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Failure to Suspend or Raise Debt Limit
Would Hurt States

By Whitney Tucker

State policymakers should be deeply concerned that Congress might act irresponsibly and fail to
suspend or raise the debt limit — the maximum amount of money the federal government may
legally borrow. If that happens, the federal government will need to impose massive reductions
totaling roughly §7.2 #rillion in the federal fiscal year that begins October 1, and likely will severely cut
federal aid to states for schools, health care, and other services, which accounts for nearly a third of
state spending nationally. The federal reductions also would likely drive the economy into recession,
forcing down state revenues even as states struggle to address the COVID-19 crisis. A sharp fall in
the stock market could do additional damage, causing the value of state pension funds and other
investments to plummet. The economies of states, localities, and U.S. territories with large military
installations and other federal operations would be hurt especially badly, as would tribal
governments already reeling from the pandemic and its related effects.

Federal borrowing has already reached the debt limit and existing spending obligations continue
to exceed ongoing revenue. The Treasury Department estimates that cash balances and other
available funds will be exhausted by October 18. If Congress fails to address the debt limit before
that happens, the Treasury Department will be forced to limit cash outlays, and the United States
will — for the first time in its history — be unable to pay all of its bills, badly damaging its long-
standing reputation as an extremely safe investment and forcing the federal government to scale
back its spending regardless of the consequences.

Default Likely in October Unless Congress Suspends or Raises Limit

Congtress established the debt limit, which sets the maximum amount the federal government may
legally borrow, in the eatly 1900s and has raised or suspended it many times since then, with the
support of both major political parties." Most recently, in 2019 Congress — on a bipartisan basis —
suspended the debt limit for two years.

1 See Congtressional Research Service, “The Debt Limit: History and Recent Increases,” updated November 2, 2015,
https://crsreports.congress.gov/product/pdf/RI./R1.31967.




When that suspension expired, the debt limit was reinstated on August 1, 2021, at the current level
of borrowing.” Since then, the federal government has paid its obligations using cash on hand and
certain extraordinary measures, such as not investing some retirement funds.

Because the federal government’s precise cash flow is subject to variability, it is impossible to
predict exactly when these extraordinary measures and cash on hand won’t be enough to cover
obligations. Treasury Secretary Janet Yellen informed Congress on September 28 that Treasury
estimates this will happen by October 18.°

Aid to States for Schools, Health Care, Other Services Likely Would Face Cuts

If the debt ceiling is not suspended or raised in time, the federal government will have to reduce
or delay some payments it is legally required to make.* Payments that help states provide health care,
education, and other services would likely be among those reduced or delayed. Although some have
suggested that the Treasury could prioritize certain payments and delay others further, the Treasury
has consistently stated that its payment systems cannot prioritize payments in that manner.

The magnitude of the cuts required would be stunning. The Congressional Budget Office
estimates that in fiscal year 2022 (which begins October 1), federal spending obligations will exceed
federal revenue by approximately $1.2 trillion under current law.” That is, without a debt limit
suspension or increase, the federal government would be unable to meet $1.2 trillion in obligations.
Reducing fiscal year 2022 spending by that amount would be equivalent to cutting every federal
program except Social Security, Medicare Hospital Insurance, and interest by about 30 percent over
the course of the year. In months with low revenue inflows, the required reductions would be even
greater.’

Deep cuts in federal aid would cause serious fiscal problems for states. Federal funding accounts
for nearly a third of state spending nationally. (See Table 1 for state-by-state figures for fiscal year
2019, before the pandemic.) Funding for Medicaid — the largest source of federal aid for states —
and public health would be at risk even though these services are especially vital during a pandemic.
(Typically, the federal government reimburses states on a rolling basis for the Medicaid services they
provide, but once it exhausts its cash balances and extraordinary measures, it will be unable to fully
do so unless the debt limit is suspended or increased.) Federal funding for schools, affordable
housing, clean water, and much more would also be threatened. The federal Highway Trust Fund,

2 Paul N. Van de Water, “Congress Must Suspend or Raise the Debt Limit,” CBPP, September 21, 2021,
https://www.cbpp.org/research/federal-budget/congress-must-suspend-or-raise-the-debt-limit.

3 Letter from Treasury Secretary Janet Yellen to House Speaker Nancy Pelosi, September 28, 2021,
https://home.treasury.gov/system/files /136 /Debt-Limit-Letter-to-Congress-20210928.pdf.

