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 A battle royal is brewing between the 

Republican-controlled House of Representa-

tives and the Obama administration over in-

creasing the debt ceiling.  The House recently 

rejected a “clean” bill to raise the debt ceiling 

that did not include any spending reforms.  

With the economy lagging and voters rejecting 

the notion of spending our way to prosperity, 

the debate over spending is now front and cen-

ter on the domestic policy agenda.  Unfortu-

nately, Democrats have failed to address the 

issue.  While voting for massive stimulus 

spending and federal bailouts, they have failed 

to pass a budget for more than two years. 

 

The administration claims that if the 

debt ceiling is not raised, the United States 

will ignite a crisis in global markets and may 

not be able to meet its payment obligations, 

causing a further downturn in the American 

economy.  But it is not evident that voting to 

increase our indebtedness to record highs ben-

efits the economy or ingratiates the United 

States with investors around the globe.  Many 

are already are starting to question the U.S. 

government‟s borrowing levels, including 

Standard and Poor‟s, which recently down-

graded its outlook on the U.S. economy to 

“negative.”
1
  More fundamentally, the debt 

                                                 
1
 See Matt Egan, “Standard and Poor‟s Slashes Outlook 

on U.S. to „Negative‟ Amid Soaring Debt,” FoxBusi-

ness, April 18, 2011, available at 

 

ceiling is emblematic of a much larger prob-

lem that does worry investors: excessive gov-

ernment spending at levels that are unsustaina-

ble and threaten the nation‟s economic per-

formance.   

 

The vote on the debt ceiling can no 

longer be viewed simply as a piece of pro for-

ma housekeeping by Congress, as was the case 

so often in the past.  Instead, Congress must 

seize this opportunity to fundamentally reform 

the federal government‟s spending policies in 

order to restore fiscal balance.  Congress 

should not even consider raising the debt ceil-

ing without immediate and significant spend-

ing cuts, new institutional constraints to re-

strain spending, and a plan to address entitle-

ment spending. 

 

The Keynesian Diversion 
 

 Reforming the fiscal process may 

prove challenging, as many in Congress and 

the administration cling to the fiscal policies 

espoused by John Maynard Keynes, whose 

General Theory was originally presented as a 

                                                                             
http://www.foxbusiness.com/markets/2011/04/18/sp-

slashes-outlook-negative-amid-soaring-debt/.  See also, 

Jennifer Alban, “PIMCO Raises Bet Against U.S. Gov-

ernment Debt,” Reuters, May 9, 2011, available at 

http://www.reuters.com/article/2011/05/09/us-investing-

pimco-fund-idUSTRE7486LU20110509. 
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response to the Great Depression.  Drawing 

from Keynes‟ work, post-War economists de-

veloped technical models of the economy 

based on the concept of aggregate demand, or 

the sum of all spending by consumers, inves-

tors, and the government.  During economic 

downturns, consumer and investor demand 

drops, lowering output and weakening the 

economy.  Keynes proposed boosting demand 

in such times through increased government 

spending.   

 

This spawned an era of fiscal manage-

ment with government spending considered an 

important policy tool.  Active fiscal manage-

ment reached its peak in the 1960s, with econ-

omists developing elaborate models to evalu-

ate the economy and prescribe the appropriate 

fiscal policies.  However, by the 1970s—a 

decade marked by high unemployment and 

double-digit inflation—it was becoming clear 

that fiscal management had important limita-

tions.   

 

Despite these failures, Keynesian mod-

els garnered renewed interest during the recent 

financial meltdown, and the Obama admin-

istration‟s policy response has been unabash-

edly Keynesian, with trillion dollar spending 

packages designed to boost aggregate demand 

and pull the economy out of recession.  To 

date, however, these programs have been un-

successful, and unemployment continues to 

linger around 9.0 percent.
2
 

 

As Nobel economist James Buchanan 

famously observed, the Keynesian revolution 

in economics altered the policy framework in 

ways that promote deficit spending.  Prior to 

the rise of Keynesian economics, balanced 

budgets were the goal, and governments were 

                                                 
2
 “Employment Situation Summary,” Bureau of Labor 

Statistics, U.S. Department of Labor,  May 6, 2011, 

available at 

http://www.bls.gov/news.release/empsit.nr0.htm. 

evaluated on their ability to manage the budg-

et.  Only during times of war were deficits 

common, and these were paid down quickly 

once hostilities subsided.  Keynesian fiscal 

policies downplayed the importance of bal-

anced budgets, spawning an era of increasing 

government spending and rising deficits. 

