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PREFACE



Where Does the Money Go? Your Guided Tour to the Federal Budget Crisis is exactly what it says it is—a straightforward explanation of what politicians, economists, think tanks, and lobbyists are arguing about when they fight about the federal budget. On the face of it, this might seem like a policy wonk, C-SPAN kind of problem—one that’s better left to people who really enjoy this kind of thing. Unfortunately, those are exactly the people who have been handling the problem until now, and frankly, they haven’t done a really great job.

The United States is seemingly addicted to spending more than it takes in. We’ve already piled up an unbelievable national debt. Even worse, we face truly gigantic expenses as the baby boomers begin to retire and need more health care. Today’s problems will seem like a fender bender compared to the economic train wreck the country will face if we don’t get the nation’s finances under control. In fact, you may want to get a head start on feeling nostalgic for the 1990s and early 2000s. “These are the good old days,” says Douglas Holtz-Eakin, a former head of the Congressional Budget Office who is widely admired for his expertise and nonpartisanship.


We’ve written this book because we believe that there are millions of Americans who are uneasy about where the country is headed and want to understand what the budget situation really is and what the options are. We are also convinced that there are millions of Americans who are tired of political leaders—Republicans and Democrats, liberals and conservatives—who bob and weave around this issue. We think there are plenty of citizens across the country who want to begin to figure this thing out for themselves. As authors, our job is to explain the problem and the options as clearly and fairly as we can.

A WORD ABOUT WHERE WE’RE COMING FROM

Where Does the Money Go? is not a book for policy makers and economists. It’s a guide for people who care about where the country is going, but don’t have the time or inclination to become budget experts. And for readers who do get a bit hooked on the topic—sometimes people do—we’ve provided lists of publications, organizations, and Web sites specializing in things budgetary in the appendix, so you can go forth and multiply. The country definitely needs more of you. For most of us, however, the first order of business is to grasp the essentials so your votes and your contributions can go to candidates who truly represent your interests.

Since we’re presuming to explain this topic, and since it is complicated and controversial, we believe readers have a right to know where we’re coming from. We both work for a nonprofit, nonpartisan research organization called Public Agenda where we write about public policy issues and conduct public opinion research (you can check out the organization at www.publicagenda.org). Consequently, both of us have spent a lot of time listening to very knowledgeable people talk about the federal budget, the deficit, the debt, and the aging of the baby boomers. We also have a lot of experience translating expert information into terms and concepts nonexperts can understand. It’s been part of our jobs. Here’s the approach we’ve taken in Where Does the Money Go?


	First, we consider ourselves translators, not budget experts. We have done our homework on the issue (our reading list is in the appendix), and we’ve asked for and gotten advice from some of the most informed and intellectually honest people in the country. We’ve pulled that “best advice” together in one volume. We hope we’ve done it in an understandable and readable way.

	Second, we’re explainers, not advocates. You want to find “the man with the plan”? There are books, articles, and op-eds in the thousands pushing for specific solutions to the country’s financial problems. That’s not our purpose here. Instead, we’ve tried to lay out the information and the choices so you can come to your own conclusions about what should be done. Our last chapters contain tools enabling you to do just that—decide the matter for yourself. Naturally, there are areas where the facts and figures are in dispute and where experts disagree (it’s just part of their job description to disagree). When this happens, we try to help you understand the nature of the disagreement. When there seems to be a pretty strong consensus of expert opinion one way or the other, we tell you that, too.

	Third, we’re optimists, not pessimists. As you will read in the following pages, the federal government has been spending more money than it takes in for some time now, and we have some huge financial commitments coming due. A lot of experts believe the country is taking grave risks with the economy and our future standard of living by not addressing the problem. Some of the predictions for what could happen ten or twenty years down the road are frightening. But there are steps the country can take to reduce these risks, and we believe there are solutions and compromises that would be acceptable to millions of Americans. We’re also convinced that most people, once they understand what’s at stake, will want to act and elect leaders committed to tackling this problem. As we said, we’re optimists.

	Fourth, we believe the budget problems are serious. You can certainly find experts who say otherwise, who believe we shouldn’t worry about continuing deficits as long as the economy is growing, that the country’s debt isn’t that large given the size of the U.S. economy, or that the debt doesn’t matter given the way global markets work today. You can also find experts who argue that we can grow our way out of these problems if we just make the right economic decisions. We’ve considered their arguments, and we discuss the key ones later. In many ways, it would be so nice to sit back, relax, and hope their predictions turn out just the way they say. But based on everything we’ve learned, we think it’s just far too risky for the country to continue on its current merry financial path. We’re optimists, but we’re not prepared to cross our fingers, close our eyes, and hope that everything will turn out OK.
 
