Center for American Progress Action Fund

e

Donald’s Default

By Brendan V. Duke, Ryan Erickson, and Molly Cain  August 2016

Pundits frequently credit Donald Trump’s rise, at least in part, to long-standing frustra-
tions some Americans have with an economy that they believe is not working for them.!
For some, Trump’s brashness is a refreshing departure from a political culture that seems
more responsive to the interests of major corporations than to the economic worries of
ordinary working people and their families.* But the sum of Trump’s economic policies
makes it clear that they are a recipe of riches for trickle-down conservatives and billion-

aires far removed from working families.

As in other issue areas, Trump has offered inconsistent or even outright contradic-
tory economic plans—take the minimum wage, for example’*—but overall, his vision
for the economy shows that his loyalties are not with the American workers who feel
they have been left behind. Rather, his loyalties are with the league of trickle-down
conservatives who champion the policies that help billionaires such as Trump pull
further ahead as middle-class workers struggle to keep up. Just last week, in a speech
to the Detroit Economic Club, Trump laid out his clearest vision yet of the economic
policy changes he would prioritize as president: tax cuts that favor the wealthy, includ-
ing a reduction in the top tax rate, the elimination of the estate tax, and a doubling
down on other tax treatments that help the wealthiest while removing safeguards that
have protected Americans’ consumer, environmental, and other economic interests.
Like proponents of trickle-down economics before him, Trump ignores the mounting
evidence that the policy has failed to produce income and other economic gains for

anyone except the wealthy.*

In his speech last week, Trump changed aspects of the tax plan he proposed in
September 2015,° but he stayed consistent on the theme of helping the wealthy at the
expense of middle-class families. An analysis by research firm Moody’s Analytics that
looked at Trump’s earlier tax proposals estimated that full enactment of his policies

on tax, immigration, and trade—that is, slashing taxes by $9.5 trillion in a way that
overwhelmingly benefits the richest Americans, deporting the country’s 11.3 million
undocumented immigrants, and significantly altering U.S. trade policy—would start a
recession in early 2018 that would last into 2020. There would be as many as 3.5 million

fewer jobs by the end of his first term as president.”
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Still, in his speech on Monday, Trump left out a key piece of his plan for the economy: A default on the
his proposal to make a so-called deal on the national debt to not fully pay back U.S.
creditors—essentially a default.® Such a move would cause a sharp increase in interest national debt
rates, as lenders would require extra money to compensate them for extra risk.
could cost a typical
The Center for American Progress Action Fund estimates that this would have a ripple
effect throughout the economy, destroying middle-class wealth and jobs. A default on homeowner $ /2,000
the national debt could cost a typical homeowner $72,000 in lost home value and kill 3
million jobs.” And this default may be one of the very first actions that Trump takes as in lost home value
president, since the United States will need to raise the debt ceiling in March 2017."°
and kill 3 million jobs.
At the same time, Trump would increase the chances of a financial crisis and remove
economic safeguards for middle-class families by repealing the Dodd-Frank Wall Street
Reform and Consumer Protection Act of 2011—the most sweeping financial regula-
tion enacted since the Great Depression." While Trump sometimes has advocated for
complete repeal and at other times pledged to release a financial regulation platform that
would be, in his words, “close to a dismantling of Dodd-Frank,” the consequences to the
U.S. economy could be grave.'> This would amount to the most rapid financial deregula-
tion in history, as it would eliminate regulations on derivatives, known as weapons of
financial mass destruction;'® abolish stronger capital and liquidity requirements on large
banks; dismantle the Consumer Financial Protection Bureau, or CFPB, and more. And
a President Trump would find strong support for this deregulation in Congress, as Rep.
Jeb Hensarling (R-TX), the chair of the House Financial Services Committee, put out a

proposal to dismantle Dodd-Frank this summer."*

With characteristic bravado, Trump has asserted and reasserted a vision for the econ-
omy that would cause real hardship to millions of American workers and families, all
under his banner of “making America great again.” But instead of offering a road map to
broadly shared economic prosperity, Trump is championing an economic plan that will
dramatically reduce middle-class wealth and limit workers’ access to jobs, even as he
proposes massive tax cuts for the wealthiest Americans. It is difficult to understate the

drastic consequences of an economy under a President Donald Trump.

