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Fred Bergsten: Let me welcome all of you to the Peterson Institute this afternoon. Adam 

Posen is under the weather; he asked me to fill in and chair the session 
today, which I’m happy to do. 

 
  As we all know, the country and we here would say the world, dodged the 

bullet only a week ago. It seems longer than that but anyway, that was a 
close call, possibly more close calls set up in the future. And so the 
question is what really are the options and what really are the 
underpinnings about legal and economic and policy for addressing the 
issue. 

 
 So we thought that on short notice, we would try to call together a kind of 

unusual mix of folks to address the question. The question really of how 
US debt is organized, what its differentiation is from other types of debt 
and how that fits into the overall picture of trying to address the 
continuing and seemingly endemic problems of US fiscal policy, debt 
ceilings and the like. 

 
 Our panel today does comprise a rather unique grouping of different kinds 

of expertise. To some extent, it’s a reprise of a conference that some of the 
participants held at the Wharton School a couple of years ago, actually 
produced the book that you see outside in which you’re welcome to take 
copies of and looks at the question of US debt as I say in the broader 
policy context. 

 
 So the idea is to bring together folks with legal expertise, with economic 

policy expertise, with market expertise and try to analyze the interaction 
among those different points of departure for this very critical issue. 

 
 The panel was organized and will be led off by our own Anna Gelpern 

who’s a senior fellow here at the Institute, teaches at Georgetown Law 
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School. She brings a legal perspective to the issue and will set the legal 
context within which the debate takes place. 

 
 Our next speaker and we’re particularly pleased and honored to welcome 

him here is Professor Franklin Allen from the Wharton School at the 
University of Pennsylvania. He’s co-director of their financial institution 
center, executive editor of the Review of Financial Studies, past president 
of the American Finance Association, coauthor of the latest editions of the 
textbook Principles of Corporate Finance. I think it’s fair to say he’s the 
dean of experts in this field and we’re particularly pleased, Professor 
Allen, to have you with us today. 

 
 Then we’ll turn into an economic policy perspective, our own senior 

fellow, Dave Stockton, who also works with Macroeconomic Advisers 
and was chief economist at the Federal Reserve for the previous ten years 
before joining us a little over a year ago. Dave provided the macro and 
financial analyses for the Board of Governors for a number of years and 
worked directly with the Open Market Committee, so comes with a 
particular monetary policy perspective on this set of fiscal issue. 

 
 And then batting cleanup is Ángel Ubide, another senior fellow here at the 

Institute who also shares time with the private sector, works at D.E. Shaw 
which of course is a global investment and technology development firm. 
Ángel has been a founding member of the ECB Shadow Governing 
Council. He’s a Spanish national, co-authored several editions of the 
annual report on the European economy that’s done by the Centre for 
European Policy Studies, spent more than a decade working at Tudor 
Investment, so brings a wealth of market experience to the question. 

 
 So, we’re going to have these four different perspectives. Each will speak 

for 10 or 12 minutes to kick off the discussion and then we will open it up 
and look forward to a lively conversation with all of you here. Anna, 
please lead us off. 

 
Anna Gelpern: Thank you, Fred, and thank you everyone for joining us here. 
 
 A little more than a year ago, Franklin and his colleagues at Penn Law 

School hosted a conference in US government debt. It turns out it was 
kind of between two crises which we suspected might be the case but we 
weren’t sure at the time. It was really [inaudible 0:04:50] by the 2011 
standoff that gave us the Budget Control Act and I was privileged to 
participate in the conference and helped put it together. 

 
 Our idea then as now was to bring people together who think about US 

government debt from different angles but don’t necessarily talk to one 
another even if they’re broadly in the same field. So if you would believe 
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the constitutional lawyers who talk about the 14th Amendment and all the 
issues involved in breaking through the debt ceiling don’t necessarily talk 
to the financial regulatory folks, the folks who think about fiscal policy 
issues and broader macro policy and capital markets issues. 

 
 So this is seeing the proverbial elephant from different sides, different 

angles and our goal was to start describing the US government debt 
phenomenon in a more holistic fashion and to start talking to one another 
perhaps to put us in a better position should this come up again and lo and 
behold, here we are. 

 
 For better or for worse, the proximate trigger event for these crises does go 

back to the constitution and legislation. So my job here is very briefly to 
lay out the framework. Much of it is based on the contributions to this 
volume particularly the work of Professor McConnell, Professor Howell 
Jackson and his wonderful students Kelley O’Mara and Jeremy Kreisberg 
who wrote the never to be neglected appendix which is the most detailed 
analysis of what might happen should we breach the debt ceiling, which I 
highly recommend. 

 
 So the problem in short is mixing the constitution with very basic 

arithmetic. The constitution gives the Congress three powers: the power to 
tax, the power to spend, and the power to borrow. And these are the 
words. There are not that many of them. The Congress has the power to 
lay and collect taxes, implicit debt for the general welfare, also to spend, 
that Congress has the power to borrow money, and then just in case you 
were wondering about spending in the next provision of the constitution, it 
says no money shall be drawn from Treasury but in consequence of 
appropriations made by law. 

 
 Now then, Congress might pass statutes delegating some of these powers 

to the executive but it does so in a fairly limited and conditional way. So 
for example in the spending, in order for the executive to spend, you need 
authorization and you need appropriation. A particularly interesting 
question is what does it take for the executive not to spend money that has 
been appropriated by the Congress. 

 
 And for that, we have statutes. We have a law called the Impoundment 

Control Act which I’ll come back, passed in the 1970s, which tells us how 
the president can hold back the money that was lawfully appropriated. 

 
 Similarly if we’re looking at the power to borrow, this power rests with 

the Congress and once upon a time, the Congress used to authorize every 
borrowing or categories of borrowing. Then after World War I, it enacted 
a statute which really is the debt ceiling in its present form—it comes from 
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1939—which was a way for the Congress to stop micromanaging debt 
issuance. 

 
 So instead of authorizing individual issues or authorizing categories of 

debt issuance, we just give the executive a ceiling and then authorize them 
to borrow within that limit. And this is what the statute looks like. It just 
says the face amount of obligations issued under this chapter is blank. And 
at the moment, the number in the statute is 14 trillion but because of some 
of the actions in the Budget Control Act from 2011, we’re up to roughly 
17 trillion. The 2011 act gave the president authority to raise the ceiling 
unilaterally. What happened last week was just a suspension of the limit 
until February, okay? 

 
 So the debt ceiling is most properly viewed as a delegation. The president 

has limited power to borrow but it is not … but anything over that is 
arguably not authorized and still the province of the Congress under the 
constitution. 

 
 The big problem in the entire setup is that the Congress has these three 

crucial powers which it has exercised to an arithmetic impossibility. So we 
voted to tax but we voted to spend more than we tax but we didn’t vote to 
borrow enough to fill the gap. And by definition then, when the executive 
has to deal with this situation, the executive is on wobbly legal ground. As 
some of the constitutional and fiscal policy scholars who’ve written about 
this have said, this is a quest for the least illegal or least unconstitutional 
option. None of the options are terribly good. 

 
 But here’s a twist. The constitution has something else to say about public 

debt. The 14th Amendment adopted after the Civil War and the giant 
explosion of federal debt has these odd words: “The public debt of the 
United States authorized by law—crucial words—shall not be 
questioned.” Now, this was a time of exploding war debt and political 
contention and there’s good historical evidence that part of the motive for 
this was the fear that the Southern legislators might vote to repudiate the 
debt.  

 
  Unless you think repudiation was not an option or not on folks’ minds, 

look at what follows immediately after the language that says we shall not 
question federal debt. It is the language that says, “but we are not about to 
assume the Confederate debt.” So immediately after “shall not question” 
language is a repudiation or at least non-assumption language. So, all of 
this was very much fresh on folks’ minds at the time. 

 
 This clause has been the subject of very active debate among 

constitutional law scholars of which I’m not one. I don’t even play one on 
TV. The truth though is that nobody really knows what it means. There are 
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a lot of fantastic arguments about what it might mean and I think most 
scholars agree that the purpose of this clause is to privilege federal debt in 
some way. Some see it as prohibiting default but the scope of agreement is 
fairly thin. 

