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			For my grandfather, Kenneth W. Elvin, who raised me believing in the original American Dream: that with hard work, anything is possible.

			And, of course, for John
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			Introduction

			I was a history major in college. Studying history is all about learning stories—stories about what led to seminal events and then sequels that explain what happened next and why. I love stories. My brain instinctively works to connect the dots in life, turning mosaics of information into narrative tales of how things came to be and what I think will happen as a result. I never look at any one data point or event in a vacuum. Rather I use a series of data points from myriad sources to tell the story of what is to come. Throughout my twenty-year career on Wall Street, the stories that have interested me most centered on the U.S. consumer. Not only does consumer spending account for 70 percent of U.S. gross domestic product, but it drives investment returns in almost every asset class, from stocks to commodities. Understanding the consumer and the direction of demographic trends means understanding where to invest.

			For most of my career, I worked in equity research. In plain English, that means I immersed myself in one industry—in my case, the financial industry—and then informed clients about the latest trends in finance and about which companies were going to be the future winners and losers. You’d be surprised how many people on Wall Street don’t know how to read company financial reports or interpret the underlying data. But delving into the numbers was always my favorite part of the job. With bank stocks, ensuring that a complex set of data isn’t hiding something worrisome is crucial because a lot of the investors are mom-and-pop types who gravitate toward banks for their big dividends and their perceived safety.

			I started my career covering one of the sketchier neighborhoods in the financial world—subprime consumer lenders. Companies like subprime auto-finance lenders, home-equity lenders, and credit-card lenders. During the 1990s, subprime loan volume soared, as did the profits of subprime lenders. I spent a lot of time visiting with the management teams of these firms. Most had no idea they were living on borrowed time. Their institutions’ continued prosperity and survival hinged on their ability to access cheap credit—borrowing at low interest rates and then relending that money to subprime borrowers. One way they accessed this cheap credit was through securitization. That is, they would bundle the loans they’d made into newfangled bonds known as asset-backed or mortgage-backed securities. But securitization is like any other loan. Access to the market is tied to perceived ability to repay. In the late 1990s, investors started to lose faith. By the summer of 1998, the Russian credit crisis had stopped the global securitization market in its tracks. For many of the lenders I followed, that was the end.

			Fast-forward ten years, and it wasn’t just the ultratan guys with lots of gold jewelry making subprime loans. It was mainstream banks—New York–based financial giants—diving deep into subprime. This wasn’t just what had been traditionally defined as subprime, a borrower with a dented credit record or no credit record; it was a whole new definition of subprime. It’s a mistake to define “subprime” based upon the credit rating of the borrower. It needs to be defined by the type of loan and the borrower’s ability to pay it back. For instance, if too much debt is loaded onto any borrower, no matter what their credit score may be, it becomes that much more difficult for the borrower to make good on that loan. And a lot of the mortgages that banks were underwriting—interest-only loans with deceptively low teaser rates, for example—were subprime loans even though the market didn’t necessarily define them as subprime. For me, the summer of 2007 was déjà vu all over again. Banks were making bad loans, but the asset-backed and mortgage-backed securities markets kept buying them. As Citigroup CEO Chuck Prince famously pronounced in July 2007, “As long as the music is playing, you’ve got to get up and dance.”1 Well, the music seemed to stop almost immediately after Prince made that ill-advised remark. Investors pulled out of the securitization markets and, just as in the late 1990s, lenders started falling like dominoes. If they couldn’t borrow, they couldn’t stay in business.

			I knew this story would end badly largely because I had lived through it once before. The fact that the protagonists were now the nation’s leading banks and brokerage firms—not some lender-of-last-resort paying old ballplayers to hawk second mortgages on late-night TV—was irrelevant. It boiled down to math, and math doesn’t play favorites based on pedigree. If a company cannot fund itself and cannot pay its obligations, the lights will ultimately go out (unless, of course, it gets a federal bailout). I saw early on what was happening, but at first a lot of people didn’t want to hear what I had to say. Then I released an ominous report on Citigroup and, to my shock, it became the shot heard round the financial world.

