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The debt ceiling, or the legal limit the federal government may borrow, is set currently at $16.4 trillion.' In
his latest report, Secretary of the Treasury Timothy Geithner predicts that the United States will need to
increase the debt ceiling sometime between February 15, 2013, and early March 2013.> The Congressional
Research Service estimates the federal government will have to issue an additional $700 billion in debt above
the current statutory limit to finance obligations for the remainder of FY2013.?

WHERE WE ARE

Congress is currently considering whether it should raise the debt ceiling. This is not new territory. Congress
has raised, extended, or revised the definition of the debt ceiling 78 separate times since 1960,* including 11
times in the past 11 years.” However, raising the debt ceiling for the 12th time in as many years without
recognizing and correcting systemic problems would have consequences beyond merely tapping revenue and
assets to meet FY2013 budget commitments. Continuing to pass debt ceiling increases without proper
spending reforms would be irresponsible.’®

So, too, is it irresponsible to signal to the international community that a default on the debt obligations owed
by the US government is possible while Washington works through whether it will raise the debt limit before
or after it formulates a plan to reduce government spending.

WHAT’S AT STAKE

Default must be avoided at all costs and should not be an option on the table. Raising the debt ceiling without
a commitment to improve our long-term debt problem has adverse consequences as well. Recently, the rating
agency Fitch warned the US government that while it wants the debt ceiling to be raised, it also wants the
government to come up with a credible medium-term deficit-reduction plan.” Without it, the agency could
downgrade the US credit rating by the end of this year. Other rating agencies have also warned the United
States of the negative consequence of not dealing with the country’s long-term debt. The optimal outcome
would be to raise the debt limit while Congress and the President pass a credible plan to reduce near- and
long-term spending at the same time.

Until this happens, the United States need not risk defaulting on its debt, as the Treasury Department has the
legal authority to prioritize interest payments on the debt above all else, thus avoiding a default. Further, if an
agreement to control spending and raise the debt limit is not reached, the Treasury Department’s legal
authority allows for the prioritization of any obligation, whether that means delaying payments to contractors
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or managing other obligations. But Congress should not be forced to raise the debt ceiling under false
pretenses.

By our calculations, the United States has enough expected cash flow (tax revenue) and assets on hand to
avoid either of these unattractive options until at least the end of the current fiscal year in September, perhaps
even longer. Managing payments in this manner is by no means optimal, and Treasury officials have
indicated that this will be difficult due to payment automation. That said, it is important to recognize the
options that are available to prevent a default. While Washington has difficult choices to make, defaulting on
its debt obligations is not one of them and should not be a consideration in the current or foreseeable
discussion about how to handle the debt limit or reduce long-term government spending.

REAL INSTITUTIONAL REFORM

The heated rhetoric about whether Congress should raise the debt ceiling obscures the federal government’s
real problem: an unprecedented increase in government spending during the past 10 years has created a fiscal
imbalance.® No matter what Congress decides to do about the debt ceiling, the United States must implement
institutional reforms that constrain government spending and return it to a sustainable fiscal position.

Real institutional reforms, as opposed to one-time cuts, would change the trajectory of fiscal policy and put
the United States on a more sustainable path. Such reforms could include:

1. A constitutional amendment to limit spending. The inability of lawmakers to constrain their own
spending makes spending limits enforced through the US Constitution preferable.’

2. Meaningful budget reforms that limit lawmakers’ tendency to spend. In the absence of
constitutional rules, budget rules should have broad scope, few and high-hurdle escape clauses, and
minimal accounting discretion.'

3. The end of budget gimmicks. Creative bookkeeping is at the center of many countries’ financial
troubles. Congress should end abuse of the emergency spending rule, reliance on overly rosy
scenarios, and all other gimmicks and institute a transparent budget process.''

4. A strict cut-as-you-go system. This system should apply to the entire federal budget, not just to a
small portion of it. There should be no new spending without offsetting cuts."

5. A BRAC-like commission for discretionary spending. Commissions composed of independent
experts often tackle intractable political problems successfully."

6. Annual real spending caps. If Congress cuts one cent out of every dollar it currently spends and did
that for the next five years, the budget would be balanced before the end of the decade."
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REVENUE AND ASSETS AVAILABLE TO FUND FY2013 COMMITMENTS

At the time of this publication, it appears Congress will suspend the debt ceiling and thus provide additional
borrowing authority until May 19, 2013."> At such time, unless further borrowing authority is authorized,
Congress will again have to consider voting for an extension of the debt ceiling. If Congress then decides to
delay raising the debt ceiling (an option that we feel is not advisable, given the opportunity to both raise the
debt ceiling and pass spending reductions through the regular budget process as the rating agencies and
others have advised), the United States will not default on its debt obligations. If the government reaches the
debt ceiling and the Treasury is no longer able to issue federal debt, the federal government could reduce
spending, increase federal revenues by a corresponding amount to cover the gap, or find other funding
mechanisms.