 
 The one time that the Supreme Court interpreted this provision was under 

rather different circumstances. In 1933 when Congress passed a joint 
resolution that effectively partially repudiated US government debt by 
stripping the gold indexation from US government debt obligations and 
there, the US Supreme Court said in Perry vs. United States that this was a 
violation of this provision. However, because the Congress also had the 
power to coin currency and to make gold useless to the creditor, the 
creditors suffered no damage. 

 
 So the president from the 1930s is pretty ambiguous and even if you just 

look at the language, it’s not entirely clear and scholars are debating quite 
actively whether questioning and defaulting are really the same thing. Just 
defaulting might not at all mean questioning the validity. 

 
 Even if you say that this is what it means, you’re still setting up a 

constitutional conflict because the Congress still has the spending power 
and the taxing power. And by the way, also the power to dispose of 
property and raise revenues in other ways. So the best place you end up is 
a bit of a thumb on the scale in what is clearly a constitutional conflict. 

 
 So what are the executive’s options? And this is where I’m going to hand 

it over to my colleagues. You manage cash flows which is something 
we’ve been doing and might have a bit more scope to do, even might have 
had more scope to do even after October 17th. Another possibility is to tax 
without congressional authorization. Another possibility is to issue debt in 
excess of the congressional delegation perhaps relying on the 14th 
Amendment or inherent emergency powers of the president that some 
scholars have argued for, or withhold congressionally appropriated funds 
which may run afoul of the Impoundment Control Act of 1974 but not for 
a bit. 

 
 Now again, cash flow management is what we’ve been doing, and 

Franklin I think will address this in more detail. One interesting possibility 
we haven’t addressed is redeeming Treasuries in the Social Security fund 
to pay the benefits. I would put that in the cash flow management bucket 
but we haven’t broached that. 

 
 Taxation might be administratively possible but it is utterly politically 

implausible and probably highly undesirable for a number of reasons. 
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 Borrowing in excess of the delegation. Now unlike Professor McConnell 
who takes a very clear view that this would be flat out unconstitutional, I 
wouldn’t necessarily go there partly because there’s such a vigorous and 
interesting debate among the law scholars. But because I’m not a 
constitutional law scholar, perhaps it’s easier for me to say that I find this 
debate slightly beside the point.  

 
  And the reason I say that and I don’t mean to be flippant, but the way in 

which you break through the debt ceiling is you issue Obama bonds, right, 
that are not necessarily or at least are contested as obligations of the 
United States. They may or may not be full faith and credit. 

 
 They might be in the end but the real question is how much uncertainty do 

you want and how much fragmentation in the Treasury market and how 
much market disturbance this will create. So it’s not even about will 
investors show up to buy bonds that might be under the cloud and would 
the challenge to the bonds and the president’s authority to issue the bonds 
succeed. 

 
 I think the real question is what are the broader implications for the market 

and you might hope, you might come and buy them and ask for a premium 
because you think that Congress will assume the debt and ratify the 
actions later or that the courts will say it’s okay. The question is how long 
will it take and how much uncertainty will there be while we’re sorting it 
out. 

 
 Now, this leaves impoundment which is not an attractive option but the 

relevance statute, again going back to 1974, at least gives us 45 days to 
ask the Congress for permission to hold back some spending and possibly 
until the end of the fiscal year. 

 
 I think the key point to conclude is that all of these options buy time. They 

don’t guarantee that the time will be spent well or the time will be spent 
any closer getting to the solution. And if there’s one thing we’ve learned 
from past standoffs and from Europe is that what really matters is what 
you do with this window of time and I’m not sure how encouraging the 
evidence is but I would leave it to my colleagues. Thank you. 

 
Franklin Allen: I’d like to thank the Peterson Institute for holding this event. As Anna 

indicated, this started from a discussion that we had among us after 
August 2011 and what struck us then was how little people knew about 
how things would play out even when we were two or three days away 
from possible hitting the ceiling and maybe default. People were in the 
markets were asking, “Well, what exactly is going to happen? What’s the 
Treasury going to do?” The stock market was badly affected, things were 
not going well and there wasn’t much knowledge out there. So we decided 
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to hold this conference and bring together a whole range of views on 
government debt. 

 
 Anna has already put the 14th Amendment and the debt clause up. It’s a 

very interesting question. I think if you read Professor McConnell’s 
chapter which is just a few pages but he’s quite clear that there shouldn’t 
be a default, I would say. And I think if you then go on and read Professor 
Jackson’s chapter, it’s not necessary to have a default. You can use the 
debt clause as a cover for not defaulting and it’s quite possible to achieve 
no default because you can prioritize the interest. 

 
 And so what Professor Jackson’s students that did the appendix do is do a 

very good job of going back on the last few decades and look at what 
happened whenever this question has come up, what has the Treasury said, 
what’s being said by the various people. And what seems to emerge is not 
uniformly but there seems to be some weight of the discussion at least that 
we’d have first in, first out which would mean that we would stack up the 
bills and then as the revenues came in, they would pay them off the top. 

 
 But then in addition, what we can do is prioritize payments and in 

particular because of the 14th Amendment, you would have cover to 
prioritize the interest payments and then we wouldn’t have the default. 
What would happen would be that there would be a spreading out of the 
payments. So it would just take longer and longer as time went on. 

 
 But presumably, everybody would understand that at some point, they 

would get paid and one could even imagine that the Treasury at some 
point would start sending out letters saying, “We expect to be able to pay 
you on such and such a date,” and you might even imagine that those 
would become things you could take to the bank and borrow against and 
so forth. Now, I’m not a legal expert at all but my understanding is that 
wouldn’t count for the debt ceiling. 

 
 There would be other things that could be prioritized so it’s difficult to 

believe that the military, particularly active duty military wouldn’t be paid 
and so on. Interestingly, I think one of the things that didn’t get into the 
press very well is that there are apparently authorizations for liquidating 
the Social Security trust funds to pay Social Security and to do the same 
for Medicare and Medicaid; and those would take off a huge amount of 
pressure clearly if people weren’t getting Social Security checks. That 
would cause huge political pressure. 

 
 So my own view on this is that, in fact, they could have gone quite a long 

time, certainly weeks, maybe months and even the year to the elections 
before there would be major catastrophes. That was not to say it wouldn’t 
be very damaging and I’m looking forward to hearing what the subsequent 
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speakers say, but clearly, it wouldn’t be a good thing if we were in that 
state of the world. 

 
 I think what this highlights is our long-term problem, and we also have 

several chapters in the book on the long-term problem. So Professor Lucas 
who was in Congressional Budget Office, who’s a professor of finance at 
MIT has a very nice chart on this and this is a graph from the CBO which 
documents that we have this long-term problem that because of aging and 
because of the effect of a high rate of inflation in the medical arena, we’re 
going to end up in about 20 years from now with a necessity of raising 
about 5% of GDP in taxes than we currently do. 

 
 And this is where the political long-term debate, which I guess we’re now 

back into. We’ve taken the short-term things off the table and then by 
December 13th, we’re supposed to have some agreement on how to 
proceed. 

 
 What the top graph shows here is if everything had gone into place, we’d 

had no political actions, all the Bush tax cuts ended and all the spending 
cuts went into effect at the beginning of this year, we would have got back 
to balance fairly quickly, maybe in three or four years.  

 
 The bottom shows what would have happened with some likely changes. 

In fact, we got somewhere halfway in between so we are not going to be in 
either of these extremes but we do have a debt which is going to increase 
significantly. 

 
 These are the effects on debt of the three scenarios. So the dark bars are 

what would have happened if we’d had the full range of tax cuts not 
replaced and not extended and so on. And that would put us in a 
sustainable fiscal position. If we were in the other scenario in the bottom 
on the previous page, we’d have this exploding debt.  

 
 And then the light bars which go down to almost zero at 2050, those were 

the result of what would have happened if Congressman Ryan’s plans 
from March 2011 had gone into effect. 

 
 We also have chapters on taxes. In fact, the US is one of the least taxed 

countries. So if you compare us with other G7 countries, we’re the lowest 
and significantly lower. I mean, much lower than countries like Italy and 
France, but also significantly lower than the UK or even Canada. Japan is 
the only country which comes close. 

 
 The reason for that to a large extent is because we don’t have a VAT. We 

have state taxes on goods and services but unlike other countries, we don’t 
have VATs. That’s a well tried technology for raising revenues and we 
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can always implement it if we were willing to do it politically. So that’s 
our silver bullet if we ever really want to raise a lot of money quite 
quickly. 