	Fifth, we believe voters need to know what we’ve learned writing this book. This country is gearing up for the 2008 elections, and we hope you’ll think about the information here when you listen to the candidates and decide how to vote. We don’t have a recommended candidate, and we’re not about to tell you that one party will handle the country’s finances better than the other. So far, neither party has really stepped up to the plate on this issue, nor have the main presidential candidates put it front and center in their campaigns. Frankly, from where we stand, we don’t expect much to happen unless and until voters begin to take the problem seriously—or until the country faces a financial crisis that would be extremely unpleasant for all of us. So it’s time for voters to demand that candidates talk about this issue and spell out their approaches to it. It’s time for voters to demand more candor and leadership from elected officials once they’re in office. But to do this, voters need to be realistic themselves. There will always be politicians who promise more services and lower taxes—don’t worry, be happy—but we don’t have to buy their line.
 
	Sixth, this issue changes all the time. Where Does the Money Go? includes a lot of information about what the government spends on this and that, which taxes collect how much money, and what experts predict for the budget if X or Y happens. Most of these numbers change every year depending on what Congress and the president do, the health of the economy, and other factors. As we take this book to press, there are a couple of important moving targets you need to keep an eye on. What Congress does or does not do about the alternative minimum tax and how long we keep large numbers of troops in Iraq are probably the major ones. Congress may make changes to the Medicare drug benefit that will either increase or dampen that program’s costs to taxpayers. Changes like these are obviously important, and you do need to keep up with the news. But rest assured (if that’s the right phrase in this instance), no matter what happens in Washington in the next couple of years, the big picture is the same. This country has a huge budget challenge coming up, and a couple of nips and tucks on taxes or spending will not make it disappear.
 
	Seventh, it’s taken us years to get ourselves in this mess, and no doubt it’s going to take us years to get out of it. There’s just not a quick, simple way to turn this thing around. What’s more, probably every single one of us will have to accept some changes we don’t like. But keeping on the way we’re going would be inexcusable. This problem can be solved. Let’s get on with it.










CHAPTER 1

The Six Points You Need to Know to Understand the Federal Budget Crisis





	Finance Minister:
	“Here is the Treasury Department’s report, sir. I hope you’ll find it clear.”


	Groucho Marx:
	 “Clear? Huh. Why, a four-year-old child could understand this report…Run out and find me a four-year-old child—I can’t make head or tail of it.”




—Duck Soup, 1933


Open any newspaper, tune in to any newscast, and someone will be tossing around billion-and trillion-dollar estimates about government spending and squabbling about the nation’s finances. It certainly sounds important, but they don’t make it easy for people who aren’t policy wonks to understand. The numbers are mind-boggling, and the jargon is even worse. Unfunded liabilities, revenue neutral tax reform, entitlement spending, discretionary domestic programs, baseline assumptions, percentage of GDP. Faced with phrases like these, most of us reach for the remote to see what’s going on in TVL and. But this debate is crucial to our future. Deep inside, you know it matters; otherwise, you wouldn’t have opened this book.

The budget issue is a sneaky, slow-boil kind of a problem, one that’s easy to avoid, and Americans have been doing just that for years. Politicians don’t like to talk about cutting programs or raising taxes—which we’ll no doubt need to do in some form or another in order to fix this budgetary mess. Journalists aren’t making the country’s budget problems the top news every night, either. After all, there are plenty of interesting scandals, crimes, and celebrity melodramas that make better headlines. And yes, fellow Americans, we’ve earned our share of the blame, too.

Let’s be frank. When was the last time you cast your vote for a candidate who campaigned on getting the country’s finances back on the right track? What about one who wants to cut government programs you like and raise taxes (which no one likes)? What do we talk about instead? Who had the most glittering celebrities at their fund-raiser. Who had the best zinger in the debate. Which candidate is making the cleverest use of YouTube. What a candidate did or did not do when he or she was twenty-something. No wonder so few people want to run for office these days—how would you like to have to defend everything you did and said in your twenties, or your thirties for that matter? And what about that pet question from the pre-pre-election polls: Which candidate would be more fun to have dinner with? How many Americans actually have dinner with presidential candidates, anyway? Go ahead, ask Mitt Romney or Barack Obama to meet you at Chili’s sometime. See what happens. Is this what we really want from these people? Why are we spending time on this?

The truth is that those of us who aren’t in government or politics—those of us who generally watch from the sidelines trying to make sense of it all—had better start paying attention to the debate about the federal budget and the huge expenses we face in the coming decades. What’s decided (or not decided) over the next few years will spell big changes for the way we live our daily lives. How the country solves or doesn’t solve this problem will affect our paychecks, our investments, our mortgages, our kids’ prospects in life, what kind of health care we’ll get, our chances of ever getting to retire—even whether we live in a country that’s fair, stable, and prosperous. And let’s not kid ourselves. Right now, the savvy and well connected are already strolling the halls of Congress pushing for solutions that benefit them. So ignoring this debate is really not a very good option.

