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Playing a Dangerous Game With the  
Debt Limit
INTRODUCTION

The Biden administration and Congress have much to resolve in the coming weeks. There are the 
massive legislative efforts to increase spending on infrastructure and fiscal support for a range 
of social programs and climate change. But even more pressing, Congress has a September 30 
deadline to renew expiring government spending authority for the 2022 fiscal year that begins 
October 1. Failure to do so would result in a government shutdown. Then there is the Treasury 
debt limit, which was reinstated on August 1 of this year. Unable to borrow more, Treasury has 
been using its available cash to pay its bills, but by mid- to late October those funds will be 
exhausted. Someone would not get paid in a timely way. The U.S. government will default.

Shutting the government down would not be an immediate hit to the economy, but a default 
would be a catastrophic blow to the nascent economic recovery from the COVID-19 pandemic. 
Global financial markets and the economy would be upended, and even if resolved quickly, 
Americans would pay for this default for generations, as global investors would rightly believe 
that the federal government’s finances have been politicized and that a time may come when 
they would not be paid what they are owed when owed it. To compensate for this risk, they will 
demand higher interest rates on the Treasury bonds they purchase. That will exacerbate our 
daunting long-term fiscal challenges and be a lasting corrosive on the economy, significantly 
diminishing it.
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Playing a Dangerous game With the  
Debt limit
MARK ZANDI AND BERNARD YAROS

The Biden administration and Congress have much to resolve in the coming weeks. There are the massive 
legislative efforts to increase spending on infrastructure and fiscal support for a range of social programs 
and climate change. But even more pressing, Congress has a September 30 deadline to renew expiring 

government spending authority for the 2022 fiscal year that begins October 1. Failure to do so would result in a 
government shutdown. Then there is the Treasury debt limit, which was reinstated on August 1 of this year. Unable 
to borrow more, Treasury has been using its available cash to pay its bills, but by mid- to late October those funds 
will be exhausted. Someone would not get paid in a timely way. The U.S. government will default.

Shutting the government down would 
not be an immediate hit to the economy, 
but a default would be a catastrophic blow 
to the nascent economic recovery from the 
COVID-19 pandemic. Global financial mar-
kets and the economy would be upended, 
and even if resolved quickly, Americans would 
pay for this default for generations, as global 
investors would rightly believe that the fed-
eral government’s finances have been polit-
icized and that a time may come when they 
would not be paid what they are owed when 
owed it. To compensate for this risk, they will 

demand higher interest rates on the Treasury 
bonds they purchase. That will exacerbate our 
daunting long-term fiscal challenges and be a 
lasting corrosive on the economy, significant-
ly diminishing it.

Debt limit countdown
The Treasury debt limit is the maximum 

amount of debt that the Treasury can issue 
to the public or to other federal agencies. 

The amount is set by law and has been in-
creased over the years to allow the Treasury 
to finance the government’s operations. 

The original intent 
of the debt limit 
was to be a forcing 
mechanism on law-
makers to remain 
fiscally disciplined. It 
has failed at this. In-
stead, it has become 
highly disruptive to 
the fiscal process. 
Until about a de-
cade ago, lawmakers 
would increase the 
limit to remain in 
compliance with 
it. Since then, they 

have simply suspended the limit for varying 
periods of time (see Chart 1).

The most recent debt limit suspension 
was provided in the Bipartisan Budget Act 
of 2019, which suspended the limit through 
August 1 of this year. The Treasury has since 
been using extraordinary measures and draw-
ing down what cash it has available to pay its 
bills. But time is running out. In a September 
8 letter to House Speaker Nancy Pelosi, Trea-
sury Secretary Janet Yellen confirmed that 
the Treasury would no longer be able to pay 
all its bills in a timely way beginning some-
time in October. Given the uncertainty in the 
timing of Treasury’s payments and receipts, 
it is not possible to know precisely when the 
Treasury will default. Our best estimate is 
October 20 (see Chart 2). On that day, the 
Treasury has a more than $20 billion pay-
ment due to Social Security recipients.

There has been debate over whether the 
Treasury could pay global investors in Trea-
sury securities first and thus avoid defaulting 
on its debt obligation. This view is misplaced. 
While Treasury has the technical ability to 
pay bond investors before others, as those 
payments are handled by a different comput-
er system than other government obligations, 
it is unclear whether the Treasury is legally 
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able to do so. Moreover, politically it seems 
unimaginable that bond investors would get 
their checks before everyone else.