 

The problem, as Professor Buchanan 

noted, was that the Keynesian approach creat-

ed a technical model of the economy that ig-

nored the underlying institutions and incen-

tives confronting the politicians who make 

economic policy.  With re-election as the pri-

mary goal, politicians will support policies that 

benefit their constituents.  Typically this 

means avoiding tax increases and supporting 

spending, especially for projects in their home 

districts.  Keynesian economics has had such a 

strong hold on Washington precisely because 

it provides an economic justification for such 

spending.  Over time, this has led to recurring 

deficits and mounting debt, which have been 

the norm rather than the anomaly for the past 

60 years. 

 

In the words of Buchanan and his col-

league Richard E. Wagner, “The pre-

Keynesian norm of budget balance served to 

constrain spending proclivities so as to keep 

governmental outlays roughly within the reve-

nue limits generated by taxes.  The Keynesian 

destruction of this norm, without an adequate 

replacement, effectively removed the con-

straint.  Predictably, politicians responded by 

increasing spending more than tax revenues, 

by creating budget deficits as a normal course 

of events….The simple logic of Keynesian 

fiscal policy has demonstrably failed in its in-

stitutional application to democratic politics.”
3
 

 

 

                                                 
3
 James M. Buchanan and Richard E. Wagner, Democ-

racy in Deficit: The Political Legacy of Lord Keynes, 

(New York: Academic Press, 1977), p. 95. 
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Debt, Deficits, and the Debt Ceiling 

 

 While the debt ceiling may be an im-

minent spark, the broader debate is over feder-

al spending and the increasing burden of an 

ever-expanding federal government.  Like any 

business, the federal government must develop 

a budget that brings revenues and outlays into 

some form of balance.  The stream of revenues 

may not always match the stream of outlays, in 

which case the government must borrow funds 

to make up any shortfalls.  Many are con-

cerned that structural imbalances in this pro-

cess—particularly entitlement programs—

create a bias toward deficit spending and an 

increasing national debt.  These mounting lev-

els of debt are unsustainable, which has led 

many to believe that fundamental institutional 

reforms are necessary to avoid an economic 

disaster.
4
 

 

The current trajectory for the growth of 

federal spending is untenable.  Projected out-

lays are outpacing revenues, ratcheting up the 

size of government as well as the size of the 

debt.  As one economist noted, “The United 

States has well over $100 trillion in obliga-

tions. Now, that‟s not all bonded debt, the ac-

tual debt is significantly less than that, but 

when you throw in contingent obligation aris-

ing from Social Security, Medicare, Medicaid, 

Fannie Mae, Freddie Mac, Federal Housing 

Authority (FHA), Federal Home Loan Bank, 

student loans, etc., etc. The point is, you can 

just go on and on with these obligations. The 

number is well north of $100 trillion.  Now, 

it‟s not all due and payable in the next couple 

of years, these are 20 year obligations, but then 

you have to say: where are we going to get 

growth for the next 20 years to meet these ob-

ligations? That‟s very hard to see.”
5
 

                                                 
4
 Buchanan and Wagner, ibid.  

5
 Jim Rickards interviewed by Ron Hera, “Jim Rickards 

on Inflation and Currency Wars,” Seeking Alpha, avail-

 

  

 Addressing these issues will be very 

challenging, and require a complete overhaul 

of the federal government‟s spending practic-

es.  The discussion of fiscal policy brings up 

three related, but distinct issues: debt, deficits, 

and the debt ceiling.  All are important 

measures of the government‟s economic per-

formance, but they are conceptually different 

and it may be useful to examine them inde-

pendently. 

 

Deficits.  The deficit is an annual measure of 

federal budgetary policy.  Ideally, the govern-

ment would have the revenues on hand to cov-

er the outlays it makes for various programs 

throughout the fiscal year.  If revenues exceed 

these outlays, the government is running a 

budget surplus.  On the other hand, if spending 

exceeds revenues, then the government is fac-

ing a deficit, which must ultimately be fi-

nanced through additional revenues or borrow-

ing.   

 

Continuous deficits over time com-

pound and add to the federal government‟s 

obligations, which increase the public debt.  

The United States maintained a balanced 

budget through much of the nation‟s early his-

tory; however, beginning in the 20
th

 century, 

outlays began to consistently exceed revenues, 

leading to an era of deficits and a mounting 

national debt. In fact, throughout the 20
th

 cen-

tury there were only 30 years when the budget 

was balanced or a surplus existed, only three 

of which occurred after 1970 (see Figure 1 be-

low).  This change, to a large degree followed 

the ascendancy of Keynesian economics, an 

economic school of thought whose fiscal poli-

cies meshed well with politicians‟ proclivities 

to spend more money. 