+The existence of the debt limit does 7o reduce the validity of the obligation to make payments required by law or
contract. But the debt limit can make it difficult or impossible for the Treasury to make those payments. The federal
government has never lacked the funds to pay its obligations, so it’s not clear how it would resolve the situation. Most
likely it would simply not make the payments, regardless of legal requirements to do so.

> Congressional Budget Office, “An Update to the Economic and Budget Outlook: 2021-2031,” July 1, 2021,
https://www.cbo.gov/publication/57218.

¢ Goldman Sachs estimates that the required reductions could amount to 40 percent in October and November 2021.
See Alec Phillips, “The Debt Limit Looks Riskier Than Usual,” Goldman Sachs Economic Research, September 13,
2021.



which provides funding for road construction, public transit, and other surface transportation
projects, could also face cuts, with severe economic implications for states.

The total funding available within each state’s fiscal year would decline sharply without prompt
payments from the federal government. This in turn would force states to cut spending on services,
quickly raise significant revenues, or tap into rainy day funds and other state savings to cover costs.’
These decisions would be forced at a time when many states are still struggling to navigate the
economic fallout of the pandemic. The situation would grow more dire if delays in funding
lengthened to weeks and months: patients could lose access to medical care as doctors struggled to
cope with delayed Medicaid and Medicare reimbursements; delayed funds to child care assistance
programs could leave providers unable to pay their bills and parents with fewer care options; and
housing assistance payments could become badly delayed, leading families to miss payments over the
next year, even as millions continue to report that they are not yet caught up on their rent or
mortgage payments.®

Critical state and local investments in jeopardy include:’

e Roughly $590 billion for Medicaid and the Children’s Health Insurance Program;
e Approximately $90 billion in infrastructure funding for transit, highway, and airport projects;
e Over $50 billion in education funding for special education and other school programs;

e  Morte than $30 billion for nutrition assistance for children’s school meals and WIC benefits
to families; and

e Approximately $30 billion for rental assistance.

Even a delay in funding could have serious consequences. If a hurricane, flood, or other natural
disaster hit, states might not promptly receive needed federal disaster aid. Also, states count on the
timely provision of federal aid to deliver on their own obligations, such as paying employees,
covering business contracts, and providing services to people in need.

Default Would Likely Trigger Recession, Shrinking State Revenues

If the federal government is unable to pay its bills, its credit rating almost certainly will be
downgraded (as it was in 2011, when the country neatly defaulted") and the reductions in federal
spending could easily push the economy into recession. A recession would cause state tax revenue to

7 States’ ability to use emergency federal fiscal aid provided under the American Rescue Plan would be limited since
states are already using or plan to use this aid to cover shortfalls generated previously by the pandemic and to help
people and businesses hurting due to the pandemic. As noted, states have already allocated large portions of this aid.

8 CBPP, “Tracking the COVID-19 Economy’s Effects on Food, Housing, and Employment Hardships,” updated
September 10, 2021, https://www.cbpp.org/research /poverty-and-inequality/tracking-the-covid-19-economys-effects-

on-food-housing-and.

2 Office of Management and Budget, “The President’s 2022 Budget: Analytical Perspectives - Aid to State and Local
Governments,” May 2021, https://www.whitehouse.gov/wp-
content/uploads/2021/05/ap 11 state and local fy22.pdf.

10 Eyder Peralta, “Standard and Poor’s Downgrades U.S. Credit Rating,” NPR, August 5, 2011,
https://www.npr.org/sections/thetwo-way/2011/08/06/139038762/s-p-lowers-united-states-long-term-rating.




plummet — even as more people turned to state agencies for public assistance. Moody’s estimates
that 6 million jobs would be lost, and the national unemployment rate would surge back to nearly 9
percent.'’ All this would happen at a time when states already are struggling with extraordinary costs
associated with the pandemic.

While the Fiscal Recovery Funds provided to states under the American Rescue Plan could help
temporarily, states had allocated about 40 percent of that funding as of early September. Further, 31
states have yet to receive their full Fiscal Recovery Fund allocation, and a default would put these
pending allocations at risk."”

Stock Market Collapse Would Reduce Value of State Pensions, Other Investments

States spend most of their revenue on salary and benefits for teachers, judges, nurses, and other
public employees. Pensions promised to these employees help states retain and attract people with
the skills and experience needed to do these jobs well. The funding for pensions is held in trust
funds and invested for the future. A stock market collapse would sharply reduce the value of
pension stock holdings, effectively forcing states to pay much more into pension funds over time to
cover benefits. That means states would have less to spend on other pressing needs unless they
raised taxes or other forms of revenue.