Even if the Treasury decided to prioritize 
bond investors and pay them first, this would 
not stop investors from demanding a much 
higher interest rate for the legal uncertainty 
and the possibility that they may not get 
paid on time in the future. Bond investors, 
especially foreign investors, would reasonably 
ask how long Congress would actually allow 
them to be paid ahead of American seniors, 
the military, or even the federal government’s 
electric bill. Deciding which other bills receive 
priority would be all but impossible. The 
Treasury could not sort through the blizzard 
of payments due each day. More likely, as 
outlined in a report by Treasury’s inspector 
general, the Treasury would delay all pay-
ments until it received enough cash to pay a 
specific day’s bills.

Financial markets have yet to significantly 
react to the developing standoff over the 
debt limit. Credit default swaps on Treasury 
securities—the cost of insuring against a de-
fault by the Treasury—are currently close to 
a low 4 basis points for one-year Treasuries, 
and less than 30 basis points for five-year 
securities. For context, in summer 2011, when 
brinkmanship around raising the debt limit 
was especially heated and Treasury debt lost 
its AAA rating from credit rating agency Stan-
dard & Poor’s, CDS spreads spiked to as high 
as 80 basis points on one-year Treasuries and 
65 basis points on five-year Treasuries.

Financial markets are still calm, likely 
because it has become standard practice for 
Congress to run down the clock but in the 
end figure out a way to raise the debt ceiling 

when absolutely necessary. It is thus widely 
expected that Congress will do so again. 
These expectations may be stronger now 
than in times past, as Democrats control 
both the executive and legislative branches of 
government. Investors appear to believe this 
deadline will not be as disruptive as those in 
2011 and 2013, during the so-called budget 
wars in the wake of the financial crisis. Iron-
ically, because investors seem so sanguine 
about how this drama will play out, policy-
makers may believe they have nothing to 
worry about and fail to resolve the debt limit 
in time. This would be an egregious error.

Economic fallout
As the deadline gets closer, global inves-

tors will rightly begin to worry that lawmak-
ers will misstep and fail to act in time. Inter-
est rates will push higher, slowly at first, but 
then more quickly. And if policymakers actu-
ally do fail to raise or suspend the limit before 
the Treasury runs out of cash and defaults on 
its obligations, interest rates will spike, with 
enormous costs to taxpayers, consumers and 
the economy.

Just how costly this can be is evident in 
a 1979 episode when Treasury inadvertently 
missed payments on Treasury bills maturing 
that spring. The mishap was caused in part by 
fallout from a delay in raising the debt limit, 
but also by problems with word processing 
equipment the Treasury used at the time to 
pay investors. Even though investors received 
their payments with only a small delay, T-bill 
yields initially jumped by 60 basis points and 
remained elevated for several months there-
after. The cost to taxpayers was ultimately in 
the tens of billions of dollars.

The costs are also evident from the reac-
tion of investors in Treasury securities during 
the last round of debt limit brinkmanship 
in late 2013. A Moody’s Analytics analysis 
of the period shows that investor concerns 
over a U.S. government default pushed 10-
year Treasury yields up an estimated 6 to 
12 basis points at the height of their angst. 
Short-term interest rates also jumped (see 
Chart 3). Even though the Treasury ulti-
mately did not default and interest rates 
quickly declined, the episode cost taxpayers 
an estimated nearly half-billion dollars in 
added interest costs, not including the costs 
to households and businesses that also paid 
higher interest rates on the funds they bor-
rowed. While these costs were modest, they 
were unnecessarily incurred, and they sure-
ly would have been many multiple times 
greater if the Treasury actually had default-
ed on its debt.

Darker sentiment, heightened 
uncertainty

Political brinkmanship over the opera-
tions of the federal government is unnerv-
ing for Americans to watch. In both the 
2011 and 2013 debt limit episodes, house-
holds were closely attuned to the political 
hardball being played in DC, at least judg-
ing from Google searches, and consumer 
sentiment suffered (see Chart 4). Google 
searches for “debt ceiling” are on the rise 
again, and given that consumer psyches 
are already on edge over the pandemic 
and the recent surge of the Delta variant 
of the virus—the long-running University 
of Michigan survey of consumer sentiment 
fell to a pandemic low in August—the 
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political battle currently shaping up over 
the debt limit could be especially ener-
vating and cause consumers to turn more 
cautious in their spending, weakening the 
economic recovery.