 

 

                                                                             
able at http://seekingalpha.com/article/251122-jim-

rickards-on-inflation-and-currency-wars. 

http://seekingalpha.com/symbol/fha
http://seekingalpha.com/article/251122-jim-rickards-on-inflation-and-currency-wars
http://seekingalpha.com/article/251122-jim-rickards-on-inflation-and-currency-wars
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More recently, federal spending has 

expanded at an aggressive rate, with trillion 

dollar stimulus packages and federal bailouts 

that have raised alarms about the nation‟s fis-

cal health.  The president‟s 2012 budget does 

little to allay these concerns, instead continu- 

 

 

 

ing the increase in deficit spending that under-

lies the debt problem (see Figure 2).  If the 

current rate of debt accumulation (about $140 

billion a month, or roughly $1.7 trillion a year) 

were to continue unabated for the indefinite 

future, the publicly held debt would exceed 

$19 trillion in 2016.  To put that figure in per-

Figure 1: Federal Budget Deficits/Surpluses 1901-2010 

 
Source: Office of Management and Budget 

 

Figure 2: BUDGET OUTLAYS 1980-2010 

 
Source: Office of Management and Budget 
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spective, GDP is projected to be about $19.8 

trillion in that year, meaning the debt held by 

the public would be equal to nearly 100 per-

cent of GDP.  These concerns provide the 

backdrop for the looming debate over the debt 

ceiling. 

 

The National Debt.  Unlike the deficit, which 

is the year-to-year shortfall between revenues 

and outlays, the national debt is the accumu-

lated total of all U.S. Treasury securities is-

sued by the federal government.  This includes 

T-bills, notes, bonds, and other securities held  

by individuals, corporations, and governments.  

In 2010, gross federal debt (which is defined 

as publicly held debt plus intragovernmental 

obligations) was $13.529 trillion—roughly 93 

percent of GDP; by 2021 the White House 

budget forecasts gross federal debt to be 

$26.346 trillion—a 95 percent increase—

which would be 106 percent of GDP.
6
  More-

over, the debt has risen substantially in recent 

years, suggesting a chronic state of spending 

that exceeds outlays, with the annual deficits 

adding to a continually increasing debt.
7
  (See 

Figure 3).  The year over year increases in the 

national debt suggest structural problems that 

require important reforms to federal programs, 

especially entitlement spending, which con-

sumes ever-greater portions of the federal 

budget. 

 

To better understand the debt and the 

potential steps the government may take to 

address concerns about hitting the debt ceiling, 

it is useful to look at its component parts.  

There are two distinct categories of the total 

public debt outstanding: Debt held by the pub-

lic, which is debt owed by the federal govern-

                                                 
6
 Office of Management and Budget, “Budget of the 

United States Government, Fiscal Year 2012,” Sum-

mary Tables S-1 and S-14. 
7
 See Office of Management and Budget, “Budget of the 

United States Government, Fiscal Year 2012,” Histori-

cal Tables, Table 7.1. 

ment to entities or institutions outside of the 

U.S. government, and intragovernmental debt, 

which consists of U.S. securities held in ac-

counts administered by the federal government 

in trust funds, revolving funds, and other 

funds, as well as Federal Financing Bank secu-

rities.  Currently, publicly held debt accounts 

for $9.681 trillion of the national debt, while 

intragovernmental holdings are $4.650 trillion 

(Figure 4).
8
  The distinction is important, be-

cause the federal government can restructure  

intragovernmental debt in ways that will allow 

the government, at least in the short-run, to 

meet its obligations to the public.  While not a 

long-run solution, this avoids a crisis in global 

bond markets, contrary to the administration‟s 

panicked rhetoric.  To further quell any con-

cerns, Sen. Pat Toomey (R-Pa.) and Rep. Tom 

McClintock (R-Calif.) have introduced the 

Full Faith and Credit Act.  If passed, the legis-

lation would require the U.S. Treasury to pri-

oritize payments on debt held by the public 

above all other federal spending.  This would 

force the government to undertake spending 

cuts in order to continue paying its obligations 

to the public.
9
 

 

The size of the national debt raises 

concerns among investors around the world, in 

part because a significant portion of the debt is 

held offshore.  All told, 47 percent of the fed-

eral debt held by the public is held offshore, 

totaling $4.47 trillion.
10

  Figure 5 provides a 

breakdown of the national debt held by for-

eigners.  Because the United States is such a 

large player in global markets, some com-

                                                 
8
 “Daily History of the Debt,” U.S. Treasury, as of May 

10, 2011, available at 

http://www.treasurydirect.gov/NP/NPGateway. 
9
S. 163, “Full Faith and Credit Act,” introduced by Sen. 

Pat Toomey, available at 

http://www.govtrack.us/congress/billtext.xpd?bill=s112-

163. 
10

 U.S. Treasury, “Major Foreign Holders of Treasury 

Securities,” April 29, 2011. 

