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Introduction: Will There Be a Collapse?
The world probably needs another, “The End is Coming” book like it needs another Ice Age. That, you will recall, was one of the big scares of the 1970s, generating lots of ink, making money for some people, and not only wasn’t it remotely true, the last decade has featured “Global Warming” as the scare du jour, getting lots of ink and making money for some people. Quite a lot of money, in many cases.
The other big scare of the Seventies was The Population Bomb, by Paul Ehrlich. My professors presented it to me as settled science along with its apocalyptic vision of world wide famine and the end of civilization due to the depletion of all strategic minerals. That didn’t happen, either, but it factored into my decision to remain single until I was 46 and to not have progeny of my own (my granddaughter is by marriage). Given the collapsing birthrate in the civilized countries, my decision may have contributed to the coming fall, but more about that later.
And neither the Alor on red apples nor Agent Orange from Vietnam has killed me—yet. My IPF is not from Agent Orange, but probably from my mother, who died of it, much as I might like to stick the taxpayers with the bill and get some bragging right for having been killed by my service in Vietnam.
I should have learned from all this that predicting disaster is an activity fraught with egg-on-the-face. Nor does the soothsayer who predicts mostly bad things get much repeat business at the fair. As Mark Twain said, “I have lived a long life and had many troubles, most of which never happened.”
The adage in the news business is that, “Good News is No News.” And yet, as I compiled items of interest for my political blog, The Old Jarhead, I saw trends that portend desperate challenges for our nation. Since the US is still, in Lincoln’s timeless phrase, “The last, best hope of mankind,” folks in the rest of the civilized world will have little time to enjoy their schadenfreude if disaster comes to this Republic, no matter their feelings towards us.
My concerns led me to write an essay with the same title as this book, which I published on my blog in March of 2010, and sent to my mailing list. At 4,200 words, it was too long for publication in the traditional mainstream media or even on most commercial blogs, given the attention span of the reading public.
But still it nagged at me, as the news grew more alarming. The current state of my health suggests this is not a personal problem, but I have a granddaughter I love, and I care about the future of not only her and the children of friends and relatives, but of freedom, civilization and all the children to come. This slim book is my attempt to reach a larger audience, not for personal gain, but so I can feel that I went down fighting.
So, will there be a Collapse?
This is not an anti-Obama book, though I’m certainly not an Obama supporter. I do not think that the country is going to collapse because Barack Obama was elected. I do think that President Obama’s naiveté, incompetence, statist political orientation and political debts to public unions and big spenders have accelerated the problem, and will continue to do so. But there is enough blame for both parties and all citizens—yes, including me. We have all failed, in greater or lesser part, to preserve this “City on a Hill.”
The United States was a great country while it lasted. But nothing tangible lasts forever, not stars, nor planets, nor people nor flowers nor butterflies. Certainly not political systems. We can be certain that the American Republic will have an ending as surely as it had a beginning. But will it be in the lifetime of many now alive?
Predicting the future is not an easy task—otherwise, I’d spend more time at the racetrack. In the hundreds of opinion pieces I’ve published over the years, I’ve had some notable success doing so. In 1998, three years before 9/11, I published a column about the War on Terror in which I wrote that terrorists now had the power to destroy large buildings. Prescient, perhaps, but I’ve made my share of predictions that were embarrassingly off the mark.
Emerging trends or sudden events can completely alter what looked to be inevitable. The death of a key leader, a new technology, a natural disaster striking your country—or your opponent’s—these and other unforeseeable events can alter the seemingly-inevitable future. We may certainly hope for a “Game Changer” that will make this book so much drivel. Nothing would please me more. History gives us hope. “The Great Horse Manure Crisis of 1894” was resolved by the invention of the automobile—bringing new challenges.1
Certainly the American Republic has been both resilient and flexible since its improbable emergence from the fire of revolution. It survived a terrible civil war, an outcome that seemed highly unlikely at the time. It survived the Great Depression, despite the best efforts of our leaders to prolong it.2 It led and won the fight against global tyranny in WWII, a victory that may appear inevitable now, but was a damn close thing at the time. And it faced down the monster of soulless Communism, despite the infatuation of large numbers of our vapid intellectual class with the joys of collectivism, as seen from afar and applied to others.
And yet, despite this history of resilience and triumph, I think that there is about an 80% likelihood that the American Republic will collapse within the next twenty years, and be replaced with something else—perhaps several independent jurisdictions. It certainly is being changed far beyond what the Founders would have recognized as a Republic. If so, it is certain that what emerges will not be a model of classical liberal democracy. That this collapse will be characterized by economic privation, great violence, mass suffering and extensive death I consider inevitable. That the surviving citizens of the new entity or entities will enjoy anything close to our freedom or standard of living I believe highly unlikely. The Jamestown rule—no work, no eat—will be rigidly enforced. Many of today’s highly-compensated skills will be almost worthless (including mine), but things like hunting, farming and basic nursing will be prized. The old and sick who require a lot of resources and are not able to contribute physically—such as those of us dependent on bottled oxygen—will be, of necessity, tossed out of the lifeboats.