The political uncertainty created by the 
brinkmanship is also disturbing for business-
es and financial institutions. Uncertainty is 
already extraordinarily high, according to 
the Moody’s Analytics political uncertainty 
index, due to the bitter partisan politics in 
DC (see Chart 5). Historically, on average, 
our political uncertainty index is close to 100. 
The index is three times that today and more 
than twice that at its previous peak during 
the 2013 debt limit battle. This is sure to 
increase in coming days, making businesses 
more reluctant to invest and hire, entre-
preneurs less likely to start companies, and 
financial institutions more circumspect about 
extending credit.

The economic damage caused by height-
ened political uncertainty is evident from the 
period immediately following the financial 
crisis, when the Obama administration was 
engaged in a series of bruising budget battles 
with the Republicans in control of Congress, 
including over increasing the debt limit in 
2011 and again in 2013. We found that the 
heightened uncertainty at the time reduced 
business investment and hiring and weighed 
heavily on GDP growth. If not for this uncer-
tainty, by mid-2015, real GDP would have 
been $180 billion, or more than 1%, higher; 
there would have been 1.2 million more jobs; 
and the unemployment rate would have been 
0.7 percentage point lower. That is, if not 
for the political logjams in Washington over 
the debt limit after the financial crisis, the 

post-crisis economic recovery would have 
been meaningfully stronger.

It is difficult to distinguish between po-
litical uncertainty and policy uncertainty. 
Political uncertainty is created by political 
brinkmanship and dysfunction in govern-
ment. Policy uncertainty is created by poten-
tial changes in government spending, taxes 
and regulation. The 2011 showdown over the 
Treasury debt limit was especially hard on the 
economy, as it created a great deal of politi-
cal uncertainty but also involved large chang-
es to spending and tax policy. The current 
government funding and debt limit debates 
are similar, as they conflate with a high de-
gree of policy uncertainty related to the large 
legislative packages currently making their 
way through Congress.

Default scenario
If lawmakers are unable to resolve the 

debt limit in time and the Treasury actually 
begins paying its bills late and defaults, finan-
cial markets would surely be roiled. Some-
time in mid-October, there would likely be a 
TARP moment, hearkening back to that dark 
day in autumn 2008 when Congress initially 
failed to pass the Troubled Asset Relief Pro-
gram, and the stock market and other finan-
cial markets cratered. A similar crisis, charac-
terized by spiking interest rates and plunging 
equity prices, would be ignited. Short-term 
funding markets, which are essential to the 
flow of credit that helps finance the econo-
my’s day-to-day activities, likely would shut 
down as well. The economic recovery would 
quickly be in jeopardy.

It is unimaginable that lawmakers would 
allow things to get to this point, but as the 

TARP experience highlights, they have done 
the unimaginable before. Yet, if that expe-
rience is a guide, lawmakers would quickly 
reverse course and resolve the debt limit im-
passe to allow the Treasury to raise funds and 
pay its bills. Much damage will have already 
been done, but markets and the economy 
would right themselves.

However, if lawmakers do not reverse 
course and the impasse drags on, the federal 
government would have to significantly cut 
back spending. Based on the expected tim-
ing of outlays and tax receipts, this would 
probably mean delaying about $80 billion in 
payments due November 1 to Social Security 
recipients, veterans, and active-duty military 
for as long as two weeks (see Chart 6). The 
hit to consumer, business and investor con-
fidence would be severe. If the impasse over 
the debt limit lasts through all of November, 
the Treasury will have no choice but to elimi-
nate a cash deficit of approximately $200 bil-
lion by slashing government spending. Annu-
alized, this is equal to more than 10% of GDP. 
The economic blow would be devastating.

It is difficult to envisage what steps 
policymakers would take to mitigate the 
economic fallout of this scenario. With short-
term interest rates already pinned to the zero 
lower bound and a bloated balance sheet, 
it is unclear how much the Federal Reserve 
could do to support the reeling economy. The 
Fed would surely ramp up its quantitative 
easing—purchases of Treasury bonds—but 
any benefit would likely be overwhelmed 
as global investors sold or stopped buying 
U.S. securities. Moreover, with lawmakers at 
loggerheads over the debt limit, it is unlikely 
they would agree on anything else, including 
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a response to the crisis created by the breach 
of the debt limit.