Fortunately, once you strip away all the confusing terms and unnecessary shouting, the budget problem isn’t as hard to understand as the people in charge would like you to think.

THE BUDGET DEBATE, PARKING LOT VERSION

If you missed this on Entertainment Tonight or Entourage, a “parking lot version” is what Hollywood producer types call the shortest, simplest description of a movie or TV idea. Basically, it’s what you can say to a studio exec if you’re lucky enough to meet one in the parking lot, and you have to pitch your idea in the time it takes to walk to your cars. In Manhattan, which is short on parking lots, it’s called the “elevator version.”

We’ve reduced the budget issue to six essential points. Get these, and you’re a long way to understanding what all the hoopla is about.


	For thirty-one out of the last thirty-five years, the country has spent more on government programs and services than it has collected in taxes.

	Every year the government comes up short, it borrows money to cover the difference. We’ve now built up a very big debt—roughly $9 trillion, and yes, that is trillion with a t.

	The country will have humongous additional expenses over the next couple of decades as the baby boomers begin to retire and need more medical care.
 
	There is no realistic way government can lower taxes (or even keep them at current levels), spend money on everything people want the government to do (at least according to the polls), and still end up with a balanced budget.

	If we keep on going the way we’re going, the debt will get bigger and begin to endanger the U.S. economy and our own personal finances and plans. And the government won’t have enough money to pay for Social Security and Medicare for the boomers and still do what most of us expect government to do.

	A substantial portion of the country’s debt is held in foreign countries. Right now, these foreign investors consider U.S. government bonds one of the safest places in the world to put their money, but they could decide at some point that Europe or China or some other place is a better bet. This would be the global equivalent of a store clerk seizing your credit card and cutting it up.
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If the country’s state of financial affairs reminds you of people who spend more money than they make nearly every month, while cheerfully adding onto their credit card debt hoping that nothing will go wrong, you’re not that far wrong. Obviously, government finances and family finances are different. For one thing, the government can probably raise taxes a lot more easily than most of us could just suddenly raise our own salaries substantially. The worst-case scenario is also much different. The president isn’t going to walk out of the White House one morning and find out someone’s repossessed the armor-plated limousine. But the concept is pretty similar. You can live beyond your means for quite a while without too much fuss (as long as nothing goes wrong). But at some point, the amount you owe begins to take its toll on the way you live.

SO WHY DO THEY KEEP DOING IT?

Given the dangers and the fact that everyone knows that the huge baby-boom generation is coming up for retirement now, why does the government keep on spending more than it takes in, you may ask in your best Cindy Lou Who voice. After all, politicians talk about balancing the budget and cutting the deficit all the time. The simple answer is there’s always something people want more, whether it’s tax cuts or better benefits or a stronger military. In some cases, that’s a perfectly reasonable choice. During a recession, additional government spending can create jobs and rev up the economy, as Franklin Roosevelt did during the New Deal. The country also ran large deficits during World War II.

DEFICITS BEGIN TO FEEL NORMAL

There are good reasons for the country to run a deficit every so often, but if you do it long enough (thirty-one out of thirty-five years, for example), it starts to feel normal. It’s nearly always easier for politicians to add to the debt than raise taxes or cut popular programs. In fact, in Washington these days, they don’t even seem able to cut unpopular programs—if some politically connected someone somewhere likes it, it stays in the budget. And like a slow-growing tumor in the national economy, the debt just keeps on growing until it becomes really dangerous—dangerous enough to affect the livelihood and lifestyle of nearly every single American.

[image: image]


What would actually happen if the country keeps on spending more than it takes in, and the debt continues to mount? According to one small group of optimistic experts, not much at all. They say we have a new global economy now, so there will always be people in other countries who have money to lend. They’ll always be interested in buying U.S. government bonds (thus lending money to the U.S. government); they’ll always want to keep the American government and economy humming along. The debt doesn’t really matter. Of course, we were also supposed to be in a “new economy” during the lazy, hazy, crazy days of the Internet stock bubble. Remember how that turned out? A lot of us watched our modest little stock portfolios tank when people realized they’d poured their money into companies whose only real assets were a clever idea, a foosball table, and a popular sock puppet.

CAN THIS MUCH DEBT POSSIBLY BE OK?

If we were you, we would take that comforting little “the debt doesn’t matter” scenario with a giant lump of salt. Full disclosure here—based on what we’ve heard from everyone we’ve talked to and everything we’ve read, we just don’t buy it. And we’re not alone. Even experts from the Government Accountability Office (an agency that does exactly what it sounds like it would do) say that the nation’s current financial path is “unsustainable,” that we could face “a federal debt burden that ultimately spirals out of control.”1


For us, it’s much too dangerous to assume that being this much in debt is hunky-dory and that things will always go our way in the wide world of economics. We think it’s just common sense and the better part of valor to assume that some of the risk is real. Risk is real. That’s why we have auto insurance, home insurance, and health insurance and put money away for a rainy day.2

THREE REALLY BIG RISKS

So here’s a sampling of what keeps a lot of economists and policy makers awake at night (well, it may not really keep them awake, but it does keep them writing articles and making speeches about how important it is to get the U.S. financial house in order).

