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Introduction

After months of negotiations, with default looming, Congress passed and the
President signed the Budget Control Act of 2011 (BCA), which raises the debt ceiling
and puts a process in place for reducing the deficit. Through various provisions, the
BCA will lower the deficit by an amount that roughly corresponds to the increase in
the debt limit by doing the following:

e Imposing caps on discretionary spending beginning in October 2011 that
will generate $917 billion in savings over the next ten years.

o Empowering a bipartisan, bicameral committee to identify up to $1.5
trillion of additional deficit reduction by Thanksgiving.

e Imposing automatic spending cuts if the committee fails to report, or the
Congress and President fail to enact, legislation that reduces the deficit by
at least $1.2 trillion.

e Requiring a vote on a Balanced Budget Amendment to the Constitution

Despite these reductions in the projected deficits, lawmakers’ work is far from
done. The BCA established enforcement procedures but does not make many of the
hard policy choices, unlike the Simpson-Bowles Commaission, the “Gang of Six,” and
other comprehensive budget proposals.

Absent making these policy changes, the United States continues to face a serious
long-term budgetary challenge that will get much worse in the years beyond 2021.
Baby boomers are retiring and health care costs will continue to grow at rapid rates.
Unless spending is controlled, taxes are raised or both, pressures within the budget
will continue to build, pushing federal debt to unsustainable levels that threaten to
undermine our economy. Elected officials need to continue serious discussions about
federal entitlement programs and the tax system in order to address this “structural
deficit”.

Increasing the Debt Ceiling

The legislation creates a three-step mechanism for raising the debt ceiling, tying
each step to a related phase of the deficit reduction process and Congressional
disapproval.

First step: Upon the passage of the act, spending caps on discretionary spending
go into effect. On August 2, the President certified that the government is within $100
billion of the debt limit, triggering a $400 billion increase in the debt ceiling.
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Second step: If Congress and the President do not enact a resolution of
disapproval within 50 days of receiving the President’s certification described above,
the debt ceiling will be raised by an additional $500 billion, for a total of $900 billion.
If Congress passes the disapproval resolution, the President can veto it, and unless
the Congress overrides the veto (which is unlikely), the additional $500 billion
increase in the debt ceiling will be available.

Third step: There are three ways that the debt ceiling can be increased by an
additional $1.2 trillion to $1.5 trillion once the President certifies that it is necessary:

Legislation proposed by the Joint Select Committee on Deficit Reduction is enacted
no later than January 15, 2012. If the committee comes up with—and Congress passes
and the President signs—legislation that reduces deficits by $1.2-$1.5 trillion, the
debt ceiling may be raised by that same amount (but could not exceed that amount.)

The ceiling can be raised by $1.2 trillion even if Congress and the President fail to
enact joint committee legislation that achieves $1.2 trillion in deficit reduction, but a
process will be set in place to cut spending across the board (known as sequestration)
beginning on January 2, 2013. The sequestration would cover the difference between



The debt ceiling also may be raised by the full $1.5 trillion should a Balanced
Budget Amendment to the Constitution pass both houses of Congress and be
submitted to the states for ratification, but this is unlikely.

Discretionary Caps

The law puts in place caps that will reduce discretionary outlays by $756 billion
over ten years. Discretionary programs are funded every year during the
appropriations process, and include the Department of Defense, the Department of
Education, NASA, the National Park Service, and much more.

During Fiscal Year (FY) 2012 and 2013, separate caps exist for security! and non-
security spending. From FY 2014 onward, a single cap is in place for all discretionary
spending. But the BCA does not specify how spending under the cap should be
allocated — that will be up to future budget deliberations.

The table below illustrates the effects of the caps on projected outlays of
discretionary spending through 2021. The spending cuts required by the caps are
larger in the out years and, despite what some commentators have noted, would
represent only a minimal drag on the economy in the next couple of years while the
economy is expected to still be recovering from the recession. The law also does not
preclude additional stimulus — but, unless exempted, discretionary activities would
have to be funded under the caps and mandatory programs (such as supplemental
unemployment assistance) and would be subject to statutory pay-as-you-go (PAYGO)
requirements that require offsets in the form of spending cuts or revenue increases.