 

http://www.treasurydirect.gov/NP/NPGateway
http://www.govtrack.us/congress/billtext.xpd?bill=s112-163
http://www.govtrack.us/congress/billtext.xpd?bill=s112-163
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menters have suggested that a failure to raise 

the debt ceiling would spark an international 

financial crisis.  However, credit markets are 

more concerned about the ability to pay prin-

cipal and interest on publicly held debt, not an 

arbitrary debt limit.  The high and increasing 

level of borrowing by the United States is the 

primary concern to the global markets, and 

that is a function of federal spending, not the 

debt ceiling.  The vote on the debt ceiling pro-

vides an opportunity to force Congress to tack-

le the fundamental problem of federal spend-

ing through spending cuts and institutional re-

forms to restore balance to the nation‟s fiscal 

policy. 

 

The Debt Ceiling.  Dating back to 1917, the 

debt ceiling is a uniquely American institution 

whereby Congress establishes a limit on the 

total amount of debt the federal government 

can issue.  Interestingly, it was not created so 

much as a measure of fiscal prudence to con-

strain spending; rather, it was meant to free 

Congress from debt management as the Treas-

ury began to issue different types of debt in-

struments with differing maturities.  Prior to 

World War I,  

Congress was required to authorize each in-

stance of borrowing by the Treasury.  After the 

war, Congress began to provide authorizations 

not for loans, but for different types of securi-

ties.  In 1939 Congress voted to eliminate the-

se separate limits and created the first limit on 

total aggregate federal debt.  Congress adopted 

a ceiling for the overall debt, but Treasury en-

joyed the flexibility to structure that debt as 

necessary, using various debt instruments.
11

 

 

Although the vote on the debt ceiling 

generates considerable public attention, unfor-

tunately, it has been ineffective at controlling 

federal spending.  Congress has never failed to 

pass an increase in the debt limit.  Since 1939, 

the ceiling has been increased by Congress 77 

times, from an initial level of just $49 billion 

to a staggering $14.294 trillion (Figure 6).  

The last 10 increases in the debt ceiling have 

averaged at $834.4 billion.
12

  Last February, in 

response to bailouts, stimulus packages, and 

                                                 
11

 H.J. Cooke and M. Katzen, “The Public Debt Limit,” 

Journal of Finance, vol. 9, no. 3 (Sept. 1954): 298-303. 
12

 Office of Management and Budget, The Federal 

Budget, Fiscal Year 2012,  Historical Tables, Table 7.3, 

“Statutory Limits on Federal Debt, 1940-Current.” 

Figure 3: Gross Federal Debt as a Percentage of the GDP 1940-2015 

 
Source: Office of Management and Budget 
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government spending, the debt ceiling was in-

creased by $1.9 trillion.   
 

Today the total outstanding public debt 

is $14.346 trillion, officially exceeding the 

statutory ceiling of $14.294 trillion.
13

  Con-

gress must now decide whether to raise the 

debt limit.  Those advocating an increase in 

the debt limit point to the need for the U.S. 

government to pay its bills and the economic 

consequences of default.  Opponents contend 

that a vote to increase the debt would be ac-

quiescing in uncontrolled government spend-

ing and the failed fiscal policies of the current 

administration, which have boosted public 

debt by more than $3.5 trillion in just two 

years.
14

  The emerging showdown may test the 

mettle of the new Republican House, whose 

defining trait is a call for fiscal sanity. 

 

Ironically, President Obama has aban-

doned his earlier opposition to increasing the 

debt ceiling now that he is crafting his own  

                                                 
13

 U.S. Treasury, “Debt to the Penny and Who Holds 

It,” retrieved May 18, 2011 at 

http://www.treasurydirect.gov/NP/BPDLogin?applicatio

n=np 
14

 Office of Management and Budget, The Federal 

Budget, Fiscal Year 2012,  Historical Tables, Table 7.1, 

“Federal Debt at the End of the Year: 1940-2015.” 

 

federal budget.  Consider then-Sen. Obama‟s 

statement:  

 
“The fact that we are here 

today to debate raising America‟s 

debt limit is a sign of leadership 

failure. It is a sign that the U.S. 

Government can‟t pay its own 

bills. It is a sign that we now de-

pend on ongoing financial assis-

tance from foreign countries to fi-

nance our Government‟s reckless 

fiscal policies. 

 
“Over the past 5 years, our 

federal debt has increased by $3.5 

trillion to $8.6 trillion. That is 

“trillion” with a “T.” That is mon-

ey that we have borrowed from the 

Social Security trust fund, bor-

rowed from China and Japan, bor-

rowed from American taxpayers. 

