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Introduction

Reaching the Keynesian Endpoint

After the fall of Lehman Brothers in September 2008, the scope
of the financial crisis became so great that the fiscal and monetary
authorities of the developed world possessed the only balance sheets
large enough to resolve the crisis and thereby restore stability to the
world’s financial markets and the global economy. In essence, the ills
of the private sector were set to shift to the public sector. The sense at
the time was that it would work; after all, the borrowing abilities of the
United States and the rest of the developed world were proven, and
the ability of central banks to print money was and remains indisput-
able. Moreover, Keynesian economics had “succeeded” at restoring
stability to ailing economies before through the elixir of government
borrowing and spending ever since John Maynard Keynes pioneered
the concept during the Great Depression. Nevertheless, there was a

sense of discomfort in the supposed solution.

After Lehman fell, I posed a question, calling it the question of our
age: If the Unites States is backing its financial system, who is backing
the United States? The basic premise rested on the idea that efforts to
stabilize economies and markets were likely to work if investors toler-
ated the additional debt the efforts required. If not, there would be

financial Armageddon. The direst outcome was of course avoided, but

1



2 BEYOND THE KEYNESIAN ENDPOINT

dark days have smitten many nations, including Portugal, Ireland, and
Greece, and the gloom is threatening to spread to the world at large,
where sovereign debt threatens financial calamity for nations whose
actions over many decades have left them teetering on the edge of a
cliff, clinging by their nails, pulling ever-downward toward an unfor-
giving and impervious landing below. The grim fate of the indebted,
once viewed as unfathomable, is increasingly seen as possible because

the magic elixir of Keynesian economics has morphed into poison.

Nations have reached, in other words, the Keynesian Endpoint,
where there are no private sector or public sector balance sheets left
to fuel economic activity and rescue the world’s financial system. This
is not literally true but true in practice because investors at the pres-
ent time have no tolerance for fiscal profligacy or any form of govern-
ment borrowing geared toward reviving weakness in private sector
demand, especially if the lapses in demand are the result of the pri-
vate sector’s effort to reduce its own indebtedness. There is also little

appetite for the monetization of deficits by the world’s central banks.

Nations are left with old playbooks and few choices to revive the
global economy and stabilize the world’s financial system. This means
that time, devaluations, and debt restructurings will be the only way
out for many nations. It also means the citizenry will need politicians
who think outside of the box and act with greater determination and
resolve than ever before. This is a time for leadership to emerge in
local towns, cities, and states, and in the capitols of nations through-
out the world. Today’s political leaders are behooved to solve their
nations” problems by being realistic about them. Most importantly,
they must put ideology aside and subordinate their self-interests to
those of the people they serve, something they are not accustomed to.
There can be no more fiscal illusions, consumption binges, or Ponzi
schemes. The Keynesian Endpoint has revealed what lies behind the
curtain of those who say that the answer to every economic ill is debt.
The transformation of a century is upon us, and the folly of many

decades is over.
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Not Enough Jam to Fit the Size of the Pill

In his classic book The General Theory of Employment, John
Maynard Keynes theorizes that the marginal propensity to consume,
which measures the proportion of increased spending that is expected
to result from each unit of change in income, is far closer to 100 per-
cent than it is to zero. Keynes believed that with people more likely
to spend new income rather than save it, the multiplier effect result-
ing from government spending will be large enough to justify spend-
ing initiatives geared toward reviving lapses in aggregate demand.
In other words, government spending is justified if it boosts national
income by an amount greater than the amount of the spending and if

it increases the total level of employment.

In the excerpt from The General Theory that follows, Keynes
describes this dynamic, providing a qualification that can be applied
to the current situation, chiefly the possibility that the employment
gains will be smaller if the “community” holds back its spending, as is
presently occurring in the United States, where the savings rate is on
the rise. Keynes recognizes that there are times such as today when
the psychology of spending will foil efforts to revive consumption no
matter how far the fiscal authority puts its pedal to the metal:

It follows, therefore, that, if the consumption psychology of
the community is such that they will choose to consume, e.g.
nine-tenths of an increment of income, then the multiplier
k is 10; and the total employment caused by (e.g.) increased
public works will be ten times the primary employment pro-
vided by the public works themselves, assuming no reduc-
tion of investment in other directions. Only in the event of
the community maintaining their consumption unchanged in
spite of the increase in employment and hence in real income,
will the increase of employment be restricted to the primary
employment provided by the public works.!

The impact that the current deleveraging process might have
on the marginal propensity to consume begs the question: Can the

world’s fiscal authorities, having reached a point where the private
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sector’s want, need, and in many cases only choice is to reduce debt
and hence the desire to consume, rationally expect that by ever-
increasing the amount of public borrowing they can increase the total
amount of employment in any manner that even remotely resembles
the way they were able to in the past? Is it possible to boost aggregate
demand when both the ability and the impulse to spend have become
relics of an era now past? Suppose as policymakers might, this sce-
nario seems implausible. Although the desire to consume to impress,
to fulfill primal needs, and to display power is everlasting, the psy-
chology of spending has been altered and won’t return with the same
verve for at least a generation. The psychological desire is gone, as are
the social cues and the money—there is no balance sheet to finance
consumption willy-nilly any more.

Today’s policymakers must recognize that when Keynes speaks to
the idea of a multiplier, he does so with a very important qualification
that unequivocally applies today and in any other period of deleverag-
ing. Specifically, although Keynes surmises that the marginal propen-
sity to consume is close to 100 percent, there are exceptions:

If saving is the pill and consumption is the jam, the extra jam
has to be proportioned to the size of the additional pill. Un-
less the psychological propensities of the public are different
from what we are supposing, we have here established the law
that increased employment for investment must necessarily
stimulate the industries producing for consumption and thus
lead to a total increase of employment which is a multiple of
the primary employment required by the investment itself.?

Today’s Keynesians are failing to realize this notion, that the psy-
chological propensities of the public are indeed dramatically changed.
Keynesians continue to believe that government spending will ignite
aggregate spending and employment. This is a very difficult view to
reconcile against the post-crisis experience. Is it not apparent in Fig-
ure I-1 that consumers either can’t or won’t borrow to consume like

they used to?
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Consumer Credit Outstanding
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Figure I-1 In the past, consumers borrowed through thick or thin. Not this
time.

Source: Federal Reserve Board/Haver Analytics

The bottom line is that nations must recognize that the economic
agents upon which they rely to boost consumption and eventually
employment are impaired and are now on a path of deleveraging that
will limit the effectiveness of new fiscal stimulus. The decrease in the
marginal propensity to consume, which is evidenced in the extraordi-
nary decline in consumer credit, as well as the rising U.S. savings rate
shown in Figure I-2, weaken the multiplier effect. It is extraordinarily
unreasonable to assume that fiscal stimulus in an age of deleveraging
will boost private spending in the same fashion as it has in the past,
especially with debt now associated with pain rather than pleasure—a
major psychological barrier to reviving the growth rates in aggregate
spending to pre-crisis levels. Consumers simply do not have the stom-
ach to engage in an activity that resulted in their getting kicked out of
their homes and losing their jobs. This is in addition to the idea that

there are no more balance sheets to fund the stimulus.
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Personal Saving Rate
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Figure I-2 Following a 30-year spending binge, it’s back to basics and saving
for a rainy day.

Source: Bureau of Economic Analysis/Haver Analytics

The harsh realities of the Keynesian Endpoint put academicians,
politicians, and opinion writers in a cloister, where others who recog-
nize the existence of the Endpoint will engulf their collective voice
and influence. Intransigent Keynesians will be significantly outnum-
bered by the masses of people having the good sense to know that to
avoid the societal harm that can come from excessive indebtedness,
they must choose fiscal austerity and other remedies over further
indebtedness. Sometimes the masses will stand in the way of struc-
tural changes needed to repair a damaged society. Greece exemplifies
this more complicated and challenging condition. When in cases such
as this the masses stand in the way of change, politicians must in the
face of enormous pressure be bold and take the lead and act against

the will of the people like a sick child who resists taking his medicine.

The Keynesian Endpoint has been reached because investors
have decided sovereign debts are too large relative to the balance

sheets available to support them, posing risk of eventual sovereign
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debt defaults. In today’s era of deleveraging, investors are intolerant
of fiscal profligacy and will choose to invest in nations with improving
balance sheets over those that are worsening or are mired in a pro-
tracted steady state where debt hamstrings economic activity. Having
tapped the last balance sheet, nations at the Endpoint will place bur-
dens on many, including their citizens, trading partners, savers, and
bond holders. They will do so by inflicting their pain over time, taking
as long as is necessary to liquidate their debts. In so doing they will be
spared the worst of the sovereign debt dilemma and avoid technical
default, but they will experience sub-par economic growth over the
longer term, resulting in low inflation, low policy rates, steep yield

curves, low investment returns, and a weakening domestic currency.

The lack of cohesion and policy coordination among troubled
nations will result in a sharp divergence between winners and losers.
It is notable, for example, that whenever stress levels have reached a
fever pitch—as judged by periods of weakening equity markets, wid-
ening credit spreads, and more volatile foreign exchange rates—capi-
tal flows into traditional safe havens has increased, including into the

United States, Germany, and Switzerland in particular.

Some nations will find the Holy Grail and look beyond Keynesian-
ism and find new means of stimulating economic growth. Others will
be intransigent, clinging to their Keynesian ways and in the process
fail to take measures that restore fiscal stability. These nations will be
forced to devalue their currencies, restructure their debts, or even-
tually adopt more severe austerity measures that lead to a muddle-
through economic growth path that perpetuates stagnation for the
sake of liquidating debt, all of which put at risk a nation’s productivity,
the essential element that defines a nation’s standard of living and the

quality of life of its citizens.
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Beware the Keynesian Mirage

Those who refer to historical examples where fiscal stimulus
worked and where despite increased indebtedness there was no cor-
responding increase in market interest rates do so with contempt
toward the financial crisis and its profound message about overlev-
eraged societies and the extended period by which the deleveraging
process tends to last and leave destruction in its wake. Reinhart and
Rogoff,! for example, suggest that the deleveraging process that fol-
lows a financial crisis tends to last about ten years. McKinsey & Com-

pany find similar results, as shown in the summary in Table 1-1:>
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TABLE 1-1 Duration and Extent of Deleveraging Following a Financial
Crisis

Extent of
Deleveraging
(Debt/GDP  pDebt CAGR*
Number of Duration! Change) (Trend vs.
Archetype Episodes  (Year)s % PP EpisodeS)
“Belt-tightening” 16 6-7 -29 -40 21 vs. 2
Median 5 -24 -34 21 vs. 3
“High inflation” 8 7 -53 -93 50 vs. 46
Median 8 -62 -34 36 vs. 27
“Massive default” 7 6 -36 -46 41 vs. 10
Median 8 -55 -72 28 vs. 9
“Growing outof 1 6 -25 -44 0vs. 12
debt”
Total? 32 6-7 -37  -54pp 32vs. 14

I'Duration is defined as the period during which debt/GDP levels decrease.
2Two outliers have been removed from the averages: Turkey "87-°03, Poland "87-'95.

SHistoric trend defined as the 10 years or longest time series available before the start of the
deleveraging episode.

4C0mpound annual growth rate
Note: Averages remain similar when including episodes of deleveraging not induced by
financial crisis.

Source: IMF, McKinsey Global Institute

The source of this contempt almost certainly is rooted in the
behavior of the interest rate markets amid the buildup of government
debt over the past three decades and especially in the aftermath of
the financial crisis, which has been marked by a plunge in market
interest rates despite a massive increase in sovereign debt outstanding
relative to the increase in economic activity in sovereign nations. In
other words, although debt-to-GDP ratios for nations in the devel-
oped world have increased, there has been no corresponding increase
in market interest rates. In fact, market interest rates have fallen for

30 years, as shown in Figure 1-1.
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10-Year Treasury Note Yield at Constant Maturity
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Figure 1-1 The “Duration Tailwind”

Consider Figure 1-2, which reflects the deterioration in the U.S.
fiscal situation, as illustrated by a sharp increase in its debt-to-GDP

ratios.

Debt Held by the Public (Percentage of GDP)

120 —
Actual « Projected
100 1 Under
= Current Law
80 |- H
60

40
20 |

1940 1949 1958 1967 1976 1985 1994 2003 2012 2021

Figure 1-2 Sovereign debts are becoming mountainous.

Source: Congressional Budget Office; http://cbo.gov/ftpdocs/120xx/doc12039/01-26_
FY20110utlook.pdf

When looking at Figure 1-2, it is important to keep in mind that in
addition to the historical perspective, there is widespread expectation
for further deterioration in the years to come, owing in no small part

to expected increases in entitlement spending, such as health care


http://cbo.gov/ftpdocs/120xx/doc12039/01-26_FY2011Outlook.pdf
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and retirement benefits, particularly in developed nations (see Figure
1-3). This is especially true in the United States where in 2011 the
so-called Baby Boomers (those born in the years 1946 through 1964)
began turning 65.% I discuss the very important implications of this
and the powerful concept known as gerontocracy in Chapter 6, “Age
Warfare: Gerontocracy.” Investors are familiar with the implications
and as such their expectation for further deterioration in public sector
balance sheets will be a major driver of cash flows for many years to
come, which is to say that many investment decisions will be made on
the belief that the developed world will be saddled by debt and be a

relatively risky place to invest.

Figure 1-4 shows more closely the behavior of interest rates over
the past decade in the United States, the United Kingdom, France,
and Germany, as reflected by the ten-year yield for government secu-

rities in each of the respective countries.

Keynesians would say that the combined message from these
charts is that they illustrate the very small extent to which bond inves-
tors worry about the buildup of sovereign debt and the deterioration of
public sector balance sheets. After all, Keynesians will tell you, inter-
est rates on sovereign debt decreased substantially during a period
when public sector balance sheets deteriorated substantially. Keynes-
ians also stress that this is how it has been for decades, with interest

rates tending to fall during periods when public deficits increased.

Keynesians in fact believe that recessions are a good time to
increase government borrowing. They seize upon the idea that during
periods of economic weakness it is much easier for the public sector to
issue debt and to do so at interest rates lower than those that prevailed
prior to the weakness because during such times private demands for
credit tend to be weak, resulting in a redirection of investment flows
toward government debt. This has certainly been true historically:

During periods of economic weakness, the creation of bank loans, the
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origination of mortgage credit, and issuance of company bonds slows
or declines, and during such times money flows to government bonds

because it’s the only game in town—money must find a home.

Under Pressure

Public health care spending is projected to rise by 3
percent of GDP in advanced economies, and by 1 percent
of GDP in emerging economies, with regional variations.

Advanced Economies
(change in public health spending, percent of GDP, 2011-30)

6 - == Weighted average - 3.0
— Unweighted average - 2.2
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2 =2 S T 5
5385835888588 28=:855288§55283
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Emerging Economies
(change in public health spending, percent of GDP, 2011-30)
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Figure 1-3 Projected global health care spending—the U.S. tops them all.

Source: http://www.imf.org/external/pubs/ft/fandd/2011/03/Clements.htm
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10-Yr Government Bond Rates for
the U.S,, U.K,, France, and Germany
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Figure 1-4 Don’t be fooled by these falling rates.

Another source of contempt relates to the way investors are using
the credit histories of developed nations to rationalize assigning low
levels of market interest rates to sovereign debt in the developed
world. Investors believe that because these nations have favorable
long-standing credit histories that they remain “risk free.” Take the
United Kingdom, for example. It has not defaulted on its debts since
the Stop of the Exchequer in 1672.* So why should anyone question
adding on still-more debt to try to bring down unemployment? It is
rational, in fact, to believe that nearly 350 years of pristine credit is
a formidable defense for continuing Keynesian economics and to
believe there is no such thing as a Keynesian Endpoint where nations

reach their limits for gainful borrowing.

It is a fallacy to believe that the ability of nations to issue ever-
increasing amounts of new debt at the Keynesian Endpoint will be the
same as it was in the past, and it is lunacy to believe that in the imme-
diate aftermath of the financial crisis that bond investors will turn a
blind eye to a continuation of fiscal profligacy. Investors have evolved
and now have distaste for fiscal irresponsibility, as has the public,

especially after the disappointing results of the massive fiscal stimulus
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deployed in 2009 by many countries in the developed, in particular
in the United States, to counteract the financial crisis. Evidence of
evolving views toward government indebtedness is illustrated by the
behavior of bond markets toward nations at the lower end of the
wrung in terms of their fiscal situations, particularly toward Europe’s
periphery, especially Portugal, Ireland, and Greece, and to a lesser
extent Spain (commonly referred to by the acronym, PIGS), which
has thus far been spared the worst outcome by successful attempts by
Europe to ring-fence its problems to Portugal, Ireland, and Greece.
Europe has done this by building many “bridges to nowhere” that
have bought Spain as well as Italy time for Europe’s banks to derisk

their portfolios and rebuild their capital before any defaults occur.

Figure 1-5 shows the behavior of government bond yields for
PIGS relative to German and French bond yields, which have been
suppressed by capital flows both globally and from money previously
invested in Europe’s periphery that has in recent times been directed
toward “core” Europe — Germany and France, whose debt problems
are more manageable and where economic growth has been substan-
tially better than for PIGS, as shown in Figure 1-6, which shows the

unemployment rate for nations in Europe.

10-year Government Bond Rates for Europe
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Figure 1-5 Oh, what debt can do to rates!
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< Ireland: Labor Force {ILO}: Total: Unemployment Rate (SA, %)

France [including DOM]: LFS: Unemployment Rate (SA, %) eee>»
Germany: LFS: Unemployment Rate (SA, %) —>

16 16
147 14
12

12
10-

.,J»'"'oooo..- -10
500 00000009 ]
8 Pe 0o0® o, Sy
cong § K
6 . \ S.. -8
g 6

05 06 07 08 09 10 11

Figure 1-6 Oh, what debt can do to an economy!

Rather than consider the potential for contamination and con-
tagion from Europe’s periphery to its core, Keynesians prefer the
notion that past is prologue and believe that global bond investors
will continue to be attracted to debt markets in nations with strong
credit histories despite the significant deterioration in their underly-
ing credit fundamentals. This is unwise thinking. The move toward
joining the least worst in the league of heavily indebted nations and
the clan that in the immediate aftermath of the financial crisis has
seemingly stabilized is merely a pit stop—the move by investors away
from the core is likely to be nonlinear, which is to say that it will most
likely occur gradually, as a process, not an event, when investors begin
to believe the periphery is rotting the core. And deterioration in core
Europe has the potential to occur faster than investors expect because
more than ever the deterioration in underlying credit fundamentals
put developed nations at a tipping point and make them vulnerable to

a breakdown in confidence.

Investors tend in general to underestimate the risks of a sudden

stop, and they tend not to position themselves for tail events—the big,
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unexpected events that make news only after they have happened,
not while they are developing. These events tend to occur much
more often than many expect when they consider normal distribu-
tion curves, as illustrated by Table 1-2. In other words, tail risks in
the investment world have proven to be far larger than models would
predict. Investors therefore need to think and position their portfolios
in terms of tail risks and be leery of normal distribution curves. At the
Keynesian Endpoint, this means investors should position for the pos-
sibility of sovereign defaults and their vast ripple effects in the global

economic and financial system.

TABLE 1-2 Big Things Happen More Often Than Most People Expect.
Daily Change in DJIA 1916 - 2003 (21,924 Trading Days)

Normal
Distribution Ratio of Actual to
Daily Change (+/-) Approximation Actual Normal
> 3.4% 58 days 1001 days  17x
>4.5% 6 days 366 days 61x
> 7% 1in 300,000 years 48 days Very large

Source: PIMCO, Benoit Mandelbrot: The (Mis)behavior of Markets, Basic Books, March 2006

Investors in developed markets must also stay attentive to attempts
by indebted nations to repress them for the sake of liquidating public
debts. These nations will attempt to suppress market interest rates to
levels that are close to or below the rate of inflation, hoping that their
economies will grow at a rate that exceeds the interest rates they pay
on their debts, a combination that enables nations to reduce their
debt-to-GDP ratios. In these cases, investors will experience a loss
of purchasing power on two fronts. First, they will be put behind the
eight ball by lagging inflation and thereby losing domestic purchas-

ing power. Second, low or negative real interest rates will reduce the
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attractiveness of their home currency, which is apt to depreciate and
thereby result in a loss of purchasing power internationally. Inves-
tors must recognize also that policymakers intend to carry out their
repression in a way that makes them akin to frogs that stay in slowly
boiling pots only to die. Investors instead should be like frogs that are
placed in pots already boiling and jump out.

A paradox to some, the Keynesian Endpoint means that Austrian
economics, which is predicated on the idea of a laissez-faire style of
governmental involvement, will regain popularity and will therefore
become more influential in shaping policymaking in the time ahead.
Mind you, I do not mean to say that the Austrian style of economics
that dominated the later part of the twentieth century will return—
long live Reaganism and Thatcherism. Instead, Keynesians will be
forced to let Austrian economists shape the heavy hand of govern-
ment involvement and control that has dominated the post-crisis pol-
icy-making landscape. For example, taxpayers will demand that tax
receipts be directed more efficiently than they have in the past, such
that every unit of currency taken in is spent in ways that they believe
are most likely to benefit society. One example is the doling out of
benefits to public sector unions, which continue to receive health and

pension benefits that far exceed those received by the private sector.

This means that government will attempt to stimulate economic
activity not by increasing its spending, but by changing the composi-
tion of its spending. Policymakers will also seek changes in taxation
and regulations that encourage businesses and households to spend
and invest. The goal from here on will be to ignite multiplier effects
that debt spending can no longer ignite. A major challenge in this
regard will be the ability of developed nations to muster sufficient
political support for changing their mix of government spending at a
time when their populations are aging. These nations are predisposed

to spending more on health care and retirement benefits, which will
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make it difficult to direct money away from these areas toward areas
that tend to promote strong, sustainable economic growth, including

infrastructure, research and development, and education.

The integration of the Keynesian and Austrian schools of thinking
will be necessary because Keynesians have no more balance sheets to
spend from, and followers of the Austrian school of thinking are not
yet in control of balance sheets (nor do they want to be in control).
This transformation could take quite a bit of time, but not all that
long because the populace will provide a mandate for change, the
same as it did in the early 1980s and then again in the early 1990s
when supply-side economics was tweaked. How will this happen?
High levels of unemployment or general economic discontent always
lead citizens to rise up, either in arms or with their votes. Economic
stress has a way of crystallizing the sorts of policies that are both the
least and most desirable for a given time. The result of the November
2010 U.S. election is an example of this. Voters picked candidates that
seek reduced government activism, rebuking Keynesian economics.
The November 2012 general election will be the next big opportunity
for voters to express their views on Keynesian economics, the domi-
nant policy tool at the onset of the financial crisis. Indications are that
voters will reject the philosophy and oust incumbents that have sup-
ported it because in the U.S. as well as throughout the world, the fis-
cal authorities have failed to reduce unemployment to desirable levels

in spite of massive fiscal stimulus efforts.

More than at any time since the 1980s, citizens throughout the
voting world will vote to eject “leaders” who favor a continuation of
fiscal policies that yield little in terms of economic growth and in fact
create conditions that could actually erode economic activity because
of both an inefficient use of public money and a decrease in con-
fidence tied to concerns about the long-term risks and implications

of government activism. Confidence in the ability of policymakers to
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adopt policies that bear fruit has diminished in today’s world for many
reasons, not the least of which is the fear that taxpayers have about the
future confiscation of their income to pay for the run-up in govern-
ment debts. Moreover, the loss of the Keynesian security blanket—
the now apparent inability of government to increase employment by
waving their magic debt wand—has shaken the foundation by which
investors and consumers take risks, and this uncertainty is causing
them to disengage. Policymakers must find new ways to boost con-
fidence, and these days many believe the best way is for them to get

out of the way.
At the Keynesian Endpoint, the ability of nations to pursue expan-

sionary fiscal policies is curtailed, leaving nations with few options
other than to run expansionary monetary policies that lift asset prices
and power economic growth in the short-run. Many long-run options
exist; in particular a redirection of fiscal spending toward investments
that address the structural challenges that nations face rather than
the cyclical ones. Unfortunately, it’s a long slog, and it will therefore
be some time before the deeply indebted see a return to “old normal”
levels of economic growth. Nations seen as the worst offenders in the
debt crisis will be forced to hasten the repair of their balance sheets,
and they will have to reduce their spending, crimping their economic
growth rates—materially in some cases, especially relative to nations

in the emerging markets, many of which are now creditor nations.

With the ability of the fiscal authority curtailed, the monetary
authority—the central bank—is left to do the heavy lifting. Mind you,
there are limits to what central banks in the developed world can do
because they risk losing hard-won inflation-fighting credibility they
took decades to build. These include the Federal Reserve, the Bank of
England, the Bank of Japan, and the European Central Bank (largely
through the German Bundesbank, upon which the ECB’s credibility
was established). Neither of these banks is likely to succumb to their
respective fiscal authorities and monetize profligate fiscal behavior.

Instead, they will pursue only the most responsible irresponsible
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expansionary policies, which is to say they will use policy tools that
in normal times would be deemed irresponsible but today are neces-
sary to achieve a set of outcomes different from what is deemed nor-
mal for the central banker. In particular, the central banks of highly
indebted nations (primarily those of developed nations) will imple-
ment policies designed to prevent deflation and restore their respec-
tive inflation rates to levels that reduce the risk of deflation, generally
to around 2 percent. One of these responsible irresponsible policies
is the attempt to reflate asset prices. This is accomplished by estab-
lishing a low policy rate and by indicating it will be kept there for an
“extended extended” period that creates a virtual house of pain in
shorter-term fixed-income assets, compelling investors to move out
the risk spectrum, as shown in Figure 1-7. Responsible central banks
will recognize their limits, preventing any meaningful acceleration in
the inflation prices of goods and services and in the reflation of the

prices of financial assets, carrying important investment implications.
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Figure 1-7 Low interest rates compel investors to move to the perimeter of
the risk spectrum.

Source: PIMCO
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The investment implications in conditions such as these where
the fiscal authority is rendered powerless in the short-run and the
monetary authority is constrained by the defense of its hard-won
credibility are many, and they mainly relate to the likelihood of slower
than historical rates of economic growth, low to negative real interest
rates for shorter-term fixed-income securities, and an ever-present
risk of tail events, which will persist until debt levels are reduced rela-
tive to incomes. These elements in particular should guide portfolio
positioning.

Following are a few of the many conditions and investment impli-
cations of the Keynesian Endpoint, which are covered in greater
detail in Chapter 9, “The Investment Implications of the Keynesian
Endpoint.”

Condition: Low Policy Rates Set by the
World’s Central Banks

To boost asset prices, liquidate government debts, reduce the
debt burdens of the private sector, and stave off deflationary pres-
sures that result from shortfalls in aggregate demand relative to
supply, central banks will keep short-term interest rates low for the

foreseeable future.

Investment Implicati(ms

Steep Yield Curves

Low policy rates engender steep yield curves in two ways in par-
ticular. First, they anchor rates at the short-end of the yield curve,
pinning them lower. Second, low interest rates and accommodative
monetary policies more generally enliven expectations for a strength-
ening of economic activity, boosting longer-term interest rates, where

expectations for future inflationary pressures and eventual increases
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in short-term interest rates reside. Central bank rate cuts are a clarion
call for investors to engage in strategies designed to benefit from a
steep yield curve for many months forward because monetary policy
regimes tend to be long lasting. One strategy is to speculate against
the possibility of future interest rate hikes, which many investors
implement by betting against any central bank rate hikes that might
be embedded in Eurodollar or federal funds futures contracts. In
Europe, investors bet against increases in EURIBOR and EONIA,
two key short-term interest rates in Europe. Investors can also invest
to benefit from the positive carry and “roll down” that can be earned
by investing in short maturities. For example, a U.S. 2-year Treasury
yielding 0.80 percent will “roll down” the yield curve such that in a
year’s time, when it becomes a 1-year Treasury, its yield will reflect
the yield on 1-year maturities, say at 0.40 percent, picking up more
for a year’s worth of “roll down” than is possible, say, from owing a
20-year maturity that becomes a 19-year maturity in a year’s time.
(If a 40-basis-point yield difference existed for all securities on a
yield curve spanning 20 years, the 20-year maturity would yield over
8 percent!)

Lower Rates Across the Yield Curve

Low short-term interest rates anchor interest rates across the
entire yield curve, and in an environment such as today’s where vast
amounts of excess capacity are keeping a lid on wage inflation, infla-
tion and hence interest rates are likely to stay under downward pres-
sure for some time to come. The strategy therefore is to maintain a
higher level of duration, or interest rate sensitivity in fixed-income
portfolios than normal, at least until evidence begins to mount that
the world’s central banks are becoming successful in reflating asset
prices. In 2011, signs emerged in this regard, and a pickup in infla-
tion is reducing the attractiveness of duration—credit is more likely
to be the better source of value in a case where economic growth is

sustained and inflation pressures are building.
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In the early stages of monetary easing, “soft” duration is pre-
ferred over “hard” duration, which is to say it is better to increase
the duration of a portfolio by increasing the amount of exposure to
short-term maturities, such as Eurodollar contracts, or 2-year notes,
which are likely to outperform long-term maturities on a duration-
weighted basis. (An investor must purchase many more 2-year notes
than, say, 10-year notes, in order to equate the interest rate sensitivity
of 2-year notes to 10-year notes.) Eventually, investors should shift to
“hard” duration and choose longer-term instruments when it appears
likely that the Federal Reserve is set to begin its sequence of policy
steps that will lead to a hike in short-term rates. When this happens
the yield curve will flatten, and long-term maturities will outperform

shorter maturities.
Low Interest Rate Volatility
When policy rates are kept steady for an extended period, inter-

est rate volatility tends to be lower than it is during periods when
the central bank is either raising or lowering rates. The reason is
because of the anchoring principle mentioned earlier. It is notable,
for example, that at no time in the past 40 years has the 10-year Trea-
sury note yielded more than four percentage points more than the
federal funds rate—now that’s an anchor! When a central bank is
expected to hold its short-term rate steady, an investment strategy
that has worked well historically is to bet against volatility, through
yield enhancement strategies such as selling option premiums, either
by selling listed options or over-the-counter options, in the swaptions
market, the options market for the giant interest rate swaps market.
It’s not a strategy suitable for all investors but one often deployed by

institutional investors.
Tighter Credit Spreads

When interest rates are kept low for an extended period, investors

tend to become increasingly compelled to seek out higher returns,
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pushing them out the risk spectrum. In doing so, widespread pur-
chases of so-called “spread” products, which include corporate bonds,
asset-backed securities, mortgage-backed securities, and emerg-
ing markets bonds, cause these instruments to tend to perform well
relative to assets deemed less risky, in particular government securi-
ties such as U.S. Treasuries. The strategy in this case therefore is to
purchase spread products. Importantly, however, today’s risky credit
environment means investors need proceed cautiously. This means
staying high in the capital structure—choosing bonds over equities
and choosing bonds that are more senior in terms of rank in the event
of a company’s liquidation. It also means investing in bonds of high
quality and of those whose cash flows will be less vulnerable in an
economic recovery. Moreover, it sometimes means Choosing compa-
nies with hard assets to sell because in the aftermath of a financial
crisis, the recovery rates for bondholders of any liquidation is likely
to be lower than in other times. Bonds that tend to make sense under
these conditions include pipelines, utilities, and those of companies
in energy and energy-related industries, as well as in the metals and
mining arena. Each of these industries will retain some degree of
pricing power, and their cash flows will be less vulnerable to cyclical
forces than industries such as housing, gaming, lodging, retail, and

those related to consumer discretionary spending.