Discretionary Outlays (in Billions of Dollars)

Current 1,267 1,217 1,207 1,216 1,238 1,260 1,285 1,323 1,357 1,391
law *

With caps 1,241 1,170 1,148 1,149 1,164 1,179 1,196 1,226 1,252 1,278

Difference
In Billions -25 -47 -59 -67 -74 -81 -89 -97 -104 -112
of Dollars

In % GDP -0.16  -0.29 -0.34  -0.37 -0.39  -0.40 -0.43 -0.44 -0.46 -0.47

*Current law baseline here incorporates changes fromthe updated 2011 appropriations bills, and excludes war-
related defense spending (which is not subject to cap)

For more detail on the spending caps, click here
Committee and Enforcement

The Joint Select Committee on Deficit Reduction is tasked with coming up with at
least $1.5 trillion in savings over the next ten years. It will be comprised of 12
members, 3 appointed by each party’s leader in each chamber of Congress.

From the Senate

Max Baucus (D-MT) John Kerry (D-MA)

Patty Murray (D-WA — Co-Chair) Jon Kyl (R-AZ)
Rob Portman (R-OH) Pat Toomey (R-PA)

From the House of Representatives:



The committee must vote on recommendations by November 23, 2011; a majority
of seven is required to report recommendations favorably. Congress must act on the
committee’s recommendations by December 23, 2011, and the legislation cannot be
amended or filibustered.

If the committee fails to report recommendations, or Congress and the President
fail to enact those recommendations into law, the President is required to order a
sequestration on January 2, 2013. The Office of Management and Budget will
calculate the amount to be sequestered that would achieve at least $1.2 trillion in
deficit reduction over ten years.

Sequestration operates as proportional, across-the-board reductions in spending
in non-exempt programs. Social Security, Medicaid, Medicare benefits,
unemployment insurance, programs for low-income families, and civilian and military
retirement programs are exempt. Medicare payments to doctors, hospitals and other
health care providers are not exempt but are limited to a 2 percent cut. Defense—
currently about $550 billion when funding for the operations in Afghanistan and Iraq
is excluded—is the largest non-exempt area of the budget, and it would be required to
contribute 50 percent of any sequestration ordered. (Funding for activities in Iraq and
Afghanistan would be exempt from sequestration.)

Where this Leaves Us

If the BCA is successful, and no changes affecting budgetary outcomes are made
to current laws, Congress will have averted a default on the debt and taken a major
step toward improving the country’s long-term budget outlook.

Summary of Major Provisions of the Budget Control Act

| whatitdoes | Howitworks
Debt Ceiling Raises the debt ceiling by $2.1-$2.4 trillion, The increase takes place over three stages
enough to last through the 2012 elections and is subject to Congressional disapproval,
and the enactment of future deficit-reducing
legislation.

Sets annual caps on discretionary spending DuringFY 2012 and FY 2013, caps are split

through 2021 between security and non-security spending.
In FY 2014 and beyond, the legislation sets a
total amountofspending.

Balanced Requires that Congress vote on a Balanced The legislation does not specify the content of

Budget Budget Amendment the amendment. Passage of an amendment

Amendment from both houses of Congress will authorize a
$1.5 trillion increase in the debt ceiling.

(el TGN Creates a Joint Select Commiittee on Deficit If Congress fails to pass the committee’s

and Reduction to secure additional savings recommendations and the Presidentfails to

Sequestration sign them into law, a provision to sequester

will enforce automatic cuts to all programs
that are not specifically exempted.

But by focusing on the budget process instead of addressing the structural drivers
of the country’s deficits and debt, the BCA falls short of a “grand bargain.”

By Peter G. Peterson Foundation calculations, the law will reduce the debt to
66.2% of Gross Domestic Product (GDP) by 2021, assuming current laws remain in
place (for example, that the tax cuts extended in December 2010 will expire as
scheduled in December 2012.) In other words, to reduce the projected debt to 66% of

GDP by 2021, Congress will need to forego or else “pay for” popular current policies
that ara nat incliidad in the “cuirrent.-law” haaaline Thace incliida thea 2001/2002/92010



reduction achieved by the Budget Control Act.