And over the next 5 years, be-

tween now and 2011, the Presi-

dent‟s budget will increase the 

debt by almost another $3.5 tril-

lion. 

 

“Increasing America's 

debt weakens us domestically and 

internationally. Leadership means 

that „the buck stops here.‟  Instead, 

Figure 4: Public Debt vs. Intra-Governmental Debt 

 
Source: U.S. Department of the Treasury, Bureau of the Public Debt 

 

http://www.treasurydirect.gov/NP/BPDLogin?application=np
http://www.treasurydirect.gov/NP/BPDLogin?application=np
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Washington is shifting the burden 

of bad choices today onto the 

backs of our children and grand-

children. America has a debt prob-

lem and a failure of leadership. 

Americans deserve better.”
15

 

 

In one important sense, the debt ceiling 

provides a useful snapshot of federal spending 

policies.  The debt ceiling forces Congress to 

publicly announce that it is spending at a large 

and increasing rate, which may raise concerns 

among constituents that give individual mem-

bers of Congress pause to reflect.  As Cooke 

and Katzen note, “Since the exact size of the 

debt at any one time reflects the cumulative 

results of fiscal policy as expressed in separate 

spending and revenue authorizations by Con-

gress, the debt ceiling provides an automatic 

review of the trend in the results of fiscal poli-

cy whenever an increase in borrowing above 

the current ceiling is necessary or a decrease in 

borrowing has made a reduction in the ceiling 

possible.”
16

  The escalating and continuing 

need to raise the debt ceiling in recent years 

                                                 
15

 Sen. Barack Obama, Floor Speech, March 16, 2006. 
16

 Cooke and Katzen, ibid., p. 298. 

should be a clear indication that current fiscal 

policies do not work; reforms are required to 

bring spending under control. 

 

Showdown or Meltdown? 

 

The federal government must focus on 

fiscal discipline, and the debt ceiling provides 

an important vehicle to start this debate.  

When facing a fiscal crisis, the government 

has many strategies available.  In the short run, 

the government can adjust its finances to en-

sure resources are available to cover debt obli-

gations.  In the longer run, however, real solu-

tions must be adopted to restore a sustainable 

fiscal balance.   

 

The best options limit the growth of 

government spending and avoid placing undue 

tax burdens on consumers, especially in slow 

economic times.  This requires a serious look 

at spending in order to establish priorities, 

eliminate unnecessary or wasteful programs, 

revisit the rising cost of entitlement programs, 

and keep within spending levels previously 

established.  Historically, the debate over the 

debt ceiling has been more rhetorical than sub-

stantive; no structural changes or reforms that 

Figure 5: Breakdown of Top 10 Foreign Holdings of U.S. Public Debt 

 
Source: U.S. Treasury 
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address the underlying spending problem have 

been incorporated into the debate.  Today, the 

nation cannot afford to ignore the need for re-

form.  

 

Importantly, a vote against the debt 

ceiling does not trigger an immediate crisis.  

The nation‟s debt includes debt held by the 

public as well as debt that the government 

owes to itself.  Accounting and financial prac-

tices allow the government to rearrange its 

books and avoid outright default by changing 

the flows of government owned debt.  When 

the federal government recently hit the debt 

limit, Treasury Secretary Geithner began to 

implement such practices. 

 

 Should Congress refuse to raise the 

debt ceiling, the government does have options 

to keep itself out of the red.  Most focus on 

restructuring intragovernmental debt in ways 

that free up resources so the Treasury can con-

tinue meeting its obligations on publicly 

owned debt.   

 

As a report by the Congressional Re-

search Service notes, “Actions taken in the 

past include suspending sales of nonmarketa-

ble debt, postponing or downsizing marketable 

debt auctions, and withholding receipts that 

would be transferred to certain government 

trust funds.  Congress has authorized the 

Treasury Secretary to invoke a „debt issuance 

suspension period‟ to use some of these strate-

gies using the Civil Service Retirement Fund 

and the Thrift Savings Fund, along with the 

authority to make those funds whole after an 

easing of the debt constraint.”
17

  In other 

words, like any business under financial pres-

sure, the federal government has an opportuni-

ty to prioritize payments in order to meet its 

most important obligations.   

 

After the expansive actions taken in the 

wake of the 2008 financial meltdown, there are 

a few additional options now available to the 

                                                 
17

 D. Andrew Austin and Mindy R Levit, “The Debt 

Limit: History and Recent Increases,” Congressional 

Research Service, January 6 2011, p. 2. 