			The original, and now famous, call I made on October 31, 2007, tripped a wire in the markets. The report raised concerns about mortgage losses at Citigroup and warned that the megabank might be forced to cut its dividend. When the stock market reopened the next morning, Citigroup’s stock plummeted, losing $17 billion in market value in one day. The S&P 500 dropped $374 billion.2 The call that I made was similar to warnings I would make throughout 2008 about other banks. The reality was that Citigroup and the entire banking industry had amassed entirely too much debt and the all-night dance party of cheap and loose credit was over. Making matters worse, banks didn’t even realize how much trouble they were in. A lot of the debt that they considered low risk was backed by residential real estate and other assets that were worth considerably less than they thought. Their financial statements were illusions—more like wishful thinking than clear-eyed accounting.

			The problem with too much debt is that it narrows the margin of error for both the borrower and the lender. A bad quarter becomes a catastrophic one on the turn of a dime if a company has played too close to the edge and the mood of the market shifts quickly. That proved true for Bear Stearns in the summer of 2007, just as it did for Citibank by the fall of 2007.3 By 2008 the entire financial system was essentially felled by debt overload and an inability to access cheap money. By 2009 the industry had lost over $600 billion in write-downs and destroyed over half a trillion dollars in stock market valuation.4

			How did this happen? And what might the sequel to this sad tale be? Looking for answers, I followed the money. Typically, the larger banks lend to the regions, businesses, and demographic groups demonstrating the highest rates of income growth. But during the housing boom, this approach became perversely self-fulfilling. By feeding the housing bubble, banks injected wads of new cash into local economies, generating new income for builders, decorators, real-estate agents, and hardware stores. Everyone felt a little richer—which led to ever-crazier bidding wars for homes on the market.

			Easy money had big consequences. Banks borrowed more so they could make the loans that allowed consumers to borrow more. This destructive, codependent relationship allowed the financial services industry to expand rapidly, displacing manufacturing in economic importance after those jobs and production moved overseas beginning in the 1980s. This is why the system was so fragile. Consumer defaults would trigger banking defaults and vice versa, crippling the U.S. financial system for years to come. Five years after the beginning of the crisis, the U.S. lending system still hasn’t recovered. Over $7 trillion has come out of the lending system, and more than 30 percent of Americans now have no access or limited access to credit.5 People who need credit can’t get it, and the housing market can’t properly recover because mortgages are so much harder to come by. One key consequence: The unemployment rate has been high for longer than at any time since the Great Depression.

			Over the course of 2007 and 2008, my name on Wall Street became synonymous with doom and gloom, which I found frustrating because for most of my career I had been a relentless seeker of growth and investment opportunity. By late 2008 I was more interested in figuring out where the next phase of American growth was going to come from than in dwelling on what part of the system still wasn’t working. I wanted to figure out what the recovery from the worst financial crisis since the Great Depression might look like. What I knew for certain was that the road ahead would look nothing like the road we had been on for the past twenty-five years. The new economy would not resemble the old one. The numbers simply wouldn’t allow it.

			My grandfather grew up during the Great Depression. His father was a cop in Paterson, New Jersey. He grew up tough and close to broke. He saw how difficult it was to break the cycle of debt—how friends and neighbors who lived beyond their means would spend years digging out of debt. Witnessing such hardship turned my grandfather into the consummate debtophobe. When he bought a car, he paid in cash. When he bought a home, he paid in cash. “You can’t make money,” he’d often tell me, “if you owe money.”

			My grandfather’s words kept coming back to me the deeper I dug into the latest economic data. It became clear that there were some regions of the country so burdened with debt that a muscular rebound in consumer spending would be virtually impossible. California, Florida, Arizona, Nevada, Illinois, and New Jersey had some of the most highly indebted residents in the country—which I knew because I tracked the banks’ geographic lending concentrations. During the housing bubble, banks had targeted these areas for their hot real-estate markets and for rising personal income levels. When the bubble finally burst, these states wound up with the nation’s highest levels of negative equity (i.e., owing more on your mortgage than your house is worth) as well as some of the highest unemployment rates. They were also where banks had cut back credit lines most dramatically. Anyone in these areas living paycheck to paycheck had gotten a sobering margin call over the past few years. Without equity to borrow against—a key source of funding for small businesses—new-business creation, along with new-business job creation, plummeted and unemployment soared. Choked off from credit, consumers cut back on spending, digging the economic hole even deeper.