Condition: Reduced Use of
Financial Leverage

Banks are unwilling to lend, and borrowers are unwilling to bor-
row; both parties wish to derisk their balance sheets, having learned

lessons about risk the hard way during the financial crisis.
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Investment implications

Lowered Investment Returns

A nation that can no longer turbo-charge its economy through
the use of financial leverage will experience some degree of slowing
in the nominal growth rate of its economy. In other words, the actual
level of spending the country experiences will be constrained by a lack
of credit availability and a reduced willingness to spend, along with a
higher personal savings rate. Moreover, having reached the last bal-
ance sheet, government spending will be restrained, too. In response
to these realities, businesses will spend cautiously. Combined, these
behaviors will translate into a lower rate of growth in overall spend-
ing and in many cases an outright decline when austerity measures by
necessity are large. Slower growth rates in overall spending result in
slow growth in revenue, the lifeline for corporate profits, weakening
the prospect for investment returns in corporate equities. It also puts
some corporate bonds at risk because cash flow is what is needed to
meet payment obligations. Investment returns are damped also by a

lack of corporate pricing power, which thins profit margins.

Condition: An Altered Global
Economic Landscape

It’s an upside-down world: Developed countries now dominate
the list of highly indebted countries, and developing countries top the

list of creditor nations.

Investment Implications

Home Biases Are Risk—Scour the Globe

The current era is a remarkable one, where the mighty have

fallen and the meek have risen to the top. Developed nations such
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as the United States, Japan, and those in Europe are now at the bot-
tom of the wrung in terms of fiscal health, and emerging nations,
including China, Brazil, and India, as well as many of their regional
brethren, which were once at the mercy of the developed world but
now supply capital to the capital-starved developed world rather than
vice versa. It is a topsy-turvy world where emerging countries have
become creditor nations. China’s $3 trillion in international reserves
are a towering testament to the shifting global tide. In a world where
investor confidence in any single nation can quickly evaporate and
money can flee—call it moneytourism—keeping money invested in
nation’s whose poor balance sheets put their economies and financial
markets at risk is an unattractive proposition. In contrast, countries
that have built up reserves and have self-insured themselves against
risk can self-finance their economic expansions and escape the worst
of the Keynesian Endpoint. These nations, particularly those that
entered the financial crisis with favorable initial conditions including
demographics (relatively young populations and an increasing labor
force), low budget deficits, low debt-to-GDP ratios, current account
surpluses, high national savings rates, and high international reserves
(relative to the size of their economies) are likely to have a strong abil-
ity to meet their payment obligations. For bond investors, this makes
the high real interest rates of the developing world attractive, like
blood to a vampire, yet many investors keep their money trapped in
their home countries even though real interest rates there are either
very low or in some cases negative. Assuming the emerging world
has truly learned lessons from its past and will continue to behave as
prudently as is has over the past decade or so, these real interest rates
represent a glorious opportunity both outright and on a risk-adjusted
basis. Investors need alter their old ways of thinking with respect to
sovereign credit risk and broaden their opportunity set by exploring

the many investment opportunities that exist in the emerging markets.
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Intransigent Nations—Bad Places to Invest

In many countries, there will be little or no integration between
the Keynesian and Austrian schools of thinking because the Keynesian
camp will be intransigent. The implementation of austerity measures
in these countries will be challenging and painful. For years these
countries made social promises to their citizens that have become too
burdensome to keep. Yet the citizens of these nations will be unwilling
to wean themselves from the familiar and comforting hand of govern-
ment for the free market’s invisible hand. As a result, these countries
will see their economies languish because the Keynesian Endpoint
means it will be impossible for them to raise money to support their
social contracts and efforts to use debt to stimulate economic activ-
ity. In these cases, social unrest, income inequality, currency devalua-
tions, debt restructurings, high unemployment, accelerated inflation,
high real interest rates, and low investment returns will be key fea-

tures. In short, the standard of living in these countries will decline.

In addition to differentiating between intransigent and flexible
nations, investors must also examine the nature of programs devel-
oped to battle the financial crisis. The Austrian school believes that
temporary government programs can be viral, becoming permanent
features of an economy and stifling the private sector. This is why
investors must judge which countries might become victim to policies
that could crowd out the private sector. Investors must examine not
only the size of government programs, but their half-lives; in other
words, the speed and extent to which the programs will be unwound.
Investors must also closely examine the exit strategies of governments
from the fiscal and monetary programs they implemented during the
financial crisis.

When nations reach the Keynesian Endpoint they have no choice

but to reverse course on many of the priorities that brought got them

there because reaching the Endpoint means they have gone too far
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or at are at the risk of going too far, a verdict easily surmised through
a variety of market-based indicators such as real interest rates, the
shape of the yield curve, credit default swaps, credit spreads, bank
deposits, capital flows, and so on. These indicators will reflect under-
lying trends in key gauges of fiscal health, including debt-to-GDP
ratios, budget deficits, primary balances (a nation’s budget deficit
minus interest payments; see example forthcoming), savings rates
(internal and external), reserve accumulation, and factors that influ-
ence these trends including budget rules, effectiveness in tax collect-
ing, demographics, and the level of personal consumption relative to

GDP (a gauge of the excess within an economy).

When reaching the Keynesian Endpoint, it is important for nations
to ultimately achieve a zero primary balance because without it they
cannot stabilize their debt-to-GDP ratios. When a nation achieves a
zero primary balance, the amount of debt outstanding will tend to
increase at the same rate as the nominal interest rate paid on the debt,
leaving the debt-to-GDP ratio unchanged. For some nations, a stable
primary balance fails to stabilize the debt-to-GDP ratio because the
nominal interest rate paid on the national debt exceeds the growth
rate of GDP. This will be the case for nations that are heavily indebted
and that lack credibility in their fiscal affairs. Greece is an example.
This presents an extra hurdle for many nations caught in today’s sov-
ereign debt dilemma: To stabilize their debt-to-GDP ratios, not only
must these nations reduce their primary balances to zero, but they
must gain sufficient credibility in the financial markets to keep their
nominal interest rates at or below their growth rates in GDP. If they
can’t, they won't be able to alleviate their debt burdens. In a world
of finite capital, serial defaulters and those with burdens deemed by
investors as likely to be too difficult to fix with austerity measures
alone will lose—the nominal interest rate will stay high, thus raising
the risk of a default, which would be the only means of reducing their
debt-to-GDP ratios.
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Sharing the Burden

At the Keynesian Endpoint, a nation must engage in burden shar-
ing and spread the pain among four groups in particular, as discussed

next.

Citizens

Countries at the Endpoint have no choice but to re-examine and
in most cases reduce their entitlement spending, which means cutting
pension and health care benefits promised to their citizens. Politically,
this is the most challenging element in the burden-sharing imperative,
but without it nations at the Endpoint will be unable to put them-
selves on a sustainable fiscal path. Nations at the Endpoint, particu-
larly those in Europe’s periphery, are likely to see their entitlement
policies converge with those of their neighbors; in other words, these
nations will use as models for change the policies of their regional
trading partners as well as their extended trading partners when pro-
posing changes to their existing social contracts. For example, Euro-
pean countries that currently allow retirees to receive retirement
benefits at ages that are below that of nations in relatively better fiscal
health will probably raise their retirement ages, although not neces-
sarily to the same level as these healthier nations, at least for while,
owing to the large political difficulties of doing so. In addition to cuts
in entitlement programs, citizens will likely have to bear the burden of
targeted tax increases and other revenue generators, including those
gained from consumption taxes and “sin” taxes that attempt to recoup
costs associated with the poor habits the sin taxes are placed against.
These habits of course include smoking, where associated medical
costs are a direct hit to taxpayers. Citizens will likely also be forced to
endure a reduction in services. Wise nations will target service cuts in
areas where there will be little impact on the health and well-being of
their people and that will minimize any impact on education, which is

vital to the long-term vitality of a nation.
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Trading Partners

A nation at the Keynesian Endpoint must allow its currency to
depreciate in order to boost its economic growth rate and to attract
capital. Those that do can effectively distribute some of their burden
onto other nations. Nations that allow their currencies to depreciate
will grab exports from other nations whose currencies are appreciat-
ing against their own, thus resulting in a positive in terms of trade
shock. European nations that are part of the European Monetary
Union are challenged in this respect because they do not possess the
ability to devalue the euro. It is an internal dilemma. These nations
will lack offsets to their fiscal austerity programs, rendering their eco-

nomic growth rates low for a lengthy period of time.

Monetary Partners

Nations that reach the Keynesian Endpoint will borrow from their
monetary brethren, which is to say relatively richer nations within a
monetary union will transfer money to their brethren in need. This
will boost the debts of the contributing nations. In Europe, this means
Germany and France will increase their debt loads in order to save
the periphery and keep them in the European Monetary Union.
From another perspective, problems in states and cities in the United

States will be shared by healthier states and cities.

Bond Holders

Via restructuring, investors holding bonds of countries that reach
the Keynesian Endpoint will likely be forced to take “haircuts,” or
losses, on their bonds. In some cases nations will ask investors to
voluntarily agree to roll their debt at terms attractive only from the
standpoint being the least worst alternative—bond investors would

rather have their bonds redeemed at par at the original maturity date.
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Emphasize Investment, Not Consumption

Nations can boost their economies more over the long-run by
channeling their funds toward investments rather than attempt-
ing to boost consumption. In other words, countries must recognize
empirical evidence indicating that the multiplier effect from money
channeled toward investments is greater over the long-run than the
multiplier effect for money channeled toward consumption. At the
Keynesian Endpoint it is imperative for nations to increase the mul-
tiplier effect of every unit of currency they deploy because they have

no new money to deploy.

By emphasizing investment over consumption, nations can
boost their productivity and in doing so raise their standard of living.
Keynes himself, in an era of depression and at a time when long-range
economic forecasting was, because of a lack of empirical data and
economic theory, in its infancy, fully appreciated the importance of
productivity:

From the sixteenth century, with a camulative crescendo af-

ter the eighteenth, the great age of science and technical in-

ventions began...What is the result? In spite of an enormous

growth in the population of the world...the average standard

of life in Europe and the United States has been raised, I

think, about fourfold...In our own lifetimes...we may be able

to perform all the operations of agriculture, mining, and man-

ufacture with a quarter of the human effort to which we have

been accustomed.’

Emphasis on investment should include government support for
research and development, as well as education, training and retrain-
ing for both the unemployed and the under-employed (discouraged
workers who have dropped out of the workforce and those work-
ing part-time solely because they can’t obtain a full-time job), and
productivity-enhancing infrastructure projects, including those that
create more efficiency with respect to energy consumption and immi-

gration laws designed to boost intellectual capital.
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Government Spending Must Be
Redirected as Well as Cut

The term “fiscal multiplier” is the same conceptually as “bang for
the buck.” Government spending that boosts a nation’s income by
more than the amount it spends results in a fiscal multiplier of greater
than 1.0. Here I highlight how at the Keynesian Endpoint, traditional
concepts on the fiscal multiplier must be re-examined and reworked

if government spending is to be a net positive for a nation’s economy.

To begin our discussion, there is no better place to start then to
turn to the shepherd of the fiscal multiplier, John Maynard Keynes.
He discussed the fiscal multiplier at length in his book, The General
Theory of Employment, and it is at the center of Keynesian econom-
ics. In his book, Keynes refers to the works of Richard Kahn, who,
Keynes says, was the first to introduce the concept of the multiplier
in 1931 in his article on “The Relation of Home Investment to Unem-
ployment” (Economic Journal, June 1931). Keynes interpreted Kahn’s
theory as follows:

His argument in this article depended on the fundamental

notion that, if the propensity to consume in various hypotheti-

cal circumstances is (together with certain other conditions)

taken as a given and we conceive the monetary or other public

authority to take steps to stimulate or to retard investment,

the change in the amount of employment will be a function

of the net change in the amount of the investment; and it

aimed at laying down general principles by which to estimate

the actual quantitative relationship between an increment of

net investment and the increment of aggregate employment

which will be associated with it.

Keynes goes on to introduce the concept of the marginal propen-
sity to consume (MPC), which measures the proportion of dispos-
able income that is spent. The difference between disposable income

and the marginal propensity to consume is the marginal propensity
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to save. Keynes believes that as long as the MPC is high, increases in
government spending result in a fiscal multiplier:

If the marginal propensity to consume is not far short of unity,

small fluctuations in investment will lead to wide fluctuations

in employment.”

Keynes allowed for leakages, pointing to important factors “not
to overlook” when calculating the multiplier, including the source of
funds used for government spending and the impact that the use of
these funds might have on interest rates and inflation; the “confused
psychology which often prevails” from government spending and its
effect on confidence and therefore liquidity preferences; and the like-
lihood that “in an open system with foreign-trade relations, some part
of the increased investment will accrue to the benefit of employment
in foreign countries.” In other words, some of the spending will be on

imported products, not domestically produced ones.

These leakages are major elements of the Keynesian Endpoint
because the leakages reduce the effectiveness of continued fiscal
profligacy and of traditional Keynesian-style efforts to stimulate eco-
nomic activity through deficit spending.

Consider, for example, the impact of large budget deficits on
liquidity preferences. Alan Greenspan (2011)% argues that the size of
government affects investments in long-term assets, finding that as a
share of corporate liquid cash flow, long-term fixed corporate invest-
ment “is now at levels, relative to cash flow, that we have not experi-
enced since 1940.” He explains it this way:

I infer that a minimum of half and possibly as much as three-

fourths of the effect can be explained by the shock of vastly

greater uncertainties embedded in the competitive, regula-
tory and financial environments faced by businesses since the
collapse of Lehman Brothers, deriving from the surge in gov-
ernment activism. This explanation is buttressed by compari-

son with similar conundrums experienced during the 1930s. I

conclude that the current government activism is hampering

what should be a broad-based economic recovery.”
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Adding,

U.S. fixed private investment has fallen far short of the level
that history suggests should have occurred given the recent
dramatic surge in corporate profitability.!

Greenspan makes a vitally important point about how uncertainty
affects human behavior, and he draws a link between the recent
spreading of government activism and current uncertainties:

The inbred reaction of businessmen and householders to un-

certainty of any type is to disengage from those activities that

require confident predictions of how the future will unfold...

While most in the business community attribute the massive

rise in their fear and uncertainty to the collapse of economic

activity, they judge its continuance since the recovery took
hold in early 2009 to the widespread activism of government,

in its all-embracing attempt to accelerate the path of econom-

ic recovery.!!

If a nation is to be effective in optimizing the use of its taxpayer
dollars, it must stop the leakages to which Keynes referred and get
out of the way, so to speak. People will continue to fear confiscation of
their income and cuts in benefits and services as long as their country
is filled to the gills with debt and overly active. When these leakages
are controlled or reduced, nations should focus on redirecting tax-
payer money toward areas likely to provide lasting benefits, including
infrastructure (why not retrofit buildings to make them more energy
efficient?), research and development (spend to create new prod-
ucts that provide new sources of income), and education (or else the
jobs will go elsewhere and the newly unemployed will have difficultly
regaining employment).

It can be helpful for nations that have reached their borrowing
limits to implement budget rules that investors will find credible. This
is especially true for serial defaulters, who need to gain the credibility
of investors. If they don’t, the nominal interest rates on their debts

will exceed the nominal growth rates of their economies. In this case,
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the debt-to-GDP ratio will rise in perpetuity unless the nation runs a
budget surplus large enough to offset the interest payments. In other
words, achieving a zero primary balance (discussed earlier) won’t nec-
essarily be enough to stave off continued deterioration in a nation’s
fiscal situation if investors lack confidence that the zero primary bal-
ance will be sustained. A recent study by the IMF (“Fiscal Rules Can
)12

Help Improve Fiscal Performance,” December 2009)! supports this

idea.

Nations at the Keynesian Endpoint are starved for sources of
economic growth. One that has been dependable is the implemen-
tation of free trade agreements (FTAs). To illustrate, consider data
from the United States. In 2001, the U.S. had forged three FTAs.
By 2006, it had signed 14 of them. Data from the Census Bureau in
2006 show that the 14 FTAs accounted for over 42 percent of U.S.
exports even though these countries accounted for only 6 percent of
the world economy. Data from the White House show that after
5 years of signing FTAs, the average increase in trade between
bilateral trading partners was 32 percent; after ten years it bolted to
73 percent; after 15 years the increase surged to 114 percent. These
data and numerous other data clearly show the benefits of free trade
in boosting economic activity, presenting an enormous source of

growth for countries willing to put down their protectionist arms.

Suppose a nation’s economy is growing at a 5% annualized pace
overall and 2% minus inflation. Suppose also that the nation’s budget
deficit is 4% of GDP. The nation decides that in order to reduce its
debt-to-GDP ratio it will inflate its way out. In doing so, it boosts
its money supply growth to say 8%, thereby spurring an 8% overall
increase in the economy, but at the expense of more inflation, which
increases to a 5% annual pace. In five years, this nation will have seen
its economy grow by 40% in nominal terms, and its debts will have
increased by 20%, lowering the GDP ratio by 4% per year. This seems
desirable, butitisn’t; the nation’s purchasing power declined as a result

of the increase in the inflation rate. This lowers the nation’s standard
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of living. The lesson is that nations must be careful about using this
tempting math to lower its debt load because although it might solve

the debt problem, it will create many unintended consequences.

Despite the risks, nations for centuries have turned to coinage
and the printing of money as a means of shedding debt, in many cases
with disastrous consequences. The many lessons learned from the
debasement of currencies nevertheless are lost upon Keynesians, as
they seeing through rose-colored glasses debt spending as the cure for

all that ails a nation.
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The 30-Year American
Consumption Binge

As we begin this chapter, first consider the following pieces
of wisdom:

“Money never made a man happy yet, nor will it. There is
nothing in its nature to produce happiness. The more a man
has, the more he wants. Instead of its filling a vacuum, it
makes one. If it satisfies one want, it doubles and trebles that
want another way. That was a true proverb of the wise man,
rely upon it; “Better is little with the fear of the Lord, than
great treasure, and trouble therewith.”

—Benjamin Franklin

“Contentment is natural wealth; luxury, artificial poverty.”

—Socrates

“In time we hate that which we fear.”

—William Shakespeare

To understand why American consumers discarded prudence
and embraced greed for a glutinous consumption binge that lasted 30
years, it is necessary to have an understanding of the social sciences—
in particular sociology, anthropology, and psychology—and the many
other influences that comingled in the post-industrial world to accom-
modate the primal urges associated with these social sciences, includ-
ing the ability to mass produce goods and services; the proliferation of
marketing facilitated by the Information Age; and financial innovation.

39
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These collective influences infected not just the United States, but also
many other nations in the developed world, contributing significantly
to the buildup of their debts. The developing world will not be spared
and will eventually be infected by this bug, albeit at some distance in
the future, because no society can immunize itself from the trappings
of human nature and the scourge associated with capitalist and politi-
cal aggressors who, in their inevitable and constant pursuit of wealth
and power, will subordinate the welfare of society to their own. These
forces are so powerful that the developed world almost certainly will
succumb to them again in the future because future generations will
have none of the many scars that the current generation wears across

its back from the many lessons it learned during the financial crisis.

How Consumerism Is Linked to Barbaric
Times and Primal Needs

Stripping away the relative orderliness of modern societies and
the knowledge that mankind has accumulated over the centuries,
it can be persuasively argued that the inner workings of individuals
and society as a whole have not changed much and that the primary
motives that drive decision-making and the actions of mankind at
large are the same as those that drove men to commit heinous acts
in barbaric times. These primary, or primal motives represent the
very basic and unlearned needs of human beings as well as animals
and include: hunger, thirst, aggression, desire, and avoidance of pain.
Individuals in one fashion or another express each of these primary

motives in their consumption behavior.

Maslow (1943) depicts a hierarchy of man’s basic needs, or goals,
all of which substantially influence consumption behavior. His well-
renowned pyramid is shown in Figure 2-1. The five needs are physi-

ological (physical health), safety, love, esteem, and self-actualization.

Maslow believes that individuals constantly strive to meet these

needs and are “motivated by the desire to achieve or maintain the
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various conditions upon which these basic satisfactions rest and by

certain more intellectual desires.”

Self-
Actualization

Esteem
Social

Safety
Physiological

Figure 2-1 Maslow’s Hierarchy of Needs
Source: Adapted from Maslow (1970)

Maslow also believes that as an individual works up each level of
the pyramid, that level of the pyramid monopolizes his or her atten-
tion until the goal for that level is met. After it is, the individual then
focuses on the next level, or goal, which again dominates the individ-
ual’s consciousness and becomes the focal point of a his or her actions
because, as Maslow says, “gratified needs are not active motivators,”
and therefore provide no benefit to motivation for the next set of
goals. In other words, even though an individual will attain a certain
degree of satisfaction when he or she fulfills a set of needs and goals,
in and of itself that fulfillment provides no motivation for meeting the
next set of needs and goals.

Keep in mind that an individual can be perceived as having met a
goal even if it hasn’t been met fully, which is to say that an individual
might begin focusing on a new set of goals if, for example, 85 per-
cent of a goal has been achieved. This has important implications for
consumption patterns because most people, Maslow believes, fail to

reach the top of the pyramid, leaving them with insatiable desires. In
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this context, consumers are always feeling unfulfilled, driving them to
consume to excess, as can be inferred from this excerpt:
Thus man is a perpetually wanting animal. Ordinarily the sat-
isfaction of these wants is not altogether mutually exclusive,
but only tends to be. The average member of our society is
most often partially satisfied and partially unsatisfied in all of
his wants. The hierarchy principle is usually empirically ob-
served in terms of increasing percentages of non-satisfaction
as we go up the hierarchy.!

It follows that the perpetual wanting to which Maslow speaks
leaves a consumer feeling constantly dissatisfied and that this dissat-
isfaction will exist no matter how many goods and services the con-
sumer acquires, driving them to pursue ever increasing amounts of
goods and services in attempts to fulfill their needs and goals. This
puts the consumer on a treadmill that takes them as all treadmills do:

to nowhere.

It is very important to recognize that the basic needs of individ-
uals across cultures are met in vastly different ways—for example,
through the different types of food that people consume—but that
the underlying motivations that drive individuals to meet these needs
are the same. Recognizing these primal motives rather than the out-
ward way in which the primal motives are met makes it possible to
compare modern societies to more primitive societies, and to spec-
ulate on the outlook for economies in the now-thriving developing
world, which, according to this theory, will be substantially driven by
the motivations of individuals to meet basic needs. These basic needs
themselves will evolve and leave individuals perpetually wanting to
acquire more and more goods and services and always feeling dissatis-

fied, just as has occurred in the developed world.

The commonality that exists among people throughout the world
therefore are important to recognize when analyzing the motiva-
tions that drive consumer behavior, speaking as they do to the pri-

mal motives that are sure to exist in perpetuity in all people. Maslow
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(1943) speaks in this excerpt about the importance of these common-

alities across cultures:

Certainly in any particular culture an individual’s conscious
motivational content will usually be extremely different from
the conscious motivational content of an individual in another
society. However, it is the common experience of anthropolo-
gists that people, even in different societies, are much more
alike than we would think from our first contact with them,
and that as we know them better we seem to find more and
more of this commonness, We then recognize the most star-
tling differences to be superficial rather than basic, e.g., dif-
ferences in style of hairdress, clothes, tastes in food, etc. Our
classification of basic needs is in part an attempt to account
for this unity behind the apparent diversity from culture to
culture. No claim is made that it is ultimate or universal for
all cultures. The claim is made only that it is relatively more
ultimate, more universal, more basic, than the superficial
conscious desires from culture to culture, and makes a some-
what closer approach to common-human characteristics. Ba-
sic needs are more common-human than superficial desires
or behaviors.?

Maslow makes a strong case for looking more deeply at the moti-
vations that lie behind the way people behave and in so doing awakens
our senses to a major driving force behind the consumer spending

behavior.

The Pursuit of Leisure and the Roots of Consumerism
Began in Barbaric Times

Thorstein Veblen, a Norwegian-American economist and soci-
ologist, in 1899 wrote a controversial book titled, The Theory of the
Leisure Class, which is one of the first to thoroughly examine consum-
erism. Veblen believes that the leisure class within societies, which
can also include the middle class, can be found in the early stages
of barbaric times; for example in feudal Europe and feudal Japan.

The creation of the leisure class, Veblen believes, is rooted in the
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earliest forms of differentiation that occurred between occupations
in the world’s first societies. Efforts by the upper and middle class
to sustain this differentiation has been a powerful motivational force
behind the pursuit of wealth as well as the acquisition of goods and
services among individuals. In this context it is important to gain an
understanding of how the leisure class evolved in primitive societies
because it can help us to understand the primal forces that influence
the way people—and in particular, consumers—behave in today’s
societies.

According to Veblen, in barbaric times, the differentiation
between labor was distinct, with four occupations in particular dis-
tinguishing the upper class from lower classes: government, warfare,
religious or priestly service, and sports. Any occupation having to do
directly with industry, manual labor, or the everyday work of earn-
ing a livelihood is considered an occupation of the “inferior” class.
The middle class consists of employments Veblen characterizes as
subsidiaries to occupations held by the upper class. For example,
the production and servicing of arms and related accouterments; war
canoes; the dressing and handling of animals owned by the upper
class, including horses, dogs, and hawks; and the preparation of items
used for religious worship. The lower classes are excluded from these
“honorable” employments, except in cases where the employments

are purely of an industrial nature.

It follows, then, Veblen believes, that the emergence of a leisure
class coincides with the beginning of ownership because both are the
result of the same economic forces. The early periods of differentia-
tion between classes in the lower stages of barbarism included a divi-
sion between the works performed by men and women. Similarly,
the earliest form of ownership in the lower stages of early barbarism
included ownership of women by “the able-bodied men of the com-
munity.” Veblen points to an important element in this beastly form
of ownership, which is that it begins apparently with the seizure of

female captives, seemingly for their usefulness as “trophies.” This
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barbaric practice evolved into marriages dictated by ownership, or
ownership-marriages, which led to men becoming heads of house-
holds. Following that, men began to have other captives, which
included men and women that by nature were an extension of slavery.
Velbin connects the barbaric practices to ownership of other types of
goods. He notes that ownership-marriages, which are premised on
coercion, and the custom of ownership are indistinguishable in their
initial stage of development because
both arise from the desire of the successful men to put their
prowess in evidence by exhibiting some durable result of their
exploits. Both also minister to that propensity for mastery
which pervades all predatory communities. From the own-
ership of women the concept of ownership extends itself to
include the products of their industry, and so there arises the
ownership of things as well as of persons.®

This therefore is the way in which the consumption of goods
began, and it reveals the dastardly inner motives that underlie the
pursuit of wealth and leisure. Veblen (1899) notes also that the
motives extend to services as well as goods, underscoring the underly-
ing forces behind consumption more generally:

In this way a consistent system of property in goods is gradu-

ally installed. And although in the latest stages of the develop-

ment, the serviceability of goods for consumption has come to

be the most obtrusive element of their value, still, wealth has

by no means yet lost its utility as a honorific evidence of the

owner’s prepotence. Wherever the institution of private prop-

erty is found, even in a slightly developed form, the economic
process bears the character of a struggle between men for the
possession of goods.*

A further link between the actions of barbarians and consumers
in today’s society can be drawn from Veblen’s view of status within
the barbarian society and the way in which the barbarian man pur-
sued and defined his status. Veblen’s view is consistent with the rela-

tive income hypothesis developed by Dusenberry, who theorizes that



46 BEYOND THE KEYNESIAN ENDPOINT

personal consumption is dictated by an individual’s assessment of his
or her consumption relative to others.> The barbarian man also made
such comparisons when seeking to infer upon himself a certain level
of status:
In order to stand well in the eyes of the community, it is nec-
essary to come up to a certain, somewhat indefinite, conven-
tional standard of wealth; just as in the earlier predatory stage
it is necessary for the barbarian man to come up to the tribe’s
standard of physical endurance, cunning, and skill at arms.
A certain standard of wealth in the one case, and of prow-
ess in the other, is a necessary condition of reputability, and
anything in excess of this normal amount is meritorious. The
possession of wealth confers honor; it is an invidious distinc-
tion. Those members of the community who fall short of this,
somewhat indefinite, normal degree of prowess or of proper-
ty suffer in the esteem of their fellow men; and consequently
they suffer also in their own esteem, since the usual basis of
self-respect is the respect accorded by one’s neighbors. Only
individuals with an aberrant temperament can in the long run
retain their self-esteem in the face of the disesteem of their
fellows.%

Based on this it is necessary to further illuminate the notion
that man has sought to accumulate wealth for motivations that have
evolved beyond those for subsistence, making ownership a distinctly

human trait.

The common thread between Maslow’s hierarchy of needs and
Veblen’s theory of the leisure class is the insatiable desire of indi-
viduals to reach basic needs and goals, in particular those related to
self-esteem. Perpetual dissatisfaction and unquenchable desires are
seen as powerful motivators of behavior by both researchers. Veblen
makes this clear and draws parallels to Maslow in his description of
the insatiable nature of consumption behavior and the perpetual dis-

satisfaction that follows:
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So soon as the possession of property becomes the basis of
popular esteem, therefore, it becomes also a requisite to the
complacency which we call self-respect. In any community
where goods are held in severalty it is necessary, in order to
his own peace of mind, that an individual should possess as
large a portion of goods as others with whom he is accustomed
to class himself; and it is extremely gratifying to possess some-
thing more than others. But as fast as a person makes new
acquisitions, and becomes accustomed to the resulting new
standard of wealth, the new standard forthwith ceases to af-
ford appreciably greater satisfaction than the earlier standard

did.

The tendency in any case is constantly to make the present
pecuniary standard the point of departure for a fresh increase
of wealth; and this in turn gives rise to a new standard of suffi-
ciency and a new pecuniary classification of one’s self as com-
pared with one’s neighbors. So far as concerns the present
question, the end sought by accumulation is to rank high in
comparison with the rest of the community in point of pecu-
niary strength. So long as the comparison is distinctly unfa-
vorable to himself, the normal, average individual will live in
chronic dissatisfaction with his present lot; and when he has
reached what may be called the normal pecuniary standard of
the community, or of his class in the community, this chronic
dissatisfaction will give place to a restless straining to place
a wider and ever-widening pecuniary interval between him-
self and this average standard. The invidious comparison can
never become so favorable to the individual making it that he
would not gladly rate himself still higher relatively to his com-
petitors in the struggle for pecuniary reputability.

In the nature of the case, the desire for wealth can scarcely be
satiated in any individual instance, and evidently a satiation of
the average or general desire for wealth is out of the question.
However widely, or equally, or “fairly”, it may be distributed,
no general increase of the community’s wealth can make any
approach to satiating this need, the ground of which approach
to satiating this need, the ground of which is the desire of ev-
ery one to excel every one else in the accumulation of goods.””

47
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Seen through this lens, consumer behavior in the years lead-
ing up to the financial crisis that began to unfold in 2007 is better
understood. It is obvious, for example, that a credit card is a con-
duit by which an individual can attempt to satisfy his inner cravings
and project his outward image to the rest of society. The acquisition
of physical goods and the use of debt to facilitate it is the modern
means of a barbaric inclination to showcase one’s exploits and prow-
ess and to project power and status through the ownership of goods—
the modern version of a despicable practice by barbaric men to own
and showcase women and other captives as trophies. Beyond goods,
the consumption of services is simply an extension of the barbarian’s
motivation for owning women and slaves as trophies, primarily for the

utility of their services.

Who would have thunk: a link between Conan the Barbarian and

the American consumer!

To Each His Own: The Influence of
Personality Traits on Consumption

As just discussed, the driving force behind an individual’s relent-
less and insatiable pursuit of wealth and consumption of goods and
services is related largely to psychological and sociological factors.
Individuals are motivated first and foremost to fulfill their most basic
needs, eventually moving beyond subsistence to focus on the pur-
suit of wealth in order to differentiate themselves from the rest of
society and to display their prowess and power. In both cases, dis-
satisfaction reigns; hence individuals relentlessly pursue goals that
like a carrot on a stick are always beyond their reach no matter how
far they travel. People on the whole are linked by the commonalities
they share with respect to the psychological and sociological factors
that lie behind the pursuit of wealth and the consumption of goods

and services, but the cultural differences that exist between people
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of different societies result in far different outward expressions of the
various goals that people pursue. I discussed this idea earlier when

referencing Maslow’s work.