Figure 6: Statutory Limits on Federal Debt 1940-2010 

 
Source: Office of Management and Budget, Historical Tables, Table 7.3, Statutory Limits on Federal Debt, 1940-
Current. 
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federal government.  For example, the federal 

government can sell off assets that it acquired 

under the Troubled Assets Relief Program or 

sell its portfolio of mortgage-backed securities 

it purchased from Fannie Mae and Freddie 

Mac in order to prop up the two housing gi-

ants.  Moreover, just recently the Treasury de-

partment announced that it would reduce the 

balance it has on hold at the Federal Reserve 

in the Supplemental Financing Program—a 

$200 billion account set up during the finan-

cial crisis.
18

  While drawing down the SFP is 

clearly a sensible move to ease any concerns 

about the debt limit, the TARP and mortgage-

backed securities may be more problematic; 

the market for these assets may not exist, and 

taxpayers are sure to take a loss should they be 

sold off too cheaply.  These losses would only 

serve to clarify the degree to which the Wall 

Street bailouts were, in fact, funded by taxpay-

ers. 

 

Finally it is important to realize that 

even if the debt ceiling is reached and the fed-

eral government can no longer borrow in the 

marketplace, it does not mean that the federal 

government is bankrupt.  Tax revenues will 

still generate a stream of income large enough 

to cover the principal and interest payments on 

the debt.  Should economic growth increase, 

this stream of revenues will increase as well.  

Of course, these revenues will not be large 

enough to cover payments on the debt as well 

as the current levels of federal spending, so the 

government would have to make important 

choices with respect to spending.  The Full 

Faith and Credit Act would ensure that the 

United States honored its obligations, while 

also forcing the difficult decisions on federal 

spending. 

 

                                                 
18

 Factbox: Treasury‟s Tools to Delay Hitting the Debt 

Limit, available at 

http://www.reuters.com/article/2011/01/27/us-usa-debt-

limit-fb-idUSTRE70Q5ND20110127?pageNumber=1. 

Entitlements: The Ticking Time Bomb 

 

Entitlement programs continue to 

grow, consuming an ever greater percentage of 

the federal budget (Figure 7).  In the long run, 

they will prove much more challenging to ad-

dress than discretionary spending.  Mandatory 

spending on entitlement programs, which has 

risen over 725 percent since 1965, is the major 

contributing factor to the fact that today the 

federal government spends $1.75 for every 

$1.00 of revenue.  Taxpayers can no longer 

afford a bloated federal budget full 

of earmarks and programs for special interests.  

Entitlement reform is an ever more pressing 

need, yet the Obama administration has done 

little more than kick the problem further down 

the road.  Indeed, the Obama administration 

has made the problem worse by expanding en-

titlements through ObamaCare. 

 

In particular, Medicare, with a present 

value long-run liability of at least $25 trillion, 

poses a significant financial challenge.
19

  The 

most recent Trustee‟s Report forecasts that 

Medicare‟s largest trust fund will be exhausted 

in the year 2024—five years earlier than last 

year‟s report.
20

  Even more disconcerting, the 

Medicare program‟s own independent actuary, 

Richard S. Foster, for the second year in a row, 

suggests that the report underestimates the true 

costs of the program: “Overriding the produc-

tivity adjustments, as Congress has done re-

peatedly in the case of physician payment 

rates, would lead to far higher costs for Medi-

care in the long range than those projected un-

der current law.” In other words, once the “doc 

                                                 
19

 Thomas Saving, “Comparing the 2009, 2010, and 

2011Social Security and Medicare Trustees Reports,” 

Private Enterprise Research Center, Texas A&M Uni-

versity and National Center for Policy Analysis, May 

2011. 
20

 Board of Trustees, “2011 Annual Report Of The 

Boards Of Trustees Of The Federal Hospital Insurance 
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fix” is added back to the costs of the program, 

along with more realistic assumptions about 

productivity gains, the savings from Obama-

Care evaporate and Medicare‟s costs grow 

substantially over time.  Foster concludes, 

“For these reasons, the financial projections 

shown in this report for Medicare do not repre-

sent a reasonable expectation for actual pro-

gram operations in either the short range (as a 

result of the unsustainable reductions in physi-

cian payment rates) or the long range (because 

of the strong likelihood that the statutory re-

ductions in price updates for most categories 

of Medicare provider services will not be via-

ble).”
 21

 

 

And the problem will only get worse as 

demographics shift and the working popula-

tion declines in numbers.  As one recent study 

concluded, “Our examination of the future of 

public debt leads us to several important con-

clusions. First, fiscal problems confronting 

industrial economies are bigger than suggested 

by official debt figures that show the implica-

                                                 
21

 Ibid., Statement of Actuary Opinion, p. 266. 