 

No. 1: Monster expenses (that we know are coming) will wipe us out. Unless there’s some sort of “Hot Zone” plague that wipes out a substantial portion of the baby boomers before they reach retirement (since your authors are boomers themselves, we’re not recommending that), the government is facing gigantic increases in Social Security and Medicare expenses over the next couple of decades. This is the one big threat to the budget and the economy that nearly every reasonably sane expert we can find agrees on. Unless something changes, we could see a time (around 2040, if nothing is done) when nearly every tax dollar collected will be needed to pay for retirement and health care for the elderly and interest on the debt.3 There will be almost no money for anything else, except maybe a basic national defense. You can read the grisly details in the coming pages.

 


No. 2: The economy goes down, down, down. When the government borrows more and more money, it makes it harder for the rest of us to borrow because it drives up interest rates. This risk is widely accepted among mainstream economists,4 and it’s pretty clear to anyone who has ever shopped for a mortgage why high interest rates are a bad thing. But mortgages are just the tip of the iceberg. High interest rates jeopardize nearly every part of the economy. Businesses can’t get loans. Their costs go up. When they get in a pinch, they start cutting jobs. When the economy goes into a tailspin, there are more layoffs, fewer raises, more cuts in benefits, more businesses failing, bigger consumer debt, people’s investments getting savaged, and more. Think “very, very bad recession.”

 

No. 3: We’ll come to regret relying on the kindness of strangers. About a quarter of U.S. government debt is held by foreign governments, banks, and investors, and right now, they seem reasonably happy to keep sending their extra money here. But the truth is that international politics and economics sometimes change in what seems to be the blink of an eye (remember back when you had never heard of Osama bin Laden?). What would happen if some big debt holders abroad suddenly wanted their money back right away? Would there be a mad scramble to raise taxes? Would Congress suddenly slash spending with no time for the country to think about how to do it fairly? Would the stock market hurtle downward? Would American investors also lose confidence and start putting their money elsewhere? No one really knows. In fact, while most experts said this was a worrisome possibility, they didn’t agree on exactly what would happen (comforting, isn’t it?).

 

Some of these dangers could rise up suddenly—like the iceberg that appears dead ahead in that Titanic movie. People around the world who are happily buying U.S. Treasuries now could get anxious or disenchanted pretty quickly. Tech investors started dumping Internet stock with head-spinning speed back when that little stock market bubble burst. Or the changes could be gradual. We might face a slow decline in our standard of living, an economy that just never recovers, a government that is less and less able to provide services that people value. But note the recurring theme here: if things go badly, it nearly always comes out of your hide, as the taxpayer and citizen. Either life gets a lot more expensive, or you have to make do with less help from the government, or most likely both at once.

The good news is that there’s still time to avoid this. It’s like seeing a traffic accident a half mile down the road. You’ve still got time to slow down or change lanes. And we know this problem can be addressed, because the government was able to balance the books just a few years ago, thanks to a strong economy and some bipartisan financial realism.

The bad news is that politics as usual—the gridlock, the polarization, the sloganeering, the inability to compromise or move ahead on much of anything—could be setting the country up for a real smashup.




THE GREAT BUDGET DEBATE POP QUIZ

In this book, we’ll try to avoid the wonk words and pie charts (well, we do have a pie chart or two). Even so, it’s helpful to have a few facts in hand. So we’ll start off with a pop quiz. If you’ve been watching C-SPAN and all those Sunday morning news shows, you’ll probably ace this. However, if you’re not as well informed, try the quiz anyway. You’ll pick up a few things, proving once again that sleeping late on Sunday doesn’t automatically keep you from getting ahead in life.

 

1. True or false? If it weren’t for the war in Iraq, the federal budget would have been balanced the last couple of years.



ANSWER: Not quite. The Iraq war has cost a lot of money, but the country wouldn’t have balanced its budgets over the last few years even without the war (as amazing as that may seem). Through mid-2007, the country spent more than $400 billion on the war5—it’s actually hard to tell precisely (more on that later). That’s not pocket change to be sure, but during the same four years, the country added over $2.3 trillion to the debt (that’s trillion with a t).6 So it’s not just the war—not by a long shot. You can say that the Iraq war made the already-hefty budget deficits for recent years bigger. But you can’t say that without the war, the country would have been in the black. And remember, just balancing the budget isn’t enough to solve the long-term problems with Social Security and Medicare. It’s a good thing to do, no doubt, but it’s only the beginning.