In addition to cultural differences, personality traits also signifi-
cantly influence the way in which individuals express themselves when
attempting to meet their basic needs and achieve goals related to
sociological factors. The American Psychiatric Association describes
personality traits as “enduring patterns of perceiving, relating to, and
thinking about the environment and oneself that are exhibited in a
wide range of social and personal contexts.” Two of the most impor-

tant traits are extroversion and introversion.

As an example, let’s compare two famous characters from two very
different but famous movies. Among the most introverted of famous
movie characters is Adrian from Rocky. Certainly one of movie histo-
ry’s most extroverted and infamous characters is Scarlett O"Hara from
Gone With the Wind. In considering how each is likely to seek fulfill-
ment of her needs and goals, we of course have to put wealth aside,
given that Adrian works in a pet store cleaning out bird cages and cat

boxes while Scarlett, well, she doesn’t work and lives on a plantation.

Casting wealth aside, let’s think for a moment about what type of
car Adrian and Scarlett would likely buy. From what we can gather
from watching them on the silver screen, it seems Scarlett is the one
most likely to purchase a Ferrari. Adrian would probably purchase a
used car, if she were to buy a car at all (she’d probably rather walk
alone or take a bus, keeping to herself in a seat at the front). Adrian’s
sociological impulse simply isn’t as strong as Scarlett’s, which is to
say that her standards are low relative to the standard established by
people within her social framework. Nevertheless, Adrian has a mini-
mal standard that she would accept, which means she will pursue it in
the same way that Scarlett will pursue her personally chosen standard.
The major difference is in the consumption choices that Adrian and

Scarlett make when seeking to meet their needs and goals.
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Culture, it can be said, is what defines the personality of a nation,
affecting the standards by which individuals compare themselves
against others in the country or region that they live. This signifi-
cantly influences their consumption behavior. In the United States,
for instance, many people hold themselves to a standard that in an
undeveloped country many people would consider either a very high
standard or one that is unattainable altogether. This sociological
construct affects the pattern of consumption in individual nations in
terms of what people buy and the intensity at which they pursue the
acquisition of goods and services, consistent with Duesenberry’s rela-
tive income hypothesis.” This means that when a particular good or
service is purchased in sufficient quantities it is apt to become even
more desirable to individuals in a particular society because they will
measure their place in society against the norm of society. Even if
that particular item is not bought, it will set a standard by which an

individual judges himself.
Although the personality traits differ greatly among people, these

traits tend to be relatively stable among individuals throughout their
lives. Think of yourself. You likely have a strong sense of what type of
person you are, and although much has probably changed about you
and your circumstance in your years, you probably feel as I do that
the core of who you are has been relatively steady from your youngest
days. The “who we are” influences our behavior, just as it does Adrian
and Scarlett.

Freud (1933) believes that interaction between three distinct
parts of our minds drive much of our personality: the id, the ego, and
the superego. Freud’s definition of these three parts leaves plenty
of room to draw connections to the motivations behind consumer
behavior and the causes of excessive spending and use of debt.

The id, according to Freud, represents the raw part of our per-
sonalities, the part that acts on a “pleasure principle,” demanding

immediate gratification with little regard for consequence. Sound
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familiar? Seems like the consumers who went in over the heads. Here
is Freud’s (1933) definition of the id:

It is the dark, inaccessible part of our personality; what little
we know of it we have learned from our study of the dream-
work and of the construction of neurotic symptoms, and most
of that is of a negative character and can be described only as
a contrast to the ego. We approach the id with analogies: we
call it a chaos, a cauldron full of seething excitations.... It is
filled with energy reaching it from the instincts, but it has no
organization, produces no collective will, but only a striving to
bring about the satisfaction of the instinctual needs subject to
the observance of the pleasure principle.'’

The ego adheres to a reality principle, keeping the id in check, as
Freud (1933) describes:

The ego is that part of the id which has been modified by the
direct influence of the external world.... The ego represents
what may be called reason and common sense, in contrast to
the id, which contains the passions.... in its relation to the id
it is like a man on horseback, who has to hold in check the
superior strength of the horse; with this difference, that the
rider tries to do so with his own strength, while the ego uses
borrowed forces.!!

The ego has the additional burden of serving the superego, which
represents our conscience, placing moral judgment and societal rules
upon the ego. As Freud says, the ego “serves three masters: the exter-
nal world, the superego, and the id.” The ego is therefore heavily
burdened and “breaks out in anxiety—realistic anxiety regarding the
external world, moral anxiety regarding the superego, and neurotic

anxiety regarding the strength of the passions in the id.”"?

Consumers over the past few decades have obviously had a great
deal of difficulty controlling the pleasure-secking side of their person-
alities, in part because the societal elements that shape development
of the superego have broken down over the years, with excessive con-

sumption and the use of debt seen as acceptable by large portions of
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society. Moreover, nothing in the construct of parenting—the other
major force that shapes development of the superego—gave individu-
als either the guidance or the guilt to associate the use of debt as a
negative. Similarly, government did little to inject any semblance of

reason or moral guidance because it, too, was a debt user.

Henry Murray, who in 1938 wrote Explorations in Personality, a
742-page study of human nature and the differences in people’s per-
sonalities that many consider the seminal work in psychology, identi-
fies a wide variety of basic needs that tend to be expressed by people
at varied levels of intensity based on differences in their personalities.
Similar to Maslow, Murray defines a need as

a hypothetical process the occurrence of which is imagined

in order to account for certain objective and subjective facts.

In starting with a consideration of behavior we suppose that

we are focusing upon one of the most significant aspects of

the organism, and hence of the personality. For upon behav-

ior and its results depends everything which is generally re-

garded as important: physical well-being and survival, devel-

opment and achievement, happiness and the perpetuation of
the species.'

To this end, Murray compiles the five needs shown in Table 2-1,
which are derived from primary needs and are linked to consumer
behavior. I list a few examples of goods and services that consumers

might desire, to meet each of the needs Murray describes:



CHAPTER 2 ® THE 30-YEAR AMERICAN CONSUMPTION BINGE 53

TABLE 2-1 Human Needs and a Sampling of What They Buy or Acquire
to Fulfill Them

The Consumable Goods and Services
and Venues Consumers Choose to Meet
Need This Need

Acquisition (Acquisitive attitude): ~Real estate, casinos, flea markets, eBay,
To gain possessions and property.  auctions, general employment and general
To grasp, snatch or steal things. purchases of goods and services

To bargain or gamble. To work for

money or goods.

Conservance (Conserving Car washes, plastic wrap, plastic containers,
attitude): To collect, repair, clean  household cleaning agents, detergents,

and preserve things. To protect vacuums, washing machines, irons, ironing

against damage. boards, steamers, furniture covers, window

cleaners, carpet cleaners, tools, tool kits,
warranties, stamp and coin collecting

Order (Orderly attitude): Dry cleaning services, storage facilities,

To arrange, organize, put away closet organizers, computer hard drives,

objects. To be tidy and clean. cloud computing, electronic calendars,

To be scrupulously precise. personal digital assistants (PDAs), wall
calendars, desks, cabinets, wall shelves

Retention (Retentive Cash, coins, savings deposits, time deposits,

attitude): To retain possession stocks, bonds, piggybanks, attics, basements,

of things. To refuse to give or closets, scrapbooks

lend. To hoard. To be frugal,
economical and miserly.

Construction (Constructive Home extensions, kitchen remodeling,
attitude): To organize and build. porches, patios, driveways, general
contracting

Source: Murray, 1938

In addition to the above there surely are plenty of other types of
needs that fit with the plethora of goods and services that consumers
can’t seem to get enough of.

Having looked closely at the psychological and sociological factors
that influence the lives of human beings, the behavior of consumers
over the past 30 years is more easily understood. In many ways, people
simply can’t help themselves because they, like all living creatures, are
predisposed to meet their basic needs. Human beings, however, are
unique, having a predisposition to pursue goals that reach well beyond
subsistence and into the realm of social structures that act as extraordi-
narily powerful influences on the way in which people behave, including

toward the pursuit of wealth and the consumption of goods and services.
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Productivity and the
Conspicuous Consumer

I never take modern conveniences for granted. I am fascinated
by everything around me, from televisions (theyre one-half-inch
thick!), to airplanes (I can be in Italy in eight hours!), to computers
(I can write a book on it!). It astounds me in particular to walk into
a supermarket. Think about it. Walking in with my rickety cart, T am
surrounded by an abundance of food representing every food group
(and some questionable ones!) produced in all parts of the world.
Walking through the aisles I find not only the food products I need
for the savory meal I plan, I find many choices of that particular food,
from the expensive brand label to the lower priced store brand and
a few in-between. After picking up a few extra goodies I head to the
checkout counter where I toss in a magazine and a pack of gum, swipe
a plastic card, pack my bags and head to my motorized vehicle, where
I press on that little rectangular rubber pedal, and T am quickly home.

If this were 200 years ago, I would have had to work all day to
grow and prepare food for the meals I can today prepare in a tiny frac-
tion of the time. This is the essence of productivity growth, which is
the determinant of the growth rate in a nation’s standard of living. It

is also a magnificent facilitator of personal consumption.

Frederick Winslow Taylor in 1911 published The Principles of
Scientific Management, to, as he said, “point out, through a series of
simple illustrations, the great loss which the whole country is suffer-
ing through inefficiency in almost all of our daily acts. Second, to try
to convince the reader that the remedy for this inefficiency lies in
systematic management, rather than in searching for some unusual or

extraordinary man.”!*

Taylor correctly saw that the nation’s productivity could be signif-
icantly increased if more attention were put on its inefficiencies and
the remedies available that could reduce or remove them. He there-

fore developed a system of management for improving efficiencies,
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targeting in particular engineers and managers of industrial and man-
ufacturing establishments, as well as the working class. Taylor said that
he hoped his principles would reach well beyond his targeted audi-
ence and be applied in the management of homes, farms, churches,
philanthropic institutions, schools, and government. (It looks like his
hopes were met in all but the latter!)

Taylor summarizes scientific management as consisting of no sin-

gle element but a combination of the following:

e Science, not rule of thumb.
e Harmony, not discord.
* Cooperation, not individualism.

e Maximum output in place of restricted output.

The development of each man to his greatest efficiency and

prosperity.

To test his theories, Taylor went to Bethlehem Steel Company,
which needed to ship 80,000 tons of pig-iron for use in the Spanish
War. Pig-iron was produced as far back as 1,100 BC by the Chinese. It
has been used for centuries in industrial societies to produce iron and
more recently, steel. Pig-iron is so called because when many of them
are gathered together in a heap, the pig-iron appear as piglets feeding
on a sow. Pig-iron is made relatively small for easy handling, weighing
about 90 pounds. Hence, at the Bethlehem factory there were many
individual pig-iron in those 80,000 tons that had to be moved—by
hand, of course, because there were no machines that could handle

the task in those days.
Taylor (1911) studied the 75 men who moved the pig-iron daily

from large heaping piles to inclined wooden planks that leaned against
the side of a rail car and then into the rail cars. He noticed that the
most efficient men moved about 47 tons of pig-iron per day compared
to an average of about 12.5 tons for all of the men combined. So he

decided to select four men who he believed were capable of boosting
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their daily output to 47 tons per day, offering them a pay incentive to
motivate them. One of these men Taylor called “Schmidt.” He made
$1.15 per day. Taylor figured him a good candidate for his experi-
ment, noticing that he would trot home about a mile after work with
the same vigor as he did at the start of the day. Schmidt was also
known to be a bit tight with his money (who wouldn’t be at $1.15 per
day!). The combination of these factors made Schmidt an ideal candi-
date for Taylor’s method, so he made Schmidt an offer. The conversa-

tion went like this:
“Schmidt, are you a high-priced man?”
“Vell, I don’t know vat you mean.”

“Oh yes, you do. What I want to know is whether you are a high-

priced man or not.”
“Vell, I don’t know vat you mean.”

“Oh, come now, you answer my questions. What I want to find
out is whether you are a high-priced man or one of these cheap fel-
lows here. What I want to find out is whether you want to earn $1.85
a day or whether you are satisfied with $1.15, just the same as all those
cheap fellows are getting.”

“Did I vant $1.85 a day? Vas dot a high-priced man? Vell, yes, I

vas a high-priced man.”’?

Taylor agreed to pay Schmidt $1.85 per day on one condition—
that he do all that his manager told him to do; to rest when his man-

ager said rest and to work when his manager said work.

By the time Schmidt finished his first day of work under Taylor’s
program, he had moved 47.5 tons of pig-iron. Taylor then extended
the program to all of the pig-iron workers, and before long all of the

workers were moving pig-iron at a daily rate of 47.5 tons per day.

It would appear to the casual observer and certainly to labor
advocates that Schmidt and his colleagues were shortchanged in the
deal because Bethlehem Steel had achieved a productivity increase of

about 360 percent, whereas the pig-iron handlers had received a pay
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increase of only 60 percent. Taylor (1911) recognizes this seeming
unfairness but makes a very important claim with respect to consum-
ers, claiming they in the final analysis are the biggest beneficiaries of

systems such as his that are designed to produce worker productivity:

It does seem grossly unjust when the bare statement is made
that the competent pig-iron handler, for instance, who has
been so trained that he piles 3 6/10 times as much iron as the
incompetent man formerly did, should receive an increase of
only 60 per cent in wages.

It is not fair, however, to form any final judgment until all of
the elements in the case have been considered. At the first
glance we see only two parties to the transaction, the work-
men and their employers. We overlook the third great party,
the whole people, the consumers, who buy the product of the
first two and who ultimately pay both the wages of the work-
men and the profits of the employers.

The rights of the people are therefore greater than those
of either employer or employee. And this third great party
should be given its proper share of any gain. In fact, a glance
at industrial history shows that in the end the whole people
receive the greater part of the benefit coming from indus-
trial improvements. In the past hundred years, for example,
the greatest factor tending toward increasing the output, and
thereby the prosperity of the civilized world, has been the
introduction of machinery to replace hand labor. And without
doubt the greatest gain through this change has come to the
whole people, the consumer....'5

Taylor’s point is critical because it speaks to the ability of con-
sumers to purchase goods at affordable prices and to have an ample
amount of goods to choose from. The availability of larger amounts of
goods at lower prices facilitates conspicuous consumption, a concept
created by Veblen (1899) to describe spending by the leisure class
solely for the purpose of demonstrating the possession of wealth.!”
Velbin defined “leisure” in this context, saying that it connotes “a non-

productive consumption of time,” where the amount of time spent is
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excessive relative output, and where the time spent showcases one’s
financial ability “to afford a life of idleness.”'® The increased avail-
ability of goods has facilitated this sort of behavior. Nystrom (1928)
believes advances in society have caused individuals to depart from
old-time standards of religion and philosophy
...and having failed to develop forceful views to take their
places, hold to something that may be called, for want of a
better name, a philosophy of futility.'® This lack of purpose in
life has an effect on consumption similar to that of having a
narrow life interest, that is, in concentrating human attention

on the more superficial things that comprise much of fashion-
able consumption.

Nystrom believes this attitude leads individuals to relentlessly
seek instant gratification in frivolous things, such as fashionable
apparel, leaving them with constant feelings of dissatisfaction.

The concept of conspicuous consumption is one of the most criti-
cal to understand when attempting to comprehend the behavior of
consumers over the past century and the past 30 years in particular.
Psychological and sociological factors are at the root of the behav-
ior and are what have led people to upsize their homes; buy second
homes, second cars, new furniture, expensive jewelry, fancy clothes;
globetrot; even turn their homes into virtual ATMs—and oh, so much
more. Consumption could not have been nearly as conspicuous as it
has been if not for the more widespread availability of goods at prices
that made it possible for the behaviors of the leisure, or upper class, to
be emulated by the middle class. Indeed, as Veblen (1899) says

The motive that lies at the root of ownership is emulation; and

the same motive of emulation continues active in the further

development of the institution to which it has given rise and

in the development of all those features of the social structure

which this institution of ownership touches. The possession of

wealth confers honor; it is an invidious distinction.2

The ability of the middle class to emulate the upper class was

entirely a twentieth-century phenomenon; it wasn’'t possible before
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the industrial evolution, except on a much smaller scale. There simply
weren’t enough proprietors selling to the masses, and there weren’t
enough products on store shelves to facilitate conspicuous consump-
tion in the manner seen in the twentieth century. There are only so
many items the tinsmith can make in a day, after all, and even though
some items could be mass-produced (candles, for instance, by 1850
could be produced at a rate of over 500 per hour?!), there isn’t much
to impress one’s neighbor from the candle shop, but fancy yourself
with a new car, and you will get everyone talking!

It takes more than a plentiful supply of goods and services to facil-
itate conspicuous consumption, however. Consumers have to make
payment somehow. Moreover, consumers need standards by which to
compare themselves to others in society so that they can set goals for
wealth accumulation and consumption and thus ultimately fulfill their
insatiable primal and sociological needs. To wit, let's now explore two
additional contributors to conspicuous consumption: mass marketing

and financial innovation.

Mass Marketing: The Serpent in the
Garden of Eden

When Adam and Eve were tempted in the Garden of Eden to
eat of the Tree of Knowledge, they had to be sold on the idea first.
After all, their Creator had told them that if they ate from the tree
they would die. That’s a far worse consequence than getting a bad
FICO score as a result of walking away from mortgage and credit card
debt they could not afford to service! Nevertheless, the temptation
to Adam and Eve was too great, and they ate of the tree, changing
everything. They didn’t die literally, just morally, and they had to suf-
fer for years afterward in ways they wouldn’t have otherwise. So in

a way, it was like the modern household choosing to let their credit
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score get wrecked and having to deal with the consequences for years

afterward.

The connection between both Adam and Eve and American
households is that both were tempted into actions they might not
have taken otherwise. The serpent that tempted Adam and Eve set
the standard for marketers for every generation of marketers that fol-
lowed, having tempted the garden dwellers to risk death for a chance
to taste the succulence of an apple the serpent said would make them
more like God. How can we blame them for giving in to the tempta-
tion? Who doesn’t want to feel as if they are bigger and better than
everyone else? By comparison it doesn’t seem so bad that consumers
would accumulate debt to taste the best of what the bourgeois could

eat, drink, wear, drive, and live in.

Here are two striking stories highlighted by the Federal Reserve
in a study by Reid (2010) on the social processes influencing the mort-
gage borrowing decision that illuminate the power of marketing in
spurring conspicuous consumption:

Cesario Gonzalez said he was encouraged to go for his first
home last year by a mortgage broker handing out business
cards in front of Pancho Villa Farmers Market on El Cajon
Boulevard. Gonzalez said through a translator that he still is
uncertain what kind of loans he signed up for on the $565,000
duplex he purchased in May 2007. With monthly mortgage
payments of $4,200 and monthly income of $3,200, the pur-
chase appeared dubious...He could see his neighbors being
owners of houses. He trusted the Realtor and the loan officer.
He wanted a home.

Colvin Grannum, an African American who grew up in a
black neighborhood in Brooklyn, explained that his father
bought several properties in the 1950s and "60s, often without
turning to banks. “I don’t want to say it’s in the cultural DNA,
but a lot of us who are older than 30 have some memory of
disappointment or humiliation related to banks,” Mr. Gran-
num said. “The white guy in the suit with the same income
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gets a loan and you don’t? So you turn to local brokers, even
if they don’t offer the best rates.”??

Reid believes the anecdotes suggest that “mortgage lending is as
much a social process as it is an economic decision, and highlights
the importance of local context in shaping what has been construed

predominantly as an economic transaction.”

Three themes related to social embeddedness emerge from the
many interviews that Reid conducted for her study. First, the networks
from which borrowers obtained information about mortgage trans-
actions were very insular, and very few respondents had additional
means of obtaining independent information about loan products
and pricing, leaving them more susceptible to deceptive marketing.
Second, borrowers relied heavily on social networks to help them to
choose mortgage brokers and lenders. This tendency was especially
heavy among immigrant and African-American respondents, resulting
in a preference for brokers in their communities because they were
perceived to be more likely to understand their needs and treat them
fairly. This false sense of trust added to the susceptibility of borrowers
to marketing efforts that were designed to be purely transaction ori-
ented. Third, respondents identified themselves with the social norms
that developed during the housing boom, raising their expectations
about home ownership and its potential financial benefits. This let the
id within people’s personalities win over the ego and superego, which
were operating on a poor construct and providing too little discipline,

and thus they were unable to control people’s desires for pleasure.

When faced with the decision on whether to buy a home and if
so, the sort of mortgage to obtain, the social cues pointed very clearly
in one direction. It is a major explanation for the many poor deci-
sions that many people made during the housing bubble. Social cues
in general can be viewed this way, and they are at the root of many
speculative bubbles. Granovetter (1985) argues that behavior deemed
nonrational might be deemed more reasonable when the social con-

text of that decision is fully understood, including how the behavior
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fits with the decision-maker’s goals, both financially and in terms of
the person’s social status and/or acceptance within society.?
Granovetter further argues that there are three ways in which
social networks shape the economic decisions that people make and
that make it more likely they will make seemingly irrational decisions.
First, the networks impact the information that people receive and
act on, sort of like a filter. Second, the networks influence people’s
motives. For example, the decision to buy a home can be influenced
by a sense within a social network that doing so will be beneficial.
Third, social networks influence the level of trust people place in oth-
ers with whom they come into contact. Excessive trust by prospective
homebuyers in people within their social networks made them vul-

nerable during the housing boom in the U.S. in the early 2000s.

A very important theory forwarded by Granovetter is his notion of
the “strength of weak ties,” a theory that suggests, according to Reid,
that new and more diverse information flows through weak social
networks—acquaintances—than through strong social networks
such as family members and close friends. Weak ties are very impor-
tant because they familiarize individuals with information outside of
what they can garner from their immediate social circle. Granovetter
believes that weak ties provide information, ideas, and contacts that
are different than those that an individual can get from one’s immedi-
ate network because people within a particular network have similar
information available to share with each other that is less diverse than

the combination of outside sources.

With the plethora of social cues pointing squarely in one direction
and individuals predisposed to satisfying their primal needs and assur-
ing their place in society, not much persuasion was necessary during
the housing boom to get people to make decisions that turned out to
be bad ones. Marketers nonetheless put on a full press, seeking to
persuade perspective home buyers to buy more home than they could

afford, as well as convince people to get credit cards—lots of them.
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500 Million Credit Cards, but Who’s

Counting? Financial Innovation in Action

Data from the Federal Reserve show how rampant the use of
credit cards was in the time leading up to the recent financial crisis,
underscoring the substantial impact that financial innovation had on
the growth in the use of debt. Frame and White (2009) define finan-
cial innovation as

something new that reduces costs, reduces risks, or provides

an improved product/service/instrument that better satisfies

financial system participants’ demands. Financial innovations

can be grouped as new products (e.g., subprime mortgages)

or services (e.g., Internet banking); new production processes

(e.g., credit scoring); or new organizational forms (e.g., Inter-
net-only banks).?*

Figure 2-2 shows the number of credit cards outstanding, which
peaked at 500 million in the second quarter of 2008, falling a whop-
ping 120 million by the third quarter of 2010.
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Figure 2-2 Number of credit cards and other forms of credit outstanding

Source: Federal Reserve Bank of New York Consumer Credit Panel; http://www.newyorkfed.org/
research/staff_reports/sr480.pdf
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Mailed Credit Card Solicitations
(in Billions)
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Figure 2-3 Take my credit, please!
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Source: Synovate Mail Monitor

The proliferation of credit cards is attributable in no small part to
the massive amount of mail solicitations that people received to apply
for credit. Figure 2-3 shows the dramatic increase in the number of
mailed credit card solicitations in the years leading up to the financial
crisis. As the table shows, in 2005 over 5 billion mail solicitations were
sent, which was twice as much as ten years earlier. The population
during that period increased by about 30 million people, which means
that the increase in mailings far outstripped the population growth,

resulting in many more solicitations per household.

The increase in home ownership in the years leading up to the
financial crisis can be attributed in part to financial innovation. Dynan
and Kohn (2007) support this view, finding the increase in household
indebtedness may be related to the increase in access to credit, not-
ing that the share of households with some debt increased from 70
percent in 1983 to 77 percent in 2004.> Dynan and Kohn find the
increase in debt associated with increased credit availability is attrib-
utable more to increased availability of credit for households already
having access to credit than to increases in the share of households

that could obtain credit (sometimes known as the democratization of
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credit). In addition to increased credit availability, a lowering in the
cost of debt also contributed to household indebtedness.

A controversial subject among researchers is whether the securi-
tization of mortgages might have lowered the yield spread between
mortgage rates and “risk-free” rates. Kolari, Fraser, and Anari (1998)
argue securitization lowered spreads,® while Todd (2000) sees a
weaker connection between securitization and spreads.?” What-
ever researchers believe, it just seems common sense that the mas-
sive growth in securitization of mortgages increased the availability
of mortgage credit to households, given the way in which it enabled

banks to allay their risks onto investors.

Dynan and Kohn cite three reasons to believe household indebt-
edness may have been bolstered by interactions between financial
innovation and the rise in home prices. First, rising home values
gave households additional equity, or collateral, to take advantage of
the reduced cost of liquefying home equity. Second, a reduction in
financial hurdles for home ownership—for example, a reduction in
required down payments relative to prices—may have boosted home
prices. Third, financial innovation fed upon itself in the sense that
it created the incentive for financial institutions to find new ways
to increase the ability of home owners to liquefy their home equity,
which itself was a source of profits for institutions and thus a strong

motivational force in shaping innovation on top of innovation.

A powerful force in the housing boom was the combination of
financial innovation, low interest rates, and capital inflows into the
United States. Sa, Towbin, and Wieladek (2011) find that excessive
financial innovation in countries with a high degree of mortgage
development may act as a propagation mechanism, boosting the
effects of low mortgage rates and capital inflows.? The researchers
find that legislation facilitating the issuance of mortgage-backed secu-
rities increased the impact of the surge in capital flows to the United
States and other countries by a factor of two on several fronts, includ-

ing real house prices, real residential investment, and real credit to
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the private sector, mainly by the way mortgage securities transform
illiquid mortgages into high-quality, publicly traded assets deemed
attractive to foreign investors. This is the main way by which foreign
money played a significant role in the housing boom in the United

States and other countries with developed mortgage markets.

Technology almost certainly played a major role in innova-
tion, enabling individuals to more easily apply for credit—gaining a
response to their applications in under a minute in some cases. More-
over, technology made it easier to access credit by making it easier
to withdraw home equity from a local ATM, for example. Frame and
White (2009) support this idea, finding that technological changes
relating to telecommunications and data processing spurred financial
innovations that altered bank products and services and production
processes. An example is the use of credit scoring tools rather than
human judgment when evaluating consumer loan applications. Such
an approach creates the sort of transparency that facilitates securitiza-

tion of debts, including credit card and mortgage debts.

Financial innovation probably contributed to the subprime deba-
cle, doing so by creating a false sense of security among lenders that
utilized the many new statistical analyses that were developed to mea-
sure risk and establish risk-based pricing. In other words, the statisti-
cal modeling created a comfort level that led financial institutions to
underestimate the risks associated with subprime lending. This led
to rapid growth in the subprime market, which grew substantially
in the early 2000s, accounting for about 20 percent of all mortgages
originated between 2004 and 2006, and increasing to $1.2 trillion all
mortgages outstanding. These figures are astounding when put in the
context of today’s mortgage market, which is essentially shut to new
lending. Lenders have learned that their risk models were faulty, to

say the least.

The financial reforms that took place in the 1990s arguably were

the most in terms of the numbers of regulations rolled back since
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the Great Depression, reflecting a rolling back of the Glass-Steagall
Banking Act of 1933, which separated the activities of bank and non-
bank financial intermediaries. Boz and Mendoza believe that the
financial reforms led to many consequential financial innovations
that contributed to the housing and credit booms while simultane-
ously leading to a “natural” underpricing of risk associated with the
new financial environment, thus leading to a surge in credit and asset
prices—and ultimately a collapse.®*® The researchers say that the
underpricing was “natural” because there was no data on the default
or performance records of the instruments because they were new.
Makes sense! Moreover, there was a lack of understanding about the
risks that existed in the new regulatory framework. This misunder-
standing led to layering of risks on the belief that the new financial
instruments that were being created were well diversified and practi-
cally risk-free. This view was reinforced by new portfolio models that
combined top-rated tranches of assets with riskier asset tranches on
the belief that the assets were priced correctly (which of course they
weren't). Only a big left-tail event could bring the structure down, the
modelers believed. Well, it did.

Boz and Mendozza believe that three reform Acts contributed
most to the problem: The 1995 New Community Reinvestment Act,
which strengthened the role of Fannie Mae and Freddie Mac in
mortgage markets and facilitated mortgage securitization; the 1999
Gramm-Leach—Bliley Act, which removed the prohibition that pre-
vented bank holding companies from owning other financial compa-
nies; and the 2000 Commodity Futures Modernization Act, which
stipulated that financial derivatives such as credit default swaps
(CDS) would not be regulated as futures contracts, securities, or lot-
teries under any federal law.

Underscoring the role of financial innovation in the financial cri-
sis, Mendoza and Terrones (2008) find that 33 (22) percent of credit
booms observed in the 1965-2006 period in developed (emerging)

economies occurred after periods of large financial reforms.?!
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Saving for a Rainy Day: A Lost Art
Returns, Sort Of

The consumer spending binge of the past 30 years is illuminated by
numerous data, including the continuous increase in the square foot-
age of new homes, the numbers of cars owned per licensed driver, debt

metrics, and the personal savings rate, which is shown in Figure 2-4.
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Figure 2-4 For 30 years, people preferred to spend rather than save.

Source: Burean of Economic Analysis/Haver Analytics

The decline in the personal savings rate is one of the more jar-
ring statistics because it shows the extent to which consumers were
willing to mortgage their futures, so to speak, believing they eventu-
ally would either be wealthier or realize income gains large enough
to make it safe to let their savings run to the ground over the short-
run. One of the most important reasons why households let their sav-
ings rates fall was because their net worth had increased. Figure 2-5
illustrates the strong correlation that has existed between wealth and
savings over the past 50 years. Gains in household net worth began
accelerating in the mid-1990s when nonfarm productivity climbed in
response to advances in technology that led to a technology shock and
boosted corporate incomes and thus share prices. The bursting of the

financial bubble in 2000 temporarily disrupted the trend before share
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prices began recovering and, more importantly, home prices began to
rise rapidly. Concomitant with the increase in net worth, households
began feeling more comfortable with their financial situations, believ-
ing that their wealth gains were permanent. This created a wealth
effect, which research from Muellbauer (2007) and many others indi-
cate amounts to about 6 or 7 cents on the dollar.?? In other words, for
every $1 increase in the value of a home, a household increases its
spending by 6 or 7 cents. This is more than the wealth effect for cor-
porate equities, which many researchers estimate runs at about 3-5
cents on the dollar. Benjamin, Chinloy, and Jud (2004) believe that
the wealth effect (or, put differently, the marginal propensity to con-
sume) originating from home equity is 8 cents on the dollar, or four
times larger than the marginal propensity to consume out of financial
assets. The researchers also investigated the decline in the savings
rate, concluding that
...about half of the decline in the fraction of income that Amer-
icans save, from 6.5 percent in 1995 to 1 percent by 2001, is
attributable to increases in real estate and financial wealth.
Virtually all of the decline in consumption occurring from the
stock market decline of 20002001 is offset by rising consump-

tion from real estate wealth. Real estate smoothes and stabi-
lizes consumption when other assets are performing poorly.**
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Figure 2-5 People save more when their net worth declines, and vice versa.