tions of the financial crisis and recession for 

fiscal balances. As frightening as it is to con-

sider public debt increasing to more than 

100% of GDP, an even greater danger arises 

from a rapidly ageing population. The related 

unfunded liabilities are large and growing, and 

should be a central part of today‟s long-term 

fiscal planning.”
22

 
 

Fixing the Problem 

 

Hitting the debt ceiling did not trigger 

financial Armageddon, but eventually it can 

become problematic.  In the short run, the 

government can continue to meet its obliga-

tions in credit markets, but eventually the fed-

eral government will run out of options and 

accounting gimmicks to cover the gaping 

shortfalls.  The Treasury Department suggests 

that the short-term fixes will dry up in early 

August.  Historically, Congress raises the debt 

ceiling and continues the growth in federal 

                                                 
22

Stephen G Cecchetti, M. S. Mohanty, and Fabrizi-

oZampolli, “The Future of Public Debt: Prospects and 

Implications,” BIS Working Papers, No. 300, Bank for 

International Settlements, March 2010. 

Figure 7: Entitlement Spending v. Federal Revenue 2000-2011 

 
Source: Office of Management and Budget 
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spending. This time, however, spending will 

have to be addressed, and Congress has an op-

portunity to impose significant spending re-

ductions as well as institutional reforms that 

will constrain future structural deficit spending 

problems. 

 

Already, some in Congress are moving 

to address both of these options.  This is im-

portant for bringing outlays, particularly for 

discretionary spending, more closely in line 

with federal revenues and restoring a sense of 

fiscal responsibility.  To tame the budget, im-

mediate and significant cuts will be necessary.  

The Republican Study Committee has outlined 

an aggressive agenda to “cut, cap, and bal-

ance,” which would cut $300 billion in spend-

ing to halve the deficit next year while impos-

ing spending caps along with a balanced budg-

et amendment to achieve a budget that limits 

federal spending to 18 percent of GDP.
23

  Rep. 

Paul Ryan has also introduced his “Roadmap 

for America‟s Future,” a set of sweeping 

budget reforms that addresses the entitlement 

problem with specific reforms to slow the 

growth of Medicare while protecting current 

benefits.
24

 

 

In addition, in both the House and Sen-

ate, members have introduced balanced budget 

proposals to ensure more reasonable fiscal pol-

icy for the future.  Perhaps the strongest meas-

ure is the bill introduced by new Senate fresh-

man Mike Lee (R-Utah) and co-sponsored by 

Sen. Orrin Hatch (R-Utah).  The bill would 

amend the Constitution to require a balanced 

budget.  Federal spending would be capped at 

18 percent of GDP; any additional spending or 

tax increases would require a two-thirds ma-

                                                 
23

 Republican Study Committee, “Cut, Cap, and Bal-

ance,” available at 

http://rsc.jordan.house.gov/Solutions/debtceiling.htm. 
24

 Rep. Paul D. Ryan, “A Roadmap for America‟s Fu-

ture, Version 2.0,” January 2010, available at 

http://www.roadmap.republicans.budget.house.gov/Upl

oadedFiles/Roadmap2Final2.pdf. 

jority in both houses of Congress, and an in-

crease in the debt limit would require a three-

fifths majority.
25

  In the long run, institutional 

reforms such as a balanced budget or spending 

caps are required to restore fiscal order.  The 

current institutional framework contains an 

inherent bias toward deficit spending that has 

generated continuous growth of the federal 

budget, which spending cuts alone will not ad-

dress.   

 

It is important to remember that it is 

not just the deficit that matters, but absolute 

levels of spending as well.  The size of gov-

ernment has increased in tandem with the in-

crease in federal spending.  Deficits can be 

eliminated through policies that would lock in 

a significant increase in the government‟s 

share of the economy.  In fact, Obama‟s fiscal 

year 2012 budget proposal purports to do just 

that—reducing the deficit in the long-run, but 

through higher taxes and policies that put fed-

eral outlays at 22.7 percent of GDP through 

2021—well above historical levels and well 

above the 18 percent limit in Sens. Lee and 

Hatch‟s balanced budget proposal.  Institution-

al changes that restrict not just the deficit, but 

the overall size of the government, are a far 

more effective tool for promoting economic 

growth and restoring fiscal balance. 

 

To summarize, the debt ceiling can be 

problematic for Washington, but it does not 

push the economy off a cliff.  The government 

has faced similar situations in the past and has 

the resources and tools to address the problem.  

International credit markets are concerned 

about U.S. obligations of publicly held debt, 

not whether an arbitrary debt ceiling is hit.  As 

long as payments of principal and interest are 

continued, the credit markets can be mollified.  

More disconcerting to the markets is the esca-

lating levels of debt incurred by the United 

                                                 
25

 S.J. Res 10, available at http://thomas.gov/cgi-

bin/query/z?c112:S.J.RES.10:. 
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States government, and addressing that prob-

lem requires fundamental budget reforms, not 

an increase in the debt ceiling. 