Donald Trump’s default

One of the first decisions the next president and Congress will have to make is
whether to raise the debt limit in March 2017. More than two-thirds of House
Republicans voted against the last budget deal to raise the debt limit in 2015," and
even so-called establishment Republicans such as House Speaker Paul Ryan (R-WTI)

have said that spending cuts are more important than paying the nation’s debt."®
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Senate Majority Leader Mitch McConnell (R-KY) has even said that the debt limit is

“a hostage that’s worth ransoming.”"”

In other words, raising the debt limit with a Republican Congress will require leadership
from the next president. That reality should scare every American. After all, Trump has
suggested that he could “make a deal” with American creditors to avoid paying them
back fully."* Moreover, one of Trump’s top allies—Sen. Jeff Sessions (R-AL)—vehe-
mently opposed the 2015 debt ceiling increase."

In fact, Trump’s business record—which he often cites as a benefit of a Trump presi-
dency—shows a pattern of racking up debts and then declining to pay them back in full.
He has cheated former employees and contractors, refusing to pay them for work they
performed, and contributed to the bankruptcy of a family-owned cabinet making com-
pany in Philadelphia after he only paid $83,600 of his $400,000 bill.** Trump has paid
himself millions of dollars with the proceeds of the Atlantic City casinos he once owned
but refused to pay back the bondholders who lent the casinos money.! This is a worri-

some résumé for a man seeking to lead the country’s largest economy.

The consequence of a Donald Trump “deal” on the federal debt would be a catastrophe.
U.S. debt is used throughout the world because it is widely viewed as a risk-free asset,
but a default would destroy that.”” This would cause interest rates to rise, as buyers of
U.S. debt would require extra return on their investment—more money—to compen-
sate them for the increased risk.”® This also would have an immediate negative impact
on American families, who would pay more for their credit card balances, mortgage
payments, and student loans, since their interest rates are tied to the interest rate on U.S.
debt. Furthermore, Trump’s default deal would shortchange Social Security and other
programs Americans rely on, since government trusts such as the Social Security trust

funds own about 38 percent of federal debt.**

The full impact that this could have on the jobs, wages, incomes, and wealth of Americans
is impossible to quantify completely. However, below are two brief illustrations of how

Donald Trump’s recklessness could affect middle-class families and the economy.

Let’s consider the potential impact of relatively modest increases in interest rates of

1 percent, 3 percent, and S percent—interest rate increases that could happen in the
case of a credible threat to default or a short default period. It is worth noting that large
defaults such as those that occurred in Greece in 2015 and Argentina in 2001—the
last two major countries to default on their debt—raised interest rates as high as 50
percent.” Moreover, the potential fallout of a future financial crisis could be far more

devastating than the Great Recession.
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The housing market would destabilize,
destroying middle-class wealth in all 50 states

One key impact that Trump’s default would have on the economy is that it would devastate

middle-class wealth in the United States by reducing home values.

Higher interest rates resulting from a Trump-manufactured default would make

it more expensive for people to buy homes, which in turn would reduce the value

of houses because there would be fewer buyers. Those individuals still fortunate
enough to be in the position to buy would have lower purchasing power. A recent
study by economists at Harvard University and the Wharton School of the University
of Pennsylvania estimates that each percentage point rise in the yield on 10-year
Treasury rates reduces house prices by 8 percent.? This allows us to estimate what the

increase in interest rates would do to housing prices.

Failure to raise the debt ceiling and defaulting on the debt, therefore, could end up cost-
ing the typical homeowner $72,000 dollars as their house declines 37 percent in value.””
The dollar amount of the loss in value to homeowners would vary greatly across the
country, reflecting the difference in housing prices nationwide. In a relatively expensive
state such as Colorado—where the median home is valued at $255,000—the reduction

in house prices could be more than $100,000.**

And importantly, this decline in house prices would not help middle-class families
trying to buy homes; the reason house prices would fall is that the increase in interest
rates would make it harder for them to buy a home. A Trump default would destroy
trillions of dollars in middle-class wealth while pulling up the ladder on the American

Dream of owning a home.
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TABLE 1
Trump’s default could cost a typical homeowner $72,000

Estimated effect of default and higher interest rates on median house prices, by state

Reduction in median home value from interest rate increase of...