Source: http://www.frbsf.org/publications/economics/letter/2011/e12011-01.html
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During the housing boom, consumer spending was significantly
boosted by the rise in home prices with the extraction of equity
through three channels in particular: sales of existing homes; home
equity loans; and so-called cash-out refinancings, whereby homeown-
ers increased the size of their existing mortgages. Greenspan and
Kennedy (2007) estimate the amount of free cash resulting from the
three types of equity extraction averaged about $530 billion annually
during the period between 1991 and 2005.3* About 67 percent of the
extraction is attributable to sales of existing homes, and about 20 per-
cent is attributable to home equity loans. The remainder is attribut-
able to cash-out refinancing.

Greenspan and Kennedy estimate that during the period between
1991 and 2005, these extractions were used directly to finance an aver-
age of close to $66 billion per year of personal consumption expen-
ditures (PCE), or about 1 percent of all PCE. Consistent with the
rise in home prices, the attribution from housing to PCE was larger
in the 2000s than in the 1990s, accounting for about 1.75 percent of
PCE, compared to an average of 0.6 percent of in the 1990s. The
attribution is even larger when making adjustments for nonmortgage
debt repayments because the repayments tended to be for bridge
loans households made within their balance sheets, with installment
debts serving as bridge financing for PCE and mortgage debt as the
ultimate source of funding. Following these adjustments, Greenspan
and Kennedy estimate equity extraction financed 1.1 percent of PCE
from1991 to 2000 and a whopping 3 percent from 2001 to 2005. The
numbers almost certainly increased further just prior to the onset of
the financial crisis.

Greenspan and Kennedy’s data help to substantially explain the
decline in the savings rate, which resulted from the extraction of
equity from people’s homes.

Consistent with the focus placed earlier in the chapter on psycho-

logical and sociological influences, I focus now on behavioral influ-

ences that may have affected the savings rate. Benton, Meier, and



CHAPTER 2 ® THE 30-YEAR AMERICAN CONSUMPTION BINGE 71

Sprenger (2007) provide compelling arguments that help explain the
glaring inconsistency between an individual’s stated long-term goals
and their short-term decisions.®® The researchers utilize behavioral
economics to discuss how self-control problems could play a crucial

role in determining financial outcomes such as borrowing and saving.

To explain the apparent disconnect between high levels of debt
and low levels of savings, the researchers cite evidence to indicate that
this condition is considered by individuals themselves to be far from
ideal. The researchers believe that a plausible explanation is that indi-
viduals at times make suboptimal financial decisions and that a lack of
self-control is sometimes to blame:

That is, if asked beforehand to plan future financial decisions,

an individual will respond in line with his or her long-run best

interest. When the future actually arrives, however, and the

decisions must be taken, the individual may no longer be able

to stick to this plan. The resulting decisions are suboptimal

with respect to long-run self-interest. Though such decisions

appear to be optimal at the time they are made and are in line
with the individual’s immediate self-interest, they do not rep-
resent the individual’s desired behavior over the long-run...

The growing field of behavioral economics adds to the tradi-

tional understanding of individual financial decision making

with insights from psychological research. One critical contri-

bution from behavioral economics is the importance of self-

control problems for personal financial decisions.*

Most of us can relate to this, having faced some degree of dif-
ficulty in self-control at one time or another, whether it was reaching
for scrumptious snacks while on a diet, purchasing items that we really
didn’t need, or repeatedly choosing consumption over savings. The
temptation of immediate gratification can be strong, and it causes us
to overvalue the immediate benefits versus the long-term costs, even
when our decisions run counter to our plans and our long-term goals.
Individuals do not intend to destroy their long-term plans, but the
wayward decisions they make accumulate and can be quite destruc-
tive over the long-run. Such has been the pattern in America over the

past 30 years, with Americans spending too much and saving too little.
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The Return of the Piggybank

Judging by the rebound in the savings rate shown in Figure 2-4,
consumers apparently have learned that they were saving too little
for a rainy day. Data from the Federal Reserve’s triennial survey of
consumer finances (SCF) provide very convincing evidence of this
change in attitude. Table 2-2 contains the results, which indicate that
nearly 30 percent of families who moved up by three or more percen-
tile points and nearly a quarter of all other families reported desired
precautionary savings that were at least 200 percent higher in 2009
than in 2007. Importantly, a substantial minority of families said that
they had not increased their precautionary savings in 2009. Maybe

another crisis will convince them to save more.

TABLE 2-2 Changes in Desired Precautionary Savings Level, Expected
Retirement, and Attitude Toward Financial Risk

Percentiles of
Change in Desired Unwilling to Change in Age at

Precautionary Take Financial Which Stop Full-
Savings (Percent) Risk (Percent) Time Work (Years)
Change
in wealth 2007 2007-09
percentile Median 25th 75th level change Median 25th 75th
Less than -10 24.4 -29.7 189.7 408 11.8 0 0 5
-10--3.1 18.6 -45.5 189.7 38.1 5.7 0 -1 4
3-29 28.8 -35.6 189.7 352 49 0 0 3
3-99 54.5 -21.9 262.1 459 6.0 0 -1 5
10 of more  60.9 -34 286.3 458 -0.5 0 -2 3

ﬂFor household heads aged 63 or younger working full-time at the time of the 2007 and 2009 sur-
veys who either reported a stopping age in both surveys or said they would never stop full-time
work in both surveys.

Source: Federal Reserve; http://www.federalreserve.gov/pubs/feds/2011/201117/201117pap.pdf
With the savings rate running at a pace of about 5 to 6 percent and
personal income running at a pace of about $13 trillion annual, pre-
cautionary savings will accumulate slowly but surely such that every
two years the savings rate will produce a cushion of between $1.3
trillion to $1.6 trillion. This is a substantial firewall against future eco-

nomic stress that will lessen the depth and duration of any economic


http://www.federalreserve.gov/pubs/feds/2011/201117/201117pap.pdf
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downturn. Having lost trillions of dollars of wealth, households almost
certainly wish they had consumed less and saved more in the years

leading up to the financial crisis.

Net National Savings Rate
(personal, corporate, and government
net savings as a share of national income)
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Figure 2-6 Without savings, investment will flounder and harm the U.S. economy.
Source: Reuters, http://blogs.reuters.com/felix-salmon/2010/01/04/chart-of-the-day-negative-net-
national-savings/

Although it is good news to see households saving again, it is
extremely important to recognize that the United States as a whole is
not; the net national savings rate turned negative in 2008 for the first
time since the Great Depression, owing to the vast amount of money
that the United States borrows from domestic and foreign investors
(Figure 2-6). Put another way, the money that households are saving
is money that was essentially transferred to them by the government
using money it raised by issuing U.S. Treasury securities. The net
national savings rate is equal to the combined savings of the personal,
business, and government sectors divided by national income. When
it is negative it puts a nation at risk of borrowing economic growth
from the future that must be paid back at some point. A negative
national savings rate impairs a nation’s ability to invest, as is illustrated
by the following equation:

I=8+(TG) + (M-X)


http://blogs.reuters.com/felix-salmon/2010/01/04/chart-of-the-day-negative-netnational-savings/
http://blogs.reuters.com/felix-salmon/2010/01/04/chart-of-the-day-negative-netnational-savings/
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The equation shows the important link between savings and invest-
ment: Total investment is equal to the sum of private saving (S) and
public saving (T-G), where T=taxes and G=government spending,
and the net inflow of capital from abroad (M—X), where M=imports
and X=exports. Depreciation of capital goods is often deducted from
net national savings to reflect the reduction in economic value associ-

ated with the aging of capital goods.

The negative national savings rate is one of many signs indicating
that the United States has reached the Keynesian Endpoint because
any attempt to stimulate economic growth with Keynesian-style debt
spending will reduce the nation’s economic growth potential by cur-
tailing investments. This supports the idea that sovereign debt will be
a major driver of cash flows for many years to come, affecting eco-
nomic growth, financial market performance, and global capital flows.

Debt crushes the ability to invest and hence grow an economy.

Give Me My Space and a New Car, Too

“If thou art rich, thou art poor, for like an ass whose back with
ingots bows, thou bearest thy heavy riches but a journey, and death

unloads thee.”
—William Shakespeare, Measure for Measure

It’s a great feeling to close on a new home or to get the keys to
a new car. Few purchases bring more satisfaction on both a psycho-
logical and sociological basis. It’s no wonder, then, that people went
over their heads to make these and other purchases. Little did people

know that their riches would make them poor.

It wasn’t enough to achieve the American Dream of owning a
new home. The home also had to be large. Figure 2-7 shows the
substantial increase that occurred in the size of new homes from the
1980s onward. As the chart shows, the square footage of single-family
homes increased about 50 percent from 1983 through the peak in

2007. Mind you, this increase occurred even as the number of people
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per U.S. household was decreasing, to 2.6 from 2.76 in 1980, 3.14 in
1970, and 3.35 in 1960.

Median and Average Square Feet of Floor Area in New Single-Family Houses Completed by Location’

(Medians and averages computed from unrounded figures)

Median square feet Average square feet
Region Region
United Inside| Outside| North- United Inside| Outside| North-

Year States MSAs MSAs| east| Midwest South West|  States MSAs MSAs| east| Midwest South West
1973 1525 1,625/ 1,380 1450 1445 1555 1575 1,660 1,760 1,490 1,595| 1615 1,670 1,715
1974 1,560 1,665 1,405 1,465 1,490 1,640 1,540, 1,695 1,785 1,545 1,600 1,660 1,760 1,660
1975 1,535 1,630 1,365 1,405 1,460 1,605 1,510] 1,645 1,735 1,490 1,575 1,580 1,705 1,635
1976 1590 1,675 1425 1505 1495 1660 1565 1,700 1,775 1,560 1,630| 1655 1,755 1,685
1977 1,610 1,705 1,440 1,540 1,540 1,660 1,615 1,720 1,795 1,565 1,650 1,650 1,770 1,730
1978 1,655 1,735 1,490 1,640 1,615 1,685 1,630] 1,755 1,830 1,610 1,730 1,730 1,785 1,740
1979 1645 1,735 1485 1690 1,605 1675 1625 1,760 1,845 1,605 1,795| 1,720 1,795 1,730
1980 1,595 1,670 1,450 1,660 1,520 1,615 1,570] 1,740 1,825 1,575 1,770 1,685 1,750 1,735
1981 1,550 1,650 1,415] 1,655 1,480 1,540 1,580] 1,720 1,820 1,535 1,805 1,670 1,715 1,735
1982 1,520 1,600 1,355] 1,605/ 1,405 1,500 1,595 1,710 1,795 1,545 1,755 1,655 1,700 1,740
1983 1,565 1,610 1,445 1,650 1,515 1,565 1,545 1,725 1,785 1,570 1,795 1,735 1,720 1,695
1984 1,605 1,645 1,495 1,665 1,600 1,590 1,610] 1,780 1,840 1,600 1,860 1,800 1,750 1,785
1985 1,605 1,655 1,445 1,655 1,625 1,590 1,595 1,785 1,830 1,610 1,830 1,820 1,765 1,770
1986 1,660 1,700 1,470; 1,695 1,685 1,655 1,635 1,825 1,865 1,640 1,850 1,855 1,825 1,800
1987 1,755 1,800 1,565 1,840 1,740 1,755 1,730] 1,905 1,950 1,700 1,955 1,890 1,915 1,870
1988 1,810 1,880 1,570 1,810 1,840 1,790 1,845 1,995 2,055 1,750 2,005 2,015 1,985 1,995
1989 1,850 1,920 1,570; 1,870 1,800 1,815 1,910] 2,035 2,105 1,750 2,075 1,970 2,030 2,065
1990 1,905 1,985 1,630 1,955 1,850 1,855 1,985 2,080 2,155 1,800 2,105] 2,005 2,055 2,160
1991 1,890 1,970 1,635 1,950 1,800 1,870 1,980] 2,075 2,155 1,815 2,105 1,990 2,065 2,155
1992 1,920 1,990 1,700 2,000 1,870 1,945 1,890] 2,095 2,160 1,870 2,115] 2,020 2,130 2,090
1993 1,945 2,000 1,700 2,050 1,855 2,000 1,845 2,095 2,160 1,860 2,160 2,025 2,150 2,050
1994 1,940 1,995 1,700 2,035 1,850 2,000 1,835 2,100 2,160 1,865 2,195 2,025 2,165 2,025
1995 1,920 1,975 1,720 2,095 1,850 1,945 1,835 2,095 2,150 1,870 2,240 2,020 2,125 2,045
1996 1,950 2,000 1,735] 2,100 1,900 1,995 1,890] 2,120 2,170 1,915 2,280 2,025 2,160 2,070
1997 1,975 2,015] 1,765 2,130 1,900 2,000 1,930] 2,150 2,200 1,955 2,265/ 2,065 2,175 2,135
1998 2,000 2,050 1,750 2,100 1,945 2,000 1,985 2,190 2,250 1,930 2,270 2,125 2,200 2,200
1999 2,028 2,089 1,811 2,175 1,937 2,044 2,001 2,223 2,274 1,991 2,298 2,135 2,244 2,234
2000 2,057 2,121 1,824/ 2,266 1,971 2,075 2,014 2,266 2,321 2,024/ 2,435 2,170 2,287 2,244
2001 2,103 2,152] 1,905 2,305 1,965 2,128 2,080 2,324 2,361 2,162] 2,466 2,209 2,351 2,317
2002 2,114 2171 1884 2330 1979 2120 2127 2320 2379 2068 2516 2209 2317 2,350
2003 2137 21771 1,941 2288 1,998] 2142 21166| 2330 2,382 2113 2443| 2198 2,335| 2387
2004 2,140 2,207 1,933 2,361 1,993 2,164 2,149 2,349 2,402 2,122] 2,543 2,222 2,368 2,352
2005 2,227 2,273 1,952] 2,339 2,054 2,259 2,236 2,434 2,479 2,137] 2,556 2,310 2,463 2,434
2006 2,248 2,305 1,909; 2,395/ 2,035 2,286 2,275 2,469 2,519 2,120] 2,612 2,290 2,499 2,488
2007 2,277 2,319] 1,956 2,281 2,064 2,325 2,286 2,521 2,581 2,133] 2,550 2,328 2,573 2,524
2008 2,215 2,270 1,963 2,312 2,019 2,266 2,216 2,519 2,582 2,203 2,651 2,331 2,564 2,508
2009 2,135 2,185 1,909; 2,211 1,931 2,198 2,140 2,438 2,490 2,156 2,594/ 2,216 2,488 2,434
2010 2,169 2,203 1,877, 2,336 2,001 2,184 2,143 2,392 2,443 2,091 2,613 2,265 2,393 2,386
RSE 2 2| 4 6 3 4 3 2 2| 4 6 2 3 4

A Represents an RSE that is greater than or equal to 100 or could not be computed.

NA Not available. RSE Relative Standard Error.

S Withheld because estimate did not meet publication standards on the basis of response rate,
associated standard error, or a consistency review.

"Includes houses built for rent (not shown separately).

Figure 2-7 Give me my space! Home sizes have grown.

Source: U.S. Census Bureau; http://www.census.gov/const/C25Ann/sftotalmedavgsqft. pdf

What’s more American than owning a new car? Owning two of
them. In the years leading up to the financial crisis, the easy avail-
ability of credit and social cues compelled Americans to purchase cars
in large numbers, despite the fact that cars were lasting longer than
ever. Figure 2-8 highlights the sharp increase in the number of cars
per licensed driver. As the chart shows, the upward climb began in
the early 1980s, coinciding with the decline in the U.S. savings rate,
underscoring the notion that Americans were overborrowing and

undersaving.


http://www.census.gov/const/C25Ann/sftotalmedavgsqft.pdf
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Figure 2-8 More people, yes, but even more cars

Source: U.S. Department of Transportation; http://www.fhwa.dot.gov/policyinformation/statis-
tics/2009/dvic.cfm

I can go on and on with a litany of illustrations showing the
excesses in consumer spending that occurred over the past 30 years,
but it is better to understand the many driving forces that led to the
binge, as was described earlier in the chapter. It is useful nonetheless
to summarize the analysis by adding to the powerful message inher-
ent in Figure 2-6 by showing the household sector’s debt binge, as
reflected in a wide variety of indicators. One of the most important of
these is the ratio of household debt to disposable income, shown in
Figure 2-9. It has been upward trending since the early 1980s, and it
catapulted higher in the 2000s. The near hyperbolic surge is attribut-
able primarily to a surge in mortgage debt, which from 1999 to 2007
increased from $4.4 trillion to $10.6 trillion, a whopping 140 percent!
Consumer credit, which consists of credit card debt as well as loans
for automobiles, boats, educations, vacations, and mobile homes,

surged as well, increasing by $1 trillion to $2.5 trillion.


http://www.fhwa.dot.gov/policyinformation/statistics/2009/dv1c.cfm
http://www.fhwa.dot.gov/policyinformation/statistics/2009/dv1c.cfm
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Figure 2-9 Household debt compared to wages and compensation
Source: Federal Reserve Bank of San Francisco; http://www.frbsf.org/publications/economics/let-
ter/2011/612011-02.htm|
Consistent with the increase in the debt-to-income ratio, the
debt-to-asset ratio also increased, particularly after asset prices fell
during the financial crisis, also shown in Figure 2-9. The increase in
the debt-to-asset ratio resulting from the decline in asset prices is akin

to exposing a naked person in the water when the tide goes down.

A very important characteristic of the debt binge is that it coin-
cided with the decline in the savings rate, as shown in Figure 2-10.
The trend speaks to the idea that consumption and savings trends
were driven not only by gains in household net worth, but by increases
in credit availability, as supported by work from Ludvigson (1999),
whose findings support the intuitive belief that credit growth boosts
consumption.’” In other words, consumers were deceived into believ-
ing superfluous credit had reduced their need for precautionary
savings.

Glick and Lansing (2011) find a reasonably strong correlation
between the availability of household credit, which is derived from
data contained in the Fed’s Senior Loan Officer Survey, and house-
hold leverage, which is defined as the ratio of household debt to dis-
posable income (Figure 2-11).3 This is another way of saying that


http://www.frbsf.org/publications/economics/letter/2011/el2011-02.html
http://www.frbsf.org/publications/economics/letter/2011/el2011-02.html
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financial innovation played an important role in the decline in the sav-
ings rate by increasing the availability of credit. An example is the ease
at which home equity withdrawals became possible—for example, by
using the neighborhood ATM.

Mailed Credit Card Solicitation
(in millions)

i
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2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010

Figure 2-10 Credit growth boosts consumption.
Source: http://www.frbsf.org/publications/economics/letter/2011/e12011-01.html

Glick and Lansing construct an empirical model to compare the
savings rate to two contemporaneous explanatory variables: the ratio
of household net worth to disposable income (shown in Figure 2-4)
and the measure of credit availability (shown in Figure 2-11). The
researchers find that their model explains 90 percent of the variance
in the savings rate since 1966, as shown in Figure 2-12. Underscoring
the importance of credit availability as an explanatory variable, the
researchers find that a model that excludes credit availability explains
a relatively low 73% of changes in the savings rate and an even lower
amount over the past 10 years when credit availability has moved

dramatically.


http://www.frbsf.org/publications/economics/letter/2011/el2011-01.html
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Figure 2-11 Household debt is tied to the availability of credit.

Source: Federal Reserve Bank of San Francisco (http://www.frbsf.org/publications/economics/
letter/2011/el2011-01.html)
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Figure 2-12 Actual and fitted savings rate, modeled to credit availability.

Source: Glick, Reuven, and Lansing, Kevin, “Consumers and the Economy, Part I: Household
Credit and Personal Saving,” Federal Reserve Bank of San Francisco, Economic Letter, 2011

These data are important to remember in the time ahead because
the data suggest the low availability of credit will likely boost savings

at the expense of consumption, thereby hampering economic activity.


http://www.frbsf.org/publications/economics/letter/2011/el2011-01.html
http://www.frbsf.org/publications/economics/letter/2011/el2011-01.html
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Crippled by Capitalism

“The crippling of individuals I consider the worst evil of
capitalism. Our whole educational system suffers from this
evil. An exaggerated competitive attitude is inculcated into
the student, who is trained to worship acquisitive success as a
preparation for his future career.”

—Albert Einstein

A cocktail of powerful ingredients led consumers on a spending
binge over the past 30 years that resulted in the excessive use of debt
and depletion of savings. Sociological, anthropological, and psycho-
logical factors combined with financial innovation, mass marketing,
and mass production of goods and services to create conspicuous
consumption on a colossal and unprecedented scale. The reckless
behavior reflected very natural expressions of primal urges and social
cravings that nary a human being can resist, especially when the
opportunity for immediate gratification presents itself. There is little
to nothing that policymakers can do to stymie these natural proclivi-
ties. The best they can do is work around them, shaping policies that
go beyond failed constructs to reflect the basic tendencies of human

beings and their yearning for attention.
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How Politicians Carry Out Fiscal
I[llusions, Deceive the Public,
and Balloon Our Debts

“The soulless carry out deception and betrayal with indefati-
gable remorselessness, dispensing of their hearts and subordi-
nating humanity and benevolence for self-interest, carrying it
out with malevolence and disdain for the greater good. Not in
a quarter, a half, or a full orb’s turn is man kept from deceit’s
dagger. The bleeding heart it leaves the eyes cannot see nor the
pain felt, yet the wound left by the villain’s relentless piercing
of the soul is visible even in darkness. Fairness is fleeting and
foulness flairs from flesh-eating fiends, they filled fully with af-
finity solely for themselves.”

—Tony Crescenzi

Fiscal Illusion and the Hoodwinking
of America

American taxpayers have been hoodwinked for decades by a fis-
cal illusion that has led them to believe that the cost they bear from
profligate government spending is low relative to the benefits. The
hoodwinkers have been many, in particular politicians in Washing-
ton, who have also led the American people to believe that the use

of debt is without cost. This is the essence of fiscal illusion, whereby

81
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the victims are ill-informed and are taken advantage of by those who
have control of budgetary matters and use debt to hide the true cost
of their decisions. Public unions for decades have been perpetrators
in this charade, strong-arming their way to support causes that shun
the public good to serve their self-interests, doing so by substantially
influencing fiscal and budgetary decisions, largely through collective
bargaining and by engaging in political activities that support their
profligate agenda. The deception has been pervasive, carried out at
every level of government, in particular local government, where the
ranks of public union workers has grown steadily, surpassing in 2009
that of the private sector, where union membership has been declin-

ing for decades, as shown in Figure 3-1.

The persistent growth in public union membership represents a
“structural break™ in American labor unionism that Norcross (2011)
finds has implications not for the profitability of firms, but the solvency
of governments.? The reason is because unions play a substantial role
in affecting government spending, undermining the sovereignty of
government by introducing an unelected body into policy-making.?
Public unions affect both the level of government spending and its
composition, abrogating control of public finance from an unsuspect-
ing and ignorant populous. This deception is carried out in a variety of
ways, particularly by the use of debt and deferred payments to mask

the true cost of their collective bargaining agreements.

According to Oates (1988), for the deceptive nature of col-
lective bargaining agreements to be successful, far more than
imperfect information is needed to pull the wool over the pub-
lic’s eyes and create a fiscal illusion: Imperfect information
is not, however, synonymous with fiscal illusion. It is a nec-
essary, but not a sufficient, condition for its existence. More
specifically, fiscal illusion refers to a systematic misperception
of fiscal parameters—a recurring propensity, for example, to
underestimate one’s tax liability associated with certain public
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Figure 3-1 The essence of fiscal illusion

Source: Eileen Norcross, “Public Sector Unionism: A Review,” George Mason University, Working
Paper, 2011; http://mercatus.org/sites/default/files/publication/PublicSectorUnionism.Norcross_2.pdf.

programs. Imperfect information alone might well give rise
to a random pattern of over- and underestimation of such tax
liabilities. Fiscal illusion, in contrast, implies persistent and
consistent behavior. As such, it will give rise to recurring, and
presumably predictable, biases in budgetary decisions.*

In other words, fiscal illusion is made possible when there is both
a large gap between what the public expects of fiscal initiatives and
what politicians intend, as well as persistent belief by the public that

the cost of fiscal initiatives is lower than it actually is.


http://mercatus.org/sites/default/files/publication/PublicSectorUnionism.Norcross_2.pdf
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Italian economist Amilcare Puviani first advanced the notion of
fiscal illusion in 1903 in his book, The Theory of Fiscal Illusion, or
Teoria della illusione nelle entrate publiche, in Italian. Puviani sought
to answer a simple question: How can a politician best use his powers
of the purse to promote his political projects?® The answer will not
surprise you because you've seen this movie before. Puviani explains
that what is best for the politician is not necessarily best for the pub-
lic. The motivated politician conducts his office by taking credit for
all that is perceived as good about public policy, whether the credit
is due him or not, in pursuit of his self-interest and to self-promote.
All of the politicians actions are taken for these egocentric pursuits.

Puviani focuses in particular on fiscal matters, especially those
related to taxation, which is the charlatan’s main tool for deception
and at the root of the definition of fiscal illusion. Puviani explains that
for a politician to carry out his deceit he must make taxes seem less
onerous than they actually are both in the present and the future. This
is where debt use comes into play. By deferring costs; for example,
by deferring income payments to union workers to a later date, or
by deferring payment for current expenditures through the use of
debt, politicians can focus the public on the benefits of fiscal initia-
tives rather than their true cost. In doing so, the politician’s status is
buoyed along with his chances of re-election.

James Buchanan, who in 1986 won the Nobel Memorial Prize in
Economic Sciences for his work on public choice theory, advanced
Puviani’s groundbreaking work in 1960, following decades of only
minor advancement, with work that stands as testament to the
increased level of activism that took place in the 1960s, a time when
fiscal initiatives, the size of government, and public union member-
ship all increased sharply. Two very notable programs that were
birthed during that time were Medicare and Medicaid, both of which
were launched in 1966 and which today account for about 30 percent
of all U.S. spending.
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Buchanan builds on Puviani’s ideas by tying fiscal illusion to the
size of government, believing that politicians manipulate the gap
between the public’s perception about the benefits of fiscal initiatives
and their costs to grow the size of government.® This can be done in
many ways, including by the use of debt and by applying taxes that
are less visible than those that are taken directly out of paychecks.
Another means is by the use of regulations, which are a form of tax.
Wagner (2001) cites The Competitive Enterprise Institute in a paper
discussing fiscal illusion, which in 2001 estimated the cost of federal
regulations at around $700 billion per year, or $2,500 per American.”
These costs are spread over literally thousands of goods and services,
absorbed by both businesses and consumers and therefore a restrain-
ing influence on economic activity. The illusory part of regulations is
that their cost is almost impossible for a consumer—for a taxpayer—
to quantify. There is no breakdown of the cost on any of the labels of
the products they buy or the services they receive. As Wagner (2001)
notes,

Anything that can be accomplished through taxation can be

accomplished through regulation, and vice versa. For in-

stance, a school district could reduce its taxes simply by re-
quiring parents to send their children to approved schools.

The net effect, however, would be pretty much the same,

whether schools are financed by taxes and provided free of

direct charge, or whether parents are required to send their
children to approved schools. As a first approximation, taxa-
tion and regulation are simply different means for accom-
plishing the same thing: government control over the use of
resources in society. Our true tax burden is really a compound
of taxes plus regulations. The most direct and truthful way of

taxing people is to send them monthly bills, much as we pay
for our utilities. Politicians never do this.

Buchanan (1967) goes beyond taxation and regulation to list
numerous other ways in which politicians use illusions to gain rev-
enue and grow the size of government.® According to Mourao (2010)

these include obscuring individual shares in the opportunity cost of
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public outlays; charging explicit fees for nominal services provided
upon the occurrence of impressive or pleasant events; levying taxes
that capitalize on sentiments of social fear, making the burden appear
less than might otherwise be the case; using “scare tactics” that have a
propensity to make the alternatives to particular tax proposals emerge
worse than they are; fragmenting the total tax weight on an entity into
numerous small levies; and blurring the final incidence of the tax.”
The final result of these illusions is having gathered higher amounts

of public revenue with little resistance from the electorate.

Fiscal illusion, hence, takes on many forms, and its fungible
nature is what gives the politician ample flexibility to find a means
to carry out his deception. Oates (1988) summarizes the five general
forms of fiscal illusion identified in literature to which the plethora of

individual illusions can be applied':

Complexity of the tax structure
Renter illusion with respect to property taxation
Income elasticity of the tax structure

Debt illusion

a kb=

The flypaper effect

Let’s take a look at each of these forms of fiscal slight of hand.

The Tax Structure

The U.S. tax structure is often railed for its complexity, seen by
advocates of smaller government and lower taxes as a hindrance to
economic growth and vitality. The complexity is the result of decades
of manipulation to advance the agenda of politicians, who use the tax
structure to create illusions about the true cost of the size of govern-
ment. Buchanan (1967) identifies the means by which the politician

accomplish this:
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To the extent that the total tax load on an individual can be
fragmented so that he confronts numerous small levies rather
than a few significant ones, illusory effects may be created.!!

No wonder there are thousands of pages in the U.S. tax code. To
the politician, the more complicated it is the better because it makes
it difficult if not impossible for citizens to determine the amount of tax
actually collected for each line item of spending. In other words, who
really knows the amount of money they pay annually toward Medi-
care, Medicaid, or for that pork project in a Congressional district in
their state or even a faraway state? If people fully understood the cost
of these line items, they would likely be less supportive of them. This
hopefully will be expressed at the polls in due time, and if they then
took action in the form of the voting out the politicians who propose
and create these illusions and hidden spending, it would reduce the

size of government with each broken illusion.

What is the solution to stopping this particular deception? Starve
the beast. Milton Friedman (1978) and Ronald Reagan (1980) put it
this way:

Government wants to and will spend whatever is made avail-
able. If tax revenues are increased, spending will increase; if
tax revenues are lowered, the beast is starved. Revenues have
a positive causal relationship to expenditures. This view has
led various proponents of limited government to encourage
tax cuts that are not conditional on offsetting spending cuts.
The ultimate goal is for eventual spending cuts as a result of
starving the beast.!

—Milton Friedman

[My opponent] tells us that first we’ve got to reduce spend-
ing before we can reduce taxes. Well, if you've got a kid that’s
extravagant, you can lecture him all you want to about his
extravagance. Or you can cut his allowance and achieve the
same end much quicker."

—Ronald Reagan
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In the aftermath of the financial crisis that began in 2007, a
reduction in the complexities of the U.S. tax structure would present
a means by which Washington could increase the transparency of fis-
cal spending, thereby enabling the public to more openly debate and
refine the nation’s spending priorities to produce a better outcome
than existed in 2011, that is resulting in an intractable debt problem

that can only be cured by revamping public policy.

Renter Illusion

People who have felt the sting of property taxes probably have
a better understanding of the true cost of local public services than
people who have not. Property owners, in other words, have a better
sense of the cost of local public services than renters do—or at least
those who have never paid property taxes. This form of fiscal illusion
takes the form of local rents, where tenants fail to connect local public
services to the rents they pay because it is the landlord who pays the
taxes, not the tenant, but the landlord actually passes his costs onto
the tenant, creating the illusion. As a result, renters are apt to support
local fiscal initiatives, failing to realize they will actually end up paying
for property tax increases indirectly through rent payment hikes, and
they assuredly will because the primary means by which local govern-

ments fund themselves is through property taxes.

