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U N D E R S T A N D I N G  T H E  U . S .  D E B T  C E I L I N G  
S I T U A T I O N  

  

The national debt ceiling is a limit on the total amount of debt the U.S. government, through the 
Treasury Department, can have outstanding. The debt ceiling has been raised 74 times since March 
1962, 10 of which occurred since 2001. On Monday, May 16, 2011, the United States hit the current 
national debt ceiling, and Treasury Secretary Timothy Geithner told Congress the government could 
continue to meet its obligations until August 2. After August 2, the government will no longer be able 
to service its debt unless Congress approves an increase in the national debt ceiling.  

WHAT IS  HAPPENING?  
 The debt ceiling is a political problem, not an economic problem. With an election year looming, 

the federal deficit has become a hot political topic, and the debate over budget cuts versus new tax 
revenue has grown more heated. The United States has the ability to service its debt. However, 
without Congressional approval to raise the ceiling, the Treasury lacks the legal authority to do so. 
If the debt ceiling is not raised, investors will read this as an indication of our political 
“unwillingness” to meet these obligations, which could have economic implications.  

 As with any political issue, we expect a resolution to come — but only at the last minute, close to 
the August 2 deadline.  

 Our Investment Policy Committee has been following the discussions, watching the markets’ 
expectations about the solution and considering any potential repercussions should the unlikely 
event that Congress and the White House fail to reach an agreement on the debt ceiling before 
August 2.  

 In the absence of a timely agreement, one proposed outcome is the temporary suspension of 
certain government payments, including payments to Social Security, Medicare and Medicaid 
recipients. In addition, Congress is contemplating long-term solutions such as permanent 
reductions in these same programs. We do expect Congress and the Administration to reach an 
agreement to avoid the temporary delay in these payments. However, we will continue to monitor 
the longer-term effect any agreements may have on these programs.  
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OUR EXPECTATIONS FOR OUTCOME 
 We do not expect the United States to default on its debt or delay payments on its obligations. Our 

expectation is that Congress and the Administration will reach some type of an agreement 
involving an increase in the debt ceiling, whether a temporary “bridge” solution, or in connection 
with a more substantive program that includes spending cuts and/or tax increases. We expect this 
agreement to be announced in advance of the Treasury’s August 2 deadline.  

 The markets appear to share our belief that the United States will raise the debt ceiling prior to the 
deadline: interest rates are still low, U.S. debt remains in high demand and stock market volatility 
has not moved appreciably outside of recent ranges. 

 We already have incorporated the potential risk of a failure to raise the debt ceiling into our 
investment policy decisions. As a result, we are not making any changes in our portfolios.  

 We believe our disciplined, risk-controlled investment philosophy leaves us well-positioned to face 
any fixed income or equity market disruptions that may occur should the U.S. debt ceiling not be 
raised in time, and the government is forced to default or delay payment on any portion of its debt 
or other obligations.   

HOW ARE THE FUNDING MARKETS PREPARING? 
The global markets have shown many signs of faith that the debt ceiling will be raised without the 
United States being forced to miss any payments.  

 Market participants know the August 2 date and have plans in place to meet their near-term 
liquidity needs.  

 Banks today are extremely well-funded and should be positioned to weather any short-term market 
disruptions. 

 Commercial paper issuers are positioning themselves so they will not need serious funding around 
August 2.  
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WHAT IF  CONGRESS FAILS TO RAISE THE DEBT CEIL ING? 
While we view this scenario as unlikely, should the deadline pass without an agreement and the U.S. 
Treasury is forced to miss a payment on outstanding debt, the consequences are unknown. Below is the 
scenario we view most likely: 

 We anticipate a short-lived (measured in hours, rather than days) sell-off in U.S. Treasury securities. 

 We believe this will be followed by a rally in Treasuries, because investors still will believe the 
United States has the ability to meet its debt obligations and, once the political wrangling has 
ended, will also demonstrate a willingness to do so.  

 We do not expect this to have a negative effect on money market funds because we believe the 
repo markets will function as intended, mitigating any potential effects. Rather, we anticipate more 
assets potentially moving into shorter-term instruments, which could push overnight interest rates 
even lower. 

 Even if Congress misses the August 2 deadline, we expect an agreement to raise the debt ceiling 
would be reached shortly afterward, making any default situation temporary.  

 A lengthier delay in raising the debt ceiling would have unknown, but potentially more damaging 
and longer-lasting effects on the economy and the markets. Because this is not the outcome we 
anticipate, we are maintaining portfolios in accordance with their long-term investment guidelines.  

 

 

 

 

 

 

 

IMPORTANT INFORMATION: This material is for information purposes only. The views expressed are those of the author(s) as of the 

date noted and not necessarily of the Corporation and are subject to change based on market or other conditions without notice. The 

information should not be construed as investment advice or a recommendation to buy or sell any security or investment product. It does n 

not take into account an investor’s particular objectives, risk tolerance, tax status, investment horizon, or other potential limitations. All 

material has been obtained from sources believed to be reliable, but the accuracy cannot be guaranteed. 
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