Each of the several challenges facing us is both complex and over-whelming, and we no longer seem to have “the right stuff” to deal with any of them. While we might successfully, though not painlessly, face down each of them individually, their convergence makes the Republic’s survival highly problematic. Americans want the benefits of the good life, but far too many want someone else to pay the costs and make the sacrifices for them to have it. Few are willing to sacrifice their comfort, their cash or their standard of living—never mind their lives—to protect the Republic and the system of political and economic freedom and property rights that created the American material wealth that is the envy of the planet, far beyond what our grandfathers could have dreamed. Just one example: In WWII, our forces were led by graduates of Harvard, Yale and other leading institutions. Since Vietnam, military services is disparaged and shunned by the elites who benefit the most from our system. ROTC is banned at the Ivies, on one pretext or another. Takers far outnumber givers.
Edward Gibbon wrote, “In the end more than they wanted freedom, they wanted security. When the Athenians finally wanted not to give to society but for society to give to them, when the freedom they wished for was freedom from responsibility, then Athens ceased to be free.” It is hard to dispassionately observe the United States, or most of what I call the civilized world, without seeing his words reflected in the views and behavior of a majority of citizens.
We are victims of our economic success. Fat and comfortable Republics have ever been prey to wolves and barbarians, and, in our case, there are perhaps as many inside the gates as outside.
This book focuses on the four convergent forces that I believe are likely to destroy the Republic, not that there are not additional problems which will complicate our responses.
Chapter One: The Federal Government is Broke. Really.
A friend of mine once said, loosely translated for a family audience, “Bob, it’s money and women makes the world go round. And if you’ve got one, you can get the other.” Well, the fair sex with all its power of attraction is still thankfully with us, but there is no longer any money to get.
Lobbyists and politicians fighting in Washington for an ever-bigger slice of the pie for clients and constituents are fighting over a crust that covers a pie tin filled with IOUs. They resemble nothing so much as the Nazi hierarchy still jockeying for political position with the Fuhrer in March of 1945, as the Soviet and Allied armies closed in to put a just end to their world forever.
For years, everyone who was paying attention at all has known that a fiscal disaster was looming. And we fretted about it. The problem was so huge that we mostly averted our eyes and hoped someone else would fix it. Like the threat of a large meteor-strike or a super-eruption of a volcano, we hoped its seeming inevitability would happen, if at all, long after our children’s grandchildren had passed from the stage.
That is not to be. The financial catastrophe is now so close that even the first wave of the baby boomer generation will suffer, absent the escape of an early demise. Public debt far beyond our means to pay is the rule at every level of government. And it is not just the United States that is in bad shape—not even the worst shape—but all the developed countries.
Government insolvency has, of course been a consistent feature of the third world, requiring frequent rescues by the developed countries in a cycle of loans and loan forgiveness. That these efforts have failed to benefit many citizens beyond the local blood-soaked oligarchy has been known to all paying attention, and ignored by almost everyone, in hopes that bread and circuses will keep the mob at bay. When they discover that there will be no more rescues—the life preservers are gone—things will get mean.
In his Newsweek article, “The West and the Tyranny of Public Debt,”1 Jacques Attali writes, “But never, outside periods of total war, has the debt of the world’s most powerful states grown so immense. Never has it so heavily threatened their political systems and standards of living. Public debt cannot keep growing without unleashing terrible catastrophes. Anyone saying this today is accused of pessimism.”
I highly recommend you stop reading now, go to your computer, and locate this article, which provides the historic context needed to grasp the enormity of the coming tragedy.
(http://www.newsweek.com/2010/12/27/the-west-and-the-tyranny-of-public-debt.html)
Ah, you’re back. You look a tad pale and shaky, but let’s proceed.
Not a week goes by that I don’t post a link to a story of government fiscal desperation on my blog. But each of these articles focuses on one problem, in one area. Let’s take a brief tour of the mind-numbing problem and try to tie these frightening pieces together. Please be thinking of solutions, as there will be a quiz. If you are under, say, 55 and healthy, your standard of living and perhaps your life will depend on there being solutions.
The United States Government
We’ll start at the top, with the problem that everyone is familiar with. Or, perhaps, familiar with part of—the federal deficit. Writing about this is difficult. Almost every day brings in new information. I’m writing early in 2011. By the time this gets in print, the numbers I include will be badly outdated. And the situation will be far worse; is in fact growing worse at a rate that is hard to grasp.
As I write, the federal deficit is … well, I don’t really know the size of the true deficit, if you count all the obligations the US Government is definitely or likely on the hook for. I’m not sure anyone does. But here are some of the most important parts of the puzzle.
The Federal Deficit
According to the Mercatus Center at George Washington University, “The U.S. national debt currently stands at 62 percent of GDP—its highest level since WWII. Under plausible assumptions, this ratio will rise to at least 80 percent and possibly 185 percent of GDP by 2035 and continue increasing thereafter. As the debt ratio increases, the country’s creditors will demand higher and higher interest rates to continue financing this debt. This means even larger deficits and ultimately a U.S. default. Both macroeconomic and microeconomic perspectives suggest that tax increases cannot address the debt problem because higher taxes mean slower economic growth, reducing the scope for increased tax revenue.”2
These numbers are meaningless, of course, to most folks. In fact, most folks aren’t paying attention at all—more on that later. But even to those who are, is this so bad? Especially as so many of the EU countries, especially the PIIGS (Portugal, Ireland, Italy, Greece and Spain) are far worse off. According to an article in the Washington Post in March, 2010, “Greece’s national debt last year reached 113 percent of gross domestic product. The United States will hit that in about 2020, according to the Government Accountability Office, assuming policy continues as it has. And last year’s U.S. budget deficit amounted to 9.9 percent of GDP, nearly rivaling Greece’s 12.7 percent.”3 The columnist is not considered a conservative.
