Continued deficit spending spirals into an economic crisis
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The last time the U.S. government went to the brink of defaulting on its debt — in 2011 — the stock market tumbled and there was something close to a panic across the economy before Washington came to its senses and cut a deal.
Much the same scenario is unfolding now, with potentially even more dire consequences, and there are major differences between then and now that make a bad outcome far more likely.
One difference is that the political climate is more vexed. Not only is there greater polarization and intransigence in Congress, but the paper-thin Republican margin, the personalities of key players, and the outside pressures on both parties make compromise harder to reach.
Adding to the hazard, both the government’s fiscal condition and the American economy as a whole are more fragile than the last time such a crisis developed. In 2011, the country was coming out of a recession. This time it appears to be going into one.
“It’s a much dicier economic setting for this to happen,” said Douglas Holtz-Eakin, president of the American Action Forum, a conservative policy and advocacy group in Washington.
And it doesn’t have to come to a full-fledged default for the government and millions of middle-class Americans to suffer serious long-term damage: If foreign governments and financial markets begin to have even the slightest doubt that the U.S. government will pay its bills, they will begin to hedge their bets in ways that push up interest rates and the federal deficit even higher, ultimately costing the American economy and its consumers in the form of higher prices for goods.
That kind of inflation takes decades, not months or years, to bring down.
In the global economy, in which the United States imports much more than it sells abroad, the dollar is known as the world’s reserve currency. That means it’s the currency that all other countries trust to remain rock solid. Being the reserve currency carries huge benefits for the United States.
Perhaps most important, it means the U.S. Treasury pays low interest rates when it borrows money to cover deficit spending.
That’s why economists and other experts warn that a default would be catastrophic.
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