			The recovery in those states would be plodding at best. But the story was very different in the states that had never been targeted by the banks during the boom years. In the central corridor of the country—sometimes referred to as the “flyover” states—the boom years were less exuberant. In Ames, Iowa, for instance, home prices went up a mere 5 percent in 2005, compared with 20 percent in Jacksonville and 41 percent in Phoenix.6 Banks weren’t offering folks in Iowa or Texas unlimited access to credit, and thus homeowners never got in over their heads. Because housing didn’t boom, it didn’t bust there either. Consumer spending was more closely correlated with employment and wage growth than with availability of credit. Since jobs in the central corridor weren’t dependent upon housing, these states didn’t see huge spikes in unemployment after the bust. What’s more, manufacturing jobs are now coming back to these areas in a big way, as more and more companies locate there to take advantage of less expensive real estate and incredibly cheap and plentiful U.S. energy.

			But there was something else I discovered that made these flyover states so attractive to employers and job seekers. Their state and local governments hadn’t piled on scads of debt during the boom times. As a result, there was no pressure to hike tax rates. And because they didn’t have crippling debts, they had money to invest in education, roads, airports, job training, and other public services. To be sure, energy production is a big part of the story in some locales. There’s no doubt, for example, that North Dakota’s oil patch would still be booming even if, back in the 2000s, there’d been a housing bubble on the prairie. Nevertheless, more companies were starting to pay close attention to which states offered the lowest tax rates, boasted the best and most sustainable infrastructure, and were the most probusiness as measured by right-to-work laws and workers’ compensation rules. Since 2008 these central corridor states have had unemployment rates well below the national average, as well as rising consumer spending and robust tax receipts—the exact opposite of what’s happened in the housing-bust states.7

			Talk about a shocking reversal of fortunes. California, New Jersey, and Illinois were economic powerhouses. Postrecession, not only are their citizens eyeball deep in debt, but their state and local governments are awash in red ink too. Today these states can’t help but have outsized tax rates because their government budgets are so out of control. They’ve been forced to cut deeply into education, infrastructure, and other public services. And in an unhappy coincidence, these states also happen to be three of the most politically and bureaucratically gridlocked in the nation, making reform incredibly difficult. California, notoriously unfriendly to business, raised the marginal state tax rate on those making over $250,000 to the highest rate in the country in 2012.8 The result: a rush to the door by many of those high earners. In 2011, Illinois hiked its income tax rates by 66 percent.9 The governor was then forced to try to strike side deals with large businesses that threatened to leave the state. Even after the tax hikes, these states still have enormous budget gaps that require even deeper cuts to education and other public services. State and local government spending cuts combined with severely weakened consumers don’t exactly help the job market either. Unemployment in these former boom states has been consistently above the national average since 2008.10

			Last decade’s housing boom and bust may have been a national story, but until I pored through the numbers, I didn’t realize how distinctively local some of the fallout truly was. It wasn’t just the consumers or banks whose fates were tied to housing; state and local governments were deeply connected in ways I had never imagined. In fact, many state and local governments had made the same types of gambles on housing that banks and consumers had: They bet that home prices (and thus property-tax revenues) would never, could never decline—and then borrowed and spent accordingly. Too many government budgets baked in overly optimistic assumptions about property-tax receipts. Even the worst-case scenarios anticipated only a temporary 5 percent to 10 percent decline in real-estate prices. When the bust did occur, governments had no backup plans other than piling on more debt while they waited for revenues to rebound. This created a negative feedback loop from hell: Higher debt (including unfunded pension obligations—more on those later) required higher taxes to meet debt service, which indirectly added to the indebtedness of taxpayers already struggling with their own mortgage and credit-card debt. When the states were forced to cut costs, public services deteriorated, thus pressuring home prices and effectively eliminating the home-equity lines of credit some consumers had once used as safety nets. The only thing that could break this cycle would be employment and income growth, but local businesses and state and local governments were all cutting back, dampening the job market. There would be more existing jobs lost than new ones created.