Nor is Greece an anomaly. In April of 2010, the Irish Central reported, “It has been confirmed that Ireland has the highest national debt in Europe. Ireland has a deficit of 14.3 percent of its gross domestic product (GDP) and has surpassed Greece’s national debt, which is 13.6% of its GDP.”4
We should take small comfort in Europe’s problems, any more than a man who is to be hanged next Tuesday feels relieved because his cellmate is to be executed in the morning. Besides, as 2008 showed with the worldwide banking collapse, and in fact 1933 showed with the Smoot-Hawley-driven world trade collapse that locked in the Great Depression, the world’s economy is so integrated that pain quickly spreads through the global economic system like an aggressive infection.
Reuters reports that the Congressional Budget Office estimates, “The U.S. debt will top $13.6 trillion this year (in 2010) and climb to an estimated $19.6 trillion by 2015, according to a Treasury Department report to Congress. The report that was sent to lawmakers Friday night with no fanfare said the ratio of debt to the gross domestic product would rise to 102 percent by 2015 from 93 percent this year.”5
Not only are the numbers so huge as to be hard to grasp for the average person—that includes me and probably you—but as you will have noted above, there are wide variations in the “hugeness” of the numbers. This may be a case of, “figures don’t lie, but liars figure.” More likely it reflects the variations in projections that individuals are likely to make, depending on their competence and political orientation, and on what they include or exclude from the projected deficit. You will remember when supportive Congressmen, not that long ago, were saying that Fannie Mae and Freddie Mac were not only sound, but would never cost the taxpayers a nickel, as only the investors were at risk. If only that had been true. Do these deficit projections include future liabilities for Fannie and Freddie? What else will the taxpayers have to cover? Who knows without digging into the costs with our own accounting team?
What we do know is that the deficit has increased at an unbelievable rate since 2007, dwarfing all previous government debts—and giving rise to the Tea Party, as it frightened those who were paying attention.
Every dollar that government spends must be taxed from the private sector, or borrowed, thus reducing money available for private sector economic development while increasing the debt, or printed, creating an inflationary tax on everyone.
What happens when no one will lend us more money? Moody’s says the US is in danger of losing its AAA bond rating. Such a downgrade would, of course, cost additional billions of dollars annually in increased interest payments on the debt. And at some point, China and everyone else will say, “That’s all there is!” Barron’s has reported, “China is pulling back from U.S. Treasury securities and buying up hard assets around the world.” 6 A pull back by creditors is probably inevitable. After all, we are not the only debtor nation in the world. The EU has put a temporary patch on Greece and Ireland, the canaries in Europe’s coal mine, but that will only delay their coming disaster. Just like our leaders, the EU politicians are kicking the can down the road, getting reelected by buying benefits through debt on their watch. But the day is fast approaching when the can won’t budge no matter how hard it’s kicked.
Faced with a default, the tempting option will be for the US Government, like so many before it, to print money. We are starting to see what they call “quantitative easing,” or QE, where, in a second round, the Fed is printing $600 billion to buy back our debt. It is supposed to stimulate the economy, but it does so by making all of our savings worth less. “The Chinese ratings agency, Dagong, scorned QE as ‘a practice resembling drinking poison to quench thirst… In essence the depreciation of the US dollar adopted by the US government indicates that its solvency is on the brink of collapse.’”7
Fiat money eventually creates hyper-inflation, as Robert Mugabe could tell Barack Obama, destroying savings and wealth. Money sucked out of the private economy by government reduces economic activity, jobs and, eventually, government revenues, creating a re-enforcing death-spiral.
Dr. Gerald Swanson asked in 1986, “What would life be like in the United States with an inflation rate of 20% or more? South America offers a number of clues. At one time in Argentina, a pair of shoes cost as much as an entire steer. With hyperinflation, prices cannot be used as benchmarks for decisions, since yesterday’s prices do not offer any relevancy for today. In fact, it isn’t unusual for South American shoppers to see the price of bread increase between the time they enter a grocery store and the time they leave it. Savings lose their value. The only incentive is to spend.” 8 Once our government can no longer borrow, we shall find out.
Social Security and Medicare
Everyone’s favorite whipping boys, Social Security, Medicare and the Baby Boomers are the public face of the fiscal black hole. In 2009, the National Center for Policy Analysis reported, “The 2009 Social Security and Medicare Trustees Reports show the combined unfunded liability of these two programs has reached nearly $107 trillion in today’s dollars! That is about seven times the size of the U.S. economy and 10 times the size of the outstanding national debt.”9 They also estimated that, “By 2030, about the midpoint of the baby boomer retirement years, the programs will require nearly half of all income tax dollars.” 9
These programs are often described as a huge Ponzi scheme, but that probably does Ponzi—and his protégée Bernie Madoff—a disservice, because the scope of the problem is breathtaking. Every dollar that comes in goes to pay for current beneficiaries. The vaunted trust funds for Social Security and Medicare “exist purely for accounting purposes….The accumulated Social Security surplus actually consists of paper certificates (non-negotiable bonds) kept in a filing cabinet in a government office in West Virginia. These bonds cannot be sold on Wall Street or to foreign investors….they are little more than IOUs the government writes to itself.” 9 What would the government do to a private company that ran its pension plan in this manner? Would not the executives be headed for prison?
