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Once again, the need for Congress to pass legislation raising the debt ceiling is fast
approaching, likely by early to mid-October. For the past 15 or so years, this otherwise
rote process has brought about extremely partisan and contentious debates, typically
because neither party has had control of both the executive and legislative branches.
With Republicans currently in control of these two branches, one would expect
successful legislation ahead of schedule. Yet we know politicians and the media like
to use the debt ceiling as a platform to promote, criticize and debate fiscal policies.
Moreover, the Trump Presidency so far lacks a natural Congressional constituency
and is struggling to unify a fractured Republican Party and its legislative priorities,
lending additional uncertainty to the backdrop this year.
Congressional inability to pass legislation in a timely manner has real market
consequences, ranging from pockets of illiquidity in the U.S. Treasury market to a
sovereign ratings downgrade resulting in meaningful credit spread widening. The
threat of default becomes real in the eyes of many market participants. As a result,
there have been calls – and even expectations – for the Treasury to consider other
options in order to stave off any potential for default as the debt ceiling limit nears.
Our expectation is that debt ceiling legislation will ultimately pass, hopefully in a
timely manner. However, there are already threats to shut down the government if
funding is not appropriated for some of the Administration’s or other Congressional
priorities. Even in the event of legislation eventually being passed, market participants
should prepare for a drawn out process and the accompanying political rancor
concerning fiscal priorities and the debt ceiling legislation. The potential for unintended
consequences seems higher this time around. Even after passage by Congress, the
President still needs to sign the legislation. The opportunity for TCW, should it get to
that point, will be to take advantage of any broader credit market disruptions.
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Background
The debt ceiling is a limit, set by Congress, on the amount of public debt that can be issued by the Department of the Treasury. Total
public outstanding debt is the sum of both marketable debt (bills, notes and bonds) and the intragovernmental accounts, the largest of
which are Social Security and Medicare/Medicaid. The debt ceiling determines how much flexibility the Treasury has both in issuance
and intragovernmental accounting (more on this below) to meet spending obligations, as well as when this authority expires.
Action on the debt ceiling is legislatively distinct from the annual budget process. Statutorily, Treasury can only issue debt up to
the amount authorized by the existing debt ceiling even though Congress may have appropriated expenditures above that limit
in prior budget legislation. Social Security and Medicare/Medicaid expenditures are not part of the annual budget but, again, do
count towards total public debt outstanding and thus play a large role in determining when the debt ceiling is reached.
Notwithstanding the legislative distinctions, the debt ceiling and budget debates are often linked together. Twice these
debates have sparked government shutdowns in 1995-1996 and again in 2013 due to the lack of appropriated funds to run the
government, which, again, is distinct from the debt ceiling. During the height of the 2011 debt ceiling debate, Standard & Poor’s
downgraded Treasury debt. As a reminder, it is instructive to note credit spreads widened on the downgrade as 10-year Treasury
securities rallied approximately 50 bps. Frustrated market participants viewed this action as more indicative of political and
economic deadlock than any increased risk of default.
Discussion over debt ceiling legislation provides an often-contentious reminder of previous fiscal appropriations. Purposeful
delays in the passage of debt ceiling legislation can ignite intense political passion and friction contributing to market uncertainty.
The U.S. Debt Ceiling Has Risen No Matter Who is in Office
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Self-inflicted crisis
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What happens when the debt ceiling is reached?
As Treasury approaches the debt ceiling limit, the Secretary of the Treasury sends a letter to the Congressional leadership
indicating the Treasury is entering a “debt suspension period” and will be utilizing existing authorized “extraordinary measures”
to manage the debt outstanding until a new debt ceiling is passed. The debt suspension period sets off a chain of events, but we
will just focus on the highly impactful ones. We are in that period now.
Debt suspension allows Treasury to use about $388 billion in government trust funds until the debt ceiling is increased or,
said another way, the Treasury has an additional $388 billion of borrowing power. The bulk of these dollars comes from several
intragovernmental funds - primarily the pension and retirement plans for government employees. The non-marketable bonds that
were previously issued to fund these plans are not reissued when they mature, thus creating more room under the debt ceiling
cap. Treasury makes these plans “whole” once the legislation passes. This bookkeeping exercise is easily executed largely because
the math is simple as these accounts are an unfunded liability.
The real impact to investors during the debt suspension period is usually in bill issuance. Treasury needs to closely monitor its
cash balance and does so by issuing cash management bills that coincide with outlays and receipts. This sometimes results in
inconsistent and unexpected issuance amounts in the regularly scheduled bill auctions. Additionally, bills scheduled to mature
around the expected “drop dead” date (the date on which Treasury can no longer lawfully issue debt) typically lose liquidity and
cheapen up. Typically, coupon auctions are unaffected, though maturing coupons could be.
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Does Treasury have contingency options if Congress cannot pass legislation?
Legislatively, Treasury has no other options to issue debt above the debt ceiling limit beyond the above mentioned extraordinary
measures. Only Congress can amend or give Treasury new extraordinary measures. Despite this, the recent heightened rancor and
subsequent market uncertainty has pressured Treasury to consider new, untested contingencies in case legislation fails to pass. The
pressure to consider new options comes from many sources, including the market, Congress, the Federal Reserve and Treasury itself.