 

2. True or false? If we just rolled back the Bush tax cuts, we could solve all our problems with the federal budget.



ANSWER: Nope, that’s not true, either. President Bush and Congress enacted a series of different tax cuts—for families, investors, businesses—and most are set to expire at the end of 2010. In a democracy, it is much easier to give tax cuts than take them away, so hardly anyone thinks Congress will roll all of these taxes back to their Clinton-era rates. But even if that happened, it still wouldn’t get us out of our financial jam. With the boomers beginning to retire, Social Security and Medicare costs are going to mushroom, and repealing the Bush tax cuts doesn’t provide nearly enough money to cover the gap. All the major numbers crunchers agree on this one.7 So you can be for ’em or agin ’em (much more on this in chapter 14), but you can’t say that rolling back the Bush tax cuts will by itself solve the problem.

 

3. Which of the following areas do budget experts worry about most—because its costs are so hard to control and could rise out of sight? A. The defense budget. B. The budget for FEMA, the agency that is supposed to help people when there are floods, hurricanes, and other big disasters. C. Social Security. D. Medicare, which pays for health care for older people.



ANSWER: D for Medicare. Its costs are skyrocketing out of sight. Right now, Medicare is 12 percent of the federal budget, and its costs are rising much faster than the rate of inflation. Since Medicare’s costs are joined at the hip with the country’s health care costs overall—that’s what Medicare pays for, after all—predicting what will happen down the line is all the more complicated. Or as Federal Reserve chairman Ben Bernanke puts it, with the deadpan economist phrasing you have to have to run the Fed: “Projections of future medical costs are fraught with uncertainty.”8

 

4. True or false? Foreign aid is one of the top ten expenses in the federal budget.



ANSWER: Not even close. Foreign aid is about 1 percent of federal spending each year.

 

5. True or false? Money in the Social Security trust fund is only spent on Social Security.



ANSWER: Nope. Money raised through Social Security taxes that is not immediately needed to pay Social Security benefits to elderly Americans can be lent (and has been lent) to the federal government to cover other programs and tax cuts. Sometimes people are distressed, even infuriated, when they learn about this, but the “borrowing” isn’t illegal or even secret. In recent years, the huge baby-boom generation has been working and paying Social Security taxes, so there has been quite a bit of “extra money” in the trust fund. The rest of government has depended on the Social Security piggy bank to avoid having to raise taxes or cut other kinds of government spending. Social Security does have IOUs for money that’s been spent elsewhere (actually, Treasury bonds), but it will need to start redeeming them when the boomers start retiring. Since the U.S. government routinely operates in the red and is now roughly $9 trillion in debt, coming up with the money to cover those IOUs is not going to be easy. See chapters 6 through 9 for the particulars.

 

Got all five right? Congratulations! You’re ready to start your own “let’s balance the budget” blog. If you missed something, read on. There’s a lot to learn and think about in this strange little corner of public policy.

If you enjoyed this little exercise, you might want to check some of the other budget quizzes and games available online. For example, you can find out how much you know about how the government spends tax dollars by playing the “Online Penny Game” on the Concord Coalition’s Web site9 (Concord is a nonpartisan group focusing on budget issues).







So Who’s in Worse Financial Shape, the U.S. Government Or Michael Jackson?

We know, this seems like a nonsensical question. The U.S. government is huge, spending unimaginable amounts of money and providing services that touch every American. The numbers are so colossal that budget experts sometimes resort to little t’s for trillions and b’s for billions so the zeros don’t run off the page. Michael Jackson is wealthy, to be sure, but his entire fortune wouldn’t keep the U.S. government running for even a day. Lots of people listen to his music and are fascinated by his life, but only his entourage is really depending on him. And while the income and expenditures of the U.S. government are public (you can get the entire federal budget at www.gpoaccess.gov/usbudget/), Michael Jackson’s finances are essentially private. What we know, we know from news reports based on court filings. Still, the comparison offers some tidbits to chew on.
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U.S. GOVERNMENT

	
KING OF POP


	
Total Annual Income
 $2.407 trillion (2006)
 
	
Total Annual Income
 Press accounts have estimated Jackson’s lifetime earnings at $500 million, and he was earning about $50 million a year in the 1980s, but his income has been going down steadily.10


	
Total Annual Expenses
 $2.655 trillion (2006)
 
	
Total Annual Expenses
 $35 million (again, as estimated in the press)11


	
Total Employees
 2.7 million civilian employees
 1.4 million active-duty military personnel

	
Total Employees
 He used to have a hundred or so employees at Neverland Ranch,12 but now his entourage seems to have dwindled. In 2006, the state of California labor board temporarily closed the ranch because Jackson reportedly owed his employees more than $300,000 in back pay.13


	
Wild, Bordering on Inexplicable, Spending
 Has spent $640 each for Reportedly toilet seats and $792 on a designer door mat.14 “Pork barrel spending” is in the eye of the beholder, but you can always find examples like $50 million for an indoor rain forest in Iowa or $750,000 for grasshopper research in Alaska.
 