1 percent 3 percent 5 percent
United States -$14,496 -$43,488 -$72,480
Alabama -$10,048 -$30,144 -$50,240
Alaska -$20,360 -$61,080 -$101,800
Arizona -$14,136 -$42,408 -$70,680
Arkansas -$9,000 -$27,000 -$45,000
California -$33,016 -$99,048 -$165,080
Colorado -$20,416 -$61,248 -$102,080
Connecticut -$21,376 -$64,128 -$106,880
Delaware -$18,440 -$55,320 -$92,200
District of Columbia -$38,952 -$116,856 -$194,760
Florida -$13,016 -$39,048 -$65,080
Georgia -$11,832 -$35,496 -$59,160
Hawaii -$42,240 -$126,720 -$211,200
Idaho -$13,224 -$39,672 -$66,120
lllinois -$13,752 -$41,256 -$68,760
Indiana -$9,944 -$29,832 -$49,720
lowa -$10,648 -$31,944 -$53,240
Kansas -$10,568 -$31,704 -$52,840
Kentucky -$9,904 -$29,712 -$49,520
Louisiana -$11,488 -$34,464 -$57,440
Maine -$13,984 -$41,952 -$69,920
Maryland -$23,080 -$69,240 -$115,400
Massachusetts -$27,112 -$81,336 -$135,560
Michigan -$10,056 -$30,168 -$50,280
Minnesota -$15,064 -$45,192 -$75,320
Mississippi -$8,320 -$24,960 -$41,600
Missouri -$11,080 -$33,240 -$55,400
Montana -$15,744 -$47,232 -$78,720
Nebraska -$10,704 -$32,112 -$53,520
Nevada -$15,368 -$46,104 -$76,840
New Hampshire -$18,912 -$56,736 -$94,560
New Jersey -$25,056 -$75,168 -$125,280
New Mexico -$12,672 -$38,016 -$63,360
New York -$22,328 -$66,984 -$111,640
North Carolina -$12,400 -$37,200 -$62,000
North Dakota -$12,944 -$38,832 -$64,720
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Reduction in median home value from interest rate increase of...

1 percent 3 percent 5 percent
Ohio -$10,328 -$30,984 -$51,640
Oklahoma -$9,584 -$28,752 -$47,920
Oregon -$19,184 -$57,552 -$95,920
Pennsylvania -$13,232 -$39,696 -$66,160
Rhode Island -$18,880 -$56,640 -$94,400
South Carolina -$11,200 -$33,600 -$56,000
South Dakota -$11,384 -$34,152 -$56,920
Tennessee -$11,432 -$34,296 -$57,160
Texas -$11,168 -$33,504 -$55,840
Utah -$17,856 -$53,568 -$89,280
Vermont -$17,168 -$51,504 -$85,840
Virginia -$19,824 -$59,472 -$99,120
Washington -$21,296 -$63,888 -$106,480
West Virginia -$8,312 -$24,936 -$41,560
Wisconsin -$13,176 -$39,528 -$65,880
Wyoming -$16,080 -$48,240 -$80,400

Source: Authors'analysis using data from American FactFinder, “Table B25077 Median Value (Dollars) 2014 1-Year Estimates;"available at http://www.fact-
finder.census.gov (last accessed July 2016). The Interest rate-home price relationship is based on Edward L. Glaeser, Joshua D. Gottlieb, and Joseph Gyourko,
“Can Cheap Credit Explain the Housing Boom?”In Glaeser and Sinai, eds., Housing and the Financial Crisis (Chicago: University of Chicago Press, 2013).

The U.S. economy would lose millions of jobs

Throughout his campaign, Trump has repeatedly emphasized his support of economic

policies that would put millions of Americans out of work.

Trump’s default would easily launch the United States into another recession if not a full-
blown financial meltdown. Higher mortgage interest rates would devastate the construc-
tion and real estate industries.” Likewise, higher auto loan interest rates would do the same
to the auto industry.*® Businesses would find it less affordable to borrow to purchase equip-
ment, making them less likely to expand and hire—not to mention that higher interest

rates on credit cards would make consumers less inclined to purchase goods and services.