 
 Social Security taxes also tend to be somewhat lower in the US than other 

countries. In France, Germany and Italy, they have much higher Social 
Security taxes. So that’s also an area where we have potential to raise 
revenue. 

 
 Corporate taxes—they don’t raise much revenue anymore. My own view 

is they’re very distortionary particularly in this feature that they cause 
corporations to keep huge piles of cash outside the country. As individuals 
if we go overseas, we still have to pay US taxes. Maybe corporations 
should have to do the same. 

 
 Can we do it? I think we can. I think Jim Hines’ chapter where those 

tables come from show that; I think the real problem which is James 
Kwak’s chapter, 11, is are we going to do it. And I think that the real issue 
is the political one and what we keep seeing is that they keeled back and 
fight again and again. So from an economic perspective, we can do it and 
the real problem is it’s a political perspective. 

 
 So let me stop there and turn it over to Dave Stockton. 
 
David Stockton: I have no slides so indeed Adam Posen had asked me to prepare a few 

slides indicating my take on recent fiscal policy but by that time, Adam 
had gotten done editing out the expletives on those slides so there wasn’t 
much left to show. 

 
 So I’m just going to take you on, I hope, a relatively expletive-free tour of 

my views about current fiscal policy and especially about some of the 
risks associated with the threat of the debt limit and default on the debt. 

 
 I think it’s pretty fair to say that the matter in which we’ve been 

conducting fiscal policy in the United States in the recent years is impose 
cost in terms of the strength of the recovery of the US economy and also 
eroding the credibility of US fiscal policy both at home and abroad that’s 
likely to have some lasting effects. 

 
 I think it would be naïve to think that those costs were de minimis but 

probably alarmist to suggest that those costs were large and immediate. 
 
 I’m going to focus on the debt ceiling issue and the cost of raising the 

specter of default in terms of its effects on the economic outlook. I’m 
going to say a few words as well more broadly about how policy 
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credibility in the United States has been affected by both the process and 
the outcomes of policy in the United States since the Great Recession. 

 
 We’ve obviously moved into something that I think many people are 

referring to as crisis-driven fiscal policy, which is the construction of 
artificial crises in order to force decisions—we’ve had the fiscal cliff, 
we’ve had government shutdowns, we’ve had the debt limit threats. 

 
 All of this flies in the face of rational budgeting which we typically think 

of as about considering the tradeoffs among competing demands on the 
fiscal purse and then having to make some difficult decisions. 

 
 This ugly process that we’ve had might have been okay if we were getting 

good outcomes, but that clearly hasn’t been the case. We’ve had too much 
near-term fiscal restraint forced by the actions taken in the last several 
years, while we haven’t addressed the longer term budget drivers through 
retirement programs and the healthcare programs.  

 
 And in a micro level, the near-term restraint we’ve had has not been 

rationally targeted. It’s been across the board. It’s been cutting 
significantly into the types of spending that might have the potential to add 
to our productive capacity further down the road—infrastructure, R&D, 
education and one can argue perhaps national security as well—and where 
just simply the process hasn’t been separated in the productive from the 
nonproductive forms of spending and we’ve done nothing to improve the 
efficiency of our tax system throughout this entire process. 

 
 And the government shutdown is just a great example of a case where 

we’ve imposed cost in the economy without getting any benefits in return. 
The shutdown most people are estimating probably took between 0.25 and 
0.50 percentage point off of GDP growth in the fourth quarter of this year. 
It’d probably be towards the upper end of that range, the thought that we 
haven’t even seen some of the effects in terms of the additional 
uncertainty that the recent government shutdown has created in terms of 
business fixed investment, maybe even household spending. But even that 
aside, a portion of the nation’s resource just sat idle for nearly three weeks 
and that’s output that we’re never going to get back.  

 
  Clearly, more troubling than the government shutdown a couple weeks 

ago, I was arguing that the government shutdown was going to be 
disruptive but was not likely to be a systemic macro event. I think that 
probably is still the case. The bigger issue was the threat of the debt 
ceiling and the default and the threat of default is a vehicle for making 
fiscal policy. 
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 The question that’s being posed here is, is US government debt different 
or special. And my answer to that is sure. I mean, I tell all my children 
they are special in their own ways and they grow and they change over 
time in some predictable ways and some non-predictable ways and that’s 
the same thing with sovereign debt. 

 
 I mean, special does not mean immutable. So I think the issues that we 

have to think about is the way that we’re currently following fiscal policy, 
is that going to leave a longer term imprint, will US debt hold the same 
status 10 years from now than it did 10 years ago? I think that case could 
be made that that is not going to be the case. 

 
 We’ve already threatened the debt ceiling, hitting the debt ceiling and 

potential default twice in two years. I think that’s probably imposed cost 
in the economy both tangible and intangible. The cost of running crisis-
driven fiscal policy are going to include higher interest rates, they hit the 
consumer and business confidence, greater uncertainty. 

 
 We saw that most clearly in the summer of 2011 when we had a big spike 

in financial market volatility, a drop in the price of riskier assets, a drop in 
consumer confidence at that time backed the levels that we had … that 
were as low as they were during the Great Recession and I think then that 
after that, we saw in the aftermath of that episode real economic 
consequences in terms of weaker economic activity in the United States 
that was clearly in part the consequence of the fiscal policy turmoil that 
we had in the summer of 2011. 

 
 This time around and Ángel is going to touch on this in greater detail next 

in terms about the financial market consequences, my sense is that the 
financial volatility was considerably less this time around. I think we’ve 
seen some effects probably on consumer sentiment and production. The 
CEA documented some of that in their report that they issued just 
yesterday, but my sense is that they have not been especially large.  

 
 Again, that doesn’t mean that we aren’t going to see a hit to economic 

activity in the fourth quarter, as I indicated, somewhere between a 0.50 
and 0.25% annualized rate in the fourth quarter. But I think more 
importantly than trying to add up the fourth quarter effects of the 
government shutdown, I think back earlier this year when we were doing 
our global economic outlook in April, we were arguing that the sequester, 
the increase in payroll taxes that took place earlier this year, the increase 
in marginal tax rates was many people are saying, “Geez, that’s great. The 
economy looks like it’s really shrugged those things off.” And I think we 
were less optimistic about that and thought that would in fact leave an 
imprint in activity and I think that’s what we’ve been seeing right through 
September. 
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 So we came into this period already showing less momentum than many 

people thought and now we’ve compounded that with yet another 
unnecessary round of fiscal uncertainty. And I think what that’s doing is I 
was expecting earlier this year that at least by the end of the year, we 
would probably begin to see signs that in fact the activity was picking 
back up. I think that’s no longer going to be the case and I think it’s likely 
to be into next year before we actually see any appreciable signs of 
improvement. So we’ve simply added to a pervasive environment of 
uncertainty that I think is holding back activity.  

 
 My colleagues at Macroeconomic Advisers did a study for the Peterson 

Foundation—the same benefactor, different organization—that took a 
crack at estimating the effects on the US economy, fiscal policy 
uncertainty in recent years, because we’ve kind of been running this very 
unstable and uncertain policy now since 2010. And they used a variant of 
a measure of policy uncertainty created by Baker, Bloom and Davis. They 
took out the elements of that policy uncertainty index that were related to 
monetary policy so they could focus just specifically on fiscal policy.  

 
 And when they did that, they observed that fiscal policy uncertainty 

between 2010 and the present was more than 50% higher than it had been 
over the period of 1986 to 2009. They also found that that measure of 
fiscal policy uncertainty was positively correlated with the price of risk 
and when they ran that through their models against the counterfactual, the 
supposed policy uncertainty had stayed as low as it was in the 1986 to 
2009, they found that this additional uncertainty that had been occurring 
since 2010 subtracted a few tenths off of GDP growth, accumulating to 
something over a percentage point on the level of GDP. And that’s about a 
half a percentage point on the unemployment rate so it’s pretty 
considerable. 

 
 Now, there’s plenty of reasons, there are caveats about how seriously to 

take that estimate. There are questions about causality, identification, 
whether or not it’s contaminated by the fact that the euro crisis was so 
intense in 2011 and some of that may be attributable, been picked up by 
this index. So I don’t think one necessarily needs to take the point 
estimates at face value but I think the general proposition—it’s a good 
effort to take a crack at estimating this—the general proposition that fiscal 
policy uncertainty has actually been a weight on activity in the US I think 
is one that holds some reasonable empirical content to it. 