	
Wild, Bordering on Inexplicable, Spending 
Reportedly once spent $10,000 on in-flight purchases on one Swissair trip (granted, the in-flight movie can be pretty boring).15 Contrary to creepy popular rumor, however, he never bought the Elephant Man’s skeleton.

 
	
Unexpected Expenses
 September 11, 2001 Hurricane Katrina
 
	
Unexpected Expenses
 A criminal trial (at which he was acquitted), more civil suits than you can shake a stick at, not to mention fines for letting workers’ compensation for his employees lapse.


	
Assets That Could Be Sold
 National parks, the air traffic control system, prisons, public lands with oil, timber, and minerals, and a lot of planes and ships with low mileage. However, the public probably wouldn’t stand for much of this.
 
	
Assets That Could Be Sold
 He owns shares of a company with rights to music by the Beatles, Elvis Presley, Willie Nelson, and Pearl Jam, and he’s been using them as collateral for loans.16 As we write this, he still owns Neverland, but his Bengal tigers have been adopted by Tippi Hedren and his “people” are looking for homes for the other animals.17 Frankly, we wouldn’t be too surprised if both of these assets are gone before this book hits bookstores.


	
Long-Term Prospects
 You can’t underestimate having the exclusive rights to print money and tax the world’s largest economy. But even that may not be enough if we keep on borrowing and postponing decisions on how to cover the retirement and health care costs for the boomers. However, if we make some sensible decisions sooner rather than later, our prospects are pretty good.
 
	
Long-Term Prospects
 Not nearly as good. King of Pop he may be, but not many showbiz pros see another Thriller in Jackson’s future. His legal troubles have made him much less marketable. Unfortunately for Jackson, rumors that he was getting $10 million to attend a birthday party for the Sultan of Brunei’s son turned out not to be true—or at least they were denied by the family.18


	
Worst-Case Scenario
 Crushing interest rates, steep tax increases, a tumbling stock market, a world financial crisis, and a government that can’t do anything other than write Social Security checks and maintain an on-the-cheap national defense. Spending on everything else from national parks to student loans gets chucked.

	
Worst-Case Scenario
 The entourage is out of work, and the animals go to a zoo. Jackson might wind up as the Jackson family mooch with Janet and Jermaine earning bigger bucks. But even if he is totally bankrupt or winds up in jail, no more than a few hundred people will actually be affected—not an entire nation.

 










CHAPTER 2

So What’s the Worst That Could Happen?


Why would you want to be president in 2008? I don’t understand it.

—Douglas Holtz-Eakin, former CBO director
 and White House economic adviser




Experts can’t predict exactly what will happen if the country keeps on adding debt and doesn’t make changes in light of the upcoming retirement and health care costs of the boomers, but it isn’t going to be good.

NOT ENOUGH NUMBERS ON THE DEBT CLOCK

Perhaps the most benign result will be that the national “debt clock” won’t have enough digits to display the debt. Back in 1989, a real estate developer named Seymour Durst (he was worried about the nation’s spending habits even then) paid to have a big sign put up in Midtown Manhattan that tallied the national debt pretty much like the mileage odometer in a car. It also calculates the debt per family, approaching $100,000 in 2007. It was an imaginative idea, but Durst’s imagination failed in one respect. Since the debt was less than $3 trillion back then—and given how unimaginably huge a trillion dollars is—the clock wasn’t designed to show $10 trillion. It only goes up to $9,999,999,999,999.1 Unfortunately for the clock and the country, we’re at roughly $9 trillion and counting right now.2
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The late Seymour Durst spent his own money to put up the debt clock in the 1980s to call attention to the nation’s debt problems. In September 2000, thinking the problem was under control after several years of federal surpluses, Durst’s son Douglas turned the clock off. But it was a false alarm, and two years later Durst started the clock again. Credit: Photo by Jean Johnson

So what will happen when the debt drifts up to $10 trillion and if it keeps going way beyond? In chapter 1, we pointed out three big risks. Here’s a quick recap just in case you didn’t take notes. Risk numero uno is that Social Security and Medicare for boomers will bust the federal budget wide open. To be precise about it, this one is not a “risk.” It’s a certainty unless we make some adjustments in the way these programs work and are paid for. Risk number two is that the country’s colossal debt and all the borrowing needed to handle it begin to drag the economy down. We could have the lovely symptoms of an economic recession around for a very long time. And risk number three is that people holding billions of dollars in U.S. debt—say, in China—will suddenly decide to put their money elsewhere, unleashing a financial crisis and probably sending the stock market into the basement.

HITTING THE WALL

A financial crisis is a lot like dying. For some people it happens slowly, like cancer. For others it’s fast, like a car crash. The debt could hit us either way.