That was in 2009, when Social Security had a $31.7B income surplus. By 2010, that surplus had disappeared, and Social Security was paying out more than it took in. “The annual report of the Social Security Trustees….forecast that the primary Social Security program….would not exceed its tax receipts until 2018. Unfortunately, it happened in fiscal 2010….a whopping $40 billion shortfall.”10 And that was before the first of the Baby Boom Generation (that would include me) turned 65 in 2011. Congress now predicts that Social security will run $600 billion in deficits over the next decade, and will continue to run deficits until the “Trust Fund” is exhausted in 2037.11 Remember that the “Trust Fund” consists entirely of US Bonds which must be paid back from taxes or borrowing before it can be paid out.
Why is Social Security collapsing? “In 1945, 41.9 workers supported each (Social Security recipient), while today only 3.3 workers support each retiree. That number will continue to shrink.” 12 As the Baby Boomers retire, it will shrink ever more rapidly. And with increased life expectancy, the deficit will grow. Social Security Disability has also burgeoned in the recession, as people who can’t find work discover they are disabled. It’s one of the fastest growing parts of Social Security.
Do you think that the government can raise taxes enough to cover that obligation? For how long? In 2050, these programs will consume almost all current tax revenues.8 Liberals and conservatives can debate at what point higher taxes drive jobs and productive individuals out of the economy, but at some point the goose dies and you get no more golden eggs to buy votes. I think few economists would say that tax increases gigantic enough to meet the unfunded liability would not have a very negative impact on the economy, costing millions of jobs and driving money out of the country. Though given the situation in the rest of the developed world, we may take comfort in the thought that there is almost no safe place to move cash to.
“Tax Day is a dreaded deadline for millions, but for nearly half of U.S. households it’s simply somebody else’s problem. About 47 percent will pay no federal income taxes at all for 2009.” 13 What will be the political ramifications of telling this 47% they have to lose benefits or get back on the tax rolls to cover ever-increasing Social Security and Medicare costs? Or of telling the 53% who still pay federal income taxes that those taxes are going to double? Or triple?
No politician can raise taxes anywhere near enough to meet these obligations and survive politically. (Or maybe even survive, when things get nasty.) Nor can one significantly cut the entitlements and survive. In my area of Cook County Illinois, a challenger suggested raising the Social Security retirement age for younger workers, and the incumbent immediately began running ads with seniors saying, “Keep your hands off the Social Security I worked for, young man!” She lost, but what will happen when the ads are true and about massive Social Security benefit cuts and huge tax hikes to fund what is left?
All of the efforts to date have been short fixes designed to postpone the problem a bit. For example, I cannot draw full Social Security until I reach age 66 in 2011. These types of changes don’t fix the problem, they just postpone it. Given my age and health, that may be enough for me. But not for the country.
So we know the National Debt is over $14 trillion and climbing rapidly, and we’ve added in another $107 trillion for Social Security and Medicare, with Medicare being the largest problem. “Medicare’s total unfunded liability is more than five times larger than that of Social Security. In fact, the new Medicare prescription drug benefit enacted in 2006 (Part D) alone adds some $17 trillion to the projected Medicare shortfall - an amount greater than all of Social Security’s unfunded obligations.”9 Thank you George W. Bush.
But is $107 trillion the right number?
One of the ways that the Patient Protection and Affordable Care Act (PPACA—called “Healthcare Reform” by proponents and “Obamacare” by opponents like me) promised to cut the deficit, despite providing broad new entitlements, was by cutting Medicare expenditures by as much as $500 billion per year.
First, it assumed that doctors’ Medicare reimbursement fees would be cut. There is a formula called the Sustainable Growth Rate (SGR) that has mandated cuts in physician reimbursement every year. And every year since 2002, the Congress has postponed the cuts with a “patch.” There were several short patches in 2010, and the lame duck 111th Congress passed another year long patch postponing what was by then a 23%+ cut for another year—at a projected cost of $17 billion to $20 billion. (Full disclosure—I work for an association that lobbies for a permanent fix to the SGR problem, so I have a bias here.) “Now, the cost of a permanent fix tops $200 billion. The AMA (American Medical Association) made passing a permanent fix its top priority for comprehensive health care reform. But as lawmakers struggled to keep reform’s costs under President Barack Obama’s $900 billion mark, the enormous price tag of the fix forced lawmakers to exclude it from both the House and Senate bills.” 14
Doctors are already opting out of Medicare. “The number of doctors refusing new Medicare patients because of low government payment rates is setting a new high, just six months before millions of Baby Boomers begin enrolling …”15 Medicare patients are already finding it difficult to find care. If the proposed SGR cuts go through, doctors who will begin losing money on Medicare will have no choice but to bail out of the system. Much the same thing is happening with Medicaid at the state level, and the PPACA has just expanded that problem for states in a way few people seem to grasp.