 
 I do think if our efforts are all directed at trying to estimate point estimates 

on GDP effects on fiscal policy uncertainty. We’re actually looking at the 
wrong thing at some level. It’s important to do that but I think our focus 
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should be lower frequency and longer term in terms of thinking about 
fiscal policy recently.  

 
 Over the past month in talking to many participants in financial markets 

and with policymakers from around the world or here during the IMF-
World Bank meetings, I think the general response that I got from most 
folks was, “I can’t believe we’re having to devote this much time and 
energy to thinking about and discussing a potential default on US federal 
debt.” I mean, it was frustrating because everybody had a sense that this 
was a low-probability event but it’s also frustrating because it was 
necessary in the sense that even though it was a low-probability event, the 
costs associated with that event actually occurring were so large that any 
prudent economic actor would have to spend some time thinking about 
that and it was a huge diversion of attention away from the issues of real 
consequence. 

 
 Now, I’m a little more skeptical than Franklin is about the potential 

consequences had we actually hit the debt limit for any considerable 
period of time about whether or not that would have been a serious 
economic event. I think it would have been in part … financial market 
volatility, despite whatever promises the federal government might have 
made about making people whole eventually, the immediate consequence 
would have been enormous uncertainty. 

 
 Think about if in fact I had my letter from the Treasury saying that they 

were going to pay my check further down the road, taking that to the bank 
and trying to transact that, well, I mean this is sort of like having to use the 
Obama healthcare website to buy your groceries. It’s not going to be a 
very easy situation. 

 
 So I think once the shock of that hit, you would probably have had a 

recession or a recession-like situation that would have been very difficult 
to claw your way out of. So I think that would have been quite costly. 

 
 I just want to come back to a repeated flirtation with the debt ceiling and 

the potential default. I think it’s having deeper cost for us. And in some 
sense, we’ve fostered an environment where we’re allowing the termites 
to sort of begin to eat away at the foundations of policy credibility in the 
United States. The damage is slow, the damage isn’t always visible but 
nevertheless, the damage accumulates and I think that’s the situation that 
we’ve actually been living with for several years now. 

 
 And eventually, you’re going to find out you’re not living in this 

comfortable environment as you’ve been living in previously and I think 
those are the issues and the concerns that we need to have about the way 
that we’ve been going about business here. 
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 In economic and political terms, I think that means cost of funds are going 

to gradually increase; the trust worthiness, your [inaudible 00:39:33] 
among your foreign partners begins to erode, that has effects on our ability 
to conduct trade negotiations, foreign policy negotiations; reputational 
damage to the United States as a place to do investment begins to erode; 
and domestically, political confidence in our institutions begins to 
deteriorate. 

 
 And I actually think that’s a shame because the initial response in the 

United State to the Great Recession probably earned us some policy 
credibility with the aggressive responses that were actually put in place. 

 
 On the fiscal policy side, first President Bush in 2008, then a much more 

aggressive package by President Obama on the fiscal policy side in early 
2009, those were very quick responses than the normal criticism of fiscal 
policy coming too late. We can argue about how effective it was, how 
well-designed the packages were, whether they were big enough or small 
enough but they actually showed a significant policy response.  

 
  The Federal Reserve’s massive efforts to provide liquidity to the financial 

markets, I think probably buoyed world expectations about the financial 
outlook as well as their aggressive and I think creative monetary policy 
accommodation. 

 
 Financial reform came along later. One can again argue about how 

effective it was but the United States I think up through that period was 
seen as responding forcefully to a very serious crisis. Unfortunately, I 
think in recent years we’ve given some of that credibility back. We’ve had 
two flirtations with the debt limit, we’ve had the fiscal cliff and 
sequestration; and we’ve had the government shutdown now more than 
two weeks. And it hasn’t been pretty and it hasn’t been necessary. 

 
 In addition, I think there had been some implications of our fiscal actions 

for monetary policy as well and I don’t think those implications have been 
good. By frontloading all of this fiscal consolidation, we placed an 
unwelcomed burden on monetary policy. Fiscal policy basically turned 
restrictive as early as 2010. It became a major source of fiscal restraint this 
year in the order of 1.5 percentage points of GDP. 

 
 So in the face of this restraint, I think the Fed has been correct, right to 

maintain its highly accommodative stance but I see the mix of fiscal and 
monetary policy in the United States as decidedly suboptimal—too much 
reliance on accommodative monetary policy to overcome the effects of too 
much restriction from fiscal policy.  
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 And I’d argue that we’re relying on more uncertain effects from 
unconventional monetary policies to offset the more certain restraining 
effects of contractionary fiscal policy. So it doesn’t seem like the right 
combination of policies you’d want to put in place. 

 
 In addition on the policy credibility front, I think the Fed itself has created 

some difficulties with its communications since the spring that haven’t 
been helpful for US macro policy credibility. I think the talk of tapering 
was premature this spring. I think the Fed did too little to talk back 
expectations as they began to firm up in the markets that there would be a 
tapering starting in September, and now I think there’s considerable 
uncertainty about the timing of tapering and how that decision is going to 
be affected by the fact that we kicked the can down the road on fiscal 
policy yet again with a budget in January and probably debt ceiling issues 
really starting to cook up again starting in March. So it just hasn’t been a 
very good couple of years for policy credibility in the United States. 

 
 None of this is irreversible. I mean, with some adjustments, and not huge 

ones, we could alter the sequestration constraints and make some modest 
progress on entitlements and perhaps even raise some revenues. We could 
restore reasonable budget process that focuses on making the choices that 
we expect from our elected representatives. 

 
 With a lot harder work admittedly, we could perform our tax code, boost 

revenues and place our entitlement programs on a more secure and 
sustainable basis. 

 
  And I think in the absence of any additional fiscal restraint of significant 

magnitude or fiscal uncertainty that is completely unnecessary, I think the 
Fed could begin to execute some wind down of its extraordinary 
accommodation.  

 
 And if it does that without choking off the recovery or allowing inflation 

to pick up significantly, I think the Fed’s aggressive response to our weak 
economy is going to be viewed as quite favorable and I think their 
credibility would be gained back. 

 
 So I think all of that is within our grasp. Unfortunately, I’m not predicting 

all those wonderful things to come true. I think we’re still looking at a 
pretty difficult political stalemate that isn’t going to end any time soon. 
But for right now, I’d settle for getting off of this path that we’ve been on 
that relies too heavily on manufactured crises with their consequences for 
financial market volatility and economic uncertainty. We simply haven’t 
been doing any favors for an economy that’s continuing to struggle to 
break out of its relatively modest growth path.  
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So I will stop there and turn over the floor to Ángel. 
 
Ángel Ubide: All right. Thank you. Thank you very much for everybody to come here. 

Let me just try to explain a little bit what markets did during this period. 
Let me also say because I work at a financial institution that these are my 
views and not those of the institution I work for. 

 
 I was thinking as Anna was talking that had I known how difficult and 

complicated the legal intricacies of these were, I would have been much 
more terrified because I think there was a feeling in the markets that it was 
sort of an easy thing, the politicians were going to argue but they were 
going to get their act together. 

 
 Let me show you a little bit, some pictures of what the market did. Let me 

talk about what the euro area experience tells us for what has been going 
on and then whether there could be any medium-term consequences. 

 
 I think this is perhaps the most interesting chart of all. Were the markets 

worried? Yes. That’s the Treasury bill that matures October 24th, exactly 
tomorrow or in a couple of days, and there was a very clear worry that 
people holding those bills were not necessarily going to be paid at par. 

 
 As you can see, the normal, if you want to call it, yield of those bills was 

very close to zero until the end of September. And then we had that spike, 
the vertical line is the beginning of the shutdown. We had that spike in 
yields. If you want to look at it a little bit more closely, that’s the day-by-
day chart. When it got to almost $0.70, that bill was trading below par. 

 
 So somebody was thinking that it was not going to be repaid at full. It’s 

normal, right? We got very close to the 17th of October. In fact, the peak 
was on October 16th. So we got to the brink, we saw the brink and then I 
guess eventually, we all worked back when we heard the news from the 
Hill that there was a deal at the Senate that John Boehner was going to 
help us with some of the members of the other party. 