Let’s say we (meaning the United States) keep going as we are. We don’t rein in spending. We don’t raise taxes. We keep Social Security and Medicare just the way they are now (maybe we even increase Medicare benefits because people are so worried about health care costs). Remember that handy little GAO (Government Accountability Office) calculation? Unless we make some changes, by 2040, nearly every dollar the government collects in taxes will be needed for Social Security, Medicare, and paying interest on the debt.3 Obviously, the government wouldn’t be able to do a lot of things we normally expect—invest in research, offer college loans, enforce health and safety laws, take care of the national parks, and so on. And let’s say that the government, lacking the guts to do anything that might upset voters, keeps borrowing money to pay the bills. And the rest of the world keeps buying our Treasury bills because we’re still the safest place for foreigners to park their money.

Until something happens.

The “something” could be a lot of different things. Something could seriously disrupt the world’s oil supply, for example—a war in the Mideast or a wave of Islamist revolution that brings hostile new regimes to power. Or something could undermine the U.S. economy dramatically, such as the collapse of a major industry or the failure of an overstrained power grid. You can sit around all day and easily come up with your own list of possible disasters if you enjoy doing that sort of thing.

It could be something slower, too. Perhaps the U.S. economy just starts looking a little less competitive compared with markets overseas, a little sluggish, not quite keeping up with other nations on the science-and-technology front. Not a crisis, but something bankers and bond traders talk about until they reach one of Malcolm Gladwell’s famous “tipping points.”

SOME BANKER IN BEIJING

But either way, it starts like this: a banker in one of those glass-walled office buildings that look the same whether they’re in Beijing, London, or Singapore rubs his eyes, walks over to the vending machine, thinks a bit, sits back down, and says to his colleagues, “You know, I think we’re holding too many U.S. Treasuries.”

After years of having U.S. government bonds be the money market fund to the world, it’s the awful moment. The idea spreads. Washington can’t sell the bonds anymore. The Treasury Department jacks up the interest rates to make them more attractive. When the Treasury rate goes up, all the commercial banks raise their rates, too. Everything from your credit card bill to your mortgage gets more expensive overnight. And the foreign banks still aren’t lending us enough money to cover the government’s costs.

Now Washington doesn’t just have a deficit problem, it’s got a cash flow problem. And it’s got to be solved now. Elected officials start raising taxes and cutting government programs in an attempt to come up with the cash and convince foreign investors that the country means business about getting its economic house in order. The economy starts to slump because of the high interest rates and the sudden shock of huge tax hikes. The stock market plummets as people lose confidence and draw on their stocks to try to maintain their lifestyle. Even American investors start moving money overseas. How many people are really patriotic enough to stand by and watch the savings of a lifetime lose value?

Still hard to visualize? It’s time to bring all this a little closer to home. What would all this mean for a typical American family, people who work for a living, have kids, try to save for the future, hope to be able to retire at some point? Now we could make up an imaginary family, but why should we when Frank Capra has already done most of the work? We’re going to borrow a very-well-known family living in that classic all-American hometown, Bedford Falls.

BEDFORD FALLS IN A DOWN-AND-OUT AMERICA

If you’re reading this in December, we probably don’t have to refresh your memory about Bedford Falls. It’s Jimmy Stewart’s hometown in the 1946 Christmas movie It’s a Wonderful Life. If you’re one of those people who absolutely refuse to watch it, Jimmy Stewart is good-guy George Bailey, whose family runs the local savings and loan while the villainous Mr. Potter runs the local bank. Thanks to Mr. Potter’s nefarious dealing, Bailey gets into financial trouble, and thinks about killing himself. He wishes aloud that he had never been born.
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Things always turn out all right in the end for George Bailey and family in the Christmas reruns. But Clarence the angel is no financial planner, and we may all be living in Pottersville unless we put the nation’s fiscal house in order. Credit: It’s a Wonderful LIfe, 1946

In what’s often viewed as the movie’s signature sequence, guardian angel Clarence escorts a “nonexistent” George Bailey around Bedford Falls so he can see what the town would have been like if he had in fact never been born. Instead of being a Norman Rockwell vision of comfortable American middle-class life, Bedford Falls is now Pottersville. The wicked Mr. Potter has been given free rein, and Bailey’s family, friends, and his hometown generally have hit upon hard times and various misfortunes.

In the movie, Bedford Falls becomes Pottersville because one man (Mr. Potter) is greedy and awful. But Bedford Falls could also become Debtville (sorry, it was irresistible) because millions of Americans aren’t paying attention to the country’s budget problems and because too many of their leaders apparently lack the courage, candor, and integrity needed to tackle them before there’s real trouble.

Let’s take a look at what happened in Pottersville without George Bailey and what might happen in Debtville if the country’s addiction to spending beyond its means keeps on going.