Seniors who are covered but who can’t find a doctor to accept the reimbursement rate are in no better shape than the people without coverage in line with them at the emergency room. Yet, even without these cuts, the AMA reports “17% of more than 9,000 doctors surveyed restrict the number of Medicare patients in their practice. Among primary care physicians, the rate is 31%.”13 Who will take care of the 2.8 million baby boomers who join Medicare in 2011, and more each year after that, for the near future? How likely are politicians, who know that angry seniors vote, to actually make the additional cuts to Medicare envisioned in the cost “savings” of ObamaCare? To believe that the PPACA will really reduce the deficit is to believe that politicians will willingly vote themselves out of office.
Medicare, Social Security and the PPACA are the most visible of the federal entitlement programs. But they aren’t the only ones.
In FY2006, military retires cost the Federal Government over $40 billion per year and the unfunded liability was $684 billion,16 Small taters compared to Social Security, perhaps, and certainly owed to those who served. But an added fiscal entitlement none the less.
Then there is the cost of healthcare for both active duty and retired members of our military, about ten million folks. “Total health care costs for the Pentagon, which is the nation’s single largest employer, top $50 billion a year, a tenth of its budget and about the same amount that it is spending this year on the war in Iraq. Ten years ago, health care cost the Pentagon $19 billion; five years from now it is projected to cost $65 billion.” 17
Then there’s the Veterans Administration, which spends $60 billion a year caring for vets with service connected disabilities, or retirees and other vets in need.18 (I know a Navy vet, not retired, not service connected, but who needed a lung transplant for IPF, which he received from the VA gratis on the basis of his service. I do not say it wasn’t deserved, and I was glad he got it. My survival may soon depend on a similar transplant. But such things are not cheap. How long can we pay for them?)
Getting more attention due to the fiscal crisis are the Civil Service Retirement System (CSRS) and the Federal Employees’ Retirement System (FERS). “All assets of the CSRDF (Civil Service Retirement and Disability Fund) are invested in U.S. Treasury bonds and other securities backed by the full faith and credit of the U.S. government. Retirement annuities for federal employee are paid from the CSRDF ... The Office of Personnel Management (OPM) estimates that in FY2010, expenditures from the CSRDF will total $70.2 billion …”19 So the retirement system is fully funded—but that fund, like the Social Security Trust Fund, has been borrowed by the U.S. Government to pay current operating expenses and replaced with government IOUs. If I worked for a company with a retirement fund invested solely in that company’s bonds, I’d be kind of nervous.
But the government isn’t concerned. “Because CSRS retirement benefits have never been fully funded by employer and employee contributions, the Civil Service Retirement and Disability Fund has an unfunded liability. The unfunded liability was $674.2 billion in FY2008. According to actuarial estimates, the unfunded liability of the CSRDF will continue to rise until about 2030, when it will peak at $853.1 billion. From that point onward, the unfunded liability will steadily decline, reaching a projected level of $4.5 billion in the year 2085. Actuarial estimates indicate that the unfunded liability of the CSRS does not pose a threat to the solvency of the trust fund.”18
As already noted, you also owe money to support Fannie Mae and Freddie Mac, the government supported programs to provide affordable housing to the poor, which conservative economists blame for the start of the economic collapse, by creating the housing bubble. Economist Thomas Sowell, for example, said, “….the risky mortgages had led to huge numbers of defaults, dragging down Fannie Mae, Freddie Mac and the financial markets in general and with them the whole economy.” 20
Remember when Congresswoman Maxine Waters said, “We do not have a crisis at Freddie Mac and particularly Fannie Mae under the outstanding leadership of Frank Raines.” 21 Yes, that would be the same Franklin Raines whose legal bills, along with those of other Fannie and Freddie executives, the taxpayers are picking up. But that’s only about $160 million you and I owe so far—hardly a blip in this discussion.22
How much do you owe for Freddie and Fannie, which supportive politicians promised wouldn’t cost you anything? “For all the focus on the historic federal rescue of the banking industry, it is the government’s decision to seize Fannie Mae and Freddie Mac in September 2008 that is likely to cost taxpayers the most money. So far the tab stands at $145.9 billion, and it grows with every foreclosure of a three-bedroom home with a two-car garage one hour from Phoenix. The Congressional Budget Office predicts that the final bill could reach $389 billion.” 23
There are other areas where the federal government has made promises and legal commitments, some small, some large. The feds may have to bail out the Post Office. People keep floating plans for the government to bail out public pension plans for cities and states. Digging into all of them could turn this small effort into an encyclopedia. And at this point the numbers are probably meaningless. What is the true total owed? It is probably impossible to know. And if you are now having trouble keeping millions, billions and trillions straight, you aren’t alone.
We do know that the current deficit of well over $14 trillion—money the government has spent and owes to folks it borrowed it from, including the trust funds, is dwarfed by the “unfunded liability”—money the government owes by statute, contract or promise in the future, but has not yet spent—and doesn’t have.
We certainly know that the situation ranges from very desperate to unavoidably cataclysmic. Unfortunately, I lean toward the “Oh, dear God” end of the range. Certainly, you can do an internet search and find folks offering rays of hope. But to me, they are like the folks on the stern of the Titanic assuring each other that the ship is unsinkable—and it’s all dry back here!