To illustrate the potential effect of higher interest rates on gross domestic product,

or GDP, we use an approach used in 2011 by University of Chicago economist Terry
Belton and others when they estimated the effect of higher interest rates from a debt
ceiling impasse on economic growth. Based on a Federal Reserve study, they estimated
that a 1 percentage point rise in interest rates reduces GDP by 0.8 percent.”’ In the chart
below, CAP Action estimates the number of jobs lost based on a common rule of thumb
in economics known as Okun’s law, which states that a 2 percent reduction in GDP

increases the unemployment rate by 1 percentage point.*
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The resulting job loss is potentially enormous—more than 3 million jobs lost nation-
wide, as shown in Table 2. Importantly, these estimates do not reflect the effects that a

default-fueled financial crisis could have on jobs.

Despite the evidence demonstrating the incredible economic hardship Trump’s rash
policies would force on the broader U.S. economy and the workers who would lose their
jobs if his policies were enacted fully, he frequently has positioned himself as a pro-
worker candidate. Trump has even gone so far as to claim that under his leadership, the
Republican Party will become a “worker’s party”** Nonetheless, the data clearly show

that his proposal to default on the debt could throw millions of people out of work.

TABLE 2
Trump’s default could easily kill 3 million jobs

Estimated effect of default and higher interest rates on employment

Number of jobs lost from increase in interest rates of...

1 percent 3 percent 5 percent
United States 636,000 1,910,000 3,184,000
Alabama 8,700 26,100 43,500
Alaska 1,400 4,300 7,200
Arizona 12,900 38,800 64,700
Arkansas 5,400 16,300 27,200
California 76,400 229,200 382,000
Colorado 11,600 34,800 58,000
Connecticut 7,600 22,800 38,000
Delaware 1,900 5,800 9,700
District of Columbia 1,600 4,800 8,000
Florida 39,000 116,900 194,900
Georgia 19,500 58,400 97,400
Hawaii 2,700 8,200 13,700
Idaho 3,200 9,700 16,200
lllinois 26,500 79,500 132,500
Indiana 13,500 40,500 67,500
lowa 6,800 20,500 34,200
Kansas 6,000 18,000 30,000
Kentucky 7,900 23,700 39,500
Louisiana 8,600 25,900 43,200
Maine 2,700 8,200 13,600
Maryland 12,700 38,000 63,400
Massachusetts 14,400 43,200 72,000
Michigan 19,300 58,000 96,700
Minnesota 12,200 36,500 60,900
Mississippi 5,100 15,400 25,600
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Number of jobs lost from increase in interest rates of...

1 percent 3 percent 5 percent
Missouri 12,600 37,700 62,900
Montana 2,100 6,300 10,500
Nebraska 4,100 12,200 20,400
Nevada 5,700 17,200 28,700
New Hampshire 3,000 9,000 15,000
New Jersey 18,300 55,000 91,600
New Mexico 3,700 11,100 18,500
New York 38,700 116,200 193,700
North Carolina 19,400 58,200 97,100
North Dakota 1,700 5,000 8,400
Ohio 23,200 69,700 116,200
Oklahoma 7,400 22,200 37,000
Oregon 8,200 24,600 41,100
Pennsylvania 26,100 78,400 130,700
Rhode Island 2,200 6,600 11,100
South Carolina 9,200 27,700 46,200
South Dakota 1,800 5,500 9,100
Tennessee 12,500 37,600 62,700
Texas 53,200 159,600 266,000
Utah 6,000 18,000 30,000
Vermont 1,400 4,200 6,900
Virginia 16,800 50,400 84,100
Washington 14,500 43,500 72,500
West Virginia 3,100 9,400 15,600
Wisconsin 12,500 37,600 62,700
Wyoming 1,200 3,600 6,000

Source: Authors'analysis using data from the U.S. Bureau of Labor Statistics, “Table 3. Civilian labor force and unemployment by state and selected

area, seasonally adjusted," available at http://www.bls.gov/news.release/laus.t03.html (last accessed July 2016); GDP interest rate relationship based on
Terry Belton and others, “The Domino Effect of a US Treasury Technical Default” (New York: JPMorgan Chase, 2011), available at http://www.thehill.com/
images/stories/blogs/on_the_money/morgan.pdf.