POTTERSVILLE

Mr. Potter takes over the Bailey Building & Loan, and people end up living in Potter’s own run-down development with the somewhat alarming name of Potter’s Field.4 George Bailey wasn’t there to help people of middle-class means buy nicer, but affordable homes.



Mrs. Bailey, George’s mother, has become a bitter old woman forced to take lodgers into the family home to make ends meet. George wasn’t there to make sure she lived in reasonable comfort.



Uncle Billy, George’s bungling but lovable uncle, is in an insane asylum and, Mrs. Bailey reports, no one has seen him for years. George wasn’t there to protect and guard over him.



Mary, George’s wife, is a spinster working at the local library. She and George never fell in love and never married.



Zuzu, Bailey’s daughter, doesn’t exist because her dad wasn’t around to marry Mary and start a family.

 


Harry, George’s war hero brother, also doesn’t exist. He drowned as a child because George wasn’t there to save him.



Bert and Ernie, George’s old buddies, the local cop and taxi driver, are gruff, rough, and sour men, not the generous, funny, friendly characters who inspired the Sesame Street Muppet names.

DEBTVILLE

In Debtville, Mr. Potter doesn’t have to do the dastardly deeds himself. Massive federal debt drives up interest rates pushing the country into recession. Chinese investors decide they want their money back (and other investors around the world follow suit), setting off an economic crisis. The stock market loses a quarter of its value in less than a month. In a last-ditch attempt to pay the Chinese and cover basic expenses, Congress raises taxes and slashes support for education, small businesses, local police, housing, and other services. Even Social Security benefits take a hit. The financial situation is so grave that Congress even ends the politically popular home mortgage deduction. With high interest rates and no deduction to ease the pain, owning a home becomes a dream for most middle-class Americans.

Still, characters like Mr. Potter thrive even in the worst economic times. At the first hint of trouble in the U.S. economy, he moved his money to the Cayman Islands. His run-down Potter’s Field rental complex is bursting at the seams.



Mrs. Bailey, George’s mother, is still bitter and taking in lodgers. When the debt crisis hit the government, her Social Security benefits were cut, and the little nest egg she had in the stock market nearly evaporated. Mrs. Bailey is barely making ends meet, and she’s worried about getting sick. Medicare, too, has been slashed.




Uncle Billy used to get supplemental Social Security payments because of his disabilities, which enabled him to live decently and independently. But these funds were gutted in the budget emergency. Like many of the country’s most vulnerable people, Uncle Billy has joined the ranks of the homeless and the hungry (food stamps were cut back, too; they’re just for families now—not enough money to help singles).



Mary still works at the library, but since it’s only open a few hours a day, she’s having a tough time, too. The library was funded by the state and the town of Pottersville, but with all the federal cutbacks, local governments have had to scramble to make up the difference. Keeping the library open on a full schedule is too much of a luxury.



We’ve let Zuzu live (maybe she’s someone else’s daughter), but she isn’t going to college. With the government spending nearly everything it takes in to cover even pared-down Social Security and Medicare benefits, college loans are a thing of the past. She’s living at home with her mom—jobs are few and far between for people just coming into the workforce.



We’ve let Harry survive, too, and he’s a war hero like he was when George Bailey lived his normal life. But despite Harry’s service to the country in time of war, his veterans’ benefits were cut. Normally, this is one of the last places the American public wants to scrimp, but the government’s financial crisis was so sudden and so dire, even the most broadly supported government programs have been lacerated.



Bert and Ernie? Well, Bert the police officer is working overtime and without much backup. The poor economy and high rates of unemployment have caused crime rates to soar. And the Pottersville Police Department has had to take its share of cutbacks, just like the library did. As for Ernie the taxi driver, the government’s double-digit increases in the gas tax, and the fact that hardly anyone can afford to take a cab these days, have devastated his livelihood as well.



That’s the thing about a government in crisis and an economy in a deep recession. Nearly everyone suffers, except for the very rich.

When Good Economies Go Bad, or,
 Don’t Cry for Me, Argentina

What happens when a government hits the wall and can’t pay its creditors? Ask Argentina. In December 2001, there were riots in the streets over Argentina’s financial problems, riots so bad that martial law was declared and two presidents were forced from office. Argentina’s situation is very different from our own, but what occurred there should get our attention about what happens when a country can’t pay its bills.

Like the United States, Argentina is rich in natural and human resources, but economically speaking, the country has had its ups and downs. In the late 1980s, Argentina was facing “hyperinflation” of 200 percent a month—the kind of inflation where it pays to go grocery shopping in the morning because by nightfall things will cost more. To fight this, Argentina made several policy changes encouraged by the International Monetary Fund, including pegging the peso to the U.S. dollar and liberalizing trade rules. Argentina also started borrowing heavily from the IMF and other international banks, hoping to keep its budget going
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