Keep in mind there are a number of analysts who think the numbers above are far too optimistic! A Heritage Foundation report says, “The new Congressional Budget Office (CBO) 10-year budget baseline shows a virtually unprecedented sea of red ink. ... $1.5 trillion deficit in fiscal year (FY) 2011—an increase of $95 billion over their last 2011 estimate ... This will be the third consecutive year of trillion-dollar deficits. However, the baseline includes a number of unrealistic assumptions—assumptions that Congress requires the CBO to use—that skew the results. Once the baseline is scrubbed of these unrealistic assumptions, the more realistic baseline shows historic spending levels driving the budget deficit to $1.9 trillion by 2021. Over the next decade, deficits are projected to total $13.6 trillion.” 24 The report estimates that the per-household debt will increase by $140,000 between 2009 and 2023, so I hope you have a good savings plan to cover your share.
If you think higher taxes are the solution, historically, higher taxes have led to higher spending. A study found that “over the entire post World War II era through 2009 each dollar of new tax revenue was associated with $1.17 of new spending. Politicians spend the money as fast as it comes in—and a little bit more.” 25 Besides, “higher taxes mean slower economic growth, reducing the scope for increased tax revenue.” 25
If you want to know how much you and your kids owe, look at the U.S. Debt Clock.26
Unfortunately, the fiscal disaster isn’t limited to the federal government. The states and local governments are also fiscal wastelands.
Chapter Two: The States are Broke Too. So are the Cities.
If it were only the government of the United States facing fiscal disaster, we could all ride to the rescue, painful and costly as that would be. It reminds me of my Floor Leader in the Massachusetts Senate, the late Senator John Parker, asking me after what he considered a bad vote on my part, “Bob, where’s that big white horse you rode in here on?”
“I had to shoot him and eat him last year, John,” I replied.
Our states and cities are eating the horses, and the dogs are worried. Yes, as any student of history can tell you, there have been fiscal troubles before for governments, especially during what used to be called “panics,” and now are called “recessions.” But not even during the “Great Depression,” were the government indebtedness and fiscal problems so deep—or spread so wide.
It’s especially hard to get good numbers on the extent of the problem at the state level, or to know which experts to believe. According to WatchDog.org, “Aggregate state debt now exceeds $1.8 trillion, with much more potentially hidden off the official books. The biggest problem-states include Alabama, California, New York, Illinois, Massachusetts, and Pennsylvania.” 1 Add that debt to the federal debt of $14 trillion and counting.
Unfortunately, the “biggest problem states” aren’t the only problem. Texas is often cited as a state doing well in the recession, through pro-business policies and low taxes. But the “Texas budget is expected to run a $27 billion two-year budget shortfall according to just-released state estimates.” 2 Yes, that’s still pretty good compared to California, Illinois or New York, but it’s not to be celebrated, either.
WatchDog.org goes on to say, “As of 2009, total state debt averages almost $17,000 for each of the 107 million private sector workers in the United States. Pensions and Other Post Employment Benefits play a crucial role in budget strain. Minimum unfunded liabilities totaled more than $1 trillion before markets crashed and states deferred their Annual Required Contributions. Estimates of the true retirement liability are as high as $3 trillion, and Unemployment Trust Fund loans and stagnant employment rates add billions more.” 1
Why are the states and cities in such bad shape? Of course, the recession is a significant factor. But vote-buying by politicians at all levels and in both parties has greatly added to the critical mass. Nothing is more tempting for a politician than to secure the support of a favored group in the next election—just two years away at most—with largess that won’t have to be paid for until 15 or 20 years down the road. Unfortunately, we are now “down the road.” WatchDog.com cites research by the Mercatus Center that, “since 1950, private spending has increased 5-fold while state and local government spending has increased nearly 10-fold. Real state and local spending growth has consistently out-paced growth in both real GDP and real private GDP. Because state and local governments depend on the private sector for their tax revenue, this path is not sustainable; state and local government spending cannot continually outpace the wealth-creating sector of the economy.” 3
If you search for “state deficits” on the internet, you will find any number of articles and sources—often with conflicting numbers—putting many states billions of dollars in the red. Just raising taxes doesn’t cure the problem, as tax increases often drive taxpayers to other locations, or into tax sheltered activities, while tax cuts often stimulate economic growth and bring in more revenue. Thomas Sowell points out that taxation is not a zero sum game. “The government, which collected less than $50 million in taxes on capital gains in 1924, suddenly collected more than $100 million in capital gains taxes in 1925. At lower tax rates, it no longer made sense to keep so much invested in tax-exempt securities, when more money could be made by investing in the economy.” 4
How bad is it? California: $25.4 billion deficit.5 Illinois: $13 billion deficit.6 In all, “2012 is shaping up as states’ most difficult budget year on record. Thus far some 44 states and the District of Columbia are projecting budget shortfalls totaling $125 billion for fiscal year 2012.” 7 Perhaps that doesn’t seem so bad compared to the Fed’s $1.5 trillion deficit, but how will the states close this gap without killing their economies?
