BRIDGING THE GAP BETWEEN ACADEMIC ID REAL WORLD PROBLE

THE DEBT-LIMIT DEBATE:
ADDRESSING KEY CONCERNS

While most are keenly aware of the rapidly nearing debt-limit increase deadline, few can explain—or even agree
on—what that deadline means: specifically, what are the potential implications of missing the deadline, and
what’s at stake in the negotiations for passing an increase?

Below is a brief discussion of key questions surrounding the debt-limit debate. Mercatus Senior Research Fellows
Veronigue de Rugy and Jason Fichtner discuss this issue in further detail in their policy briefs “The Debt-Limit
Debate” and “The Debt Ceiling: What is at Stake?”

WHAT HAPPENS IF CONGRESS MISSES THE DEBT-LIMIT ‘DEADLINE’?

Q: If Congress misses the Treasury’s current stated deadline of August 2, 2011 for passing a debt-limit
increase, will the United States default on its debt obligations?

A: No. If Congress does not immediately raise the debt limit, the Treasury has the financial management options
listed below. These would allow the Treasury to continue paying the government’s obligations until the end of the
fiscal year—or possibly longer.* To be clear, most of the options are far from desirable. They do, however,
provide a means for the Treasury to continue paying the government’s bills, allowing Congress and the
Administration time to negotiate a debt-limit increase that includes a plan to get the nation on a sound fiscal path.?

Prioritize Payments—The federal government is estimated to collect approximately $2.2 trillion in tax
revenue in FY11.> While this is not enough to cover the estimated $3.7 trillion in total FY11 spending,* it
would cover the $214 billion in estimated FY11 interest on the debt,” thereby preventing a technical default
by the U.S. government. It also would be enough to cover Social Security ($727 billion), Medicare ($572
billion), and Medicaid ($274 billion); approximately $400 billion would remain for other priorities.®

Take Financial Steps—Among the “extraordinary actions” available to postpone breaching the debt limit,’
the Treasury Secretary is authorized to declare a “debt issuance suspension period,” permitting the suspension
of investments in and redemption of securities held by the Civil Service Retirement and Disability Trust Fund
and Federal Thrift Savings Plan. Treasury also can postpone the sale of nonmarketable debt (savings bonds,
debt sold to state and local government), withdraw funds held at the Federal Reserve, and exchange Treasury
securities for securities held by the Federal Financing Bank in order to use the central bank’s exemption from
the debt limit. The Treasury already has begun these measures.?

Liquidate Assets—Treasury could liquidate roughly $2.4 trillion of assets to pay government bills. Among
other things, the U.S. holds $113.5 billion of non-restricted cash on hand, $315.1 billion in restricted cash and
other monetary assets (gold, international monetary assets, foreign currency), and hundreds of billions in
TARP assets.’
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Raise the Debt Limit—After exhausting all of the financial options available and selling off all of the
government’s assets, unless spending is reduced approximately $1.5 trillion this year, the Treasury will
eventually run out of options and a debt-limit increase will be necessary.

Q: How might markets react if Congress delays raising the debt limit? There is widespread concern that, even
without an actual default on the nation’s debt, a delay in raising the debt limit could so worry investors that they
would demand higher interest rates to lend money to the U.S. government.

A: While it appears that bond investors will shrug off brinksmanship in the short run,™ this confidence is unlikely
to last if the current unsustainable level of spending continues. In fact, raising the debt limit on time—but without
a serious commitment to improving the nation’s fiscal path by reducing spending—would signal investors that
U.S. debt is riskier than before Congress raised the debt limit."*

There are several reasons for this; key among them is the context in which this particular debt-limit debate is
playing out. The U.S. is facing a debt-limit crisis—and the need for an eleventh increase in the debt limit in as
many years—~because chronic overspending has created an extreme fiscal imbalance, which is projected to soon
grow far worse with the explosion of entitlement costs, specifically in Medicare, Social Security, and Medicaid.*?
To date, there is no plan in place to seriously address this looming crisis. Thus, the debt-limit increase agreement
must serve also as a proxy budget plan and will be viewed as an indication of the U.S. government’s intent to get
its spending and debt under control. Concern about the U.S. fiscal situation also is intensified as parallels are
drawn to the paths of European Union nations already in fiscal crisis, such as Greece.

Q: What is necessary to convince markets that U.S. debt is still a safe investment?

A: Simply raising the debt limit without recognizing and correcting systemic problems would have consequences
far beyond having to resort to “extraordinary measures” to meet FY 11 financial obligations. To maintain investor
confidence in U.S. debt and low borrowing costs,** Congress must commit to real, significant, and enforceable
steps to reduce spending to sustainable levels. These changes should begin immediately, and focus on institutional
reforms—as opposed to one-time cuts—that direct meaningful improvement in the nation’s fiscal trajectory.

Such institutional reforms could include:

Emergency Spending: Congress has increasingly abused the emergency spending designation as a giant
loophole through which it can ramp up spending without it being subject to budget rules or counting toward
budget-set limits.** Congress must put an immediate end to this and other gimmicks that thwart attempts at
spending control and make an accurate accounting of the nation’s current and projected fiscal status nearly
impossible.

Sunset Commissions: A sunset commission would require policy makers to regularly examine a program’s
performance to determine whether it is still serving the purpose for which it was created, and if greater
efficiency could be achieved in the delivery of services."

A BRAC-like Commission for discretionary spending: Commissions composed of independent experts often
can successfully tackle seemingly intractable political problems. The Base Realignment and Closure (or
BRAC) Commission was successful largely because of its “silent approval” mechanism, which provided
cover to Members of Congress who wanted to do the right thing but had been hindered by politics.*

A Constitutional Amendment to limit spending: Even if rules following the above guidelines (broad scope,
few and high-hurdle escape clauses, and minimal accounting discretion) are enacted, lawmakers still have the
option to change the rules as they please, and they’ve demonstrated in the past a propensity to do so. To solve
this problem, a rule with an external enforcement mechanism, such as a constitutional amendment to limit
spending, is needed."’
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