Rapid deregulation

Donald Trump’s economic recklessness does not stop with default. He also would
kick off the most rapid financial deregulation in history: the repeal of the Dodd-Frank
Act. Dodd-Frank was introduced after the Great Recession to strengthen oversight

of the financial services industry in order to curb the risky behavior that engendered
the late 2000s financial crisis. As U.S. Treasury Secretary Jack Lew said on the sixth

anniversary of the act’s passage:
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[W]e can say without question that Wall Street Reform has made our financial system
safer and sounder. Banks have added more than $700 billion in additional capital to
help strengthen their balance sheets. The vast derivatives market has been pulled out of
the shadows, with requirements that standardized derivatives be centrally cleared and
traded transparently. ... And the Financial Stability Oversight Council has closed regula-
tory gaps exposed by the crisis, with regulators now working collaboratively and transpar-
ently to better identify and respond to potential threats to the financial system.**

Another major benefit of Dodd-Frank is the creation of the Consumer Financial
Protection Bureau, which is a new federal agency that is intended to “protect consum-
ers from unfair, deceptive, or abusive practices and take action against companies that
break the law.”** The CFPB’s actions have provided approximately $11.7 billion in
financial relief for more than 27 million everyday Americans harmed by unsavory and

illegal business practices.*

But a central tenet of Trump’s economic plan is his promise to roll back oversight of
Wall Street, namely by repealing Dodd-Frank—thus removing the safeguards designed
to keep Wall Street in check and prevent the next financial crisis. Trump would undo
Dodd-Frank’s limits on the creation of exotic financial products, as well as curtail the
robust authority of regulators to step in when banks need to be wound down. Despite
Dodd-Frank’s crucial role in preventing the next financial crisis, Trump says he would

“absolutely” repeal or largely dismantle it.””

And he would find strong support for such a move in Congress: Rep. Hensarling,

the chair of the House Financial Services Committee, recently introduced a bill that
would gut key provisions of Dodd-Frank such as the Volcker Rule, which bans banks
from making big bets, while letting big banks exempt themselves from requirements
that they hold a certain amount of safe capital.*® It would return us to an era of “heads-

I-win-tails-you-lose” bets.

Trump, far from being worried about the next economic panic, has said that he “always
made a lot of money in bad markets. I love bad markets. You can do very well in a bad
market.”* Due to the decline in home prices caused by the late 2000s financial crisis,
homeowners in the United States lost a collective $9.1 trillion in national home equity
between 2005 and 2011.* This loss for homeowners was partly due to falling home
prices—a market result that Trump, in his own words, welcomed. In 2006, shortly
before the financial crisis began, when asked about the possibility of the real estate
bubble bursting, Trump responded, “I sort of hope that happens because then people
like me would go in and buy” *' He further added, “If there is a bubble burst, as they call

it, you know you can make a lot of money.*
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Trump’s threat to default on U.S. debt payments and his commitment to repealing the
laws designed to prevent the next financial crisis demonstrate that his leadership of
the American economy would be flat-out destructive to middle-class families, even as
it would embolden Wall Street billionaires such as Trump. By defaulting on the debt,
Trump would cause a global economic panic, and by rolling back Dodd-Frank, he
would re-empower the very same people and interests that drove the U.S. economy

into recession during the late 2000s.

Conclusion

Donald Trump’s statements on economic policy, evaluated alongside his business
record, offer clear insights into what an economy under his presidency would look like.
Although Congress could limit some of the economic proposals of a Trump administra-
tion, there is no question that many of the ideas he has articulated while campaigning
for the presidency would hit Americans very hard. The economic path Trump has laid
out would drain wealth from Americans’ homes, force millions of workers out of work,
and empower the very same people who created the last financial crisis, which robbed
millions of hardworking people of economic stability. Donald Trump’s economic plans

will help billionaires such as him, but middle-class families will be left holding the bag.

Brendan V. Duke is the Associate Director for Economic Policy at the Center for American
Progress Action Fund. Ryan Erickson is the Associate Director of Economic Campaigns for the
Action Fund. Molly Cain is a Research Associate in the Action Fund War Room.
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