			The consequences for homeowners in housing-bust states have extended beyond the loss of home equity. Everyone knows neighborhoods can deteriorate, yet nobody expects the town where they’ve put down stakes to be the one singled out in the newspaper for fiscal dysfunction. The typical home buyer thinks he’s getting a good deal—due to the neighborhood, the schools, proximity to a metropolitan center, or the fact that (until recently, at least) the value of their house seemed to go up every year. They take for granted all the things that keep a neighborhood and a city and a real-estate market humming, such as smooth roads on the interstate or trash collection right at the curbside every Monday and Thursday. These are basic services everyone expects in an attractive, functioning community. They expect them for good reasons: Property taxes are high, and for most Americans, the home is the largest purchase they’ll make as well as the biggest debt they’ll incur. Life savings hang in the balance, and there ought to be some dividend from this massive investment, right? What homeowners forget is that many of the services they take for granted are not mandatory but discretionary. The only thing more shocking than seeing trash collection curtailed or parks closed is clicking over to Zillow and discovering that the value of their homes has declined another 5 percent.

			None of this was inevitable, as we’ll see in the pages that follow. Some local leaders identified the risks early and acted accordingly. Far too many politicians either ignored the risks or assumed they’d be gone from office before the you-know-what ever hit the fan. Just as reckless consumers piled on mounds of household debt during the real-estate boom, reckless local leaders mindlessly larded on billions of dollars of new municipal and state debt to fund pet projects or to give crazy contracts to politically influential unions—like the 16-plus percent pay raise New York City gave its eighty thousand teachers back in 2002.11 What too few voters appreciated at the time was that they would be just as liable for the pension and municipal debt approved by their elected officials as the mortgage or credit-card debt they had incurred on their own. Whether the bill comes in the form of a monthly mortgage payment or higher taxes, it’s still the consumer/voter who pays it. And just as with credit cards, it’s the compounding that kills. A little more debt piled on today translates into a much higher bill tomorrow. Not at all coincidentally, the states and municipalities where consumers are drowning in debt are the same ones where governments are drowning in debt. Consequently, the financial gap between the strongest and weakest states in the United States has rarely been wider.

			There are any number of ways to tell the story of all that’s gone wrong economically and what the future now holds. My focus is on the states—some whose futures have been clouded by shocking amounts of leverage and overspending but also others now enjoying an upsurge in economic growth and job creation because they didn’t spend or borrow themselves into oblivion during the housing boom. With clean balance sheets, probusiness governors, and proximity to cheap energy and labor, these states are growing as fast as or faster than some emerging markets like Brazil, Russia, India, and China.

			America is moving forward, but there are badly battered states that are holding back the overall growth of the U.S. economy. I have never been more optimistic about growth inside some parts of the United States; however, I have also never been more pessimistic about other areas that seem doomed by structural unemployment and skyrocketing poverty rates. This book addresses the boom and bust reshaping America, how they happened, and what can be done to narrow the gap between America’s new have and have-not states. The first half of the book explains how we got into this mess. Economic cycles are nothing new, of course. What’s different about this latest boom and bust is the fact that there were no inevitable external forces at play. This wasn’t the New England whaling industry of the 1800s, whose fate seemed sealed the moment Edwin Drake drilled the world’s first commercial oil well outside Titusville, Pennsylvania, back in 1859.12 The housing boom and bust did not have to happen. They were a by-product of flawed public policy on the federal level combined with terrible strategic planning by the banks. For a while the housing mania enriched not only banks and homeowners but also state and local governments. Awash in new tax revenues, cities and states borrowed and spent as if the good times would never end. Unfortunately, they did.