Income Elasticity of the Tax Structure

This is one where the tricksters can have a field day. Imagine a
public spending initiative in which a politician seeking public sup-
port for the initiative promises to keep personal tax rates unchanged
regardless of the new spending. The taxpayer’s sentiment toward the
project in this case is likely to be positive. Why? Did you catch the
key word? In other words, did you catch the illusion? The politician
said he would keep tax rates unchanged, giving no indication that the

overall tax burden on individuals would increase as a result of the
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initiative, making it possible for the politician to expand public spend-
ing without sparking opposition. In reality, individuals do actually
wind up paying taxes for spending initiatives begun under these con-
ditions because their overall tax burdens might otherwise be lower if
not for the spending and because a proportion of their future income
gains (as determined by their tax rates) will be used to pay for the

spending.

Debt Illusion

It is questionable whether government spending increases eco-
nomic activity when it is financed by debt rather than taxes because
taxpayers in this case are likely to fear future confiscation of their
income to pay for the debts, either by means of increased taxa-
tion and/or regulation or by cuts in services, thereby reducing con-
sumption and hampering economic activity by an amount equal to
the taxpayer’s expected liability for the spending. This viewpoint is
the essence of Ricardian Equivalence, a theory rooted in the works
of Ricardo (1888)" but advanced by Barro (1974), who explored
whether government bonds represent net wealth, finding that “fis-
cal effects involving changes in the relative amounts of tax and debt
finance for a given amount of public expenditure would have no effect
on aggregate demand, interest rates, and capital formation.”> More
than two centuries ago, Adam Smith (1776) forwarded the idea that
government bonds are not net wealth, with views that debunk the tra-
ditional Keynesian theory that debt use is beneficial and that fit well
in the context of today’s indebted societies.

The public funds of the different indebted nations of Europe,

particularly those of England, have by one author been rep-

resented as the accumulation of a great capital superadded to

the other capital of the country, by means of which its trade

is extended, its manufactures multiplied, and its lands culti-

vated and improved much beyond what they could have been
by means of that other capital only. He does not consider that
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draws from a nation’s productive capital and that the beneficial effects
from borrowing are offset by the negative effects of the withdrawn
capital. In effect, any benefit from spending that is financed by bor-

rowing is merely a substitute for the benefits the capital would have
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the capital which the first creditors of the public advanced to
government was, from the moment in which they advanced
it, a certain portion of the annual produce turned away from
serving in the function of a capital to serve in that of a rev-
enue; from maintaining productive labourers to maintain un-
productive ones, and to be spent and wasted, generally in the
course of the year, without even the hope of any future repro-
duction. In return for the capital which they advanced they
obtained, indeed, an annuity in the public funds in most cases
of more than equal value. This annuity, no doubt, replaced to
them their capital, and enabled them to carry on their trade
and business to the same or perhaps to a greater extent than
before; that is, they were enabled either to borrow of other
people a new capital upon the credit of this annuity, or by
selling it to get from other people a new capital of their own
equal or superior to that which they had advanced to govern-
ment. This new capital, however, which they in this manner
either bought or borrowed of other people, must have existed
in the country before, and must have been employed, as all
capitals are, in maintaining productive labour. When it came
into the hands of those who had advanced their money to
government, though it was in some respects a new capital to
them, it was not so to the country, but was only a capital with-
drawn from certain employments in or to be turned towards
others. Though it replaced to them what they had advanced
to government, it did not replace it to the country.'®

Smith essentially argues that the money raised from borrowing

had if left in the private sector.

that increasing the government debt can increase national wealth,

Like Smith, Tobin (1971) recognizes it is an illusion to believe

asking pointedly,

How is it possible that society merely by the device of incur-
ring a debt to itself can deceive itself into believing that it is
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wealthier? Do not the additional taxes which are necessary to
carry the interest charges reduce the value of other compo-
nents of private wealth?!?

The financial crisis has illuminated the validity of the Ricardian
equivalence hypothesis advanced by Barro, putting Keynesians on the
defensive. Keynesians will be challenged to explain how the increase
in indebtedness in developed countries failed to make these nations
wealthier and instead caused a massive destruction in wealth, output,
and employment, the opposite of what the Keynesian believes will
happen when government spending is increased. It is an illusion to
believe that the fiscal multiplier for government spending for highly
indebted nations is greater than 1.0; evidence from the root causes of
the financial crisis and failed attempts to stimulate economic growth
and employment in the aftermath of the crisis suggest the multiplier
is below 1.0.

The Flypaper Effect

When a government body receives a grant from another govern-
ment body—for example, when a state receives a grant from the fed-
eral government—there is a tendency for the recipient to increase
its spending more so than if the monies were the result of revenue
increases associated with income gains in the private sector. Intra-
governmental aid such as this can be a potent influence in the growth
of the size of government. One way it does this is by encouraging
recipients of intragovernmental aid to reallocate money they oth-
erwise would have allocated toward the expenditure toward other
expenditures, some of which can “stick”—hence the name “flypaper
effect.” Another way in which grants spur the growth of government
is through matching requirements. States and other municipali-
ties are often given aid on the condition that they match the aid for
the expenditure to which the aid is granted, increasing the amount

of spending by the recipient of the aid. Importantly, sometimes the
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matched spending leads the recipient to permanently increase the size
of government programs and expenditures associated with the grant,
resulting in increases in public expenditures that exceed the size of
the grant. Oates (1979) finds “Increases in income shift the demand
curve outward..., while grants lower the price to the taxpayer-voter
and produce a downward movement along his demand curve.”'® This

is shown in Figure 3-2.

tc
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Figure 3-2 The effects of grants on the demand for recipient government services

Source: J. Patrick O'Brien and Yeung-Nan Shieh, “Utility Functions and Fiscal Illusion from
Grants,” National Tax Journal Vol. 43, no. 2 (June 1990): 201-05; http://ntj.tax.org/wwtax/ntjrec.
nsf/A69A375DA53F84658525686C00686DDC/$FILE/Nv43n2201.pdf).

Oates also finds that “increases in personal incomes to the mem-
bers of a community are not equivalent, in terms of their budgetary
effects, to an equal increase in lump-sum intergovernmental revenues
because, although they may generate the same true budget restraint,
they do not result in the same perceived budget restraint.”'¥ O’Brien
and Shieh (1990) find “the impact of grants on the demands for recip-
ient government services and nonaid federal government services
reflect two effects:

1. Grants change the perceived price of public goods and produce

a movement along the demand curve.


http://ntj.tax.org/wwtax/ntjrec.nsf/A69A375DA53F84658525686C00686DDC/$FILE/v43n2201.pdf
http://ntj.tax.org/wwtax/ntjrec.nsf/A69A375DA53F84658525686C00686DDC/$FILE/v43n2201.pdf
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2. Grants change the perceived price of recipient government
services (nonaid federal government services) and shift the

demand curve for nonaid federal government services (recipi-
ent government services).”?

The bottom-line is that that intragovernmental aid creates a fiscal
illusion whereby aid recipients fail to realize the true cost of the aid,
increasing demand for the services and causing the expansion of pro-

grams and expenditures associated with the aid to “stick.”

In an excellent summary of the damaging elements of fiscal illu-
sion, Buchanan and Wagner (1977) point to deep flaws in Keynesian-
ism that inherently leads to the pursuit of political self-interest and
therefore poor handling of public sector balance sheets and resulting

budget deficits:

With the completion of the Keynesian revolution, these time-
tested principles of fiscal responsibility were consigned to the
heap of superstitious nostrums that once stifled enlightened
political-fiscal activism. Keynesianism stood the Smithian
analogy on its head. The stress was placed on the differences
rather than the similarities between a family and the state,
and notably with respect to principles of prudent fiscal con-
duct. The state was no longer to be conceived in the image
of the family, and the rules of prudent fiscal conduct differed
dramatically as between the two institutions. The message of
Keynesianism might be summarized as: What is folly in the
conduct of a private family may be prudence in the conduct
of the affairs of a great nation.

What happened? Why does Camelot lie in ruin? Vietnam and
Watergate cannot explain everything forever. Intellectual er-
ror of monumental proportion has been made, and not exclu-
sively by the ordinary politicians. Error also lies squarely with
the economists.

The academic scribbler of the past who must bear substan-
tial responsibility is Lord Keynes himself, whose ideas were
uncritically accepted by American establishment economists.
The mounting historical evidence of the effects of these
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ideas cannot continue to be ignored. Keynesian economics
has turned the politicians loose; it has destroyed the effective
constraint on politicians” ordinary appetites. Armed with the

Keynesian message, politicians can spend and spend without

the apparent necessity to tax.?!

As Buchanan and Wagner note, the problem with Keynesian-
ism lies more in its political suppositions than its internal theoretical
structure. The pursuit of self-interest pushes to the fore even as the
politician proclaims he is acting in the interests of all. The public for
its part feeds the beast by acting out of self-interest and by falling vic-

tim to fiscal illusions that the politician is inclined to create.

How Public Sector Unions Hurt the Union

The largest contributor to the 2010 election in the United States
was a public union—the American Federation of State, County, and
Municipal Employees (AFSCME), which contributed nearly $100
million to political campaigns, followed by the United States Cham-
ber of Commerce.?? The juxtaposition of these two groups captures
the extraordinary ascent of public unions and their significant influ-
ence on public policy...as does the visitor log to the White House.
From September 2009 through February 2011, Richard Trumka, the
head of the American Federation of Labor and Congress of Indus-
trial Organization (AFL-CIO), which represents more than 11 million
workers and is the largest federation of unions in the United States,
visited the White House nearly 50 times. That’s a lot more visits than
anyone on Main Street is likely to see in their lifetime, as well as the
lifetimes of countless ordinary citizens, who will never log a single
visit to the White House, let alone a visit that could be characterized

as an official visit that would give the citizens of Main Street their say.

Even more striking, perhaps, is that the most frequent visitor to
the White House in the first half of 2009 was Andy Stern, the head



CHAPTER 3 ® How FISCAL ILLUSIONS BY POLITICIAN BALLOONED OUR DEBTS 95

of the Services Employees International Union (SEIU), a union rep-
resenting two million public and private employees. He boasts, “We
spent a fortune to elect Barack Obama—3$60.7 million to be exact—
and we're proud of it.”?® Intriguing is what happened in the aftermath
of the election. The New York Post reports that within two weeks of
Obama assuming office, he signed a series of executive orders that
were championed by union leaders.?* In addition, in a striking illustra-
tion of the ability of public unions to infiltrate the political process and
affect the fiscal plight of government, the Los Angeles Times reports
that during negotiations for the $787 billion fiscal stimulus program
that took effect in 2009, the SEIU lobbied Washington to have nearly
$7 billion of the stimulus money withheld from California unless it
revoked a wage cut it had already approved for unionized health care

workers as part of its effort to fix its budget shortfall.>

The ascension of both the ranks of public union membership
and their influence on public policy run counter to views expressed
decades ago when public union membership was in its early stages
of growth. George Meany, the former head of the AFL-CIO in 1955
said, “It is impossible to bargain collectively with the government.”?
Oh how far they've come. It didn’t happen fast in the beginning,
which can be traced back to the National Labor Relations Act of 1935
(NLRA), which is also known as the Wagner Act, after its sponsor,
Robert F. Wagner. The NLRA increased the power of private unions,
giving employees the right to form unions and bargain collectively
with their employers over wages, benefits, and working conditions. It
also granted workers the right to strike. Many workers were excluded
from the NLRA, including federal, state, and local government work-
ers. Amendments to the NLRA weakened the power of unions; for
example, the Taft-Hartley Act of 1948 and the Landrum-Griffith Act
of 1959. This weakening occurred at the same time that manufactur-
ing activity in the United States began to shrink as a proportion of
overall economic activity, giving way to the service sector, a transfor-

mation that has continued to the present day.
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Amid the decline of the U.S. factory sector and as businesses
shut down through the normal course of business cycles and creative
destruction (business deaths), the ranks of private union membership
began to fall. Adding to the decline was an increase in competitive
pressures both domestically and internationally. The combination of
these influences gave way to growth in public unions. Norcross (2011)
cites the conversion of some private unions to public unions, notably
the SEIU (formerly the Building Services Employees Union), as well
as associations, which were compelled to do so by the growth of pub-
lic union membership.” In 1959, the AFL-CIO reversed its stance on
whether public sector employees could engage in collective bargain-
ing, saying it supported it.

The 1960s then began a period of rapid growth in public union
membership, which was spurred additionally by a major change in
the way the U.S. courts ruled on public employees as well as new leg-
islation. Whereas courts previously differentiated between the rights
of public and private sector union workers, courts increasingly ruled
to permit public sector employees the same rights as private sector

employees.

One of the more important catalysts to the growth of public sector
unions occurred in 1962 when President Kennedy signed Executive
Order 10988, which gave federal workers the right to unionize and
thus engage in collective bargaining. The Order spurred rapid growth
in the ranks of union membership at the federal level and served as a

model for growth at state and local levels.

Thus began the ascension of public sector unions, their meddling
in public policy, and their immersion into activities meant not for the
betterment of society but for self-aggrandizement. Evidencing this
notion, Reid and Kurth find that between 1955 and 1978, militant job
actions carried out by public unions increased by 90-fold, mostly at
the local level, a tally far larger than the comparatively smaller 5-fold

increase in public union membership.?
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Militant actions by public sector unions occurred in waves at
first, involving different occupations before they eventually involved
politicians, who harnessed the influence of public unions, encourag-
ing them to seek the redirection of federal money. Norcross (2011)
cites a striking example of the politicization of public unions and their
involvement in public policy-making, highlighting an example where
“federal funds sent to the local level aimed at upgraded science edu-
cation in inner-city schools prompted teacher strikes and the redirec-
tion of funds to all schools and to teachers’ salaries. In other words,
local politicians encouraged public sector militancy in order to redi-
rect federal dollars.”® Such undue influence on the distribution of
national income represents an attack on the democratic process, and
by directing money toward areas where public sector union workers

are employed, it feeds growth in their ranks.

Public Unions Are Monopolistic

Norcross notes the major differences between the sort of monop-
olistic powers that private sector unions have versus those of the pub-
lic sector, illuminating the viral manner in which public sector unions
can grow their ranks, exert influence on public policy, and balloon

public expenditures:

In economics, a union is defined as a labor cartel. In bargain-
ing with a private employer, the union exercises monopoly
power and is able to secure a wage that is higher than the
competitive or market wage. Driving up the wage rate causes
the employer to purchase less labor. Thus, while private sec-
tor unions are able to increase wages for their members, these
gains come with an economic tradeoff: fewer jobs for non-
union employees, lower corporate profits, and higher prices
to consumers.

As in the private sector, public sector unions are able to in-
crease their wages through employer negotiations. In addi-
tion, however, public sector unions are also able to increase
demand for their labor through the political, legislative, or
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regulatory process, thus increasing wages further than private
sector unions are able to. Note that the effect on total em-
ployment is ambiguous: it may be more or less than employ-
ment in a competitive labor market.*

Norcross depicts the distinction between the effects on wages of

public and private sector unions in Figures 3-3 and 3-4.

Private Sector Union Wage Effect
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Figure 3-3 The theoretical impact of unions on private-sector wages

Source: Eileen Norcross, “Public Sector Unionism: A Review,” George Mason University, Working
Paper, 2011.

Public Sector Union Wage Effect
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Figure 3-4 The theoretical impact of unions on public-sector wages

Source: Eileen Norcross, “Public Sector Unionism: A Review,” George Mason University, Working
Paper, 2011.
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Supporting Norcross, Edwards (2010) finds that public sector
union workers have much higher average wages and benefits than
nonunionized public sector workers, citing data from the Bureau of
Labor Statistics shown in Table 3-1.3!

TABLE 3-1 State and Local Workers, Union Versus Nonunion, Measured
by Average Compensation in Dollars per Hour Worked, June 2009

Union Nonunion Ratio
Total compensation $47 .46 $33.33 1.42
Wages and salaries 29.90 22.86 1.31
Benefits 17.57 10.47 1.68
Health insurance 5.91 3.07 1.93
Defined-benefit pension 3.98 1.94 2.05
Defined-contribution pension  0.25 0.36 0.69
Other benefits 7.43 5.10 1.46

Source: Edwards, Chris, “Public-Sector Unions,” Cato Institute, Tax & Budget, No. 61, March 2010

As the table shows, BLS data indicate that public sector union
members have a 31 percent advantage in wages and a 68 percent
advantage in benefits. It is important to note, however, that some of
the differential reflects the fact that many of the public sector union
workers reside in states that are relatively high paying, skewing the
average. Nevertheless, adjusting for these influences, Edwards finds
public sector union workers earn 10 percent more than nonunion

public sector workers.

Above-market wage and benefit payments are just two of the
many costs associated with public unions and collective bargaining.
Despite such costs, the absence of market discipline in the public
sector stymies the process by which it can be changed or destroyed
by these and other inefficiencies in the same way that industries in
the unionized private sector are when they attempt to maintain a bad
status quo. Rather than adjust or die as industries in the private sector
do, the public union beast is simply fed more. Nobel Laureate Paul A.
Samuelson (quoted in Reynolds, 1987) puts it this way:
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The whole history of unionism has been in determining how
industries in decline are accelerated toward their extinction.??

To Samuelson’s point, consider unionized public sector pension
funds. Unlike the private sector, no market discipline is present to
control inefficiencies in the public sector, which needn’t rely on prof-
its as the private sector must when it funds its employee obligations
because the public sector derives its funding from compulsory tax
payments. This is a bad state of affairs for the government sector,
and it is bad news for taxpayers, who ultimately must bear the cost of
funding public sector pension obligations. Holcombe and Gwartney
(2010) investigated the economic impact of unions on economic free-
dom and growth, concluding

In the future, the largest impact of unionization in the United

States will come from public sector unionization. The bur-

den of generous retirement benefits will crowd out other gov-

ernment expenditures, will be a force for higher taxes, and

will impose an increasing burden on the private sector of the

economy that pays those taxes.®

Employees in public sector unions do not have to concern them-
selves with cost burdens in the same way that workers in the private
sector must because the burdens are not theirs. In contrast, the pri-
vate sector employee must consider competitive factors that will

impact his organization and ultimately his livelihood.

Fiscal Illusion as a Means of Concealing the Cost
of Collective Bargaining

Norcross points to an even more disturbing proclivity among state
and local public sector unions and government officials in today’s cap-
ital-starved world to resort to fiscal illusion or other means to pursue
their self-interests:

As the current fiscal stress in many state and local government

reveals, government negotiators share the goals of unions to
increase spending and are able to conceal the full price of
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bargaining agreements to voters in the form of current or
deferred compensation (e.g. enhanced pension formulas and
benefits). Governments may resort to debt finance, spending
deferrals, or intergovernmental aid, thus enabling the govern-
ment to increase employment and wages (either current or
deferred) for union workers while concealing the true cost
to voters. That is, the spending limit, or budgetary constraint
under which governments operate may be evaded by resort-
ing to accounting techniques or fiscal illusion.>*
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Fiscal illusion enables the public sector to avoid boundaries that

fiscal illusion to mask the true cost of government spending:

The check on excessive taxation is voter opposition at the bal-
lot box. However, if the potential for fiscal illusion and fiscal
evasion allows governments to conceal the full cost of public
sector labor to taxpayers for a sustained period, then the ul-
timate check on the growth of public sector unionism is mu-
nicipal insolvency.®

exist in the private sector. Unmotivated, the public sector fails to
control costs or pursue optimal efficiencies and gains in productivity,
choosing instead to propagate itself, to expand through the procure-
ment of additional taxpayer money, both out of current revenues and
future revenues, through the use of debt or other forms of deferred
taxpayer burdens. One might believe that this would be quite obvious
to the taxpayer, but such is the essence of fiscal illusion. Norcross cites

Troy (2004) in warning of the consequences of the perpetual use of

Norcross sums up the dynamic by which public sector unions can

increase government indebtedness and harm economic activity:

Since the employer and the employee benefit form the ex-
pansion of the public budget and increased spending, there
is an incentive to grant awards that put greater demands on
fiscal resources, necessitating higher levels of local taxes,
greater indebtedness, or intergovernmental transfers. In this
way, collective bargaining in the public sector may impede
economic growth.*
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Other Costs to Society from Public Unions

It’s bad enough that taxpayers have illusory beliefs about the
true financial costs of the public services that they pay for; they also
bear burdens from the tendency of public unions to protect poorly
performing workers. Moreover, public unions over the past 20 years
have gone against the grain of the private sector by resisting efforts to
restructure and reduce headcount where appropriate and possible to
increase efficiencies and worker productivity. They've also been slow
to adopt the many technological advances that have been adopted
by the private sector ever since the mid-1990s, when technological
advances accelerated and spurred above-trend productivity gains that

continue to this day.?’

Another area of harm to the public good that comes from the self-
aggrandizing ways of public sector unions is strikes. New York City,
for example, has experienced several strikes by sanitation workers that
left the city filled with heaps of garbage on its crowded streets. One of
these was in 1968 when sanitation workers complained that they were
getting paid less than police officers and firefighters were and that the
amount of money that they had to contribute to their pensions was
too large. Although it is common in the private sector to grade one’s
pay against the pay others in the same occupation and in the same
geographical location receive, it is uncommon for these comparisons

to be made between different occupations.

Philadelphians in November 2009 felt the monopolistic powers of
public union workers first hand when Local 234 of the Public Transit
Union struck and left 800,000 transit riders stranded. Ironically, the
strike occurred on Election Day, underscoring the view held by Hol-
combe and Gwartney that changes in labor laws during the twentieth
century have compromised one of the freedoms democracy thrives
under: economic freedom.® This is despite Holcombe and Gwart-
ney’s view that collective bargaining conceptually is consistent with
economic freedom. The Philadelphia transit strike came just four

years after the previous transit strike there, and it was the third in
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11 years. (The 2005 strike lasted 7 days, and the 1998 strike last a
whopping 40 days.) The president of Local 234 said that the union
had disagreements over wages and workers’ rights, accusing the tran-
sit authority of consistently taking money out of its underfunded pen-
sion plan.* The union sought protection of its pension fund, and it
wanted to keep employee contributions to the cost of their health care
coverage at 1 percent of pay. This is extraordinarily below the amount
that private sector workers pay toward their health care insurance.
To wit, a 2010 study by the Henry J. Kaiser Foundation finds that in
2010 the percentage of premiums paid toward single coverage was
19 percent, up from 17 percent in 2009, and that the percentage of
premiums paid toward family coverage was 30 percent, up from 27
percent in 2009.%° Talk about behind the times and excessive sense of

entitlement!

New York City, which has the largest public transportation system
in the world and is, of course, therefore heavily reliant upon it, in 2005
experienced its third transit strike. It too was untimely and therefore
costly. It occurred on December 20th during the heaviest shopping
week of the year and lasted seven days. The strike forced shoppers to
find alternatives, and it badly hurt New York City, with estimates for
the damage running at several hundred million dollars per day. This

of course refers to the short-term cost of such harsh actions.

The long-term costs of strikes by public unions and the “victories”
they won over the years while carrying out militant actions began to
emerge during the financial crisis amid widespread strains in state
and local finances, many of which were related either directly or indi-
rectly to skyrocketing costs associated with pension and health care
obligations to public sector workers that they could no longer atford.
Strains in public sector finance are unlikely to result in a significant
amount of defaults in the public sector. The strains are more likely to
be manifested in a transformation of the municipal bond market, mor-
phing from an interest rate market to a credit market. In other words,

credit-related factors will become a greater determinant of municipal
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bond yields than in the past when municipal bond yields had high
correlation to U.S. Treasury yields. Now there will likely be greater
differentiation between the literally millions of municipal bonds out-
standing, with investors paying more attention than ever before to the
creditworthiness of issuers, especially now that the municipal bond

insurance business has fallen apart and is no longer trusted by many.

Municipalities: Crises Loom but Not Immediately

The day of reckoning for municipalities with respect to their crip-
pling pension and health care obligations will be delayed by a number
of factors, but the delay does not negate the need for municipalities
to begin tending to these problems now, lest they fester and become
problems too great to bear. Standard and Poor’s (2011) agrees:

We believe that if governments consistently rely heavily on

debt and other one-time solutions and continue to ignore or

postpone difficult service provision, revenue enhancement,
pension and other postemployment benefit funding needs in

the hope that economic growth will bail out their finances,

they could be setting themselves up for greater hardship in

the near future.*!

Risks to municipalities and hence the municipal bond market in
the meantime will, as long as the U.S. economy continues to muddle

through its secular problems, be kept down by the following factors:

Long average maturities for municipal debt
A manageable stock of municipal debt

Manageable interest burdens for municipal bonds

Wb =

Pension dilemmas that escalate not for ten years time in most

cases

Let’s look at each of these.
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Long Average Maturities for Municipal Debt

Stracke and Narens (2011) cite data from the Securities Indus-
try and Financial Markets Association (SIFMA) indicating that at the
end of 2010 the weighted average maturity of all municipal bonds
outstanding was 16.2 years.*> This is much longer than that of U.S.
Treasuries, which stands at about 5 years. This is important because
it means that there is no maturity spike on the horizon that would by
itself cause municipalities to have a sudden need for financing. In
other words, financing needs for municipalities are spread out over a
long stretch of time. Certainly Lehman Brothers wishes its liabilities
were stretched out over time. Many of its obligations and those of
other institutions that failed at the start of the financial crisis were
funded with very short-term obligations, such as overnight repurchase
agreements. Reductions in short-term obligations such as these have
been targeted by a variety of debtors in the aftermath of the crisis, and
more balanced matching of assets and liabilities is a solution to a more

stable financial system.

A Manageable Stock of Municipal Debt

Stracke and Narens cite data from the Census Bureau indicat-
ing that at the median, state debt totaled just 7.3 percent of local
gross state product (GSP) in 2008, quite a bit lower than Greece at
near 150 percent, Japan at 200 percent, and the United States at over
60 percent. Importantly, state-affiliated issuers that have revenue
sources of their own owe some of the debt owed by states. These
include universities and transportation authorities, for example. Local
governments have debts totaling about 11 percent of GDP, but here,
too, a meaningful portion is owed by quasi-corporate issuers such as
utility companies, which also have independent revenue sources by

which to pay their debt obligations.
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Manageable Interest Burdens

Here the burden is not large, thanks in part to today’s low interest
rate levels. For perspective, when the municipal default rate reached
its cyclical peak of 0.39 percent in 1991 (yes, 0.39 percent was the
peak!), data from the Census Bureau indicate that the total amount
of municipal interest costs were 6.2 percent of all state and local rev-
enues. In recent years the figure has been closer to 4.5 percent, a tally
too low by itself to put sufficient strain on municipal finances to cause

a funding problem.*3

Pension Dilemmas that Escalate Not for Ten Years® Time
in Most Cases

Stracke and Narens analyzed whether public pension problems
pose a threat to the near-term solvency of municipalities. They believe
the problem will become untenable in the latter years of this decade
if municipalities do not take significant actions to diminish the large
amount of unfunded liabilities they have; kicking-the-can down the
road won’t work in perpetuity. Stracke and Narens find that even in
cases where unfunded pension liabilities is poor (under 65 percent),
in a muddle-through economic scenario, pension obligations will not
be large enough to spur an immediate funding crisis for such munici-

palities, nor until around 2016.#

Defaults by municipalities are in fact quite rare, so it remains to
be seen whether the burgeoning strains on municipal finance will ever
reach a breaking point. Certainly demographic influences won't help,
and if anything they increase the odds because in 2011 Baby Boom-
ers (people born between 1946 and 1964) began turning 65 years old.
Baby Boomers will substantially increase the number of people aged
65 and older, a cohort that will grow to 20 percent of the U.S. popu-
lation in 2029 when the last Baby Boomer turns 65 (including me!),
up from 13 percent in 2011. That’s an increase of 32 million people,

to 72 million. As the ranks of the aged grow, so will the strains on
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municipal finance, which will tear at the seams if municipalities fail to

address their looming pension and health care obligations.

Standard & Poor’s highlights the historically low incident of
defaults by the public sector. Many of you will be surprised by the
data, especially those of you that have fallen victim to the fear mon-
gering by some who, well, really did not do their homework very well
and seek to profit from the hype they generate:

The actual number of defaults in the rated U.S. public finance

universe has been relatively low. Of the more than 17,000 is-

suers we rate, there were no defaults in 2009 and only three

in 2010. Taking a longer-term view, there have been only 42

defaults for non-housing issues recorded during the past 25

years, 40 of which we rated noninvestment-grade prior to

default. By contrast, a total of 1,868 corporate (financial and
nonfinancial) issuer defaults were recorded in the same pe-
riod. In light of the difficulties faced by states, municipalities,
and governmental entities, and the likelihood of greater mar-
ket volatility in 2011, we have analyzed U.S. banks” exposure
to this sector.®

The relatively placid default history of the municipal bond market
does not by itself assure a similarly placid future. Any notion that past
is prologue does not seem to fit at the Keynesian Endpoint, and it
therefore behooves all who can influence public finances to approach
the years ahead with a fair dose of constructive anxiety. This means
that public sector unions need be honest about the ability of govern-
ment to afford pension and health care benefits promised to them in
good times. The contracts they signed have been outmoded by a sub-
stantially changed world, whereby the obligations of employers and
employees alike have been redefined. For example, retirement sav-
ings are now the responsibility of employees, not employers, with the
vast majority of private sector workers now in defined contribution
plans, not the defined benefit plans that most public sector employees

are in.
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The clock cannot be unwound on the many “victories” that public
sector unions have had over the years, nor can any of the debts from
their victories be erased absent large-scale defaults that erase the
debts. That’s the doomsday scenario—don’t even speak of it! We did,
however, address the outlook for the municipal bond market earlier
in the chapter and saw a relatively stable climate for now, with munic-
ipalities strained but having a little bit of breathing room before they

are forced to make drastic changes to the way they run their finances.

There Is No Free Lunch

Dynamism has for more than two centuries brought prosperity
to the United States, which has shown savoir-faire with great alac-
rity, always doing the right thing at the right time and creating condi-
tions to help its capitalist-based society to thrive. The financial crisis
has nonetheless exposed flaws in its system, in particular how pub-
lic money is run and the far extent to which politicians have gone to
deceive the public about spending initiatives. With the public sector
under stress, the illusory belief that you can get something for nothing
is changing. All citizens must recognize that there is no such thing as

free lunch.

Buchanan summarizes well the mindset that if embraced by the
politicians and the public at large would surely be beneficial to the
United States. His use of the word “bondage” in the context of public
debts is particularly striking. If only it would resonate and spur out-

rage that reverses the current course:

In the year (1776) of the American Declaration of Indepen-
dence, Adam Smith observed What is prudence in the con-
duct of every private family, can scarce be folly in that of a
great kingdom. Until the advent of the Keynesian revolution
in the middle years of this century, the fiscal conduct of the
American Republic was informed by this Smithian principle
of fiscal responsibility: Government should not spend with-
out imposing taxes; and government should not place future
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generations in bondage by deficit financing of public outlays
designed to provide temporary and short-lived benefits.*

Buchanan further notes the propensity of politicians and all who
play a role in the appropriation of public money to act irresponsibly
toward the use of debt, particularly relative to the way in which the
private debts are treated.

Because of this difference in the specification and identifi-
cation of liability in private and public debt, we should pre-
dict that persons will be somewhat less prudent in issuing the
latter than the former. That is to say, the pressures brought
to bear on governmental decision makers to constrain irre-
sponsible borrowing may not be comparable to those that the
analogous private borrower would incorporate within his own
behavioral calculus. The relative absence of such public or
voter constraints might lead elected politicians, those who ex-
plicitly make spending, taxing, and borrowing decisions for
governments, to borrow even when the conditions for respon-
sible debt issues are not present.*’

Citizens, in other words, must become more acutely aware of how
public money is being spent because most politicians just don’t give

a damn.