This economic scenario is cataclysmic. 
Based on simulations of the Moody’s Analytics 
model of the U.S. economy, the downturn 
would be comparable to that suffered during 
the financial crisis. That means real GDP would 
decline almost 4% peak to trough, nearly 6 
million jobs would be lost, and the unemploy-
ment rate would surge back to close to 9% 
(see Table). Stock prices would be cut almost 
in one-third at the worst of the selloff, wiping 
out $15 trillion in household wealth. Treasury 
yields, mortgage rates, and other consumer 
and corporate borrowing rates spike, at least 
until the debt limit is resolved and Treasury 
payments resume. Even then, rates never fall 
back to where they were previously. Since U.S. 
Treasury securities no longer would be risk 
free, future generations of Americans would 
pay a steep economic price.

What’s next
It is unclear how lawmakers will resolve 

the impasse. Optimistically, lawmakers could 
include an agreement to suspend the debt 
limit in a short-term spending bill necessary 
to fund the government in the new fiscal 
year. This would be consistent with a long 
history of bipartisan agreements on the debt 
limit, and seems reasonable given the bipar-

tisan nature of the 
financial obligations 
the debt would need 
to cover. The $3 tril-
lion in fiscal support 
lawmakers provided 
in 2020 to help the 
economy through the 
pandemic, beginning 
with the CARES Act, 
had strong bipartisan 
support. And both 
parties have played a 
role in passing recent 
expensive packages 
along party lines: 

the Democrats with the $1.9 trillion dollar 
American Rescue Plan, and Republicans with 
the $1.8 trillion tax cuts of 2018. This path 
forward could occur even without Republi-
can votes if Republican lawmakers decided 
not to filibuster the legislation, allowing the 
Democrats to pass the legislation with their 
50 votes in the Senate. Democrats have sug-
gested they might include provisions in the 
legislation to reduce the odds of a filibuster.

However, given the increasingly partisan 
nature of the debt limit debate, the Demo-
crats may have to go it alone, adding it to 
the $3.5 trillion reconciliation spending pack-
age they are currently debating. This path 
is fraught with risk. There is a meaningful 
chance that the Senate parliamentarian de-
cides that it cannot be included in any pack-
age to be passed in reconciliation, potentially 
forcing Vice President Kamala Harris to take 
the unusual step of overruling the parliamen-
tarian. Even then, it is not at all clear that the 
Democrats will be able to pass the package in 
time given the complexity of the process and 
the myriad other legislative efforts underway 
in Congress. There is also the difficulty of 
reaching agreement on most anything, in-
cluding among just Democrats.

Even if Democratic lawmakers pull this 
off in time and the Treasury avoids a default, 

there is sure to be long-term repercussions. 
The debt limit will likely be forever so polit-
icized that the political party in power will 
need to increase or suspend the limit without 
support from the other party. The future 
brinkmanship around resolving the debt limit, 
and thus the resulting uncertainty and eco-
nomic damage, will be permanently greater.

With the significant challenges faced in 
both of these paths out of the impasse, there 
is a consequential risk that lawmakers mis-
step, and the U.S. government fails to pay its 
bills on time. The nation will suffer its first 
default in history.

Conclusions
A bedrock of the U.S. economy and global 

financial system is that the U.S. government 
pays what it owes in a timely way. Alex-
ander Hamilton, the nation’s first Treasury 
secretary, established this principal at the 
founding of the nation when he agreed to pay 
Revolutionary War bond investors 100 cents 
on the dollar. This despite that the bonds 
were trading at pennies on the dollar because 
few believed the new American government 
would make good on its debts. When the 
government did make good, it established the 
sound credit of the U.S. and paved the way 
for the U.S. dollar to ultimately become the 
global economy’s reserve currency. The eco-
nomic benefits of this over the generations 
are incalculable.

The mounting political brinkmanship 
over the debt limit is thus painful to watch. 
If lawmakers are unable to increase or sus-
pend the debt limit before the Treasury fails 
to make a payment, the resulting chaos in 
global financial markets will be difficult to 
bear. The U.S. and global economies, which 
still have a long way to go to recover from 
the recession caused by the pandemic, will 
descend back into recession. In times past, 
lawmakers have taken strident warnings like 
these to heart, and acted. Let us hope they 
do so again. Soon.
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https://www.democrats.senate.gov/imo/media/doc/HEN21B52.pdf
https://www.democrats.senate.gov/imo/media/doc/HEN21B52.pdf
https://en.wikipedia.org/wiki/Funding_Act_of_1790
https://en.wikipedia.org/wiki/Funding_Act_of_1790
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Endnotes

1 The Treasury debt limit is also popularly known as the debt ceiling.

2 These are similar to estimates done by the Congressional Budget Office, the nonpartisan government agency that is responsible for assessing the federal govern-
ment’s fiscal situation and budgetary impact of legislation that impacts government spending.