			The second half of the book focuses on a lesser-understood element of the Great Recession—the states that were ignored by the banks during the boom and are recovering more quickly as a result of that benign neglect. In the central corridor states, government finances are healthier, taxes lower, and government services and infrastructure more robust. Shrewd local leaders are beginning to leverage those advantages in order to lure employers and employees away from the coasts. Not all hope is lost for the housing-bust states, but in order to remain competitive in an economy in which production, labor, and capital have never been more mobile, state leaders must make tough and potentially unpopular decisions on everything from energy policy to taxes to pay and benefits for public workers. The fixes are certainly doable, but they are not necessarily likely to be done—which is why the smart money is already betting on the central corridor emerging as the new driver of the U.S. economy.

		

	
		
			PART I

			The Fall

		

	
		
			Chapter 1

			It Starts at Home

			Forget everything you think you know about the direction of the American economy, about our growing need for foreign oil, about the rise of the service economy and the decline of American manufacturing. The story of the next thirty years will not be a repeat of the last thirty. Growth in America is going to come from making things—and not Big Macs or e-cards but important stuff like fuel and chemicals and cars. We are now close to producing more oil than Saudi Arabia. We are the single greatest natural gas producer in the world. We are the largest agricultural exporter in the world.1 What’s more, manufacturing is bouncing back in the United States almost as quickly as it once left. Honda, Toyota, BMW, Toshiba, and Airbus are all building new U.S. plants or already are producing goods here.2 The “all in” cost differential between producing goods in China and the United States has narrowed dramatically. On the global stage, the United States looks competitive relative to other countries and regions. America offers one common language, one common currency, a stable inflation environment, relatively unequaled political and social stability, and developed legal and capital-markets systems.

			Despite these common strengths, the rebound is not occurring everywhere in the United States. It’s happening mainly in central corridor states not bogged down economically by foreclosures and budget chaos. They have the money to retrain workers and offer tax incentives to relocating companies—flexibilities not found in housing-bust country. Economic power in the United States is shifting away from longtime coastal strongholds toward the interior. What’s going on today is tangibly different from any other time in American economic history because shifting geographic fortunes are not being driven by external factors such as new technology or even immigration—things local leaders could never have controlled or anticipated. In the past, cities and towns lived and died with the industries that dominated them. This is familiar. What is unfamiliar is communities being gutted by government ineptitude. Here we are in uncharted territory. Never before have industry and population been more mobile. Americans and global business alike can choose where to produce, where to locate, and where to invest, and they are voting with their feet. Everything is cheaper today. Moving is cheaper. Communication is cheaper. Technology is cheaper. Relocating a business is cheaper.

			The housing industry that drove growth in America for the past thirty years is a perfect example of the new velocity of capital. Banks and home builders do not stay the course. When home prices start dropping, they pick up stakes and search for new markets. There is no loyalty in housing because everybody understands that housing demand is fickle. The market is built entirely on perception—the perceived attraction, for example, of retiring in a warm, sunny climate where you could buy a $300,000 condo today and watch its value double in a few years. The real estate market was never built on need. Home prices in Las Vegas, Arizona, Florida, and California didn’t skyrocket because people had to move there. They rose because speculators and second-home buyers believed more people would move there.

			Of course, changing geographic fortunes are nothing new in U. S. history. New economic winners and losers emerge every couple decades. Technology changes, demography shifts, and consumer tastes evolve. Yes, the cycle is spinning faster this time around—change is occurring over years instead of decades—but it’s important to understand how this process has played out in eras past because the spoils for the winners and penalties for the losers are much the same today as they were a hundred years ago. Drive across the United States and you will encounter your share of abandoned mills, dilapidated housing, overgrown railroad tracks, and other telltale signs of the American ghost town—communities that once swelled with people and industry but are now beset by decay and neglect. Many grew up around single industries like coal production or manufacturing and attracted newcomers thanks to plentiful job opportunities. As long as the industry did well, so too did the towns. Jobs and personal-income growth enabled company towns to build and improve upon public services like schools, parks, and libraries. However, once the industries began to decline or move on, employment and personal income often declined with them. Over time, municipal governments struggled to pay for services they could afford when tax bases were healthier. Towns were forced to cut back, and with those cuts the towns became less and less attractive places to live. This is how boomtowns become ghost towns.