 
 So this is the picture I think we need to remember. Was there an impact? 

Yes, there was an impact about the near term, about not being paid 
immediately. 

 
 Now, there was some contagion to three-month bills. So, it wasn’t just 

about not being paid tomorrow; it was a little bit of worry about, well, if 
these guys do it next week, maybe they also will not be paying all the 
money back in the next couple of months. 

 
 So there has been a little bit of more fundamental worry about what the 

outcome of all these negotiations are going to be. This is perhaps another 
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way of looking at it. That is the one year CDS. A CDS is a credit default 
swap. So essentially, it’s an insurance in case you are not paid for the bond 
that you would be holding. 

 
 So this tells you what the probability of not being paid over the next 12 

months was as priced by the markets. You can see the spike during the 
previous event in 2011 and then the spike during this event, about similar 
orders of magnitude. 

 
  The interesting thing is two of them. First, it went close to 80 which is 

way higher than the likes of Mexico or Brazil were trading at that time in 
case you want the relative pricing of what those probability means. And 
the second is that it’s not back to normal.  

 
  So again, financial market participants, at least those that are putting their 

money where their mouths are, are still considering that is a little bit 
higher than normal risk that these events are going to come back and that 
again, the probability of an accident, why not, is not just zero. And I think 
that is something that we have to keep in mind. 

 
 And it is important we keep it mind because that was about it. When you 

look at 10-year yields, you don’t see it in the chart, right? Look at the part 
there over to the right, it’s just a small blip compared to the moving yields 
due to the tapering talk that Dave was alluding to before, that’s nothing. 
You wouldn’t be able to find it in the chart. 

 
 Now, in the 2011 situation it was different but remember, there was a 

major move in stock prices around the world as well. So you cannot really 
say that that was just a result of the specific probability of default of those 
events.  

 
 The dollar, again, you don’t see it in the chart. That’s the evolution of a 

dollar index, essentially the US dollar versus the major currencies. You 
don’t see any impact and again, you see much more impact of the tapering 
talk in the prior months than about this. 

 
 Very interesting. The impact on volatility, that is an index of the implied 

volatility on options on the dollar, essentially what markets are expecting 
in terms of the uncertainty about where the dollar is going to be trading 
over the subsequent days or months. The higher that number, the bigger 
the uncertainty.  

 
 What do we see here? What we see is that the uncertainty went very high 

during the tapering talk but essentially was quite low during this process 
of the debt ceiling. So there was no fundamental impact as far as, if you 
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want, the underlying factor supporting the US dollar but as I said, there 
was a lot of worry when the Central Bank was talking. 

 
 The same thing happens with the stocks. The S&P was not affected. 

Again, the 2011 story is different because it was a global event. Let’s not 
forget that.  

 
 And the volatility, this is the VIX which is an equivalent index of 

uncertainty, if you want, in the forward-looking fault as of where stock 
prices are going to be was basically similar to that of the taper event. 

 
 So what is the conclusion that we get from this? It’s the second time 

markets saw it coming so they priced some disruption but not too much. 
Now, that’s what we can see.  

 
 What we couldn’t see is a little bit more worrisome and let me go through 

some of these issues. What we couldn’t see is that there were some 
conversations according to some media reports of clearinghouses asking 
clients not to post October bills as collateral, and that is an issue and I will 
explain later on why. 

 
 Similar reports of institutions starting to rewrite the legal documentation 

that underlies those collateral contracts. Up to now, apparently this 
documentation doesn’t consider the possibility that you could write down 
the collateral value of US Treasury. Nobody thought about it. Well, now it 
seems that some conversations about that are happening.  

 
  There were reports of market infrastructure of financial institutions 

adapting to handle delays in coupon payments. Again, a surprise to a lot of 
people but that was just not technically possible apparently. 

 
 There was discussion of potential rating actions tried during the IMF 

meetings. There was a session with Standard & Poor’s. There were some 
conversations about what would be the rating of the US if they were to 
default on a coupon payment and one of the options that were debated 
was, well, you go to selective default which is essentially the rating that 
Greece got after the PSI, after the private sector involvement. 

 
 But more interesting was the commentary and what happens after selective 

default, because that’s a rating that only holds for a very small limited 
period of time. And the answer was nobody knows because you don’t 
really know what to do, right? This is an event that nobody has ever 
thought about basically defaulting for the sake of it. And that is the kind of 
thing that rating agencies apparently didn’t have a very good idea of how 
to handle, at least at that time. 
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 So there is one conclusion from this. Could it be that the impact of these 
events has been mild because there were restrictions to the impact in terms 
of the legal documentation, in terms of the payment systems? If it was 
easier to write down the value of the collateral, could it be that we would 
have seen bigger moves in the value of those Treasury securities? I don’t 
know. But I would worry that these changes to some of the legal 
documentation are happening at this time. 

 
 So that’s essentially, I think, the lesson we have to take from this. Were 

markets complacent? Yes and no. There were some disruption [inaudible 
00:54:02] being priced. I also think that markets were anticipating a policy 
response if something were to go wrong. So to some extent, we can say 
that there is a little bit of moral hazard if that’s the word that we want to 
use, right? 

 
 We know that the political process is where it is. We know that the 

policymakers understand that and are trying to get ready for that. So there 
is a little bit of a circularity here but frankly, I wouldn’t take that for 
granted because we know that accidents happen. And because we know 
this, there is less market pressure on the politicians and therefore they also 
find accidents perhaps increase. 

 
 And I think more importantly, the more this happens, the more markets are 

going to think that it’s going to have a happy ending. So what? If then the 
accident comes, perhaps we will not be ready for it.  

 
 Let me say a word about is this Europe, is this the euro area, is this 

Greece? How does this compare to it? Well frankly, we have a very 
intense internal debate here at the Institute and some people say that this is 
just the same thing. It’s a political strategy of pushing things to the brink. 
It’s policymaking by crisis. 

 
 And this has a cost. As Dave was saying before, it increases uncertainty 

and it generates slowly those micro changes that at the end become macro 
cost. That is the need to hatch because you don’t really know, because you 
don’t want to be that firm that got caught on the wrong way because there 
was a default, because it was obvious it was coming, because it was being 
telegraphed in the newspapers. 

 
 And this can dent long-term potential growth of any economy. This is 

basically what has happened with Europe. I don’t think you want this to 
happen here. 

 
 Now, what is different? Frankly, it’s the behavior of the Central Bank 

because there is a buyer of last resort, right? They are still doing 
quantitative easing. The Fed essentially, one of the reasons as far as we 
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have been told via the minutes they didn’t taper in September is because 
they were worrying about what the Congress was going to do and I think 
there is no doubt whatsoever that the Fed will continue to accept 
Treasuries as collateral. So US Treasuries are still considered risk-free 
even if there was some small probability of a very small precise default 
and I think that’s what makes essentially the difference with respect to 
what happened in Europe. 

 
 Now, what if these were to change? I think the best way to think about this 

is that a risk-free asset—using the terminology of Gary Gorton, Olivier 
Jeanne and others—is that a risk-free asset is one that is informationally 
insensitive essentially due to a need to worry about whether it’s risk-free 
or not. It’s always risk-free. You don’t need to worry about that every day, 
right? 

 
 That’s what makes an asset good for collateral use because you post it as 

collateral and you don’t really need to worry whether the value of that 
collateral is going to change every single day. 

 
 Now, if US Treasuries were to become non-risk-free, well we’ve seen that 

movie twice. One when we had the problem with mortgage-backed 
securities in the US, right? All of a sudden, all those triple A tranches 
became non-triple A. What happens then is that the nature of that asset 
changes from being risk-free to not being risk-free. It’s priced in a 
different way; it’s priced on probability of default. It can no longer be used 
as collateral. 

 
 And the same thing happened with euro area periphery bonds. So when 

that happens, bonds become credit which essentially means you no longer 
think about the price of a bond in terms of the long-term nominal yield but 
you’ll price it in terms of whether you are going to be repaid or not. And 
then when things get weak, the price of that bond falls and the interest rate 
increases which means the interest rate becomes procyclical. The weaker 
the economy is, the higher the interest rate. 

 
  Think about what has happened to Spain or Italy in the last couple of 

years. You don’t want that to happen to you because that only accelerates 
the process of economic deterioration. 