Remember that “deficit” refers to money already budgeted to spend, but not raised or expected in revenue. It doesn’t include unfunded liabilities for things like government union pension plans. “According to the (Moody’s) ratings agency, state pensions, which are underfunded by at least $700 billion, face issues that include low returns on investments, an inadequate amount (of) money being saved, the impending retirement of ‘baby boomers’ born in the late 1940s through the 1960s, and Americans living longer than expected.”8 That’s another $700 billion we all owe, but of course, since it is unfunded state liability, some of us owe more than others—unlike with the federal debt and liabilities.
Now the bills for vote buying are due and the revenues have collapsed. The states in the worst shape tend to be those who tried to get golden eggs by killing the goose. “In October, the Tax Foundation rated all 50 states by how their tax climate treated business. California ranked 49th. Only New York rated worse. The foundation also judged that California had the 48th worst individual income tax system and the 49th worst sales tax system. With established businesses fleeing and new entrepreneurs choosing to go elsewhere, unemployment has been trending up in California for four straight years. It is now at 12.4 percent tied with Rust Belt Michigan for the second highest unemployment rate of any state.” 9
As big-government state economies get worse, and they respond by trying to squeeze more eggs from the productive citizens, the tax generators flee and the tax consumers flock to them. “The Census Bureau’s 2010 Statistical Abstract says that from 2000 to 2008, 1,378,706 ‘domestic’ migrants left California for other parts of the country. That was balanced by 1,825,697 ‘international”’ migrants (the Census Bureau does not distinguish between legal and illegal) who moved to California from other countries.” 9 If you think that improved California’s fiscal situation, I can get you a great deal on the Golden Gate Bridge. Extrapolate that in and out migration over ten years, and tell me if you’d like to start a business in California.
As I’ve noted, raising taxes does not necessarily increase revenue, because—you may want to write this down—people find paying taxes painful. And they are pretty adept at avoiding pain. Take Oregon, for example. “In 2009 the state legislature raised the tax rate to 10.8% on joint-filer income of between $250,000 and $500,000, and to 11% on income above $500,000. Only New York City’s rate is higher. … Instead of $180 million collected last year from the new tax, the state received $130 million ... One reason revenues are so low is that about one-quarter of the rich tax filers seem to have gone missing.” 10
I’m sure it will come as a terrible shock to know that the Federal Government encouraged state and municipal irresponsibility—when it wasn’t requiring it through unfunded mandates. For example, the feds offered the states and cities tax-subsidized “Build America Bonds” (BAB) to encourage borrowing. I suppose given the irresponsible borrowing they encouraged in the housing market, this only seemed fair. “States and cities jumped deeply into this new market. California alone has issued some $21 billion in BABs, mostly as a substitute for its general obligation debt to support everything from school construction to sewer projects. New Jersey has used up to $500 million to recapitalize its depleted transportation trust fund. Columbus, Ohio, issued $131 million in BABs to start construction of a downtown convention hotel. And in Dallas, Texas, when no private operator would finance a new convention hotel, the city went ahead with a government-subsidized hotel, courtesy of $388 million in BABs.”11
The situation is dire enough that increasingly people are floating the idea that somehow we need to let the worst states declare bankruptcy, to escape from their debts and restructure their liabilities. There are problems with this idea, too. A state is a sovereign entity, which makes bankruptcy problematic. And a state bankruptcy would send economic shock waves far beyond the state’s borders. So would a state’s default on its bonds.
Back when I was in the Massachusetts senate, the Commonwealth under Michael Dukakis faced a massive tax increase to pay for years of vote buying. As a Republican, I hadn’t voted to spend the money that now wasn’t there. And there were only seven of us in the senate. But the Democrats were having trouble rounding up enough votes among the tax spenders to pay for the spending with new taxes, and Massachusetts was looking at a default. For a time, it looked like I might have to vote for a career-ending tax hike to cover the spending of others, but to spare the citizens the pernicious effect of a default. I was glad the Senate President, the late Kevin Harrington, rounded up the votes in his party.
“A state bankruptcy law would not let creditors thrust a state into bankruptcy that would violate state sovereignty. But it would allow a state government going into bankruptcy to force a ‘cram down,’ imposing a haircut on bondholders, and to rewrite its union contracts. The threat of bankruptcy would put a powerful weapon in the hands of governors and legislatures: They can tell their unions that they have to accept cuts now or face a much more dire fate in bankruptcy court.” 12
Among the proponents of letting states go bankrupt are former speaker Newt Gingrich and former governor Jeb Bush, who say, “If Californians were given the opportunity to do an end run around the politicians in Sacramento and vote to reform their state government under the U.S. Bankruptcy Code, it would almost certainly trigger a proposition fight. In such a circumstance, the proposition could provide that a yes vote would trigger the cancellation of all state government employee union contracts. Even if the proposition were defeated, the debate surrounding it would make abundantly clear to the people of California and the rest of the country just how much of a stranglehold government employee unions have on state and federal budgets.” 13
Though the alternative may be worse, this is a tricky and scary issue for taxpayers, bankers and investors. “For now, the fear of destabilizing the municipal bond market with the words ‘state bankruptcy’ has proponents in Congress going about their work on tiptoe. No draft bill is in circulation yet, and no member of Congress has come forward as a sponsor …”14
Not everyone thinks that state bankruptcy is a terrific idea. “Such an option would certainly rattle the bond market—which bankruptcy proponents see as a good thing. Yet this ignores the potential for collateral damage and disruption. While bond spreads might get wider for the most troubled states, the enactment of a state bankruptcy law is likely to raise the cost of borrowing for all municipal issuers.” 15
“Much of the talk about state bankruptcy has centered on the solvency threat posed by unfunded public pension liabilities of as much as $3 trillion, according to an estimate by Joshua Rauh of Northwestern University ... However, while most public pension liabilities are pooled in statewide, off-budget trust funds, they largely reflect the cost of retirement benefits promised to teachers, cops and firefighters—who mainly work for municipalities, not state governments.” 15
I personally think bankruptcy is always a bad idea. I also think smashing on rocks is a bad idea—but the time to think about that is before you step off the cliff.