3 Treasury bond payments are made through a separate Fedwire system.

4 There have been legislative attempts to prioritize Treasury’s payments in the case of breach of the default limit. Social Security payments, payments to the mil-
itary, and interest and principal payments to Treasury bond investors receive priority. But the legislation has never become law and would likely not mitigate a 
serious reaction by overseas investors, who would appropriately conclude that this prioritization would be politically untenable and not stand for long.

5 Yields on short-term Treasury securities did increase by a few basis points for a few days after Secretary Yellen’s September 8 letter to Congress warning that the 
debt limit would be breached sometime in October.

6 On August 5, 2011, S&P announced the company’s decision to give its first-ever downgrade to U.S. sovereign debt, lowering the rating one notch to “AA+”, with a 
negative outlook.

7 The referenced Moody’s Analytics study is available upon request.

8 The Moody’s Analytics political uncertainty index uses six equally weighted components that capture both fiscal and monetary policy uncertainty: 1. Percent of 
respondents to the Moody’s Analytics weekly business survey that say regulation and legal issues are their biggest problem. 2. Five-year U.S. CDS-implied EDF. 3. 
The value of expiring tax provisions. 4. 10-year CPI dispersion from the Federal Reserve Bank of Philadelphia survey of professional forecasters. 5. Unemployment 
rate (one-year-ahead) forecast dispersion from the same Philadelphia Fed survey. 6. LIBOR-OIS spread. The fiscal and monetary policy subcomponents are equal-
ly weighted. The index begins in 2004.

9 These results are based on a structural vector autoregressive model of the U.S. economy. The model is used to estimate the extent to which surprise changes in 
political uncertainty produce changes in GDP, unemployment, the hiring rate, investment, jobs, and several other economic variables. A description of the model 
is available upon request.

10 The Moody’s Analytics macroeconomic model of the U.S. and global economies is similar in theory and empirics to those used by the Federal Reserve Board and 
Congressional Budget Office for forecasting, budgeting and policy analysis. The model has been used to evaluate the plethora of fiscal and monetary policies im-
plemented during the COVID-19 pandemic.

11 Economists at the Federal Reserve have conducted similar simulations with similar results. See “Possible Macroeconomic Effects of a Temporary Federal Debt 
Default,” Engen et al., October 2013.

12 The broad trade-weighted value of the U.S. dollar declines only modestly in this scenario, at least in the near term, as global investors are unsure of alternative 
global safe havens to the dollar. The Swiss franc, euro and British pound are the most significant beneficiaries. However, the value of the U.S. dollar steadily weak-
ens in the longer run, since its status as the global reserve currency is diminished.

13 The parliamentarian has historically had the final say on what can be included under budget reconciliation. However, in actuality, the vice president, who presides 
over the Senate, has the prevailing authority over what is allowable under reconciliation. Vice President Kamala Harris could therefore overrule the parliamentari-
an to get a debt limit increase through reconciliation. This would be the first time a vice president has overruled a parliamentarian since Nelson Rockefeller did so 
in 1975.

14 Moderate Senate Democrats already have a difficult political vote to make on the large legislative package and adding in an increase in the debt limit makes the 
vote that much more difficult. A suspension, as opposed to an increase, of the debt limit may be politically more palatable, but suspending the debt limit is likely 
to be permissible under budget reconciliation.

https://www.cbo.gov/system/files/2021-07/57152-Federal-Debt-Limit.pdf
https://en.wikipedia.org/wiki/Fedwire
https://www.washingtonpost.com/blogs/post-partisan/wp/2013/01/07/toomeys-prioritization-scheme-wont-work/
https://www.moodysanalytics.com/microsites/model
https://www.federalreserve.gov/monetarypolicy/files/FOMC20131004memo02.pdf
https://www.federalreserve.gov/monetarypolicy/files/FOMC20131004memo02.pdf
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