 
 You also have very sharp deleveraging. Nobody wants to hold those 

pieces of paper. And then frankly we will have to ask a question, what 
would the Central Bank do? Would the Central Bank continue to run 
monetary policy using assets that are dubious as their main instrument or 
not? I don’t know what the answer is but frankly, I don’t think that’s a 
situation in which they would like to put themselves into. 
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 Just a final thought dedicated to Fred and others. What would happen to 
the US dollar? So the US dollar essentially, we are already moving 
towards some multi-reserve currency war. We know that, right? The US 
dollar is still the main reserve currency but over the last few years, part as 
a result of the crisis, part as a result of these fiscal shenanigans, part as a 
result of what happened in the euro area, countries are starting to 
accumulate reserves in other currencies. 

 
 So the exorbitant privilege is still there but I wouldn’t take it for granted. 

Just to give you a couple of numbers, the share of global foreign exchange 
reserves in the world using the latest data from the COFER database from 
the IMF, shows that US dollar represents around 62%, euro is around 24% 
and then pound, sterling, Japanese yen, around 4% and other minor 
currencies. 

 
 Now, the US dollar share has declined from 72% to around 62% over the 

last decade, two decades. The US share increased from 18% in ‘99 to a 
peak of around 28% in 2009. It only declined by 4 percentage points 
during the crisis.  

 
 So now think about this. Now, the euro area is back in shape. The one 

reason why the dollar has remained solid if you want the last few years is 
because the euro area also had its own problems. So if the euro area were 
to now move clearly and decisively towards a political fiscal banking 
economic union that they are saying they are going to do, that 
convergence in the share of global foreign exchange reserves could 
continue and it could accelerate.  

 
 So I wouldn’t take as an example the little market reaction that we have 

seen in order to make a forecast of how much market reaction there will be 
in the future. And I’ll just leave it there. 

 
Fred Bergsten: Thank you all for giving us a very rich background for the conversation. I 

just want to ask two questions to start off and then we’ll open it up. My 
first question is to Professor Allen. I thought you made the most striking 
statement in the whole program so far when you said that use of the trust 
funds you thought could in fact stretch out the date of any default 
requirement and I think you said for weeks, even months, even to the next 
election which is a year from now.  

 
  That’s actually a rather stunning thought. That was certainly not part of 

the general conversation in the run-up to a week ago. It could affect the 
run-up to three months from now if that became a widespread view. So 
elaborate a little bit. Tell us if you think that is really the case and I would 
invite the other panelists to chime in as well. 
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Franklin Allen: So my understanding from the essays that Professor McConnell and 
Professor Jackson did is that they both say that there is legal authority to 
use the trust funds to liquidate securities and make payments on Social 
Security. 

 
 Now, that’s not 100%. There’s some doubt about that. But the second 

issue then is how much of a deficit are we running and one of the things 
that’s happened of course is because we’ve had a big increase in tax 
payments, the deficit’s gone down significantly. And all of those things 
mean that it becomes much easier to do these kinds of machinations 
whereby you’re stretching out because you get to a certain point you’re 
basically not really having to do that much at all in terms of delaying 
payments. 

 
 And Anna and I were just talking about this before we came down and one 

view is that actually, it wouldn’t be that difficult to go sometime. Whether 
we could go a year or not, who knows? And I take Dave Stockton’s point 
that it could be pretty bad so there will be a lot of political pressure. 

 
 But on the other hand, I think the Obama administration’s strategy of not 

negotiating must have been based on some sort of notion that they could 
actually go through the debt ceiling and continue for some time and so 
that’s why I think it’s an interesting possibility. 

 
Fred Bergsten: Anna, you want to tell us if that’s all legal? 
 
Anna Gelpern: Oh, sure. So this was done in 1985. So at a minimum, what we know is 

that this was done by Secretary Baker in 1985 and that there was some 
effort later to legislate a prohibition on withdrawals from the Social 
Security trust fund and that bill did not pass and there’s a controller-
general opinion on this. 

 
 So it’s far from crazy. It’s perfectly sensible. And then you have to look at 

the flows and we’ve gone from a situation where debt was something like 
40% of the monthly payments to I think we’re in the 20s now so if we 
went down to 10%, then we could just take care of it with Social Security. 
But you aren’t rating the Social Security trust fund so it’s hardly attractive. 

 
Fred Bergsten: But there’s really no Social Security trust fund, is there? 
 
Anna Gelpern: It’s just a bunch of pieces of paper in a file cabinet. Is that correct, Fred?  
 
Fred Bergsten: Yeah. 
 
Anna Gelpern: Yes. 
 



23 

Fred Bergsten: Anybody else on this?  
 
Dave Stockton: Well, if this is true, that certainly is helpful. But here’s why I’m still not 

totally comforted by the prospect of what would happen if in fact we hit 
the debt limit and even if we didn’t default immediately. 

 
 I still think the initial effect of this would be a shock with some significant 

negative feedback on the economy even if it was just from the uncertainty 
and confidence effects. As that happens, your revenues are going to start 
dropping rather significantly and given that you’re in essence now the 
good news of how the deficits decline is going to be working in reverse 
and I think you’re going to be under more pressure than you might think 
that first year even if you could pay the Social Security recipients with the 
trust funds. 

 
 So I’m happy to hear this, and I didn’t know that, but I’m not totally 

calmed by it. 
 
Fred Bergsten: Ángel, market reactions? If they do this in January or February, what’s the 

market reaction to this kind of response? 
 
Ángel Ubide: I think I wouldn’t recommend it. I can see different ways in which the 

market would react but when the issuer starts selling its own things, I 
don’t think others want to hold that and I would take that very seriously. 
So this would be a solution that maybe buys them a month or two but 
essentially, I don’t think it would increase the confidence in the system. If 
anything, it would decrease it and it could create a sentiment in which you 
can imagine that other holders especially foreign are also going to start 
selling those Treasuries. 

 
Fred Bergsten: Bill Cline has a two-hander.  
 
William Cline: An economist would set the debt ceiling at net debt, that’s 11 trillion. The 

legal debt ceiling includes the holdings by Social Security and Medicare, 
et cetera, and that puts it all the way up. So if you start down this road, you 
got maybe 4 trillion that you could just run down the holdings of your 
government debt by these trust funds. This 30% of GDP, you can go for 
ten years. 

 
  I mean, I think this idea needs to be explored and it’s basically … there’s a 

much smaller idiosyncrasy. Again, it’s a net versus gross 
misunderstanding. We’re increasing our debt by $100 billion a year 
because of our student loan programs without taking any credit for the fact 
that we’re increasing our assets by 100 billion a year correspondingly. 
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 Now, I think there may be some incredibly right possibility here to shift 
the net—to make the gross debt figure, approximate the net debt figure 
over—and that could be quite a remarkably powerful possibility. It’s also 
possible that I’ve misunderstood what you say because this is so 
potentially powerful. 

 
Fred Bergsten: Okay, anybody could come back on that? Sure. 
 
Anna Gelpern: Just as a technical matter, this is not an option available for all debt held 

by the US government. This is quite particular to some funds to the extent 
it’s available and just because it’s available of course doesn’t make it 
remotely a good idea. 

 
Fred Bergsten: Okay. Let me open up to the floor and see what questions you have. Mark, 

please go to the mic and identify yourself and fire away. 
 
Mark Finley: Thank you. I’m Mark Finley with BP and I’d like to thank you and the 

panelists for putting this topical session together. I guess my question 
primarily is for Ángel but I’d welcome all the thoughts from the panel. It’s 
not just pricing US Treasuries that becomes an issue if US Treasuries are 
not perceived as risk-free, all of modern finances premised on pricing all 
assets on risk-free assets. 

 
 So my question is if there’s no risk-free asset, how does anything get 

priced? I mean, is that just an academic question or are there real practical 
ramifications of that? 

 
Fred Bergsten: Ángel? 
 
Ángel Ubide: Absolutely. You are absolutely correct. Then you create a very serious 

problem. And the experience we have seen in the euro area is that 
basically financial markets become dislodged. I mean, you lose the anchor 
and then it is very difficult to price comparable securities across countries 
and all that. So it is not academic. It is very fundamental. 