The following are some of the ideas that have sparked debate.
1. Treasury could issue a platinum coin(s).
2. Treasury could “borrow” from the Social Security trust fund in the same way it borrows form the government retirement and
pension plans.
3. Treasury could “prioritize” principal and interest (P&I) payments on all outstanding and maturing debt securities, and make
no other payments while staying under the debt ceiling cap.
Let us examine the first two options before focusing on prioritization.
PLATINUM COINS: Treasury is lawfully allowed to issue platinum coin(s) via the U.S. Mint. Interestingly, those coins would
not count against the debt limit even though they provide a source of funding for the Treasury. These coins could be used, for
example, to pay down existing debt allowing Treasury to make all scheduled payments and continuously fund the government.
However, the operational and logistical framework to get coins minted, distributed and settled are cumbersome and time
consuming precisely when Treasury will be under time pressure. There are also real questions that need to be vetted. How and
when would the coins be redeemed? What if platinum coin redemption(s) caused a debt ceiling breach? This option was fun for
pundits to discuss in 2013 but has too many questions and practical shortcomings. Most importantly, the sale of platinum coins
requires Fed approval and the Fed has given no such indication it would (ever) do so. This option is an unintended loophole in the
debt ceiling discussion and bypasses in principal, the congressionally mandated debt ceiling limit.
SOCIAL SECURITY: “Selling” the bonds that fund Social Security is similar to the extraordinary measures already used by
Treasury. If Treasury can utilize funds from other intragovernmental pension plans, why not from Social Security as well? This
may be operationally possible, but is considered politically unworkable and harmful. One can imagine the headlines and rhetoric
around “stealing” from Social Security to fund the government to the benefit of bondholders. Again, this action has no precedent
and Congress has purposely not authorized the inclusion of those funds as part of the extraordinary measures in the same way the
other funds were intentionally included.
PRIORITIZATION: Market participants and even some in Washington view the third option – prioritization of Treasury P&I
payments – as the only real viable contingency. The concept is easy to understand and is generally viewed as the least bad option
facing the Treasury, should Treasury ever run out of borrowing authority.
The release of Fed minutes in January 2017 chronicling the 2011 debt ceiling crisis confirmed to the market that Treasury via
the Fed could prioritize P&I payments and withhold all other payments while staying under the debt ceiling cap. Until these
comments, many viewed P&I prioritization as unworkable. The plan is operationally possible largely because the Fed is the
fiscal agent for the U.S. Treasury. In this role, the Fed has many responsibilities including acting as the interface between the
U.S. Treasury and its bondholders. The Fed is also responsible for the Fedwire, the electronic platform where all U.S. Treasury
securities transactions are credited and debited. According to the quoted Fed official, Treasury was comfortable with P&I
prioritization, though no senior Treasury officials ever formally commented on or publicly approved this plan.
Additionally, the 14th amendment of the Constitution lends support to this option stating: “The validity of the public debt of the
United States, authorized by law…shall not be questioned.” Does that mean that honoring debt obligations statutorily supersedes
the debt ceiling limit? Unclear. The courts or Congress have never ruled or commented on this issue. Yet this does give the
argument for P&I prioritization some credibility.
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Though P&I prioritization is operationally possible, the legal and debt management staff opinion at Treasury is that prioritization
lacks both precedent and Congressional or legal approval. In their report following the 2011 debt ceiling debate, the Treasury
Inspector General summed up the traditional view of prioritization at Treasury:
The Inspector General’s office in the Treasury Department filed a report on the 2011 debt ceiling debate to the Senate Committee on
Finance in August 2012. The Inspector General’s office found that “Treasury also reviewed the idea of attempting to prioritize the many
payments made by the federal government each day. Treasury noted that it makes more than 80 million payments per month, all of
which have been authorized and appropriated by Congress. According to a Treasury official, the payments cover a broad spectrum of
purposes deemed important by Congress. While Congress enacted these expenditures, it did not prioritize them, nor did it direct the
President or the Treasury to pay some expenses and not pay others. As a result, Treasury officials determined that there is no fair or
sensible way to pick and choose among the many bills that come due every day. Furthermore, because Congress has never provided
guidance to the contrary, Treasury’s systems are designed to make each payment in the order it comes due.”
Putting aside P&I and the Fedwire, the other legacy systems used by Treasury do not have the functional capability to make some
payments and not others. Manual labor would be required to sort through the 4-5 million daily “checks” issued by Treasury to
decide which ones would be “sent” and which ones would be held back. This further highlights the potential legal argument
Treasury lawyers worry about -- that any prioritization is arbitrary because Treasury does not have the operational or legal authority
to determine the winners and losers in terms of who gets paid versus who doesn’t. Taken to the extreme, this becomes an
emotional argument when one considers dependent vendors or necessary social payments.
Would Treasury Prioritize?