Treasury has several financial management options to continue paying the government’s obligations. These
include (1) prioritizing payments;'® (2) taking financial steps, including permitting the suspension of
investments in, and the redemption of securities held by, certain government trust funds or postponing the
sale of nonmarketable debt;'” (3) liquidating roughly $2.2 trillion of assets to pay government bills;'® and (4)
using the Social Security Trust Fund to continue paying Social Security benefits."

PRIORITIZING PAYMENTS

The Secretary of the Treasury has long-standing authority to prioritize payments and does not have to pay
bills in the order in which they are received. The US Government Accountability Office found that “the
Secretary of the Treasury has the authority to determine the order in which obligations are to be paid should
the Congress fail to raise the statutory debt ceiling and revenues are inadequate to cover all required
payments. There is no statute or other basis for concluding that the Treasury must pay outstanding
obligations in the order they are presented for payment. Treasury is free to liquidate obligations in any order
it determines will best serve the interests of the United States.””’

According to a report by the Department of the Treasury’s Inspector General (IG), during the 2011 debt
ceiling crisis the Treasury “considered a range of options with respect to how Treasury would operate if the
debt ceiling was not raised.” Further, the report notes that Treasury officials told the IG that
“...organizationally they viewed the option of delaying payments as the least harmful among the options
under review” and that “...the decision of how Treasury would have operated if the U.S. had exhausted its
borrowingziauthority would have been made by the President in consultation with the Secretary of the
Treasury.”

TEMPORARY MEASURES

Relying on any of the following sources of funds or increasing the debt ceiling without reducing existing
budget commitments illustrates the irresponsible path the country is on and the urgent need for institutional
spending reform. Nonetheless, the following assets could be used as a temporary measure to allow Congress
and the administration to negotiate spending reductions and institutional reforms to the budget process to
ensure the nation is put back on a sound fiscal path. To be clear, the list below presents the range of possible
options available to Congress: they may well be neither good nor desirable options.
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Future Expected Cash Flow ($2.6 Trillion)

According to the Congressional Budget Office,” the federal government is estimated to collect $2.6 trillion
in tax revenue over FY13.

That alone would be enough to cover interest on the debt ($218 billion), thereby avoiding any technical
default of the US government on its debt obligations to Social Security ($809 billion), Medicare ($581
billion), and Medicaid ($267 billion), and it would leave approximately $725 billion for other priorities.

Liquidating Existing Assets ($1.9 Trillion)

The Department of the Treasury has financial measures at its disposal to fund government operations
temporarily without having to issue new debt. These include:

1))

2)

3)

4)

5)

6)

7)

nonrestricted cash on hand: $50.2 billion (the total operating balance of the United States Treasury as
of January 14, 2013)>

suspension of the daily reinvestment of Treasury securities held by the Exchange Stabilization Fund:
$23 billion™

restricted cash and other monetary assets (gold, international monetary assets, foreign currency):
$121.1 billion (adjusted for market valuation of gold, upwards of $500 billion)*

TARP assets: $63.1 billion in gross outstanding direct loans and equity investments (as of September
30, 2012)*

the Federal Reserve: unknown, but estimated by Secretary Geithner to be insignificant®’ (Special
programs at the Treasury may borrow money on the behalf of the Federal Reserve, and this
borrowing would not count toward the debt ceiling.)

determination of a “debt issuance suspension period” (This determination would permit the
redemption of existing, and the suspension of new, investments of the Civil Service Retirement and
Disability Fund (CSRDF).*): $798.8 billion (intergovernmental holdings in the CSRDF)*

redemption of existing investments in other trust funds®*'
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* DOD, Military Retirement Fund: $427.9 billion

* DOD, Medicare-Eligible Retiree Health Care Fund: $189.4 billion
* Department of Energy, Nuclear Waste Disposal: $49.8 billion

* FDIC Funds: $37.1 billion

* OPM, Postal Service Retiree Health Benefits Fund: $45.3 billion

*  OPM, Employees Life Insurance Fund: $41.2 billion

* DOT, Highway Trust Fund: $13.4 billion

* Pension Benefit Guaranty Corporation Fund: $16.3 billion

*  DOL, Unemployment Trust Fund: $20.2 billion

*  OPM, Employees Health: $21.3 billion

* Department of State, Foreign Service Retirement and Disability Fund: $17.2 billion
* HUD, Federal Housing Authority Liquidating Account: $5.9 billion
*  Other programs and funds: $154.2 billion

8) suspension of investments of any federal government account surpluses in Treasury securities as
required by law: $0 (but conserves headroom by not adding to the debt)*

9) suspend the issuance of State and Local Government Series Treasury securities: $0 (but conserves
headroom by not adding to the debt).”
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