A Seminal Moment in Public Finance

A seminal moment in public finance was the enactment of the
Sinking Fund Act of 1795, which was amended in 1802. It was the
continuation of a policy begun by Alexander Hamilton in 1790 as a
means of establishing credit for the United States. The fund set aside
a substantial amount of revenue for the retirement of debt, and it
committed the United States to paying its debt through the collection
of revenues. The Act and the notion of public debts were controver-
sial at that time; after all, tax collections were at the center of com-

plaints by colonists against Great Britain and were a catalyst for the
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American Revolution. John Watts Kearny wrote of the Sinking Fund
Act, saying (as quoted by Buchanan, 1977),The fiscal resources of the
country were now subjected to a clear and definite survey, and a like
scrutiny was applied in ascertaining the actual nature and extent of

the national obligations.*®

Kearny describes how the Act established conditions by which a
system of public debt could be sustained, as it surely has, although not
quite in the way envisioned:

The Act of the 3d of March, 1795, is an event of importance in

the financial history of the country. It was the consummation

of what remained unfinished in our system of public credit,

in that it publicly recognized, and ingrafted on that system,

three essential principles, the regular operation of which can

alone prevent a progressive accumulation of debt: first of all it
established distinctive revenues for the payment of the inter-

est of the public debt as well as for the reimbursement of the

principal within a determinate period; secondly, it directed

imperatively their application to the debt alone; and thirdly

it pledged the faith of the Government that the appointed

revenues should continue to be levied and collected and ap-

propriated to these objects until the whole debt should be
redeemed.®

This was a system commitment to the payment of public debts
that worked well until, as Buchanan noted, the advent of the Keynes-
ian revolution when prudence toward fiscal matters was eschewed in

favor of perpetual fiscal illusions that ballooned the national debt.

Leadership at the Keynesian Endpoint

In June 2011, the New Jersey State Assembly passed by a vote of
46 to 32 a hallmark bill backed by New Jersey Governor Chris Chris-
tie, a Republican, requiring 750,000 state workers and retirees to pay
more toward their health care and retirement benefits, a move that

Christie’s administration says will save New Jersey a whopping $132
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billion over the next 30 years. The move narrows the wide gap that
exists between the contributions that workers in the public sector pay

toward their benefits compared to that of the private sector.>

The approval is striking considering that Democrats control both
houses of the New Jersey State Legislature and the fact that union
membership in New Jersey is among the highest of any state in the
United States. Decisive action is necessary in New Jersey because its
pension problem is one of the worst in the country. The problems
emanate from many years of politicians carrying out fiscal illusions
and making promises to union workers in order to garner their sup-
port in political elections. The approval of the plan will serve as a
model for other states as well as the federal government, which are
grappling with similar problems.

Democrats joined Republicans in approving the bill because
they recognize the most prominent feature of the Keynesian End-
point, which is that the last balance sheet has been tapped. There is
no means of funding a deficit continuum, and debt can no longer be
used to mask the true cost of public spending. As New Jersey Assem-
blyman Patrick Diegnan, Jr., a Democrat, put it,

These reforms are unquestionably bitter pills for us to swal-

low, but they are reasonable, and they are necessary. We now

have towns across this state that are struggling to afford health
benefits for their employees.>*

Local unions responded with intense verve, going so far as to
drape a hearse with a banner that read, “The Soul of the Democratic
Party,” driving it in a procession in front of the State House in New
Jersey. Participants to the procession shouted, “Kill the Bill,” and
“We'll remember in November.” Do they not see that the state can-
not afford to pay the benefits they were promised by politicians long
gone from power and which are far above those received by workers

in the private sector?

Governor Chris Christie has acted boldly, he believes, by “putting
the people first and daring to touch the third rail of politics in order to
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bring reform to an unsustainable system.” He of course is referring
to his stance against public unions. This boldness and attention to the
greater good is why many see Christie as a potential candidate for the

presidency of the United States.

The Ugly Face of Optimism

America is an optimistic nation, and its tendency to look at the
sunny side of most everything has inspired it to accomplish the most
amazing feats and acts of human kindness and boldness ever known
to mankind. Yet its optimism has a dark side. There are many who
use this optimism as a veil to hide the truth of what lies behind their
endeavors, which they lace with unkindness, selfishness, and ill repute
toward their fellow citizens and future generations. The optimistic
nature of Americans distracts them, making them susceptible to fiscal
illusions and the wanton use of public money. The hapless are hood-
winked easily by hope, however harrowing the goals of the hollow-
hearted, they look through sunny lenses seeing only the outermost

beauty of an ugly beast that as a vulture lurks to feast on its prey.
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The Biggest Ponzi Scheme in History:
The Myth of Quantitative Easing

In 1920 the Boston Post contacted Clarence Barron, the founder
of Barron’s, to investigate a man who claimed to be racking up
remarkable gains for investors in an arbitrage involving the pur-
chase of postal reply coupons in one country and their redemption in
another. Charles Ponzi, the developer of the scheme, sought to con-
vince investors that differentials in inflation rates between countries
had created an opportunity for investors to purchase the postal reply
coupons on the cheap in one country—particularly Italy, and redeem
them in another—chiefly the United States, an arbitrage that Ponzi
said would enable investors to grow their money by several fold if
they invested with him. There in fact were differences between the
price of postal reply coupons postage bought in countries outside of
the United States and their redemption value, but there were sub-
stantial barriers preventing any actual arbitrage, including enormous
logistical challenges having to redeem the coupons, which were of
low denominational value. Ponzi birthed and perpetuated the scheme

nonetheless.

Barron sought to expose Ponzi’s scheme, noting in articles that
eventually brought the Post a Pulitzer Prize, that to support the claims
that Ponzi’s investors had on the investments he had supposedly made
for them that there would have to be 160 million postal reply cou-
pons in circulation when in fact there were only 27,000. These and
other questions led an angry and suspicious crowd to gather outside of

Ponzi’s Securities Exchange Company, which was located in Boston

113
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on School Street, a very short street and the site of the first public
school in the United States. Ponzi, who was famous for his deceptions,
convinced many in the angry crowd to stay calm and leave their money
with him, enticing them with little more than his charm, donuts, and
coffee. It wasn’t the first time that investors would be misled by the
potential for future profits and simple trappings. Donuts and coffee?
Really? Is it this easy to get investors to part with their money? Yes,

it seems.

From Donuts to Quantitative Easing (QEI
and QEII): The New Profit Illusion

Charles Ponzi offered donuts to turn back a suspicious crowd of
investors before his scheme was eventually found out. The Fed would
need millions of donuts to sate the appetites of the literally millions
of investors worldwide that hold U.S. Treasuries in what has become
the greatest Ponzi scheme of all time: the creation of a scourge of debt
so large that the Fed itself has had to purchase the debt to keep the
scheme going. To do so, the Fed simply pressed the “on” button to its
virtual printing press, crediting the account of the U.S. Treasury with
the money it needed to perpetuate the Treasury’s endless borrowing. In
the process, the Fed kept the demand for U.S. Treasuries deceptively
high, drawing in many classes of buyers, including households, banks,
pension funds, insurance companies, and, especially, foreign investors.
Their combined purchases creates a profit illusion, with investors believ-
ing that they will continuously reap profits from perpetually falling bond
yields and rising bond prices, just as they have had opportunity to do

over the past 30 years, amid the great secular bull market for bonds.

It can’t last. At the Keynesian Endpoint, the Federal Reserve’s
colossal bond purchases will likely, to the chagrin of millions of
unsuspecting bond investors, bring about an end to the bull market in
bonds. The Fed’s purchases have the sweet aroma of a freshly baked

jelly donut, and many a bond investor has been drawn to its savory
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sugary taste. The whiff of rotten eggs is what investors should instead
smell, but this is easily hidden with a nose pin, which the Fed places
on the noses of each investor, with the goal of creating perpetual ser-
endipitous moments that in the eyes of investors transform the rotten
stench into something far more delectable. Ultimately, the stench
of the Federal Reserve’s bond purchases will seep into the nostrils
of investors all around the world when it becomes glaringly obvious
that the Fed can’t possibly continue as the Treasury’s main source of
demand for long. Moreover, Treasury investors will realize that the
Fed’s purchases themselves create financial and economic conditions
that are bad news for them primarily because the purchases confis-
cate their inflation-adjusted returns as well as the purchasing power
of their dollars. Worse are the capital losses that investors in Treasury
securities may incur from having bought into the Ponzi scheme at
prices inflated by the Fed’s purchases, sort of like playing a game of
hot potato and getting stuck with the potato when the Fed abruptly

leaves the game.

The Intended Purpose of QEI and QEII

The ultimate intention of QEI and QEII differed from its initial
intention, as shown in the language the Fed used to describe QEI,
which was announced on November 25, 2008, and QEII, which was
announced on November 3, 2010:

“QEI” announced November 25, 2008: This action is being

taken to reduce the cost and increase the availability of cred-

it for the purchase of houses, which in turn should support

housing markets and foster improved conditions in financial
markets more generally.

Just how effective was the Fed in supporting the housing market?
Not much! This is evident in Figure 4-1, a chart that makes it blatantly
obvious why there is such a striking difference between the way the
Fed described the intentions of QEI and QEIL.
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“QEIIL,” announced November 3, 2010:

To promote a stronger pace of economic recovery and to help
ensure that inflation, over time, is at levels consistent with its
mandate, the Committee decided today to expand its hold-
ings of securities.

New 1-Family Houses Sold: United States
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Figure 4-1 Low mortgage rates failed to work their usual magic

Source: Census Bureau/Haver Analytics

The bottom line is that the Fed decided the best way to combat
having hit the so-called “zero bound” on rates and ease financial con-
ditions further was to endeavor to lower longer-term interest rates,
which, in the Fed’s vernacular are those rates that are as short as one

year and beyond, although it tends to mean two years and beyond.

Pocket Pickers

With the announcements of QEI and QEII and the purchases
that would follow, the Federal Reserve in essence began to pick the
pockets of Treasury bond investors throughout the world. To be sure,
the purchases were as sweet smelling as a dozen jelly donuts when
they began because they fattened the bellies of many investors who
held them through the very substantial price gains that resulted from
the sharp decline in Treasury yields (Figure 4-2).
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5-Year Treasury Note Yield at Constant Maturity
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Figure 4-2 Investors reaped big gains from big declines in Treasury yields

Source: Federal Reserve Board/Haver Analytics

The problem, however, is that the Fed essentially robbed Peter to
pay Paul, by pushing interest rates below the rate of inflation through-
out much of the yield curve (as shown in Figure 4-3), by reducing the
value of the U.S. dollar by pushing short-term interest rates below
what investors could earn on investments in other currencies, and by

increasing the supply of dollars in the world financial system.
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Figure 4-3 Real yields on Treasury securities have plunged

Source: Federal Reserve. Bureau of Labor Statistics
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Peter was the unsuspecting investor in Treasury securities drawn
into the Ponzi scheme by the allure of ever-rising Treasury prices, as
well as money market investors and fixed-income investors and savers

who depend on interest income to either support or enhance their

livelihood; Paul was everyone else invested in everything else.

How QEI and QEII Played Out

Table 4-1 shows the various announcements associated with QEI

and QEII and the schedule of long-term securities purchases the Fed

engaged in.

TABLE 4-1 Announcements by the Federal Reserve of Its Long-Term
Securities Asset-Purchase Programs (LSAPs), aka QEI and QEII

Date

Announcement

Period of Operations

November 25, 2008
“QEI”

March 18, 2009
“QEI”

November 3, 2010
“QEIT”

$500 billion purchase of
agency mortgage-backed
securities and $100
billion of agency debt

$750 billion purchase of
agency mortgage-backed
securities;

$100 billion to $200
billion of agency debt;
$300 billion of Treasury
securities

$600 billion purchase of
U.S. Treasury securities
and the continued
reinvestment of principal
payments from agency
debt and mortgage-
backed securities

December 2008 through
October 2009 for agency
debt; January 2009 through
March 2010 for agency
mortgage-backed securities.
March 2009 through

October 2009 for Treasury
and agency securities.

November 2010 through
June 2011. Reinvestment
of principal payments
extended beyond June 2011
to maintain the size of the
Fed’s balance sheet.

Source: Federal Reserve

Numerous studies and common sense tell us that the Fed’s large-

scale asset purchase program (LSAP) drove interest rates lower across

the fixed-income spectrum and in response lowered risk aversion
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substantially enough to drive investors into riskier assets and thereby
loosen financial conditions. Figure 4-4 shows the cumulative changes
in interest rates for various fixed-income instruments for eight “event
days” associated with announcements of LSAPs studied by the Fed-
eral Reserve Bank of New York.! All told, the study by Gagnon,
Raskin, Remache, and Sack suggest that the cumulative change for
Treasury yields on days the Fed influenced expectations for the total
future amount of LSAPs was a whopping 91 basis points, and the
study doesn’t even include the effects of QEII when rates dropped
very substantially in response to its voyage! An even larger footprint

was left on agency securities and agency mortgage-backed securities.
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Figure 4-4 Cumulative interest changes on baseline event set days

Sources: Bloomberg L.P.; Barclay’s Capital; Board of Governors of the Federal Reserve System

The decline in longer-term interest rates is the result of a decline
in the so-called term premium for market interest rates, which is to
say the extra yield that investors expect to receive over and above the
average of expected future short-term interest rates for the many risks
associated with holding a longer-term security, including the uncer-
tain amounts of volatility, liquidity, and inflation that will occur over a
longer-term horizon, in addition to numerous other uncertainties that

can arise over time. The Fed’s impact on longer-term rates therefore
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resulted more from a decline in the term premium for long-term rates
than from indications the Fed would likely keep short-term rates low
for an extended period, which the Fed repeatedly said it would in
the policy statements it delivered following its regularly-scheduled
FOMC (Federal Open Market Committee) meetings beginning in
March 2009. That month coincidentally marked the bottom of the

stock market following the onset of the financial crisis.

The portfolio-balance effect on term premiums for longer-term
securities resulted from the perceived reduction in risks associated
with holding these securities as described by Tobin (1958, 1969).%
The way it worked for the Fed is relatively simple: LSAPs removed
a large amount Treasury, agency, and agency mortgage-backed secu-
rities from the secondary market, thereby reducing the amount of
“duration,” or interest-rate risk, that the remaining holders of these
securities had to bear for changes in market interest rates. In essence,
the Fed reduced the amount of assets whose direction could be sub-
jected to influences such as those from short-term oriented investors,
leaving the remaining stock of assets to those more inclined to place
a premium on the assets, including pension funds, central banks, and
investment managers, for example, because these entities have an
intrinsic need for duration owing to their varied needs for duration. A
pension fund, for example, has longer-term liabilities it must attempt
to match with assets, including fixed-income assets such as U.S. Trea-
suries. In this way, the Federal Reserve kept the game going, encour-
aging traditional buyers to continue buying by using its printing press

to reduce the amount of longer-term securities in circulation.

The House of Pain: How Punishingly
Low Rates Bolstered Stocks, Other Assets,
and the Economy

The rebalancing effect resulting from the Federal Reserve’s large-

scale asset purchase program stretched across the gamut of financial
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assets, resulting in a substantial loosening of financial conditions, as
evidenced by the collective performance of corporate equities, cor-
porate bonds, and other financial assets, which is summed up in the

Bloomberg financial conditions index shown in Figure 4-5.
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Figure 4-5 Bloomberg Financial Conditions Index. The Bloomberg Financial
Conditions index combines yield spreads and indices from the money markets,
equity markets, and bond markets into a normalized index. The values of this
index are z-scores, which represent the number of standard deviations that
current financial conditions lie above the average of the 1994—June 2008 period.

Source: Bloomberg

The movement into riskier assets that was encouraged by the
Federal Reserve can be visualized by looking at a concentric circle,
with the least risky assets at the center and the riskiest assets at the
perimeter of the circle. Prodding investors to move out the risk spec-
trum to bolster the value of risk assets was a major part of the Fed’s
strategy, and it was highly successful, with the riskiest assets outper-

forming other assets amid the Fed’s buying binge.

Gains in the value of financial assets helped restore a chunk of the
$16 trillion in financial wealth that households lost during the finan-
cial crisis, thereby encouraging them to slow their effort to increase
savings and instead do what they have cherished doing for decades:

consume. These trends are shown in Figures 4-6 and 4-7.
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Households and Nonprofit Organizations: Net Worth
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Figure 4-6 Net worth of households and nonprofits

Source: Bureau of Economic Analysis/Haver Analytics
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Figure 4-7 Why save when your stock and home values are climbing?
Prices never fall. Surprise! Yes they do.

Source: Bureau of Economic Analysis/Haver Analytics

Now, if you are thinking that the gains in wealth are funny money,
you're right because they resulted from the dual effect of the decline
in term premiums for long-term assets and the migration of money

out the risk spectrum, both spurred by the Fed’s printing press, which
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has nothing to do with ingenuity or innovation or gains in national
wealth. Nor were the gains the result of any increase in the three
so-called factors of production that facilitate output: land, labor, and
capital goods. Land refers to not only the quantity of land available
for output, but the many goods that can be derived from land, such
as food, energy, and metals, among others. Labor includes both the
quantity of people and their productive capabilities, their skill sets,
attributes these days thought of as human capital. Capital goods refer
to factories, machinery, tools, technology, and buildings used in the
production of goods. Each of these factors of production has proven
throughout history to be vital to building the wealth of nations, but
they had nothing to do with the rebound in wealth in the United
States following the wealth destruction that took place from the onset
of the financial crisis. It was the Fed’s printing press that restored the
wealth lost—wealth, mind you, that was previously built on debt. That
last point is important because it suggests that the wealth that was
destroyed should remain destroyed unless the decades of claims that
originated as claims against future wealth are repaid and true wealth
is built, either via increases in the factors of production or increases in
the national savings rate, which can only occur if the U.S. eliminates it
massive budget deficits and or increases its trade balance with the rest

of the world by an amount larger than the size of its budget deficit.

The Biggest House of Pain of Them All:
The Money Market

Much of the migration into riskier assets was encouraged by the
Fed having created a “house of pain,” through not only a decrease
in term premia for longer-term bonds, but also its zero interest rate
policy, commonly known as ZIRP. The Fed mercilessly created an
investment climate in the money market so punishing that it drove

investors to seek refuge in other assets. This is evident in the exodus
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from money market funds that in 2009 resulted in outflows of $280
billion and a whopping $392 billion in 2010. Substantial outflows
continued into 2011 (Figure 4-8). These outflows helped other asset
classes to flourish, just as the Fed hoped.
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Figure 4-8 Total amount invested in money market funds

Source: Investment Company Institute (ICI)

In addition to ZIRP, further downward pressure on money mar-
ket rates occurred in April 2011 when the Federal Deposit Insurance
Company (FDIC) began assessing fees on not just deposits, but also
other liabilities, including repurchase agreements, or repo, the market
by which banks exchange their securities holdings (usually Treasur-
ies) for cash, at a rate close to the federal funds rate, the rate targeted
by the Fed at between zero and 0.25 percent since December 16,
2008. The action significantly reduced the attractiveness of the $2.5
trillion repo market (the biggest segment of the money market) as a
source of bank funding because it closed the arbitrage opportunity
that banks since 2008 had taken advantage of by borrowing in the
repo market at rates of around 15-20 basis points and then deposit-
ing the money at the Fed to earn the 25 basis points the Fed paid

on excess bank reserve, thus netting the difference. For investors in
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repo, which include many of the nation’s top investment firms as well
as money market mutual funds, the FDIC’s action was like salt in
their wounds because they were already taking a pounding from the
relentless increase in financial liquidity resulting from QEII, which

was pressuring repo lower, like a steel roll sitting atop a pancake.

Needless to say, other money market rates such as those for
T-bills, commercial paper, and certificates of deposit were also sitting
beneath the steel roll, as they always do when the Fed is rolling it,
because these rates are very closely tied to the federal funds rate, as
shown in Figure 4-9. In other words, the Federal Reserve can at any
time pick investors’ pockets through what to money market investors
is a dastardly form of financial repression that forces them to receive
rates of interest that are below the inflation rate—a negative real rate

of return.
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Figure 4-9 Money market rates closely follow the fed funds rate, which is
controlled by the Federal Reserve.

Source: Federal Reserve
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What the Fed and Yucca Mountain Have
in Common and Why “Quantitative
Easing” Is a Misnomer

History is laden with failed attempts at creating new money to
shed debt. Greek tyrant Dionysius of Syracuse, now Sicily, at around
400 B.C. resorted to coinage debasement when his fortunes declined.
Germany, of course, debased its currency before World War 11, lead-
ing to hyperinflation. More recently, Zimbabwe printed massive
amounts of currency, also leading to hyperinflation—I purchased tril-
lions of Zimbabwe dollars on eBay for a few U.S. dollars! Such are the

ravages of excessive use of the printing press.

Debasement of indebted nations’ currencies depends importantly
on the excessive creation of money. Today, the deleveraging process is
preventing this from happening. This brings us to a critical point: By
themselves, increases in the quantity of bank reserves resulting from
central bank activities cannot boost the money supply; only banks can
create money supply. To illustrate the point, let’s look at a sample
T-account (that is, a basic two-column accounting table; see Figure
4-10) for a U.S. bank and its customer.

T-Account
Changes in Assets | Changes in Liabilities
ABC Company XYZ Bank

Demand Deposits | Bank Loan Loan to ABC Co. | Demand Deposit to ABC Co.
+20,000 | +20,000 +20,000 | +20,000

Figure 4-10 The rule of money creation: only banks can expand the money
supply

ABC Company borrows $20,000 from XYZ Bank, which, like all
banks, is an intermediary between the Fed and the public. Banks, in
fact, are the only entities allowed to offer checking accounts.

As the T-account shows, the immediate effect of the loan is to

increase total demand deposits by $20,000, but no decrease has



CHAPTER 4 ® THE BIGGEST PONZI SCHEME IN HISTORY 127

occurred in the amount of currency in circulation. Therefore, by mak-

ing the loan, XYZ Bank has created $20,000 of new money supply.

The ability of banks to create loans and thus boost the money sup-
ply is what worries those who focus on the quantity of reserves that
the Federal Reserve has injected into the financial system. Roughly
$1.5 trillion of excess reserves were injected into the U.S. banking
system as a result of the Fed’s asset-purchase programs, which is
about $1.5 trillion more than normal—banks typically would rather
lend their excess reserves than leave them deposited at the Fed (Fig-

ure 4-11) where they earn next to nothing.
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Figure 4-11 Banks are depositing their reserves rather than lending them.

Federal Reserve Board/Haver Analytics

In normal times, the banking system can turn one dollar of
reserves into about eight dollars of new money supply because a bank
can lend 90 cents on the dollar after putting 10 cents aside at the
Fed for a reserve requirement. A bank on the receiving end of the
90 cents can lend out 90 percent of that, or 81 cents, and so on and so
forth until presto: One dollar becomes eight dollars. This is why the
monetary base, which represents the money, or reserves, injected into
the financial system by the Federal Reserve, is called “high-powered

money.”
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Bank reserves in their enormous quantities therefore are toxic,
but in the same way that nuclear waste is of no danger as long as
it is tucked away either in Yucca Mountain or concrete casks, bank
reserves are of no danger to fueling inflation as long as they are held
at the Fed. This is why the term “quantitative easing” is actually a
misnomer—no actual increase in the money supply resulted from the
Fed’s creation of bank reserves because banks did not lend out the
reserves. Only when the concrete cracks—when banks utilize their
excess reserves and lend again—can the creation of reserves be called
quantitative easing. When this happens and the money thus begins to
seep out of Yucca Mountain, the Fed will begin to remove the toxins,
eliminating the dangerous potential for excessive coinage, or so we

hope.

Draining the Toxins

How will the Fed drain the toxins? Here is the expected

sequencing:

1. Allow the run-off of agency mortgage-backed securities:
Many of the mortgage payments made by American households
go toward paying off mortgages held by the Federal Reserve
in the form of mortgage-backed securities. As households pay
their mortgages, rather than recycle those payments with the
purchase of Treasury securities, the Fed will simply hold the
money, essentially removing the money from circulation. This

will amount to between $15 billion to $20 billion per month.

2. Conduct reverse repos: The Fed will conduct open market
operations whereby it will lend securities to the nation’s pri-
mary dealers in exchange for cash. Primary dealers are required
to participate in these operations, which will drain around $600

billion or so from the financial system.
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3. Auction term-deposits through the Fed’s Term Deposit
Facility (TDF): The Fed will offer term-deposits via an auc-
tion process whereby banks bid to earn a desired yield for
deposits they keep at the Fed. The rate is generally up to a few
basis points at most above the interest rate the Fed pays on
excess reserves and hence attractive to banks. The TDF will

drain approximately $200 billion from the financial system.

4. Raise interest rates: In an interest-rate targeting regime,
the only way to alter the interest rate is to adjust the supply of
money. The Fed will therefore have to drain reserves from the

banking system in order to increase the cost of money.

5. Sell securities: Selling securities is last in the sequencing for
a number of reasons. First, the Fed has no experience selling
securities of the magnitude it must sell them this time around
if it is to shrink its balance sheet. This means the Fed can’t be
sure of the impact that its actions would have on both the finan-
cial markets and the economy. Second, the market’s capacity
to hold mortgage-backed securities is almost certainly lower
than it was before the Fed bought $1.25 trillion of them. Third,
any sale of mortgage securities could weaken an already weak-
ened housing market by boosting the cost of mortgage finance.
Fourth, the Fed likely has no appetite for selling any of its assets

at a loss out of fear of political backlash.

Let’s hope that when the money starts to seep out of Yucca Moun-
tain that the Fed’s Geiger counters are both working properly and in
use at the Fed. If not, we will have a serious inflation problem at some
point. The most likely scenario is that the Geiger counters will work,
be heard loud and clear at the Fed, and prompt a swift and effective

response. Again, let’s hope.
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Why $1.25 Trillion of Mortgage Buying
Did Diddly for Housing

So far we've talked a great deal about how QEI and QEII affected
economic and financial conditions. Let’s now talk a bit about how
little it did for housing. Recall that when the Fed announced QEI
in November 2008, it said it was taking the plunge to “reduce the
cost and increase the availability of credit for the purchase of houses,
which in turn should support housing markets and foster improved
conditions in financial markets more generally.” Oh, yes, I forgot:
QEI was for the housing market. Did it help? Not an iota. Let’s take
a closer look at what happened. It offers lessons about the challenges
indebted nations face at the Keynesian Endpoint, which require a
reduction in debt and in the excesses built up in the real economy by

indebtedness.

There are a number of reasons why the housing market did not
respond to the decline in mortgage rates shown in Figure 4-12. One of
these is the very sharp tightening of lending standards that occurred
in response to the onset of the financial crisis. According to the Fed-
eral Reserve, the percentage of banks that tightened were tightening
their lending standards increased to about 75 percent in the second
quarter of 2008. The subprime market was essentially shut down, with
almost no new subprime mortgages originated in the United States in
the aftermath of the crisis. This contributed to a decline in the home-

ownership rate, which is shown in Figure 4-13.
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Contract Rates on Commitments:
Conventional 30-Yr Mortgages, FHLMC
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Figure 4-12 Mortgage rates fell after the crisis. Housing languished nonetheless.

Source: Federal Reserve Board/Haver Analytics
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Figure 4-13 Homeownership rate in the United States

Source: U.S. Census Bureau

No amount of Fed liquidity could make banks lend to subprime
borrowers after they took such heavy losses from subprime mort-

gages. This is one of the lessons of the post-crisis policy response, the
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idea that liquidity cannot solve a solvency problem. It merely forms a

bridge, and often it is a bridge to nowhere.

Liquidity and the cost of money are also of no use when there is
excesses in the real economy that need to be worked off. The excesses
arise from debt-led consumption patterns that can’t possibly be sus-
tained without sufficient growth in real incomes and savings, includ-
ing at the national level. These were lacking before the financial crisis
began, and they remained barriers to the housing market’s recovery
in its aftermath. Figure 4-14 makes clear that the massive amount of
excess supply of homes presented a formidable challenge to policy-

makers hoping to revive the moribund housing market.
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Figure 4-14 Number of existing homes for sale

Source: National Association of Realtors

Confidence was also lacking in the housing market, and it, along
with income growth, is one of the two market pillars. Figure 4-15
shows the miserable level of consumer confidence that resulted from
the financial crisis. No amount of liquidity can make people feel bet-
ter about buying houses when they are fearful about the future both

for housing and the labor market.
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Conference Board: Consumer Confidence
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Figure 4-15 Housing can’t bounce if consumers feel glum.

Source: The Conference Board/Haver Analytics

What Then Will Revive Housing Beyond
the Keynesian Endpoint?

If the Fed and Washington can’t revive the housing market, how
will it recover? The answer is to look beyond foreclosures and finance
to demographics and construction. In doing so keep in mind this idea:
People are born short a roof over the heads, and they eventually have
to recover. So as long as the population grows and the construction of
new dwellings stays below the household formation rate, empty space

will fill up, and prices will eventually stabilize.

A population that grows 2.7 million persons per year at a time
when construction is at a standstill will be sufficient over a few years
to bring the single-family vacancy rate low enough to boost rents
and—much later, home prices. This is not really a prediction—it is
already happening. Any downturn in prices shouldn’t go far because
the demographic influence will be too powerful, especially now that

the U.S. economy has stabilized because household formation will
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increase—roommates will get tired of each other, and mama’s boys
will finally move out of the house (although not in Italy, where mama’s
boys stay at home far longer than seems normal!). Population growth
of 2.7 million per year should result in about 1 million new house-
holds, a rate that far exceeds the pace of new construction, which is
running under 500K per annum. (Some housing starts are actually
replacement homes, which means the actual increase in the housing
stock is running below the 500K annual rate for housing starts.) This
will inexorably lead to a decline in the vacancy rate. So yes, the home-
ownership rate will decline, but so will the vacancy rate, which will

boost rents and hence the value of those empty homes.

Housing will muddle through its inventory dilemma for as long
as the economic recovery continues. Economic growth is important
during this time to prevent any meaningful decline in home prices.
Already about 25 percent of homeowners owe more on their mort-
gages than their homes are worth. A drop of another 10 percentage
points could put another third of homeowners below water. The sec-
ond-round effects of such a decline would be extremely damaging to

the economy and spark another round of deleveraging economy-wide.

Who Will Buy Treasuries if
the Fed Doesn’t?

QEI and QEII resulted in the purchase of about $2.5 trillion of
Treasury, agency, and mortgage-backed securities, and in the first
half of 2011 the Federal Reserve purchased nearly as many Treasur-
ies as were issued by the Treasury Department. In other words, the
U.S. government was heavily reliant upon the Fed to finance the U.S.
government. This isn’t to say the Treasury would have been unable to
fund itself if not for the Fed, but what it does mean is the Treasury

would have been unable to fund itself at the interest rate levels it did.
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It is therefore important to ask what will happen when the Fed
stops buying, particularly given the vast amount of Treasury securities

the U.S. must issue in order to fund itself. It certainly is a pickle.

To answer the question, first consider who it is that owns Treasur-
ies. Table 4-2 indicates quite clearly that the U.S. heavily relies upon
foreign investors to fund itself, with foreign investors holding more
than half of all U.S. Treasury securities outstanding. This cohort is
therefore the most important and the one that Washington should
be trying to please most. Yet, it’s not doing too well in this depart-
ment because it has not done anything serious to tackle the U.S. debt
problem. The inability of Washington to get its financial house in
order puts the United States at serious risk of losing the confidence
of foreign investors. If this happens, then the cost of borrowing will
skyrocket in the United States, and the United States will be forced
into austerity measures that will lower the standard of living for all

Americans.