Default Would Also Threaten U.S. Commitments to Tribal Nations

In exchange for land, the United States agreed to protect tribal treaty rights, lands, and resources,
including providing certain critical services for American Indian and Alaska Native tribes and
villages. These services play a vital role in many tribal economies. Yet they are among the many
legally binding obligations at risk of default if Congress fails to suspend or raise the debt limit.

Agencies such as the Indian Health Service and Bureau of Indian Affairs, which work to fulfill the
federal government’s responsibility to tribal nations, likely would see reduced outlays and capacity
due to federal spending cuts. That, in turn, would make it harder for tribal citizens to receive vital
services when needed; it also would likely cause significant financial losses for tribal nations that
contract with the federal government. Additionally, tribal citizens employed by the U.S. government
would lose pay through any government furloughs. All of these impacts would lessen tribal nations’
ability to promote their own economic growth and adequately invest in the future.

Areas With Large Military Installations, Other Federal Operations Would Be
Hurt Especially Badly

States, localities, and territories particularly dependent on federal spending would see the most
immediate impacts from a federal default. When Congress neatly allowed a default in 2011, Moody’s
placed the credit ratings of five states with AAA ratings under review for possible downgrade in the
weeks leading up to the crisis. Moody’s explained that these states — Maryland, New Mexico, South
Carolina, Tennessee, and Virginia — would likely be hit especially hard if the federal government

1 Moody’s Analytics, “Playing a Dangerous Game with the Debt Limit,” September 21, 2021,
https://www.moodysanalytics.com/-/media/article/2021 /playing-a-dangerous-game-with-the-debt-limit.pdf.

12 These 31 states are AK, AL, AR, AZ, FL, GA, ID, IN, IA, KS, KY, ME, MI, MN, MO, MS, MT, NE, NH, NC, OH,
OK, SC, SD, TN, UT, VT, WA, WV, WI, WY.




were forced to lay off workers and cut back spending in other ways. That makes sense: these states’
economies are particularly dependent on major military installations or other federal operations.
Moody’s also stated that the ratings of other AAA states would be threatened if the U.S.
government’s credit rating were downgraded by more than one notch.

States have made economic progress as the nation begins to recover from COVID-19, but even
the best-performing state economies would falter if the federal government failed to meet its
obligations and the nation were forced into another recession. Congress should move immediately
to raise or suspend the debt limit to protect the national economy and prevent additional hardship in
the states.

Federal Grants to States, State Fiscal Year 2019

State Federal Grants to States Federal Grants to States as
(Millions) Share of State Spending
Alabama $10,636 37.3%
Alaska $3,753 33.7%
Arizona $15,727 41.5%
Arkansas $7,841 30.6%
California $97,202 33.0%
Colorado $10,260 24.0%
Connecticut $6,458 20.4%
Delaware $2,403 21.8%
Florida $28,598 35.3%
Georgia $15,109 28.7%
Hawai'i $2,528 17.3%
Idaho $2,937 34.9%
lllinois $15,983 22.4%
Indiana $13,585 39.9%
lowa $6,526 27.8%
Kansas $4,089 24.8%
Kentucky $12,667 36.4%
Louisiana $12,658 39.5%
Maine $2,797 32.3%
Maryland $12,398 28.3%
Massachusetts $14,848 26.0%
Michigan $21,786 36.7%
Minnesota $11,196 27.8%
Mississippi $7,841 43.0%
Missouri $8,490 32.3%
Montana $2,983 41.6%



Federal Grants to States, State Fiscal Year 2019

State Federal Grants to States Federal Grants to States as
(Millions) Share of State Spending
Nebraska $2,791 23.0%
Nevada $5,215 32.8%
New Hampshire $2,313 37.8%
New Jersey $16,110 26.0%
New Mexico $8,019 41.6%
New York $60,416 36.8%
North Carolina $14,350 29.4%
North Dakota $1,697 26.6%
Ohio $15,417 22.6%
Oklahoma $8,153 34.6%
Oregon $10,835 25.6%
Pennsylvania $30,489 34.5%
Rhode Island $3,119 33.3%
South Carolina $8,441 32.6%
South Dakota $1,451 32.6%
Tennessee $12,479 36.9%
Texas $42,570 35.4%
Utah $3,913 23.8%
Vermont $1,887 32.8%
Virginia $11,447 21.2%
Washington $12,857 26.8%
West Virginia $4,692 26.2%
Wisconsin $11,787 23.5%
Wyoming $844 17.9%
United States $642,591 31.2%