Not surprisingly, if the Budget Control Act is measured against the “plausible”
baseline used by the National Commission on Fiscal Responsibility and Reform that
assumes that those popular policies are extended, federal debt would grow to 77.3%
of GDP by 2021. (Under both baselines, the BCA reduces the deficit by the same
amount. But under the plausible baseline, the level of debt in 2021 is higher because
the baseline debt in that scenario is higher.)

These baseline differences highlight the importance of two unaddressed issues and
demonstrate the challenge of achieving the BCA’s potential level of debt reduction.
Indeed, these two issues should serve as a starting point for the work of the Joint
Select Committee: Medicare’s “doc fix” and expiring tax cuts. With a combined price
tag of $3.3 trillion when accounting for debt service costs, these two policies will more
than wipe out the $2.1 trillion in deficit reduction achieved by the BCA unless they
are financed by offsetting changes in spending or revenues.

The first policy hurdle with the potential to wipe out significant savings is the
Medicare “doc fix.” Under current law, Medicare’s payments to physicians are
scheduled to decline by 30 percent at the end of 2011. Lawmakers have annually
overridden similar cuts since 2003. The BCA makes no adjustments to physician
payments; but because current law deficit projections assume that the payments will
be cut, the BCA gets “credit” for those cuts. Future adjustments to physician payments
can be exempted from PAYGO requirements through 2014, but they still add to the
deficit. The cost of the “doc fix” is around $300 billion over 10 years.

The second policy hurdle with potential to wipe out savings is the expiration of the
individual income tax cuts, which is assumed under the current law baseline used by
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the BCA. President Bush’s 2001 and 2003 tax cuts were scheduled to expire at the end
of 2010, but President Obama and Congress negotiated a 2-year extension of the full
tax package in December of last year. At present, the cost of extending all of these tax
cuts beyond December 2012 through 2021 would be $3 trillion. The administration
has indicated that it expects the committee to develop a comprehensive income tax
reform package that will raise revenues, while continuing the tax cuts for all but the
highest income earners.

The Simpson-Bowles Commission used a baseline that assumed most of the tax
cuts and the “doc fix” continued, and then calculated savings for their proposal from
that higher, “current policy” baseline. That is how they generated $4 trillion in
savings, but ended up with a debt level in 2021 that is close to the BCA’s. The BCA
achieved $2.1 trillion in deficit reduction, but uses a current law baseline, which
assumes that all the tax cuts expire and Medicare physician payments are reduced —
which means these “savings” are already included in its projections of federal
spending and revenue. As the figure below illustrates, continuing these policies — as
Congress has in the past — would wipe out the debt reduction accomplished by full
implementation of the Budget Control Act relative to current law.

Conclusion

The Budget Control Act of 2011 is, as President Obama said upon the bill’s
passage, an “important first step” towards putting the country on a more responsible
fiscal course. Its most significant achievements are budget process mechanisms.
Enforceable spending caps, an empowered deficit reduction committee, and current
PAYGO laws can contribute to fiscal discipline. Process mechanisms—when combined
with a shared commitment among policymakers to stay on a fiscally responsible
path—have been successful in the past at holding Congresses and Presidents to their
promises. If the spending caps remain in place, the Joint Committee comes up with a
deficit reduction bill (or across-the-board cuts take effect beginning in 2013), and any
future policy changes (extension of tax cuts, a second stimulus, etc.) are paid for, the
debt reduction achieved will be significant.

However, BCA does not address the rising costs of entitlement programs
(especially the health programs) or the potential role of revenues in meeting our long-
term budgetary challenge. To put the budget on a sustainable course over the long
run, we will need more comprehensive reforms that address our structural deficits.

It took a lot of hard work to get to where we are today. Much hard work remains
to be done.

1 Security spending is defined as spending by the Departments of Defense, Homeland
Security, and Veterans Affairs plus all international programs and other security activities.