			With roots in a core agrarian economy, the U.S. population was once spread across the country, with big rural populations in the South. Cotton production in the South gave birth to industry along the Mississippi River and created boomtowns like Jackson and New Orleans. With highly fertile soil, proximity to great waterways, and—shamefully—an abundance of slave labor, Mississippi became one of the United States’ biggest exporters and wealth creators. After the invention of the cotton gin in 1793, annual cotton production in Mississippi soared to 535 million pounds in 1859 from zero in 1800. Big Northeast real-estate concerns like the American Land Company and the New York Land Company rushed to buy up valuable Mississippi farmland. “Cotton provoked a ‘gold rush,’” writes cotton historian Eugene Dattel, “by attracting thousands of white men from the North and from older slave states along the Atlantic coast who came to make a quick fortune.” The Civil War and the end of slavery brought an end to that gold rush, and now Mississippi ranks the poorest state in the country.3

			By 1850 the textile mills of Lowell, Massachusetts, had emerged as a new epicenter of American industry and population growth. Among young people, Lowell is probably best known as the city featured in the based-on-a-true-story movie The Fighter, in which Mark Wahlberg portrays the poor kid who makes good in the big league of the boxing circuit. But back in the midnineteenth century, there were ten thousand textile workers in Lowell producing fifty thousand miles of fabric every year—their looms powered by mills and waterwheels built alongside the Merrimack River. Lowell became the first large-scale factory town in America. Some called it the “cradle of the American Industrial Revolution,”4 as raw cotton could be turned into cloth all in one centralized location. But just as new technology created Lowell, it played a part in Lowell’s decline too, as rail lines made canals obsolete and steam power and turbines improved on Merrimack River waterwheels. Electric streetcars also enabled workers to live farther away from company towns, foreshadowing the suburbanization to follow.

			
				
					Industrial Revolution (1750–1850)
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					Agriculture, manufacturing, mining, transportation, and technology. Migration from the UK to New England/Mid-Atlantic.

					Economic development regionally limited as the power source was water based.

				

			

			By the late 1800s, New Bedford and other New England cities with their own seaports began to eclipse Lowell. By the 1900s, the textile industry started to abandon the Northeast altogether for the South—particularly the Carolinas—as steam-powered mills and cheaper labor made production there more profitable. Some New England mills were closed outright or forced into bankruptcy. (Others stayed open but barely, allowed to wither on the vine by absentee owners who refused to make the necessary but costly improvements required to keep the old mills competitive.) Lowell became a shell of its former self in the second half of the 1900s. Some even claimed it resembled Europe after World War II.5 Today some of the mills and canals have been turned into national parks and museums—a sure sign of a place whose glory days have come and gone.

			
				
					Power Revolution (1850–1920)
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					Steel production, railroads, chemicals, petroleum, electricity, early auto/mass production.

					The Southeast and West opened up as the power source switched to the steam engine, then to electricity.

				

			

			Central and western Pennsylvania is another example of a onetime economic hotbed whose fortunes faded. Coal-mining towns like Bethlehem, Easton, and Allentown embodied the power revolution and economic boom of the 1860s through to the 1920s. Thanks to plentiful supplies of coke—a coal by-product used to make steel—Bethlehem and its eponymous steel company grew into the second-largest steelmaking town in the country, behind only Pittsburgh and its big employer, U.S. Steel. As steel production began to shift overseas in search of lower labor costs, however, Bethlehem Steel fell on hard times, going out of business for good in 2001. Its old plant is now home to a casino and shopping mall operated by Las Vegas Sands. Sadly, this has become the fate of many of these once-vibrant towns. Hospitals and universities have replaced I beam producers and steelmakers as Pennsylvania’s largest employers.

			The best modern-day example of the rise and fall of an American city is probably Detroit. As the home of the U.S. auto world and headquarters to Ford, GM, and Chrysler, Detroit embodies the devolution of the
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