 
 In the case of US Treasuries, I think it would be even worse because it is 

the risk-free asset in the world, right? I mean, it’s a problem if Spain loses 
that condition for a while. I think it’s a different problem if the US does. 

 
Fred Bergsten: Ángel, suppose this did happen here, would German bunds for example 

then become viewed as the closest thing to a risk-free asset and become 
the new benchmark and would that be an adequate substitute in the 
markets or answer to Mark’s question? 

 
Ángel Ubide: It could but the volume is different. I mean, the volume of bunds is a 

fraction of the volume of US Treasuries. So I think the global financial 
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system would have a major problem if US Treasuries were to become 
suspect. 

 
Fred Bergsten: Sherman. 
 
Sherman Robinson: Sherman Robinson. The debate on the legal issues kind of drives home I 

think a lesson we should learn: never ask a lawyer whether something is 
legal. Know what you want to do and ask him how to make it legal.  

 
 In this case, I kind of like the 14th Amendment but I think it’s easier to use 

the statutory argument. The president announces that he’s got a problem, 
argues that the tax law and expenditure law effectively amends the debt 
limit law and then says, “I’m going to instruct the secretary of Treasury to 
sell bonds.” 

 
  Then what? You could impeach him, House could do that. I’d love to see 

the argument we’re going to impeach the president because he saved the 
global economy. You could also then sue him but it’s not at all obvious if 
anyone has standing to sue. There’s no damage. I’d like to hear that. 

 
Fred Bergsten: Okay, answers. Anna. 
 
Anna Gelpern: So look, that’s why I’m not quite siding with Professor McConnell saying 

this is flat out unconstitutional. I think there are some fabulous arguments 
why it would be and I think all those arguments run into the basic 
question. The way you do this is you hold an auction. Assuming 
everybody shows up and buys at some acceptable discount, then what 
happens to all the markets that Ángel and colleagues have been talking 
about, right? 

 
 And so it’s by no means clear to me that by being clever, we’re actually 

saving the world’s economy. And when you have an absolute free pass 
frankly for 45 days with the Impoundment Control Act and that’s 
assuming no Social Security, right? 

 
 So one option buys you time if you think that’s what you need. The other 

option brings forward a confrontation if you think the uncertainty is 
acceptable, that’s fine. But it’s not a legal question. It’s a question of 
what’s your view of the world. You may well win in the end at what cost. 

 
Fred Bergsten: Again, let me ask the rest of the panel, Professor Allen, Ángel maybe, all 

three of you, suppose Obama bonds are issued as Anna called them, is this 
a class B security, a class B Treasury? Does it differ, different yields, 
different liquidity features? How different would this be? And would that 
make a big difference? 
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Franklin Allen: So what Professor McConnell argues in his piece is that they wouldn’t 
have the full faith and credit of the US government and therefore it would 
be a class B bond and people would be reluctant to buy it and that’s a legal 
issue. There would certainly be great uncertainty about this and that might 
lead to a significant discount. 

 
 Let me just mention some other points. There are a lot of technical issues 

or technical ways you can get around this. One of the ones that gets 
repeated in the press quite often is that if the Treasury could mint a trillion 
dollar platinum coin because coins aren’t subject to the debt limit. 

 
 Another very interesting one which I only heard recently which I was 

reminded of by the statutes that Anna put up, the debt limit as according to 
par. So if you pay very high rates of interest on bonds, they’re going to 
sell for way above par and so the government can actually raise a lot more 
money by selling those kinds of bonds and get around the debt limit that 
way. 

 
 So there are many ways to do it which don’t require these kinds of things, 

but the government said they’re not going to do that and hopefully we 
won’t come to that. But there are other ways other than Obama bonds, as 
they’re called, of doing these things. 

 
Fred Bergsten: Mike, a two-hander, and then to Lee. 
 
Mike Perl: Mike Perl, independent consultant. I’m curious about the Federal Reserve 

in this story that we’ve just been talking about. One presumption was that 
the Fed could buy the defaulted debt, and I think the Federal Reserve Act 
is sort of silent on this and so maybe silence means okay. But, Anna, you 
indicated that these Obama bonds might be ultimately assumed by the 
government and the comment was just made about whether these are full 
faith and credit. 

 
 So I’m wondering whether another presumption that seemed to be present 

in the market should be questioned which was that the Federal Reserve 
could participate in that market either purchasing or doing repurchase 
agreements with these so-called Obama bonds. 

 
Fred Bergsten: Go ahead. 
 
Anna Gelpern: So just as a practical matter, is there any way that Treasury would issue 

anything through the debt ceiling without having figured this out with the 
Fed, right? So it’s all going to be part of the same legal and market risk 
assessment. I mean, that’s sort of my totally pragmatic view. 
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 The very most straightforward simplistic reading of all the language 
together is that debt that’s not authorized by the Congress is questionable. 
There are, as I said, brilliant arguments that say why the question should 
be resolved in favor of breaking through the debt ceiling. The question is 
how much time you want to spend on the question. 

 
Fred Bergsten: How about figuring it out with the People’s Bank of China? They’re the 

second largest creditor and I could imagine working out some 
understandings with them on how the Obama bonds were backed up. Back 
in my days at Treasury a long time ago, we sold Carter bonds to the 
Bundesbank, the Swiss National Bank. Those were denominated foreign 
currency. They were off market. They were done with special bilateral 
agreements with those central banks. 

 
 To our intention and I think it worked out that way, it didn’t have much if 

any effect on the private markets. So you kind of lined up. Our purpose of 
course was the exchange rate, not funding the debt. But if your purpose 
was funding the debt, why couldn’t you talk to some big creditors? 
Unfortunately, you’d be blessing their continuing to accumulate dollars 
which means intervening to keep their currency weak—they don’t care for 
that too much—but maybe if the payoff was to keep financing the debt 
without having to go these other ways, maybe it wouldn’t be so bad.  

 
 What about the negotiating with the foreign creditors, any views on that?  
 
David Stockton: We have a political view that picturing President Obama going to the 

People’s Republic of China to get around the United States Congress 
could present certain problems of appearance that might make that 
difficult to actually implement. 

 
Fred Bergsten: Maybe it might suggest to the Congress that they ought to act. 
 
David Stockton: But I think many of the things that we’re talking about here are all about 

very significant second best. So what would you do in these 
circumstances, nothing or something that might be questionable or 
questionable legally, have uncertain economic effects?  

 
  I mean, you’d have to put that in some sort of game theoretic model to try 

to understand what the administration would want to try to force the 
Congress to quickly back off by just doing nothing or would it want to 
send some appearance that it had a plan that actually could get around 
things but then risk extending this period of turmoil even longer. So I’m 
not sure how that works out because I’m not a political scientist but I 
could see lots of difficulties there. 

 
Fred Bergsten: Lee? 
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Lee: I have a comment and a question. So my comment is that to me, a lot of 

this is a political debate here. I mean, the Congress is trying to wrest 
power, or at least the House, power from the president and get certain 
concessions from it and if it’d go to China or do the Social Security, I 
think it will have its own political repercussions and one of the game 
theoretic issues is what kind of leverage does Obama lose relative to the 
House if he does that or he goes to China? I mean, those have real political 
implications for the next battle they go to. 

 
 But to go to the question, if the president says he sees the conflict, the 

arithmetic problem and to get around that, he’s going to issue more debt, 
I’m not sure why he would issue Obama bonds as opposed to more bonds 
and make them all fungible with each other. Why would he want to 
identify something? 

 
 As long as he’s breaking through whatever the Congress had said as the 

debt limit, I don’t understand why it would be in his advantage not to just 
issue four-week bills and one-year Treasuries and make them all fungible. 
It’s not in his interest to make them separate. 

 
Anna Gelpern: Absolutely, and I didn’t make myself clear. It is not that he would want to 

issue Obama bonds. It is that by definition, the bonds that are issued 
without the authority of the Congress are allegedly, that’s what the 
challenge is going to be. That’s what the request for declaratory judgment 
is going to be. 

 
Lee: Well, will they be identifiable after three weeks? 
 
Anna Gelpern: Well, Ángel, you tell me. I mean, they have their CUSIPs, right?  
 
Ángel Ubide: They have their numbers. 
 
Lee: But if you look at the debt level, it goes up and down on a daily basis. It 

doesn’t go up every day. 
 
Ángel Ubide: No, no.  
 