TABLE 4-2 The Major Holders of the $9.62 Trillion of U.S. Treasuries
Outstanding as of March 31, 2011

Amount Held, in

Holder Billions of Dollars % of Treasuries Outstanding
Foreign investors 4,445 46.0
Federal Reserve 1,340 13.9
Household sector 959 9.9
State and local 506 5.3
governments

Private pension funds 505 5.2
Money market mutual 338 3.5
funds

State and local 188 1.9
retirement funds

Federal retirement 133 1.4
funds

Source: Federal Reserve
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Threats to the U.S. Dollar’s
Reserve Status

Probably the biggest savior for the U.S. in terms of its ability to
finance itself is the fact that despite all of the problems the U.S. faces,
the U.S. dollar remains the world’s reserve currency, which means
that more of the world’s transactions are conducted in dollars than
any other currency. This provides an enormous amount of support to
the U.S. dollar because it creates a large set of natural buyers, in par-
ticular, foreign central banks. Moreover, the United States is a super-
power, and hence it is the world’s greatest power militarily, politically,
and economically. The combination of these influences gives foreign

investors confidence when investing in the United States.

Still, as ever present as these conditions have always seemed, the
lines between the United States and other nations is blurring largely
because of the ascension of other nations—China in particular. The
root of this transformation is economic, but it is also political, with
the rest of the world seen as having lost some of its confidence in the
United States’ ability to lead following troubles in the Middle East.

On the economic front, the idea that investments in the United
States are completely safe has lost some of its luster and is under threat.
While the rest of the world is in the midst of a secular upswing, the
United States is arguably in the midst of a secular downturn, brought
on by an unwinding of the excess use of financial leverage, a lack of
national savings, and large fiscal deficits.

In the past, investors did not question actions taken by the fis-
cal authority to assist the private sector. Times have changed. Today,
investors have made sovereign credit risk their risk factor du jour. No
longer are investors sitting ready with blank checks to underwrite fis-

cal profligacy. Like a banker, investors are asking themselves, “Would
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I rather lend money to nations such as the United States whose debt
burden is worsening, or to nations where it is improving and in many
cases already very low?” To many investors, including those in the

United States, the answer is patently obvious.

For the United States, its hegemony in vital areas looks likely to
be retained for quite some time, so any erosion of the U.S. dollar’s
reserve status is likely to take many years, perhaps a generation or
more. Where, for example, if not in U.S. dollars can the world house
its roughly $10 trillion of international reserves? In the euro? Not
likely given that Europe is also working through a sovereign debt
dilemma. Investors can’t turn to China, either, despite its strong fiscal
situation because China’s currency is not yet a free-market currency,

and China has no bond market to house the world’s reserves.

Central Banks Are Diversifying Away from U.S. Dollars

Although the U.S. dollar looks likely to retain its reserve status
for quite some time, it has been losing its status slowly but surely for
nearly a decade now, with more of the world’s reserves flowing to
other currencies and into the real economy. For example, as shown
in Figure 4-16, the U.S. dollar in early 2011 represented 61 percent
of the world’s reserve assets, down from 71 percent ten years earlier.
The euro during this time ascended from 20 percent of the world’s
reserves assets to 26 percent. No speeding up of this trend is likely
given Europe’s problems, but what is important to infer from these
data is that they indicate the world has grown less confident in the
United States, particularly now that it has reached the Keynesian
Endpoint, because the United States can’t solve its problems by end-

lessly borrowing from the rest of the world.
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All Countries: Share of National Currency
in Total Holdings: U.S. Dollar
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Figure 4-16 The U.S. dollar is slowly losing its standing abroad.

Source: International Monetary Fund/Haver Analytics

Excessive U.S. Debts Will Drive Cash Flow
Decisions Globally

The gradual loss of the U.S. dollar’s reserve status is driven by
a conscious decision by the world’s central banks to diversify their
reserve assets to not only minimize the risks associated with holding
the currency of a heavily indebted nation—the United States—but
to more closely align their reserves with trends in international trade,
where the U.S. shares the stage with formidable players and is slowly
seeing its influence erode. For example, China and Brazil in 2009
agreed to settle their trade invoices in their respective currencies
bypassing the U.S. dollar as a means of settling trade between the two

countries.

Facing losses from both a decline in the value of the U.S. dollar
and low investment returns in dollar-denominated assets such as U.S.
Treasuries, the world is actively seeking alternative investments. For
example, China is investing in mining companies and commodities,

and it is carving out shipping lanes, seeing these as better places to put
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their money. China knows that it will need commodities to produce
goods it will sell to the world, so it seems it is making a surefire bet on

its own future. It certainly seems a better bet than U.S. Treasuries.

Other nations are sure to follow China’s lead, recognizing that
at the Keynesian Endpoint investments in indebted nations such as
the United States, Japan, and those in Europe are unlikely to return
as much as they used to. In this way, sovereign debt is likely to be a
powerful influence that will the movement of global cash flows for

many years to come.

It’s Time to Make the Donuts

QEI and QEII were necessary evils at a time when the U.S. finan-
cial system was on the brink, but they are unsustainable means of
funding the U.S. government. Ultimately, the United States must
own up to its past sins and let the deleveraging process play itself out.
It can’t pretend that previous levels of demand can be restored simply
by turning on the printing press at the Federal Reserve. The United
States instead must recognize that only by increasing investment in
its people, its land, and its infrastructure can it promote economic
growth rates fast enough to justify consumption levels previously sup-
ported by a wing and a prayer—by debt.

For the Federal Reserve and the U.S. Treasury, it is time to make
the donuts because there is a crowd standing outside, and although
there is no wrongdoing to make them as angry as the crowd that stood
outside of Charles Ponzi’s office before he was busted, they are just as
anxious, and it is going to take a lot of convincing to get them to show
up at the next Treasury auction and the one after that, and the one
after that, and....
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How the Keynesian Endpoint Is
Changing the Global Political Landscape

The scene: A walkway in a tree-lined park on lovely summer

afternoon

The players: A dark-suited man, ostensibly politician Republi-
can Congressman Paul Ryan (who wishes to reform Medicare) and
grandma, 80 years old

In a finely appointed dark suit, a man is walking an elderly and
frail white-haired woman in her wheelchair through a park on a glo-
rious afternoon, where the sun’s rays can be seen bursting through
the park’s leaf-covered skies. The woman is closed-lipped but smiling,
turning her head ever so gingerly toward the seemingly kind man,
whose smug face seems out of tune with the melody playing both
in the background from an unknown source and in the heart of the
woman, whose smirk casts an outward glow of the joyful feeling she
has inside, no doubt from the memory of a life filled with thousands

of similarly blissful days.

In haste, the smug man quickens his steps, but he says nothing to
the old woman; she sustaining her smile, although now only with her
lips—her eyes opening wider, her knees touching, and her shoulders
hunching like a cat at the ready. The melody is still playing, but now

only in her ears, her heart sullen with fear.

Faster still go the steps of the man, whose dark hair holds still
even as the woman’s flowered apron wrinkles, matching the lines on

her face. The stroll darkens as the walkway brightens, where through

141



142 BEYOND THE KEYNESIAN ENDPOINT

the trees an opening is ahead. There’s a cliff there. The pair moves
toward it. It is the woman’s final glimpse at the sun and the open skies
as she is ushered to the cliff where her wheelchair is tipped forward
like an applecart, and she tumbles out over the cliff.

What you ask is this horrifying scene? (Don’t worry, the elderly
actress is just doing fine; a mannequin was tossed over the cliff). It is
a commercial made by a group of “concerned citizens,” better known
to some as “liberal attack dogs.” The message in the commercial is
obvious, but the attack dogs leave nothing to chance, flashing onto
the screen the message, “America can’t be beautiful,” pausing for a
moment and then adding, “Without Medicare.” The ad was uploaded
to the Internet and could be found on Youtube.com in the spring of
2011. It was meant to alarm senior citizens about proposed cuts to
Medicare, in particular to changes in the program proposed by Rep-
resentative Paul Ryan, the chairman of the U.S. House Budget Com-

mittee, who ostensibly is the protagonist in the shocking commercial.

This particular attack ad is an attempt by politicians to summon
the powerful dynamics of gerontocracy to gain the support of senior
citizens and get re-elected. A less sinister view would be that poli-
ticians are attempting to support policies they believe are best for
the United States. The latter thesis in a different era would be more
believable than the former, but it has become difficult to put blind
faith in politicians in recent years, they acting so irresponsibly with
public money.

The ad is a sign of the times and indicative of the immensely pow-
erful impact that government indebtedness is having on the political
landscape throughout the world and the many dramas that going to
continue to play out on the world stage. Protests against cuts to salaries,
pensions, and healthcare benefits have already become commonplace
in countries worldwide, including in Greece, Spain, Portugal, London,
Sti Lanka, Romania, France, as well in the United States, where there
have been protests in Wisconsin, New York, Washington, Michigan,

and New Jersey, among many other states, cities, and smaller towns.
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Public furor over fiscal austerity will make it difficult to imple-
ment the austerity needed to rehabilitate the public sector’s poorly
situated balance sheet. The scene described here is one example. In
the United States, politicians are under pressure to maintain existing
entitlement programs and the promises they made over many years
with public sector unions. Consider what happened in New York in
May 2011 when the state held a special election for an open congres-
sional seat in the 26" Congressional District in the western part of
New York. Astoundingly, a Democrat won in a district widely known
to be conservative. Kathy Hochul, the Democratic candidate and a
country clerk, beat Republican opponent Jane Corwin, an assembly-
woman, by a margin of 47 percent to 43 percent, with the balance of
the vote going to independent candidates. Hochul ran openly against
Paul Ryan’s plan to slow the growth rate of Medicare. Her victory is
widely seen as evidence of the political pressure that politicians face
in attempts to control entitlement spending and by extension the U.S.

debt problem.

In her victory speech, Hochul shed light on her campaign strategy,
which was to focus beyond the cohort of people aged 65 and older, by
focusing on those who are not far from senior citizenry. Hochul said
sarcastically of her victory that night,

Yes, we are all future seniors, that’s for sure. It’s the future

seniors they were going after, and we didn’t like that did we?!

Hochul added a specific reference to Medicare, as many others
did that night and in its aftermath:

The voters of this district have sent me to Washington because
I said I'm willing to fight for them on Medicare, make sure
the lobbyists pay for their fair share and get our budget under
control. The question is: Did I have the confidence and faith
of Republicans, Democrats and independents who listened to
our message loud and clear? We're going to protect seniors,
we're going to protect the middle class and small businesses.>

Nancy Pelosi, the former Speaker of the House in the U.S. House

of Representatives and widely cast as a liberal, said,
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Kathy Hochul’s victory tonight is a tribute to Democrats’
commitment to preserve and strengthen Medicare, create
jobs, and grow our economy, and it sends a clear message that

will echo nationwide: Republicans will be held accountable

for their vote to end Medicare.?

O, the pressure today’s politicians must bear for having to be the
ones who have to shrink the scope of entitlement programs after their
predecessors for 50 years did nothing but expand them! Never mind
that entitlement spending accounts for close to 60 percent of all U.S.
spending—the U.S. can solve its debt problem by cutting everything
else! Not! The fact is, it will be exceedingly difficult if not impossible
to trim the budget deficit without cutting spending on entitlements
because there is no meat on the bone to cut from these other areas.
For example, the one area presidents often say they are going to cut or
“freeze” is nondefense discretionary spending. This is one of the few
areas they can exert any control over. The problem is nondefense dis-
cretionary spending represents a very small slice of the overall spend-
ing pie, totaling just $689 billion in 2010 compared to overall spending
of about $3.5 trillion.* The meat is on the entitlement spending bone,
so any politician that says he or she can reduce the U.S. budget deficit
as much as is necessary to stabilize the U.S. fiscal situation is either

lying or a magician.

No Grand Bargain on the U.S. Deficit
Problem Until After the 2012 Election

Saddled with worry over how the public will respond to any pro-
posals that would reduce the growth rate of entitlement spending
(as opposed to reducing the actual amount of entitlement spending,
which is extremely unlikely owing to factors related to demograph-
ics and inflation), politicians are likely to sit on their hands and do
very little ahead of the 2012 election. In other words, there will be

no grand bargain between Republicans and Democrats that strikes a
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balance between the Ryan plan or any other Republican plan and any
plan the Democrats might put forth. Instead, both parties are likely to
continue to kick the can down the road, content that by having raised
the debt ceiling for about the eightieth time in U.S. history, that they

will have again staved off a problem—for themselves at least.

Failure to do more than agree to an outline for future deficit
reduction constitutes another in a series of abuses of the U.S. reserve
status privilege. It is another step in the eventual loss of the U.S.
reserve status of the U.S. dollar—it will be a process, not an event.
The process has actually been underway for quite some time, with the
U.S. dollar falling from 71 percent of the world’s reserve assets at the

start of the millennium to 61 percent in early 2011.5

The world, in other words, is already diversifying out of U.S. dol-
lars, a process that is likely to continue for two reasons. First, the
U.S. is likely to experience a slower rate of economic growth than
many other parts of the world, in particular the emerging markets,
owing to its massive debts, poor demographics, large current account
deficit, and poorly comprised public spending. (Compared to nations
with healthier balance sheets, the U.S. spends very little on infra-
structure, R&D, and education, allocating a large share of national
income toward healthcare.) As the U.S. economy shrinks as a share
of global trade, so will use of the dollar, which is currently the world’s
medium of exchange. Second, the inattentiveness of U.S. policymak-
ers to address the structural factors that are worsening the fiscal posi-
tion of the United States will compel foreign investors to behave as
any good banker would by derisking their reserve portfolios, increas-
ingly allocating money away from the United States toward countries
whose balance sheets are improving rather than deteriorating. This
will further reduce the proportion of the world’s reserve assets that
are held in U.S. dollars.

The diversification process will be sped up by continued reckless-
ness toward budgetary matters, such as what was seen in 2011 when

policymakers took a battle over the debt ceiling to the brink, with
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Democrats and Republicans playing a dangerous game of chicken
over whether deficit reduction should be comprised of spending cuts,
tax increases, or some combination of the two. This oft-repeated game
of Russian roulette occurring at a time when the world has tapped the
last balance sheet is the height of recklessness. Foreign central banks
will not be party to this sort of fiscal irresponsibility and will use it
as a wakeup call to the tail risks they face in holding vast amounts of
sovereign money in U.S. dollars.

Certain events have a way of waking people up to risk, and it
changes their behavior for years afterward. September 11t of course
woke up the United States and other nations to glaring security
lapses that previously went undetected. And it resulted in widespread
changes in security measures on a variety fronts, including efforts to
protect borders, airports, and buildings, as well as intelligence collec-
tion. In a far different vein, but one that speaks to how certain events
act as markers for changes in the way things are done, the devastating
earthquake that occurred off the coast of Sendai, Japan, on March
11, 2011, illuminated the heavy dependence that much of the world
has on Japan for supplies in major industries such as the automotive
industry and the technology sector. In fact, economic data throughout
the world showed a very significant impact on industrial output from
cutbacks in the production of automobiles and high-tech equipment
in the aftermath of the earthquake. It is felt that in the aftermath of
“3/11” (in the same way that many refer to the tragic events of Sep-
tember 11, 2001 as “9/11,” many in Japan refer to the tragic events of
March 11, 2011 as “3/11,” or “three-one-one”) many global companies
that depend on Japan for supplies will diversify and add new suppliers

to reduce the risk of future disruptions to their production schedules.

Although the battle over the U.S. debt ceiling can hardly be
called a seminal moment in the evolution of the U.S. dollar as the
world’s reserve currency, it will reinforce and perhaps hasten slightly
the diversification of the world’s reserve assets away from U.S. dol-
lars toward alternative currencies by alerting investors to the folly of

U.S. policy toward its fiscal situation. Although no individual currency
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stands ready to take the mantle (Europe is a mess, Japan has too much
debt, and China doesn’t have fully convertible currency nor a bond
market to house the world’s reserve assets), continued abuse in Wash-
ington of the reserve-status privilege of the U.S. dollar will speed the
diversification process, which at some point could result in the dollar
falling to under 50 percent of the world’s reserve assets, with a plural-

ity of other currencies thereby becoming more dominant.

If a plurality of currencies become the dominant global reserve
asset, real interest rates will likely rise in the United States, crimping
economic growth and lowering investment returns on riskier assets
such as corporate equities. Increases in funding costs will require fur-
ther austerity, harming economic activity still further. An increase of
just a percentage point on the roughly $10 trillion of public debt out-
standing in July 2011 amounts to an additional $100 billion of annual
interest expense, holding the debt load constant and pushing aside
the cost of interest on interest, which of course we can’t because both
the debt load and the amount of interest paid on interest will increase
as long as the United States has a budget deficit—as it surely will for

many, many years to come.

The political pressures Washington will feel ahead of the 2012
election will result in mini bargains containing outlines at best for
future deficit reduction. For example, there will be no provision that
states Part D of the Medicare program (the prescription drug program
begun in 2003) will be reduced because that would scare seniors, and
anything that scares seniors politicians will not touch. No meaningful
specificity is likely until after the 2012 election. In other words, the
U.S. is likely to continue to kick the can down the road on its fiscal
dilemma and further abuse its reserve currency privilege, opening the
door to further depreciation of the U.S. dollar, higher real interest
rates, lowered investment returns, and weaker economic activity. To
the politician, these costs do not seem to have resonated much, as is
evident by the fiery and consequential battle that took place over the
debt ceiling in the summer of 2011, which is why many believe Wash-

ington won’t wake up unless or until there is a crisis.
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Beyond the Keynesian Endpoint Leaders
Must Lead

The political battles playing out on the world stage are therefore a
major problem for indebted countries. Politicians are inclined to give
in to pressures applied from their constituency on major issues—it
is the essence of democracy to do so and to let the will of the people
decide, after all, but this a rare time when letting the people decide
what is best for a nation may not be what is best for a nation, or a state,
or a city, for that matter. Instead, this is a time when policymakers
have to make honest assessments of the actions they believe are nec-

essary to right the ship. It is a time for leaders to lead, in other words.

Take Greece, for example. When George Papandreou became
Prime Minister of Greece in November 2009, he discovered that
his nation’s budget deficit was much greater than he previously
believed. Papandreou proclaimed to the world in December 2009
that his predecessor had disguised the size of the deficit, which in
2010 reached 10.5 percent of the nation’s gross domestic product.
Combined with an already-high stock of debt, the deficit created an
intractable problem for Greece. Recognizing the dilemma, investors
saw Greece as a bad credit, forcing Greece to pay high interest
rates to investors in order to be compensated for the risk of owning
Greek bonds. This worsened the problem because interest rate levels
exceeded the growth rate in Greece’s economy. In such a situation
where the interest rate on a nation’s debt is higher than the growth
rate for its gross domestic product (in nominal terms), its debt-to-
GDP ratio will rise in perpetuity.

In 2010 Greece faced a deep crisis that required it to borrow $140
billion from the European Union and the International Monetary
Fund in exchange for austerity measures that would stabilize Greece’s
finances. It still wasn’t enough, despite the loan package amounting
to almost half the size of Greece’s economy about $14,000 per person

for each of Greece’s 10.7 million citizens.®
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In 2011, Greece needed another bailout, but lenders would not
agree to one unless Greece took more drastic actions than it did the
previous year. Facing political pressures of their own, Germany and
France and the rest of the European Union demanded Greece imple-
ment additional austerity measures before they were given additional
aid because the European Union risked losing support from their

constituencies for not just the support package but also for the euro.

Papandreou crafted a $113 billion austerity plan for Greece that would
inflict a great amount of pain onto its people, who rose up in objection to
the harshness of the plan, defined as much by the change it would impose
on its people’s way of life, especially for public sector employees, which

accounts for about 25 percent of employment in Greece.

On June 29, 2011, Greek citizens took to the streets by the thou-
sands to protest an impending vote on the austerity plan. Many protes-
tors were dressed ominously in all-black clothing, covered fully except
for their hands and above the noses of their face, their menacing eyes
peering through their covering. The protestors hailed rocks and bot-
tles, lit fires to cars, and charged at uniformed police with wooden
sticks and metal pipes, shouting at them with great passion and verve.
All the while the protestors fended off a constant dispersion of tear
gas and the risk of serious physical harm, which is a constant risk amid
the madness of crowds. The crowd amassed outside of the Hellenic
Parliament in Athens, where 300 parliament members were holed up
inside to vote on the $113 billion austerity plan that lenders wanted
to see Greece approve before divvying out any additional loans. In a
fine display of bravery and sense of duty to their nation, the members
of parliament were completely undeterred by vociferousness of the
crowd and the tear gas that could be seen outside of the parliament
building, where the stench of the gas was seeping inside. They voted
in favor of the plan by a count of 155 to 138, with a few abstentions.

As part of the $113 billion austerity plan, public sector workers

would be asked to pay more into their pension plans, have their pen-

sion and health care benefits cut, and retire later in life. Tax rates
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were increased, the income threshold for paying taxes was lowered
to $11,600 from $17,400, and the number of people employed by the

public sector was cut. Greece would also privatize about $70 billion

of public assets.

Figure 5.1 Protesters fill the rotunda of Wisconsin’s capital, February 2011.

Source: Antenna, University of Wisconsin

Figure 5.2 Protesters at the Hellenic Parliament in Athens, Greece, June 2011
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Ironically, Papandreou sought to reverse course on policies begun
by his father, Andreas Papandreou, who, following two decades of
harsh rule in the 1960s and 1970s, including a dictatorship from 1967
to 1974, was elected prime minister of Greece in a landslide victory in
1981. He was Greece’s first socialist prime minister, and his mandate
was to restore the income inequality that had built up in Greece while
it dealt with right-wing leadership. Andreas Papandreou immediately
began efforts to redistribute income, increasing pensions and wages,
and establishing a welfare system that provided substantial increases
in coverage for welfare, health care, and retirement. This was a sharp
turn from previous policies, and in fact Greece until the 1970s had
one of the smallest public sectors of any European country.” The
expansion of government services and social programs occurring
in the absence of efforts to offset the costs put Greece on a path to

indebtedness that Andreas Papandreou’s son is now having to alter.

Beyond the Keynesian Endpoint, entitlement-oriented societies
such as Greece can no longer fund their large entitlement programs
nor sustain levels of public spending that exceed revenue sources.
For George Papandreou, this means he must be a stalwart and do
the opposite of his father and reduce the size of government. Lead-
ers such as Papandreou have a calling unlike those of any leaders of
recent decades, to formulate and then implement policies that are apt
to be extremely unpopular with the very people that voted them into
office and which can result in their removal from office. In short, poli-
ticians must change their stripes and put the longer-term interests of
their respective political jurisdictions before their own, and they must

fend off virulent opposition wherever it may lurk, as it surely will.
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Power Is Shifting at the IMF and Away
from the G-7

In addition to the changes that will be seen in political leadership
throughout the world and in every level of government, there will also
be major change in the structure of the International Monetary Fund
(IMF) and vastly more influence for the G-20—the Group of Twenty
nations, which accounts for 90 percent of global gross national prod-
uct.® The G-20 has now supplanted the outdated G-7 as the world’s
most powerful cooperative group of finance ministers and central
bank chiefs. G-20 nations that were not part of the G-7, including
China, Brazil, Indonesia, Mexico, Russia, Turkey, and South Korea,
now have strong voices in shaping policies more consistent with the

makeup of the global economy than possible with the G-7.
At the IMF, voting rights have been altered to better reflect this

makeup, but the allocation of these rights remain outdated, as evi-
denced by the voting rights that individual countries have relative to
the size of their economies. For example, China’s voting share ranks
sixth even though China’s economy is the second largest in the world.
Meanwhile, ancient post-WWII voting rights given to relatively small
European nations remains stubbornly high. For example, Belgium’s
voting share in July 2011 was 1.86 percent of all votes compared to
1.72 percent for Brazil, despite Brazil's economy being five times
larger than Belgium’s.

The declining economic prowess of developed countries and their
shrinking share of world economic activity are part of a handoff of
power and influence to the developing world that is likely to con-
tinue for many years to come owing to the debt burdens the devel-
oped world must work through before it can return to faster economic
growth rates. Institutions such as the IMF must continue to evolve to
reflect the true composition of the global economy if they are to rep-
resent their members and therefore the global economy more fairly
and in a way that best promotes sustainable economic growth and

stable financial conditions.
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Age Warfare: Gerontocracy

Dramatis personae:

Alonso, the elder, 65 years old, retired

Angelo, son to Alonso

Lucy, daughter to Angelo, 10 years old

Act1

Scene 1. The kitchen table at Alonso’s home, on Main Street, USA

Alonso. Son, my longevity requires prosperity, but my wages have
fallen as I have ripened; surely you will help me.

Angelo. Father, your longevity is assured by your active life; you
require no recompense from me.

Alonso. Enumerate your words and your estimate, son, for I wish
to live the same as I have in all of my years, and my exit is far beyond
a stone’s throw away.

Angelo. I wish you years beyond your wishes, father, but my purse
is also for our treasured Lucy.

Alonso. Lucy is wealthy in her stock of years; I am poor. Her rec-
ompense in time you will earn, and she will live as you wish.

Lucy. (Aside to Angelo: Father, why does grandfather wish to bor-
row the coins we keep for my schooling?)

Alonso. (Aside to Lucy: Grandfather and his generation have
known only one sort of life and the debts of their years have not

wrought the troubles the debts would bring to your years. While we
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shall bear no malice to his fog, we shall seek his better judgment to

secure your good days henceforth.)

At the Keynesian Endpoint, indebted nations face a monumental
challenge in finding ways to reduce their debts and in appropriat-
ing their spending, particularly because the populations of developed
countries such as the United States, Japan, and those in Europe are
demographically aging. Poor Lucy in our mock play is at a consider-
able disadvantage in being able to maintain the same rate of increase
in living standards as the generations before her, as well as in being
able to compete with the rest of the world. She is burdened by the
debts piled up by previous generations as well as a powerful real-
ity that previous generations did not face: gerontocracy, rule by the
elderly. Of course, what is meant here is not actual rule out of some
sixteenth century English novel, but a sizeable shift in voting power so
substantial that the priorities of the young and of future generations
are at risk of being subordinated to senior citizens. When they are,
tax dollars are allocated toward healthcare and other priorities near
and dear to seniors rather than toward education and infrastructure,
two major factors that heavily influence a nation’s economic growth
potential. How fast can a nation grow if such a large part of its public
expenditures is put toward healthcare rather than toward investing in
its future? The question is excruciating to many who hear it because
to them spending money on healthcare is investing in the future—of

their loved ones, that is.

Never before has public policy been subject to age warfare as it is
today and will be in the years ahead. In the United States it is simple
arithmetic: In 2011, the numbers of people turning age 65 began to
grow exponentially, reflecting the aging of the Baby Boomers, who
were born between the years 1946 and 1964. Like every other gen-

eration, voters in this group will choose candidates who are aligned
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with their personal interests, such as preserving Social Security and
Medicare at a time when these programs need to be cut, especially
Medicare. This elevates the importance of the 2012 election in the
United States, and it will play a substantial role in determining the
outcome of the nation’s fiscal plight. If seniors in their plentiful num-
bers back spineless politicians who without a mandate from their
constituency will vote to maintain the current trajectory on manda-
tory spending programs such as Medicare, the United States will sink
deeper into debt, its economic growth potential will shrink, and its

standard of living will decline.

In addition to the threat to growth that the misallocation of a
nation’s income presents, a demographically aging nation has more
difficulty paying down its debts because the older people get, the
less they save, and the less people save, the more difficult it is for a
nation to find buyers of its debt. This boosts the cost of borrowing
and thereby makes it more difficult for a nation to liquidate its debts
because the interest rate on the debt must be below the rate of eco-
nomic growth in order for the amount of debt outstanding to grow at
a slower pace than the amount of GDP to thus bring down a nation’s
debt-to-GDP ratio.

This is a battle of the aged for the ages.

The Inexorable Numbers on Aging and
How They Worsen the Debt Crisis

From Figure 6-1 it is abundantly evident that the rate of increase
in the number of Americans 65 and older turned sharply higher in
2011, reflecting the beginning of a tidal wave of Baby Boomers who
will turn 65 during the years 2011 through 2029, when the youngest

of the Baby Boomers reach the illustrious age.
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Population age 65 and over and
age 85 and over, selected years
1900-2008 and projected 2010-2050
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Figure 6-1 2011 was the year the Baby Boomers began turning 65; America is
aging.

Source: http://www.agingstats.gov/agingstatsdotnet/Main_Site/Data/2010_Documents/Docs/
OA_2010.pdf

Table 6-1 gets a bit more granular with the actual statistics, and
when you stop and think of the numbers, their implications are stag-
gering. As Table 6-1 shows, data from the Census Bureau indicate
that the number of Americans who were aged 65 and older in 2010
was 40.23 million. By 2020 the tally is expected to reach 54.8 million,
a whopping increase of 14.6 million seniors. Mind you, in the previ-
ous ten years, from 2000 to 2010, the increase was a far smaller—5.3
million. From 2020 to 2030 the increase will be far larger, with the
number of Americans aged 65 and older leaping by 15.3 million to

72.1 million, an increase of about 80 percent from today’s level.

TABLE 6-1 Throngs of Seniors, Many of Whom Will Need Healthcare and
Receive Social Security Checks

Year  Number of Persons 65 and Older Total Population

1900 3,080,498 75,994,575
1910 3,949,524 91,972,266
1920 4,933,215 105,710,620
1930 6,633,805 122,775,046
1940 9,019,314 131,669,275

1950 12,269,537 150,697,361


http://www.agingstats.gov/agingstatsdotnet/Main_Site/Data/2010_Documents/Docs/OA_2010.pdf
http://www.agingstats.gov/agingstatsdotnet/Main_Site/Data/2010_Documents/Docs/OA_2010.pdf
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Year Number of Persons 65 and Older Total Population

1960 16,559,580 179,323,175
1970 20,065,502 203,211,926
1980 25,549,427 226,545,805
1990 31,241,831 248,709,873
2000 34,991,753 281,421,906
2010 40,228,712 310,232,863
2020 54,804,470 341,386,665
2030 72,091,915 373,503,674
2040 81,238,391 405,655,295
2050 88,546,973 439,010,253
Sources: This table was compiled by the U.S. Administration on Aging using the Census data
noted.

Figures for projections from 2010 through 2050 are from: Table 12. Projections of the
Population by Age and Sex for the United States: 2010 to 2050 (NP2008-T12), Population
Division, U.S. Census Bureau; Release Date: August 14, 2008

The data for 1900 through 2000 is from Appendix Table 5, Census 2000 Special Reports,
Series CENSR-4, Demographic Trends in the 20th Century, 2002.

Note: Due to Census rounding differences, the totals in this table may be slightly different
from the totals in the other sheets in this workbook.

It is important to compare the projected increase in the num-
ber of older Americans to the projected rate of increase in other age
cohorts and note the sizeable difference, recognizing that it repre-
sents a dramatic shift in the influence that each cohort will have over

the political process and hence America’s fiscal situation.

Let’s look at these data in percentages in order to gain a better
perspective on how the increase in the number of Americans aged 65
and older is dramatically changing the landscape of America’s fiscal

future.

Figure 6-2 shows the increase in the percentage of Americans
aged 65 and older. The chart makes clear that not only is the absolute
number of older Americans increasing, their numbers are increasing
relative to other age cohorts. This is extremely important because it
suggests that senior citizens” political might will strengthen, as is dis-

cussed shortly.
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Percentage of Americans 65 and older
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Figure 6-2 The growing ranks of the aged

Source: Projections of the Population by Age and Sex for the United States: 2010 to 2050
(NP2008-T12), Population Division, U.S. Census Bureau; Release Date: August 14, 2008. Data
from the U.S. Administration on Aging using Census data; http://www.aoa.gov/AoARoot/Aging_
Statistics/Census_Population/Index.aspx.

Data that underlie the chart indicate that in 2010 the percentage
of Americans who were aged 65 and older was 13 percent and that the
percentage is projected to increase sharply over the next 20 years, to
16.1 percent in 2020 and 19.3 percent in 2030 before leveling off to

about 20 percent in subsequent decades.