 

Hitting the debt limit is not conceptual-

ly the same as a government shutdown.  The 

government still has resources at its disposal 

should it hit the debt limit; it just needs to 

make some difficult decisions about prioritiz-

ing spending.  A government shutdown, on the 

other hand, occurs when Congress refuses to 

allocate the resources required for the federal 

government to conduct its operations.  That is 

always a real possibility when lawmakers and 

the president fail to agree on legislation to en-

act the requisite appropriations.  But that 

would be a breakdown in the budgetary pro-

cess (another symptom of excessive spending), 

not a question of federal debt.  (Note that a 

government shutdown generally affects no 

more than about 40 percent of the federal 

budget, since 60 percent of the budget goes to 

mandatory spending programs and interest 

payments, which do not require annual appro-

priations but are rather on “auto-pilot.”) 

 

It is clear, then, that the U.S. govern-

ment is verging on fiscal crisis, and the debt 

ceiling vote provides an opportunity to address 

the problem.  Any discussion of the debt ceil-

ing must include important reforms and imme-

diate spending cuts, and the Congress would 

be remiss if it did not move forward on both 

fronts.  With respect to the debt ceiling, Con-

gress has a variety of options, but three ap-

proaches appear especially useful: 

 

 Include substantial and imme-

diate spending cuts and a plan 

to achieve a balanced budget in 

any attempts to increase the 

debt limit. 

 Reject any increase in the debt 

ceiling that does not include 

significant institutional reforms 

that will constrain excessive 

spending, such as the Lee-

Hatch balanced budget amend-

ment. 

 Require reforms to unsustaina-

ble entitlement spending. 

 

Conclusion 

 

When Congress continues spending in 

the wake of growing debt, the bill eventually 

comes due, and the federal government will 

need to have the wherewithal to pay. The gov-

ernment has three options, none of which is 

conducive to economic growth. The first op-

tion is to print money.  However, as the 1970s 

demonstrated, inflation can have a debilitating 

effect on economic growth.  The second option 

is to borrow.  The federal government can seek 

to raise money in the financial markets, which, 

again, has adverse effects on economic 

growth, especially at the levels of debt current-

ly maintained by the federal government.  And 

at some point, high levels of debt will yield 

less favorable terms for borrowing, raising the 

burden on taxpayers.  Finally, a Congress de-

termined to spend can opt to raise more reve-

nues to satisfy profligate policies. But again, 

excessive taxes hamper economic growth and 

global competitiveness. 

 

While budget cuts are a critical com-

ponent of any solution, Congress needs to do 

more than simply freeze spending; new institu-

tional constraints are required to ensure that 

outlays cannot consistently exceed revenues.  

Keynesian economics fueled political incen-

tives to expand government spending and led 

to an inevitable cycle of deficit spending as 

politicians sought to manipulate aggregate 

demand through government spending.  In the 

recent economic downturn, many policymak-

ers reverted to this thinking, with the admin-

istration championing a stimulus package that 

was largely a springboard for new federal 

spending. 
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Deficits raise concerns among taxpay-

ers, who equate federal spending to balancing 

the household budget.  Fiscal reform should 

focus on taming spending in Washington.  Be-

yond significant and immediate spending cuts, 

the administration and the Republican House 

must consider institutional reforms that elimi-

nate the bias toward deficit spending, such as a 

balanced budget amendment or mandatory 

spending caps. 

 

The need to raise the current debt ceil-

ing is an indication of the failed fiscal policies 

of the past.  Moving forward, the debt ceiling 

debate must be used as an opportunity to im-

plement the necessary fiscal reforms.  While 

efforts to eliminate unnecessary and unproduc-

tive discretionary spending are important, 

Congress must also be willing to tackle the 

more challenging question of entitlement 

spending, which is becoming the primary driv-

er of federal spending.   

 

The Republican House should remind 

the president that fiscal discipline matters.  

Concerns over the growing debt and deficits 

cannot be addressed rubber stamping an in-

crease in the debt ceiling, as has been the tradi-

tion.  Rather, the debate must address the prob-

lem at its the source: excessive government 

spending.  Federal outlays have been consist-

ently increasing, regardless of party, and the 

current administration, with the help of a 

Democratic Congress, pushed spending to rec-

ord levels.  Without fundamental fiscal re-

forms to rein in federal spending, and return 

some semblance of balance between revenues 

and outlays, the issue of a spiraling federal 

debt can never be resolved.  The spending will 

continue, with the federal government borrow-

ing the money it needs—money that ultimately 

must be paid back by taxpayers.  