Anna Gelpern: That’s precisely the point. 
 
Ángel Ubide: What I think Anna is trying to say … 
 
Lee: Which of those bonds was above and which was below? It’s not … 
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Ángel Ubide: Well, either you open a new bond or you reopen one but it would be clear 
to people buying them which one … I mean, they have a unique 
identification, right? 

 
Lee: Surely they do. 
 
Ángel Ubide: Well, they would become off the run immediately and they would say that 

a discount … 
 
Lee: Which ones were issued the day you were above and which ones were … 

and if you were just below and you issue them, which half of the ones that 
you issued that day were above and below? I think they can make them 
very [inaudible 01:21:15]. 

 
Anna Gelpern: That’s precisely the point. Is that the conversation you want to be having? 
 
Lee: Yes. 
 
Anna Gelpern: And I think if that’s the conversation you want to be having, if you think 

that we can handle that conversation, I think we’re in much safer ground 
and I … 

 
Lee: No, it’s clearly not a conversation you want to have. 
 
Fred Bergsten: This is all in the realm of second, third, Nth best so we know that. 
 
Lee: But the best hope would be, I would think, that they didn’t win very much 

this time. They did back down. Boehner allowed a vote that only got 85 
Republican votes and will he, having seen that, be willing to do that, has 
Obama won this, at least for this Congress in February. The real question 
is what happens in February and March, we’ll go through it again. 

 
Fred Bergsten: Okay, next question. Young lady here and then a couple more. 
 
Heather Ross: Heather Ross, Resources for the Future. The tea party is the in-house 

shock troops of the Republican Party and so they’re allowed to run with 
their action because they’re doing things that the party hopes to achieve in 
terms of policy. My question is on the magnitude of what you’re talking 
about, the costs of doing this brinkmanship so high that it will cost the 
party and the money in the party to reconsider and put a stake to the heart 
of its hard right people because of course it could. 

 
Fred Bergsten: Well, I think we’re all saying that the range of items discussed here are 

decidedly inferior to a fundamental solution to the underlying fiscal issues. 
And so the answer would have to be yes. Whatever was necessary 
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politically to get to that proper outcome, I think all of us would be for it. 
Yes, ma’am. 

 
Wendy Edelberg: Hi, Wendy Edelberg from CBO. I think I have a question for Ángel. So 

I’ve struggled with how to interpret CDS spreads and what signal to take 
from them. Do we know how much money would change hands if there 
was a default and do we know who’s on the other side of these contracts? 

 
Ángel Ubide: The answer is I don’t know and it’s not obvious what happens if … first of 

all, we need to know who’s selling you the CDS because if this were to 
happen, whether that institution would still be able to pay you. But I think 
what I was trying to show is that the reaction of the move and I think that 
matters. I think that signals something at the beginning and we can discuss 
whether it’s meaningful or not. 

 
Wendy Edelberg: I mean, so certainly, up is bad and down is better but, like, I don’t know 

who these people are who are … I frankly don’t know who’s on either side 
of the contract. 

 
Ángel Ubide: I don’t know either. I can imagine that the person buying the insurance is 

somebody who’s holding a lot of Treasury bills and the seller is a dealer 
but I don’t think we can know. All I’m trying to say is that I agree with 
you that the concept of a CDS on US Treasuries is an amorphous one 
because of the circularity here but I think the move, the direction of the 
move that is consistent with some of the other things I was showing is 
telling you something, that is people got a little bit worried. And I think 
it’s important to note that. 

 
Franklin Allen: If I could just say one thing. So we do have a chapter in the book where 

these questions are addressed. So Richard Squire from Fordham 
University wrote chapter 7 which is a market for the end-of-the-world 
insurance, credit default swaps on US government debt where a lot of 
these issues were pondered. 

 
Anna Gelpern: And the net volume is much smaller than everybody else for what it’s 

worth. 
 
Fred Bergsten: Doug. 
 
Doug Hamilton: Doug Hamilton with the Peterson Foundation. I have a two-part question. 

The first is as you look forward over the next several months, how do you 
think this is all going to play out? Are we going to have another 
confrontation with the debt ceiling or not? And second, what would be the 
impact on financial markets in the economy if the debt ceiling were 
completely taken off the table with the adoption of something like the 
McConnell rule? 
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Fred Bergsten: Who wants to brave that one? 
 
David Stockton: So I guess my … I don’t do economic forecasting that well so I can’t 

imagine I’ll do political forecasting any better but my sense would be that 
we’re not likely to have another eminent repeat of the sort of debt ceiling 
brinksmanship that we had this time around because it proved to be so 
unproductive and so unrewarding for those parties that we’re actually 
pursuing it. So I think we’ve reduced there. 

 
 I think on the budget itself, we are either going to be somewhere between 

remaining at the full sequestration levels or perhaps easing up a bit on the 
sequestration levels and allowing some reallocation across the various 
categories of the budget in the interest of both parties perhaps to do that so 
no major change on the fiscal policy front. 

 
 So if the debt ceiling were completely removed, I think there’ll be a small 

positive for financial market developments and some easing of concern 
about the conduct of fiscal policy in the United States as I indicated, sort 
of the cumulative effects of that, the way that we’ve been managing fiscal 
policy, have been negative and I think that would ease up on some of 
those negative effects. 

 
Ángel Ubide: I fully agree, yes, for the record. 
 
Fred Bergsten: One more question in the back. 
 
Robin Harding: Robin Harding from the Financial Times. This is a two-part question. First 

on the debt ceiling, is it actually possible constitutionally to get rid of the 
debt ceiling completely given that the constitution gives Congress the 
power to borrow? And then second, just to follow up on Mike Perl’s 
question, I’d be very interested in what Dave Stockton had to say about 
what the Fed’s attitude would actually be in this post debt ceiling world. 
What would the Fed be trying to do? Would it just be trying to ease 
financial market conditions or would it be looking to do something more 
expansive do you think? Thank you. 

 
Fred Bergsten: Anna, you want to do the first one? 
 
Anna Gelpern: Yes. They just suspended it until February 7th clean. So, no number until 

February 7th. So, absolutely. If they wanted to, they could give the 
president authority to borrow with no ceiling, maybe with other conditions 
but it’s theirs to give up. 

 
David Stockton: I think the Fed would be in an exceedingly difficult position in a post-debt 

ceiling world. I would love to be able to pretend whatever it was doing, it 
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was doing at the direction of the Treasury and as the Treasury’s fiscal 
agent, as a practical matter in terms of actually responding by let’s say 
expanding significantly quantitative easing, there would be enormous 
tensions within the committee about whether or not that was appropriate in 
the extent to which they … and I think the Fed’s credibility and political 
independence which have become under greater threat in recent years will 
be put under much greater pressure and I think it would be difficult to 
know exactly where they’d come out but they would not be happy about 
being put in this position. 

 
Fred Bergsten: Back to the analogy with Europe, would that then make the Fed more like 

the ECB? And I raise it because the ECB has basically functioned as the 
government of Europe in this crisis. There was no government of Europe 
and so the ECB had to play the role of the government at many stages in 
providing financial resources to avoid the crisis. 

 
 If the US government essentially was rendered impotent in position of the 

debt ceiling, would the Fed then have to be the government of the United 
States for those purposes at least for that time period? 

 
David Stockton: So the Fed would then be put in a position of trying to adjudicate between 

two political polls in the United States. This I think would be a very … it 
won’t be seen … sometimes the political body politic wants the Fed to act 
because the body politic doesn’t want to take a difficult decision. 

 
 I’m not sure in this case that is how the Fed’s actions would be viewed if it 

was viewed as supporting an ability to reduce the pressure on the 
administration to take the direction that some members of Congress 
wanted to take. 

 
 So you’re right. It moves the Fed in that direction of making it even more 

political in that sense, but I think the circumstances would be much more 
contentious politically than even they’ve been for the ECB. 

 
Fred Bergsten: Well, it’s clear that everybody would be distinctly uncomfortable in that 

situation and so we hope it doesn’t happen. But hopefully, today’s 
discussion shed a bit of light on what could happen and at least some 
possible alternatives. We thank our speakers enormously for both 
initiating the idea for speaking so eloquently and articulately on the points.  

 
  So, Anna, Frank, Dave, Ángel, thank you all very much. Thanks to all of 

you for attending. Meeting adjourned. 


