscal contraction next 

year beyond what is already built into current law, if Congress actually enacted fiscal 

reforms, the fiscal impulse in CY2014 would probably become less restrictive.  

Exhibit 6: Fiscal Drag Will Abate in 2014 

 

Source: Goldman Sachs Global Investment Research.  
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We don’t assign much probability to this scenario, because in the end lawmakers may not 

want to trade the somewhat controversial cuts under sequestration for other even more 

controversial measures in other areas. Still, with very little chance of additional fiscal 

restraint beyond what is already in current law, and at least a chance that some of the 

restraint next year is delayed by a deal on the sequester, we believe the risks to the fiscal 

policy stance are fairly neutral if not skewed slightly toward looser policy than currently 

anticipated next year.  

Alec Phillips 
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The US Economic and Financial Outlook 

 

Source: Goldman Sachs Global Investment Research. 

 

(% change on previous period, annualized, except where noted)

2012 2013 2014 2015 2016 2013 2014

(f) (f) (f) (f) Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4

OUTPUT AND SPENDING
Real GDP 2.8 1.4 2.9 3.2 3.0 1.1 1.7 1.9 2.5 3.0 3.5 3.5 3.5

Consumer Expenditure 2.2 1.9 2.5 2.7 2.5 2.3 1.8 2.0 2.0 2.5 3.0 3.0 3.0
Residential Fixed Investment 12.9 13.1 13.8 13.4 12.5 12.5 13.4 6.2 15.0 15.0 15.0 15.0 15.0
Business Fixed Investment 7.3 3.2 7.9 6.8 5.5 -4.6 4.6 7.7 8.2 8.2 8.2 8.2 8.2
    Structures 12.7 -1.0 7.2 5.9 5.0 -25.7 6.8 5.0 7.5 7.5 7.5 7.5 7.5
    Equipment 7.6 4.6 9.8 8.1 6.1 1.6 4.0 11.2 10.0 10.0 10.0 10.0 10.0
    Intellectual Property Products 3.4 4.1 5.7 5.4 5.0 3.8 3.9 4.5 6.0 6.0 6.0 6.0 6.0
Federal Government -1.4 -5.7 -5.2 -2.5 -1.2 -8.4 -1.5 -10.0 -5.0 -5.0 -5.0 -4.0 -3.0
State and Local Government -0.7 -0.2 1.3 1.8 2.0 -1.3 0.3 1.0 1.0 1.5 1.5 1.5 1.5
Net Exports ($bn, '09) -431 -441 -463 -488 -502 -422 -451 -443 -447 -453 -458 -467 -476
Inventory Investment ($bn, '09) 58 50 56 64 64 42 57 50 50 50 54 58 60

Industrial Production, Mfg 3.9 2.0 3.2 3.7 3.5 4.9 -0.7 1.6 3.5 3.5 4.0 4.0 4.0

HOUSING MARKET
Housing Starts (units, thous) 783 946 1,182 1,447 1,626 957 872 944 1,012 1,070 1,141 1,222 1,293
New Home Sales (units, thous) 368 465 582 736 854 449 470 451 489 522 560 603 644
Existing Home Sales (units, thous) 4,661 5,056 5,271 5,410 5,485 4,943 5,063 5,092 5,126 5,184 5,242 5,300 5,358
Case-Shiller Home Prices (%yoy)* 5.4 7.0 4.6 3.5 2.8 7.7 7.3 7.4 7.0 5.5 5.2 4.9 4.6

INFLATION (% ch, yr/yr)
Consumer Price Index (CPI) 2.1 1.6 1.8 1.9 2.1 1.7 1.4 1.6 1.5 1.6 2.0 1.8 1.8
Core CPI 2.1 1.8 1.8 1.9 2.1 1.9 1.7 1.8 1.8 1.7 1.8 1.8 1.8
Core PCE** 1.8 1.3 1.5 1.6 1.8 1.5 1.2 1.3 1.4 1.4 1.6 1.5 1.5

LABOR MARKET
Unemployment Rate (%) 8.1 7.5 6.9 6.3 5.9 7.7 7.5 7.4 7.3 7.2 7.0 6.8 6.6

GOVERNMENT FINANCE
Federal Budget (FY, $ bn) -1,087 -650 -600 -475 -550 -- -- -- -- -- -- -- --

FINANCIAL INDICATORS
Federal Funds^ (%) 0.16 0.13 0.13 0.13 1.25 0.14 0.09 0.13 0.13 0.13 0.13 0.13 0.13
10-Year Note^ 1.72 2.75 3.25 3.50 4.00 1.96 2.30 2.70 2.75 2.85 3.00 3.15 3.25
Euro ($/€)^ 1.31 1.37 1.40 1.35 1.25 1.30 1.32 1.34 1.37 1.39 1.40 1.41 1.40
Yen (¥/$)^ 84 105 110 115 125 95 97 105 105 108 110 111 110
Brent Crude Oil ($/bbl)^ 110 105 105 100 100 108 103 106 105 105 105 105 105

* Weighted avg of metro-level HPIs for 366 metro cities where the weights are dollar values of single-family housing stock reported in the 2000 Census.
 ** PCE = Personal consumption expenditures. ^ Denotes end of period.
NOTE: Published figures are in bold.
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Economic Releases and Other Events 

 

 

Source: Goldman Sachs Global Investment Research. 

Time

Date (EST) Indicator GS Consensus Last Report

Wed Aug 21 10:00 Existing Home Sales (Jul) n.a. +1.4% -1.2%

14:00 Minutes of Jul 30-31 FOMC Meeting

Thu Aug 22 8:30 Initial Jobless Claims n.a. 330,000 320,000

8:30 Continuing Claims n.a. 2,970,000 2,969,000

9:00 FHFA House Price Index (Jun) n.a. +0.6% +0.7%

11:00 Kansas City Fed Survey (Aug) n.a. +6 +6

14:00 Dallas Fed Pres Fisher spks at US Manufacturing Summit; Orlando

Wed Aug 23 10:00 New Home Sales (Jul) -1.5% -1.7% +8.3%

Kansas City Fed Jackson Hole Economic Summit

Estimate

Aug 22-24
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