Unfortunately, the problem doesn’t end with the states. A lot of cities are in desperate shape. (I’m sorry if I’m over-using “desperate.” It’s hard to find superlatives to express the enormity of the situation.) “Overdrawn American cities could face financial collapse in 2011, defaulting on hundreds of billions of dollars of borrowings and derailing the U.S. economic recovery. Nor are European cities safe – Florence, Barcelona, Madrid, Venice: all are in trouble. More than 100 American cities could go bust next year as the debt crisis that has taken down banks and countries threatens next to spark a municipal meltdown, a leading analyst has warned.” 16
How bad is municipal debt? “Since 2000 the total outstanding state and municipal bond debt, adjusted for inflation, has soared from $1.5 trillion to $2.8 trillion. ... The recession didn’t slow the spending.” 17
Politicians at the local level have proven as adept at buying votes through debt-financed “games and circuses” as congressmen. It has been going on since the Roman Republic, of course. The New Jersey Sports and Exposition Authority presents a fine example, because “ … the pols couldn’t resist soaking the Meadowlands. They siphoned track proceeds into the state budget; repeatedly refinanced the NJSEA’s bonds, pushing repayment dates far into the future; and relied on the authority’s good credit rating to launch other building schemes ... Today, 35 years after its first bonds, the NJSEA is $830 million in hock. Worse, it can’t repay that debt because business has cratered at the racetrack ... As for Giants Stadium, it was demolished this year ... The state, facing its own cavernous budget deficits, has had to assume the authority’s interest payments—about $100 million this year on bonds that now stretch out to nearly 2030.” 18
I have a job with a non-profit that has me locked into the Chicago area. I feel like I’m sitting on the edge of a smoldering volcano. As I write, a new Chicago mayor has just been elected, but why anyone would seek election to the post is beyond me, unless it was the chance for enrichment at the public’s expense. “Chicago’s public pension funds are teetering on the brink of insolvency in large part because city officials and union leaders repeatedly exploited the system, draining away billions of dollars in the last decade to serve short-term political needs ... Time and again, the funds have been used as a bargaining chip or a piggy bank. Politicians trimmed budgets by offering early retirement incentives and greased union contract deals with increases in benefits.”19
As the situation has worsened, Chicago officials increased their bets, like gamblers at the track trying to get even. “Trustees of Chicago’s failing public pension funds have funneled hundreds of millions of dollars into highly speculative investments that not only have failed to realize outsize returns but also saddled them with underperforming, long-term assets that can’t be sold off ... The investments, which involved buying equity stakes in businesses ranging from fast-food franchises in Mississippi to a Los Angeles grocery chain, were supposed to plug huge holes in pension fund coffers by yielding gains of up to 20 percent a year.” 20
The fact that I don’t actually live in Chicago gives me little hope. Small town America—or at least small city America in many cases—is swirling around the same drain. There are regular reports of unfunded pension liabilities in the “collar communities” around Chicago, due to pension deals the Chicago Tribune called suicide pacts. “Often when these retirement deals were cut, the public officials and the union leaders were, in effect, seated on the same side of the negotiating table holding hands. The politicians essentially pledged future tax dollars in return for the cooperation of public sector unions.” 21 Pension liabilities have gone up 444% in a decade: “the funding deficit for the 10 largest Chicago-area public pension funds soared from $3.4 billion in 1998 to $18.5 billion in 2008 … “22
State and local governments “employ one in every seven workers, more than manufacturing …”23 Once they were allowed to unionize, the power of public employees was put to work to drain the coffers of government at all levels. Given union political power, fixing the problem may be impossible, short of collapse, just as many diseases are only resolved with the death of the patient.
Looking again at Illinois, “Despite the dire financial condition of his state, and the fact that it was (and still is) a sovereign deadbeat that fails to pay its bills, Illinois Democratic Gov. Pat Quinn found room to cut a sweetheart deal with its public employee unions in September. They were guaranteed two years of cost-of-living increases and no layoffs. Quinn, in turn, got the union’s endorsement and won his 2010 election by less than 1 percentage point.” 24
Can the gaps be closed by taxes? Illinois raised its state income taxes by 67% and its corporate tax rate by 46% to 7%, fourth highest in the nation, a move that will likely drive jobs and revenues out of the state. But the, “new revenues will produce $6.5 billion. That amount has to cover a $15 billion budget deficit. Failing a miracle of loaves and fishes, it won’t work.” 25
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