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Overview

The U.S. fiscal cliff refers to the combination of 2 events that will occur in late 2012 and early 2013: (1)
implementation of federal budget cuts resulting from the compromise to extend the U.S. federal debt
ceiling and (2) expiration of many of the tax cuts enacted since 2000. The name, “fiscal cliff,” stems from
the widely-held concern that these 2 actions may cause an economic recession. However, the fiscal cliff
is actually a symptom, not the problem.

Underlying Problem

The U.S. has been using fiscal spending and tax policy to stimulate the U.S. economy. This stimulus, in
particular the second set of so-called Bush tax cuts, pre-dates the financial crisis of 2007, but the stimulus
expanded substantially with the Economic Stimulus Bill of 2008. Between 2007 and 2012, federal
spending increased from $2.7 trillion to $3.5 trillion. In contrast, federal tax receipts actually decreased
from $2.6 trillion to $2.4 trillion. A key reason for stagnate tax revenue is that deflated U.S. gross
domestic economic product has increased by only 3% in total since 2007, from $13.2 trillion to $13.6
trillion. Poor economic growth reflects many factors, but a key one is the lack of international
competitiveness of many U.S. industries. As a result, U.S. jobs and wage rates have been under
pressure. Thus, the underlying problem is the use of a broad range of government fiscal policy to
stimulate an economy that lacks international competitiveness in many industries.

Implications for U.S. Agriculture

* An immediate implication is that, similar to the 1991 Farm Bill, the 2012 Farm Bill is entwined with a
national debate over budget priorities and the federal debt. The U.S. House, in particular Republican
House members, will have to decide the size of cuts they want from nutrition programs and the farm
safety net. These cuts must then be negotiated with the U.S. Senate.
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* Most experts believe that both spending cuts and tax increases will be needed to solve the longer-
term federal debt problem. In such a grand bargain, tax breaks used by farmers, such as expensing
and accelerated depreciation, as well as spending on crop insurance may be curtailed.

* The underlying problem is occurring at the same time that the U.S. is redefining its safety net,
specifically the expansion of medical coverage to all Americans. The funding needs for this
redefinition is a point of disagreement. However, if funding needs are on the high side, then
spending on other safety net programs could be curtailed as we rebalance spending on the various
safety net programs. Such rebalancing could include the farm safety net, as well as other changes
that may affect farmers, including an increase in the age of eligibility for Social Security and
Medicare.

* While speculative, resolution of the U.S. competitiveness problem could rest upon reducing energy
costs, in particular from developing the large U.S. (and world) reserves of shale gas and oil. Lower
gas and oil prices will benefit farms on the input side but likely dampen demand for biofuels. Animal
producers will generally benefit while the impact on crop producers will depend on the relative rates
of decline in input and output prices. A softening, maybe end, of this period of farm prosperity could
potentially result.

¢ | ast, while the exact amount is not known, there is a limit to how much public debt the U.S. can
accumulate. If the U.S. exceeds this limit, U.S. interest rates will increase, the U.S. dollar will
depreciate, and large cuts in U.S. government spending will be required. This is not a situation in
which U.S. agriculture is likely to flourish. However, the U.S. has time to avoid these longer-term
outcomes. Let’s hope it finds the will to do so.
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