The decision to prioritize P&I could ultimately come down to political will and that will be a contentious argument with strong
opinions coming from both sides. On the one hand, Treasury lawyers argue that the Secretary of the Treasury has no statutory
authority to prioritize and by doing so is likely to set off a legal chain of events. Yet others, including the Fed, will argue that the
risk of systemic consequences of a real Treasury default on maturing securities would have far-reaching systemic consequences,
affecting settlements, clearing, and all the related derivative contracts. From a policy perspective, one of the key lessons from 2008
is that policymakers underestimated the interconnectivity of markets. Therefore, how policymakers view this interconnectivity of
U.S. Treasury market participants will have a huge bearing. Any decision on prioritization during a default– no matter what the
decision - would be open to intense ex post criticism, including likely legal actions.
Endgame
Treasury likely has a very good idea when the “drop dead” date falls on the calendar. Staff knows the dates and amounts of
expenditures, as well as the flexibility of the debt issuance calendar. However, estimating tax receipts – the incoming revenues –
on an $18 trillion economy is hard. Most analysts are calling for Treasury to run out of borrowing authority by early-mid October.
(Now $5 billion of GSE payments to the Treasury are on the table further complicating the matter, but this is an entirely different
political issue.) Though Treasury staff probably knows the end date, they will refrain from publicly discussing it in order to give
themselves some flexibility. In other words, though Secretary Mnuchin had recently said Treasury will run out of borrowing authority
by September 29, 2017, the internal Treasury estimate is almost assuredly a later date. This could create even more mistrust between
the administration and Congress. In addition, Treasury reportedly told primary dealers in mid-July that prioritization is not an option.
It will likely continue to assert that position, essentially trying to force legislative action.
If debt ceiling legislation goes down to the wire, expect tense final days. In 2017, this is further compounded by the fact that so
many key positions at Treasury have just been recently filled or remain vacant. The workload increases as the date nears and a
significant amount of time is taken in meetings within Treasury, the White House, the Hill and the Fed. This can create a highly
pressurized environment, particularly for a relatively new admnistration.
Treasury will have prioritization as an operational and policy option should they run out of extraordinary measures. There will need
to be a political first for prioritization to actually happen – the failure to pass debt ceiling legislation in time. At that point, political
tensions and mistrust will likely be quite high. Markets will be nervous. For P&I prioritization to actually happen, both a strong
5
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political and market-based belief will need to prevail that P&I prioritization is dͲŝůůDŽǀĞƐƵƌŝŶŐϮϬϭϭĞďƚĞŝůŝŶŐĞďĂƚĞ
unequivocally the right thing to do to avoid any
systemic financial market (and other) failures. Certainly, the argument
can be made that the interconnectivity
of Treasury market
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participants as it relates to settlements, clearing, derivative agreements, bank liquidity, money market
funds,
etc.
could
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systemic unintended consequences. The benefit of prioritization will be weighed against the statutory, legal and political falloutϭϯϬϬ
of
Ϭ͘Ϭϲй
prioritizing bondholders over others owed by the U.S. Treasury.
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Another key factor will be the markets themselves. Pockets of illiquidity may not be enough to force Treasury’s hand. However,
ϭϭϱϬ
Ϭ͘ϬϮйcreate the sense of urgency for Treasury to act. Though this
markets in freefall and lacking confidence in the political system could
ϭϭϬϬ
is a lose/lose decision for Treasury and the administration, not prioritizing
could make a bad situation worse.
Ϭ͘ϬϬй
ϳͬϭϰ͗^ΘWƉůĂĐĞƐh^ĚĞďƚŽŶ
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ϭϬϬϬ
Lastly, it is not clear how long prioritization could last. Much depends
upon the calendar, including tax receipts and large
intragovernmental payments. P&I prioritization is short-term solution. Legislation is still required.
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Opportunities for TCW
What does this mean for TCW? Again, our base case is that this gets resolved in time. But if the debate over the debt ceiling
escalates and the fiscal deadlines draw nearer, volatility could increase. Initially, Treasury notes and bills that mature or have
scheduled interest payments right after the drop dead date would have the greatest potential to experience price weakness.
Even if one maintains that debt ceiling legislation always gets passed, taking advantage of some of the interim volatility may
warrant a look, particularly if the prioritization talk becomes a real possibility. However the real opportunity could be in the
broader credit markets. In both 2011 and 2013, interest rates moderately rose as the debate went down to the wire. The most
dramatic market response occurred in 2011 when U.S. sovereign debt was downgraded. There was a flight to quality as longer
dated Treasury securities rallied. As in these prior episodes, we expect market noise surrounding any resolution. Yet, we are
also in a tense, unpredictable reactive political state. Could this debate become so combustive it sparks a third party response,
such as a large bond sales or a ratings agency downgrade? Will the volatility this time around have the added potential to
be the catalyst for a broader deleveraging event? The current market environment is especially vulnerable to shocks due to
complacency and end-of-cycle dynamics. Additionally, the market structure is far different than it was prior to 2008. Banks and
other regulated entities are most likely unwilling or unable to absorb unexpected liquidity, particularly in riskier credit.
The debt ceiling debate is an added risk factor that investors should continue to view as a nuisance. Though we have made it
through more than one debt ceiling crisis before, it is prudent to monitor the situation as there is no guarantee of a clear path
this time around.
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