These data suggest that the voting power of Americans aged 65
and older is rising at a time when spending on senior citizens must
decrease in order to fix the U.S. fiscal situation. If this theory is to
hold any water, it is important to decipher whether the increase in
the number of seniors will translate into an increase in the number
of likely voters in the seniors demographic relative to other cohorts.
The way to do so is to examine the voting history of the various age
demographics. In other words, we need do as psephologists do and

study public elections.
Table 6-2 shows the voting record for the 2008 election. What

stands out is the strong proclivity of senior citizens to vote. This is
extremely important given their growing numbers, as it suggests a
high proportion of this growing cohort will vote, further suggesting
that the influence of senior citizens in American politics will climb. As

the table shows, the percentage of registered voters aged 65 and up
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that voted in the 2008 election was quite high, at around 78 percent
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for those aged 65 to 74 years and around 77 percent for those aged 75
and the voting rate is as much as 20 percentage points higher than the

and older. These are the highest percentages of all of the age cohorts,

voting rate for the youngest cohort.
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The election of John McCain as the Republican Party’s nominee
for president in 2008 is an example of the influential role that senior
citizens are playing in deciding the outcome of elections. McCain won
his party’s nomination with the help of strong backing from seniors,
and he even received a larger share of their vote in the presidential
election than Obama did, besting him by receiving 53 percent of the

vote from those aged 65 and older compared to 45 percent for Obama.

It is certainly not a given to believe that senior citizens will vote
to maintain Medicare and to a lesser extent, Social Security, in their
current form, no matter how unsustainable the projected spending
path is for each program in light of the size of the U.S. budget deficit.
Seniors, having built up significant wealth in the 1980s and 1990s,
and many still working, may worry more about the possibility that
the large U.S. budget deficit will result in both a confiscation of their
future income and a reduction in services and their standard of living
more generally. In other words, many seniors and those approaching
age 65 may well subordinate their concerns about cuts in entitlement
spending to concerns about taxation and the ability of government to
provide essential services deemed important to their quality of life—
for example, transportation systems, parks, national security, and local
security. Patriotic seniors may also wish to see the nation right itself in

the autumn of their years.

More likely, many senior citizens will vote to maintain the sta-
tus quo, even though it will likely be many years before any changes
to entitlement programs are implemented. This is more likely now
than before the financial crisis because households in every age group
lost a considerable amount of wealth during the financial crisis due to
declines in the value of their homes, equity holdings, and other assets.
Figure 6-3 shows the decline in household net worth in the aftermath
of the financial crisis as well as the subsequent rebound, which has
been relatively small compared to what was lost. This puts retirees
behind the eight ball and is why they will vote for the status quo and
keep a stranglehold over America’s fiscal plight.
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Figure 6-3 Seniors have seen their nest eggs disappear.

Source: Federal Reserve Board/Haver Analytics

There is another dimension to the financial crisis that will compel
senior citizens to vote for candidates who are leery about overhauling
entitlement programs. Many seniors are unhappy about the way their
tax dollars were dealt with during the financial crisis, witnessing many
large and prominent companies getting either bailed out or assisted
with public money during the crisis. This will provoke a “what about
me” and “it’s my turn” attitude, with self-sacrifice and patriotism tak-
ing a back seat. In turn, entitlement spending will drown the nation in

debt and reduce its economic vitality.

The Tribe of the Elders

Social anthropologists study a wide range of subject matter, tak-
ing a holistic view of the wide range of diversity that exists between
groups of people because of differences in age, culture, income, skills,
and other group-related classifications. The work of social anthropol-
ogy can be applied to the debt dilemma that the United States and
other demographically aging societies are confronting—in particular
the very significant political realities that will dictate how indebted

nations resolve their respective debt problems.
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Social anthropologists take a 35,000-foot view of society and can
analyze, for example, the extent to which a society is either fragmented
or cohesive. Japan, for example, is a cohesive society that has shown a
willingness to engage in shared sacrifice. The United States is viewed
as less cohesive than Japan, which, many believe, explains the income
inequality that exists in the U.S. This lack of cohesion has built up over
the years. For example, consider the way the nation pulled together
during the1940s during World War II. Fast-forward to today, and we
see a more divisive nation, which is manifested in a lack of political
consensus in Washington. That said, America in the 1940s was tested
in an extraordinary way, and it is not fair to compare today to those
times, which contained a stress and threat that most of us can’t begin
to fathom. We can’t know the extent to which the nation would bond

in a common cause if it were faced with a deeper crisis.

Nevertheless, at a time when cohesion is needed most, many
powerful groups of people within society will stand in the way. The
rich will seek to protect their interests by opposing higher taxes; the
poor will oppose cuts in government spending; and senior citizens will
seek to protect their interests by opposing cuts in entitlement spend-
ing. A social anthropologist would say that senior citizens represent a
modern form of “tribe,” and their large and growing numbers make
them a very powerful one. Each tribe is in fact powerful in the sense
that each has the ability to disrupt efforts to devise much needed solu-
tions to the U.S. debt problem.

The challenge for the United States and other indebted nations is
to show cohesion at a time when fragmentation is the more powerful
force. This requires leadership, where leaders act boldly in the inter-
ests of the nation rather than by doing what is popular or by doing
things that will help them to win re-election. This means standing
up to a very large tribe—the tribe of elders—and telling them that
it must make changes to entitlement programs in order for America
to stay solvent. It needn’t be a hard sell because the existing tribe of

elders, those aged 65 and up, are not likely to see their benefits cut
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much. The largest cuts will affect younger tribes, which are likely to
put up less resistance than the tribe of elders. Politicians nonetheless
will have to be bold and stand up to both if the United States fails to

bond and address its fiscal dilemma in a timely manner.

Entitlement Programs Can No Longer Be Sacred Cows

If the United States is to solve its fiscal dilemma, it must have no
sacred cows and therefore stop protecting its overgrown entitlement
programs. The Congressional Budget Office (CBO), a nonpartisan
agency created in 1974 to provide Congress with estimates on the
budgetary implications of proposed and enacted legislation, estimates
that Social Security, Medicare, Medicaid, and other health programs
will account for 70 percent of mandatory spending in 2011 and that by
2021 these programs will account for more than 80 percent of man-
datory spending, owing to rapid increases in the cost of health care.
As a percentage of GDP, by 2021 these programs will account for
12.7 percent of the economy, up from 10.6 percent in 2011. Historical
context and the projected growth in mandatory spending programs

relative to other forms of spending are shown in Figure 6-4.

Outlays, by Category
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Figure 6-4 Entitlement programs are soaking up U.S. spending power.
Source: http://www.cbo.gov/ftpdocs/120xx/doc12039/01-26_FY20110utlook.pdf.

Drilling down a bit further, Table 6-3 shows the staggering num-
bers and their projected growth. As the table shows, the U.S. federal
government had total outlays of $3.456 trillion in 2010, an amount


http://www.cbo.gov/ftpdocs/120xx/doc12039/01-26_FY2011Outlook.pdf
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equal to 23.8 percent of the U.S. gross domestic product. Of the
$3.456 trillion in total outlays, $1.9 trillion was spent on mandatory
programs, of which Social Security payments was the largest individ-
ual program, with outlays of $701 billion, although medical care rep-

resented a larger share of the pie, as shown in the combined outlays

for Medicare and Medicaid.

CBO'’s Baseline Projections of Outlays

Total

Actual, 2012-  2012-
2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2016 2021
Mandatory In Billions of Dollars
Social Security 701 727 761 799 842 889 940 997 1,059 1,126 1,196 1,267 4,231 9,876
Medicare 520 572 566 610 645 679 738 771 806 885 949 1,021 3,238 7,670
Medicaid 273 274 264 278 329 371 416 447 474 508 544 587 1,659 4,219
Other spending 600 726 657 641 616 647 692 698 701 748 767 796 3.253 6,963
Offsetting receipts -184 -191 -211 -222 -230 -240 -249 -267 -285 -302 -317 -338 -1,151 -2,659
Subtotal 1,910 2,108 2,038 2,106 2,203 2,346 2,538 2,647 2,757 2,964 3,138 3,333 11,230 26,070
Discretionary
Defense 689 712 710 725 738 752 773 787 801 827 848 869 3,698 7,830
Nondefense 660 663 643 638 640 645 653 666 680 697 714 731 3,219 6,707
Subtotal 1,349 1,375 1,352 1,364 1,378 1,397 1,426 1,453 1,482 1,524 1,562 1,600 6,917 14,538
Net Interest 197 225 264 325 394 459 527 592 646 697 751 792 1,969 5,447
Total 3456 3,708 3,655 3,794 3975 4202 4491 4691 4885 5185 5451 5726 20,117 46,055
On-budget 2,901 3,210 3,073 3,150 3,294 3,481 3,730 3,884 4,029 4,276 4,485 4,702 16,727 38,103
Off-budget 555 498 581 644 682 721 761 807 856 909 966 1,024 3,390 7,952
As a Percentage of Gross Domestic Product
Mandatory
Social Security 4.8 48 49 49 49 49 49 5.0 5.1 5.1 5.2 5.3 4.9 5.0
Medicare 3.6 3.8 3.6 37 37 37 3.9 3.8 3.9 4.0 4.2 4.3 3.7 3.9
Medicaid il 1.8 it/ 1.7 1.9 2.0 2.2 2.2 2.3 2.3 2.4 25 1.9 2.2
Other spending 41 48 4.2 39 36 3.6 3.6 3.5 3.3 3.4 3.4 3.3 3.8 3.5
Offsetting receipts -1.3 -1.3 -183 -14 -13 -1.3 13 -13 -14 -14 -14 -14 -1.3 -1.4
Subtotal 132 14.0 13.0 128 128 129 133 132 132 136 138 14.0 13.0 13.3
Discretionary
Defense 47 47 45 44 43 41 40 39 3.8 3.8 3.7 3.6 4.3 4.0
Nondefense 4.5 4.4 441 39 37 3.5 3.4 3.3 3.3 3.2 3.1 3.1 3.7 3.4
Subtotal 93 941 8.6 83 80 7.7 74 7.3 71 7.0 6.8 6.7 8.0 7.4
Net Interest 1.4 1.5 17 20 23 2.5 28 3.0 3.1 3.2 3.3 3.3 2.3 2.8
Total 238 247 233 231 230 231 235 234 233 237 239 240 232 235
On-budget 200 214 196 192 191 191 195 194 192 196 19.7 197 19.3 19.4
Off-budget 3.8 3.3 37 39 40 40 4.0 4.0 4.1 42 42 4.3 3.9 4.1
Memorandum:
Gross Domestic Product
(Billions of dollars) 14,513 15,034 15,693 16,400 17,258 18,195 19,141 20,033 20,935 21,856 22,817 23,810 86,686 196,138

Table 6-3 U.S. Spending: Where It Goes

Source: CBO; http://www.cbo.gov/ftpdocs/120xx/doc12039/01-26_FY20110utlook.pdf.

The growth rate in outlays for Medicare and Medicaid is expected
to exceed the growth rate in outlays for Social Security. As a result, a
decade from now Medicare and Medicaid are expected to represent

6.8 percent of the U.S. gross domestic product, compared to today’s
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5.5 percent. Highlighting the main trouble spot on the spending
front, outlays for Social Security are expected to move up by a smaller

amount, to 5.3 percent of GDP from today’s 4.8 percent.
Another way to view the albatross that the Medicare and Medic-

aid programs represent is to express their total annual cost in terms
of cost per household and to then compare the cost to household
income. To say the least, viewed this way the figures are more unset-
tling. At a cost of about $850 billion in 2011, the cost per household
for Medicare and Medicaid was about $8,000. The cost for all manda-
tory spending programs, which includes Social Security, among oth-
ers, the CBO estimates the total cost in 2011 at $2.1 trillion, or about
$18,000 per household. This is a staggering percentage of household

income, which runs on average at about $50,000 per year.!

The hefty price tag for mandatory spending programs supports a
very large and growing number of people, almost certainly far more
than was intended when the programs were established, in particu-
lar Medicare and Medicaid, which were created in 1965. A startling
statistic in this respect is that today roughly 1 in 6 Americans receives
Medicaid, up from 1 in 50 in 1965. Translation: A substantial number
of people have a vested interest in seeing to it that America keeps its
Sacred Cows, including older Americans, who are the sole beneficia-

ries of Medicare spending.

Let’s take this a step further and preview the discussion we will
have later in the chapter on the composition of U.S. spending and
compare what the U.S. spends on healthcare to what it spends on
education. The sobering fact is that the U.S. spends about four times
as much on its mandatory programs than it does on elementary and
secondary education, and the trend will only worsen in the years
ahead owing to the demographic story. How can investing in health
care rather than education be good for America’s place in the world?
Yes, we must also invest in our health; our humanity and indeed our
economy behoove us to do so. The vexing issue is over how to contain
the growth of these programs so that there remains ample money for

other priorities.
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The massive and growing size of these Sacred Cows is thus set to
deal a crushing blow to the United States unless their growth rates
are arrested. The demographics present a significant threat to remov-
ing this threat, and Washington hasn’t shown any courage to tackle
the dilemma without first having the support of the general public.
Washington could well agree to targets for future cuts, but the most
we can expect from Washington is for it to do as it always has on this
issue and kick the can down the road, this time to the 2012 election.
It will lack the backbone to agree to the specifics of a deal until then,
with politicians fixating on the powerful voting bloc of senior citizens
they would have to answer to if any cuts in entitlement spending were

to be announced before the election.

Markets Will Devour the Spineless

The daunting challenge America faces is to stop the growth rate
of its entitlement programs at a time when throngs of people benefit
from them and vast numbers more are standing in the wings to get
their share. Congress has obviously never impeded their growth; this
is how they came to be so large. So as long as Congress is a willing
supplier of funds for these programs, there will be plenty of demand
to keep up their growth rates. It will be an intractable problem until
someone leads. Will Washington lead? It must, or the financial mar-

kets will force the issue.

Is this fear mongering? Not a chance. The financial markets have
already shot their first arrow across the bow of the United States and
other indebted nations. Indeed, the financial crisis was a tacit recog-
nition by market participants of the problems facing the developed
world—the decline in the value of financial assets reflects a mark-
down in expectations on future cash flows, itself a damning verdict on
the outlook for economies and markets for developed countries. The
financial markets have rebounded you say? Indeed they have, but not
enough to recoup even half of the $16 trillion that American house-
holds lost (out of a total of $65 trillion) in the crisis.
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What might happen next? Did someone say oink, or “PIG,” the
tender but serious acronym for Portugal, Ireland, and Greece? Inves-
tors were unwilling to take a leap of faith toward these countries in part
because they are serial defaulters. For developed countries, investors
have been more willing to take the leap, hoping for a different out-
come and one that reflects the storied histories of these nations, as
well as the more dynamic political and economic systems they have
demonstrated over many decades. For investors to keep their faith,
they will expect politicians to stop playing games of chicken with their
constituency and do so before each reaches their doom at the end of
the cliff. If they attempt to continue their games of chicken, investors
will sniff it out faster than an army of ants can sniff out a melting ice
cream cone on a burning sidewalk in the middle of a hot summer day.
The response would not be pretty, and the pressure put on govern-
ments to act would be immense, via sharp increases in market inter-
est rates, declines in share prices, and weaker foreign exchange rates.
The tightening of financial conditions and increased inflation would
weaken real incomes and set in motion a vicious cycle of self-reinforc-
ing decreases in production, income, and spending—the opposite of
what drives economic expansions and increases a nation’s standard of

living.

There’s No Meat on the Discretionary-Spending Bone

If the United States is to reduce its massive annual budget defi-
cits, it has no choice but to reduce the growth rate of its spending on
mandatory spending programs because there is little else to cut. Table
6-3 makes helps make this clear. It indicates that spending on dis-
cretionary items, which is controlled by annual appropriations from

Congress, is much lower than spending on mandatory items.

More important, about half of discretionary spending is on
national defense, a category that is unlikely to be cut substantially
given the superpower status of the United States and its desire to

maintain its hegemony. This leaves nondefense nondiscretionary
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spending, a category where there is very little meat on the bone to
cut and pretty much the only category that politicians ever take on.
In fact, “cuts” to this category are a running joke, with headlines pro-
claiming all too often of spending “freezes” that hardly amount to a
hill of beans. For example, many a politician (including presidents)
has walked up to the microphone to announce either a freeze or cut in
federal spending of as much as 5 percent or so, but the public doesn’t
fully understand that this sort of announcement only applies to discre-
tionary spending. Moreover, it applies only to the nondefense portion
of discretionary spending, which means that there is even less meat to

cut off the bone than people realize.

Making the picture even bleaker is the fact that much of what is
in the discretionary spending category is unlikely to be subjected to

meaningful cuts, including the following:

¢ Law enforcement

Highway and motor carrier safety

National parks

Disaster relief

Foreign aid

Public transit

Relying on cuts in discretionary spending to cut an annual deficit
of $1.4 trillion is tantamount to squeezing water from a stone. It is
impossible. Americans deserve better and more responsible thinking
as well as more mature behavior than it gets from Washington. The

U.S. Treasury is running on empty, and there is little room between

here and the cliff.

The leadership void in Washington on fiscal matters requires a
groundswell of support for action that will give politicians a mandate
for change. This mandate should have been sought long ago when the
demographics were more favorable than they are today and before
the entitlement programs grew to be so encumbering. Now that

the Baby Boomers are turning 65 and will be for the next 20 years,
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America faces an uphill climb cutting its spending at a time when the
aging of the population is causing it to accelerate and Boomers will
be inclined to see to it that Washington does not break its social con-
tract with them. Boomers have shaped their lives around these social
contracts, as evidenced by the decline in the savings rate in recent
decades. The savings rate presumably has fallen as entitlement spend-
ing has increased because entitlement programs have created a social

safety net that has reduced the proclivity to save.

People have come to expect that government will support them
in their retirement, for both income and healthcare. This is the oppo-
site of what is happening today in China and other nations that lack a
social safety net (see Figure 6-5). In these countries, the savings rate
is very high, reflecting the belief by citizens that when they age they
will have to fend for themselves because the amount of support they
have been promised is either little or nothing. Having lost a substan-
tial amount of wealth as a result of the financial crisis, seniors more
than ever will expect Washington to honor its social contracts with
them. This will increase their proclivity to vote for candidates who will

protect the entitlement programs.
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Figure 6-5 The lack of a social safety net boosts China’s household savings rate.

Source: International Monetary Fund (IMF) from the National Bureau of Statistics, Flow of Funds
data and Urban and Rural Household Survey. Saving rate from national accounts is significantly
higher than that from the household surveys. This discrepancy is common (it is present in most
countries), and can be due to differences in definitions of income and consumption, methodology
and sample coverage; http://www.imf.org/external/pubs/ft/wp/2010/wp10289.pdf.
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The Phoniest Savings Accounts of All Time

It is difficult to know how much money is inside of a piggybank
without cracking it open and counting all that was put in it, but we
can at least shake it or peek inside of the small opening atop the pig’s
back to see what’s inside and wager a guess. If it's empty, one shake
or peek will do. Not so with the piggybank that holds the U.S. govern-
ment’s trust funds because the rattling you hear deceives; it’s not real
money. You see, dear reader, the United States has been “investing”
money it does not actually have in so-called trust funds that represent
nothing more than promises, or I.O.U.s to future generations. There
is no money in the piggybank; it was spent a long time ago. The U.S.
government says there is indeed money invested in the trust funds.

Let’s take a closer look.

There are two trust funds, the Social Security Trust Fund, which
is known as the Old-Age and Survivors Insurance (OASI) trust fund,
and the Disability Insurance (DI) trust fund. According to the Social
Security Administration (SSA), the purpose of these trust funds is as

follows:

1. To provide an accounting mechanism for tracking all income to

and disbursements from the funds.

2. To hold the accumulated assets.

The SSA adds that “these accumulated assets provide automatic
spending authority to pay benefits.” Accumulated assets? Where?
Well, our trusted government assures us that

By law, income to the trust funds must be invested, on a daily

basis, in securities guaranteed as to both principal and inter-

est by the Federal government. All securities held by the trust

funds are “special issues” of the United States Treasury. Such

securities are available only to the trust funds.”

Table 6-4 shows the so-called investment holdings held by the
SSA in the two trust funds:
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Table 6-4 Funny Money: The Investment “Holdings” of the Old-Age and
Survivors Insurance (OASI) and Disability Insurance (DI) Trust Funds

Investments held at the end of June 2011 by type of investment, interest rate, and trust
fund
(Amounts in thousands)

Interest Maturity

Investment Type |Rate (%) Years Total OASI DI
Special Bonds 2.500 2012| $13,094,944| $5,971,788| $7,123,156
issues 2.500| 2013 -2026| 244,180,617| 244,180,617 —
(available
only to 2.875| 2012-2025| 255,013,207| 255,013,207 —
the trust 3250 2012-2013| 21,256,541| 21,256,541 —
funds) 3250 2014-2020| 80,540,810 74,397,892 6,142,918

3250 2021-2024| 185,195,973| 185,195,973 —
3.5001 2012-2013 19,027,502 19,027,502 —
3.5001 2014 -2018| 140,794,894| 124,956,000| 15,838,894
4.000f 2012-2013| 24,150,385| 24,150,385 —
4.000f 2014 -2023| 271,638,320 251,359,621| 20,278,699
4.125 2012 -2013| 21,033,892 21,033,892 —
4.125 2014 - 2020| 186,662,971| 169,687,376| 16,975,595
4.625 2012 - 2013 18,335,328| 18,335,328 —
4.625 2014 -2019| 158,418,342| 141,906,974| 16,511,368

5.000 2012 12,454,232 12,454,232 —
5.000 2013 -2022| 260,615,797| 242,695,789| 17,920,008
5.125 2012 11,567,866| 11,567,866 —
5.125 2013 -2021| 229,593,728| 210,696,300 18,897,428
5.250 2012 9,235,912 9,235,912 —
5.250 2013 -2017| 130,047,777\ 114,330,889| 15,716,888
5.625 2012 9,621,437 9,621,437 —
5.625 2013 -2016| 110,490,392 97,015,642 13,474,750
5.875 2012 6,169,273 6,169,273 —
5.875 2013| 48,620,674| 43,258,869 5,361,805
6.000 2012 6,693,628 6,693,628 —
6.000 2013 -2014| 63,399,864 56,646,125 6,753,739
6.500 2012 8,577,396 8,577,396 —
6.500 2013 -2015| 85,693,783| 75,684,685| 10,009,098
6.875 2012  37,089,596| 37,089,596 —
Total amount invested 2,669,215,081)2,498,210,735| 171,004,346
Average interest rate * 4.250% 4.220% 4.693%

“ The average is weighted by the amount invested at each rate.

Source: U.S. Social Security Administration; http://socialsecurity.gov/cgi-bin/investheld.cgi.

Not too shabby for a government with $10 trillion in publicly held
debt that spends $1.4 trillion more than it takes in! Please, Uncle Sam,
tell how you stuffed so much money into your piggybank!


http://socialsecurity.gov/cgi-bin/investheld.cgi
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Even Funny Money Runs Out

The SSA says that the Disability Insurance fund will be depleted
by 2017, which would make it the first of the trust funds to run dry.
The Old-Age and Survivors Insurance fund will deplete in 2040, the
SSA says, and when it does, the OAST will nonetheless be able to fund
about 75 percent of OASI expenditures through the year 2084 from
the money it takes in from the taxes collected out of people’s pay-
checks dedicated to OASI.

The reality looks far different for both the Disability Insurance
fund and the Old-Age and Survivors when viewed through the prism
of actual money because who but debtors have ever heard of paying
for bills with money they do not actually have? This sort of perspec-
tive is what makes this little nugget from the SSA quite relevant to my
point:

Social Security expenditures are expected to exceed tax re-

ceipts this year (2010) for the first time since 1983.

In other words, the piggybank emptied in 2010, and the rattling

you hear inside are not fake coins; they’re slugs.

The Medicare program has run at a deficit for far longer than the
Social Security program, having been underfunded by a whopping
$1.9 trillion since the program’s inception in 1966 through 2009.* The
deficit is the result of 35 years of Medicare expenses exceeding Medi-
care-related tax receipts. There are actually several parts to the Medi-
care program, each with its own accounting nuance. Medicare Part A,
for example, receives dedicated revenues from payroll taxes, amount-
ing to 2.9 percent of payrolls. It went into deficit in 2008. Medicare
Parts B and D are funded through yearly federal expenditures, which
is to say that they are completely unfunded.

Medicaid tops them all. It has been operating at a “loss” ever
since its inception in 1966—there are no dedicated taxes or any form
of revenue associated with the program. As a result, the program has

been underfunded to the tune of (close your eyes) $3.7 trillion over
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the past 45 years.” Earlier I mentioned that 1 in 6 Americans receives
Medicaid, an astounding figure that in 2010 amounted to $273 bil-
lion in expenditures, reﬂecting continuous mission creep, a common
problem following the creation of government programs, especially
those in which the benefits are “free” and where politicians are more

than willing to provide the funding for them.

So the next time your hear a politician say that a government pro-
gram is fully funded through some point in the distant future, check
the facts. Better yet, crack open the piggybank to see what is really

inside.

America Is at a Crossroads, and the

Elderly Are at the Wheel

Throughout our lives, we reach many crossroads and must make
difficult choices, often with great consequence. For America this is one
of those times. It is at a crossroads that will determine the outcome of
its debt plight, its economic vitality, and its standard of living. America
must decide whether it will go down a path that for the next 20 years
directs an ever-increasing share of its resources toward healthcare, or
a path where it reinvents itself by reversing the decades-long trend of
increased spending on healthcare and directs a larger share of public
money toward the skills of its people, its land, and its capital. If the
U.S. takes the latter path, it will be better positioned to compete in
a world that is becoming decidedly less U.S.-centric. Otherwise the
U.S. will slowly lose its hegemony politically, economically, and mili-

tarily, as well as risk losing the reserve status of the dollar.

Just how America will decide is of course up to its citizens, who
for more than two centuries have made countless decisions that have
led to peace and prosperity for America and indeed the world. Ameri-
cans once again are being asked to lead. Which path will they choose?

Will they be informed enough to know that the financial costs of the
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aging of the Baby Boomers will in the context of the current frame-
work for Medicare, Medicaid, and Social Security be perilous to not
only America’s fiscal health but its status in the world? Will Americans
care? Or will they turn inward, taking a narrow view of it all and think

only of the benefits they individually have been promised?

At the Keynesian Endpoint, to Run Faster
the Car Needs a Better Mix of Fuel

In addition to the obvious need for the United States to reduce
its spending, it must also change the composition of its spending. It
must invest more in its future by investing in the many endeavors that
have demonstrated long lasting economic benefits. A few examples
include highways, railways, airports, and other transportation-related
projects, as well as education, worker training, and research & devel-
opment. This will require a reduction in the growth rate of healthcare
spending, the politics of which for the reasons cited throughout the
chapter are a hard sell and because the benefits of spending in these
other areas aren’t immediately obvious to most people. This mind-
set has kept the United States on the wrong path for decades, with
healthcare being made the top spending priority. The financial crisis
has exposed this mistake and illuminated the path the nation must
take if it is to reduce its debt burden and realize its economic growth

potential as well as compete in the global economy.

Mind you, this is hardly an endorsement of Keynesian govern-
ment stimulus, certainly not of the variety that the United Sates for
decades has used whenever it wished to stimulate economic activity.
Rather, this is a recommendation for the United States to shift its
spending priorities and avoid increasing its spending because at the
Keynesian Endpoint it can’t increase its spending. Spending initia-
tives that are either financed by deficits or taken from other priorities
having similar efficacy in terms of stimulating economic activity could
be torpedoed. This is another way of saying that the fiscal multiplier
of new spending initiatives at the Keynesian Endpoint is likely to be
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less than 1.0 or negative if the funding for the initiatives is derived
from deficit spending. Keynes himself saw limitations to the efficacy
of government spending, saying it is important to consider the many
factors that could reduce the fiscal multiplier, including the impact
that the sourcing of the funds could have on interest rates and infla-
tion and the potential impact that government spending could have

on liquidity preferences.®

A study by the International Monetary Fund (IMF) examin-
ing the impact of government expenditure shocks supports the idea
that while the fiscal multiplier of government spending initiatives is
larger in industrial countries than in developing countries, in highly
indebted countries (those with debt-to-GDP ratios above 60 percent)
the fiscal multiplier is not significantly far from zero in the very short
run and apt to be below 1.0 in the long run. In fact, the IMF finds that
60 percent “is indeed a critical value above which fiscal stimulus may
have a negative, rather than a positive impact on output in the long

run.”” Figure 6-6 makes this abundantly clear.

1
Debt/GDP<60% (High Income)

0.5
0 _I/V T T T T T T T T T T T T T T T
—‘1/2'34 8 9 10111213 14 1516 17 18 19 20 21 22 23 2§
05 Debt/GDP<60% (Developing)

i Impact (top to bottom):
0.73, 0.06, -0.18

Long Run (top to bottom):
0.41,0.25, -2.3

Debt/GDP>60%
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Figure 6-6 Keynesian economics fails high-debt countries: the cumulative
multipliers of high- and low-debt countries.

Source: International Monetary Fund (IMF). lizetzki, Ethan, and Mendoza, Enrique G., and Végh,
Carlos A., “How Big (Small) are Fiscal Multipliers?”, IMF Working Paper, March 2011.
The negative fiscal multiplier that tends to exist for high-debt
nations provides damning evidence against those who would say
the United States and other high-debt nations should continue to
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attempt to stimulate their economies through deficit spending. This
is especially true at the Keynesian Endpoint because the deleveraging
imperative reduces the inclination to spend and invest and therefore
reduces the effectiveness of government spending aimed at stimulat-
ing economic activity. The concluding remarks from the IMF’s study
(2011) supports this idea:

Our results suggest that seeking the Holy Grail of fiscal stimu-

lus could be counterproductive, with little benefit in terms

of output and potential long-run costs due to larger stocks

of public debt. Moreover, fiscal stimuli are likely to become

even weaker, and potentially yield even negative multipliers

in the near future, because of the high debt ratios observed in

countries, particularly in the industrialized world.®

In addition to considering how a country’s indebtedness can affect
the efficacy of its efforts at stimulating economic activity, policymak-
ers should also consider whether their spending initiatives merely
shift spending from one level of government to another and thereby

nullify the potential benefits.

A study by the Congressional Budget Office finds that federal
spending sometimes is just a substitute for state and local spending,
erasing the benefits of the federal spending:

The available information suggests three conclusions: some

investments in public infrastructure can be justified by their

benefits to the economy, but their supply is limited; some

(perhaps substantial) portion of federal spending on infra-

structure displaces state and local spending; and on balance,

available studies do not support the claim that increases in
federal infrastructure spending would increase economic
growth.”

These and other considerations behoove policymakers to revamp
and reformulate public spending by designing budgets that seek to get
the most bang for the taxpayer’s buck. Budgets should be designed
with the goal of increasing appropriations toward outlays that have

relatively high fiscal multipliers. The most effective way to do this is
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not by increasing aggregate spending, but by changing the composi-

tion of existing spending.

Spending on Infrastructure Can Drive Economic Growth

Shifting money toward infrastructure is one way for a nation to
boost the efficacy of its spending because infrastructure spending
boosts a nation’s productivity and therefore its standard of living more
so than spending on other priorities, including healthcare. This is the
sort of thing we sometimes take for granted because the innovations
occurred many generations before us. The advent of trains, planes,
and automobiles each has contributed substantially to increasing the
standard of living in the United States and the rest of the world.

Adam Smith (1776) saw government investment in infrastructure
so important that in his Wealth of Nations he said

The third and last duty of government was that of erecting
and maintaining those public institutions and those public
works which, although they may be in the highest degree ad-
vantageous to a great society, are, however, of such a nature,
that the profit could not repay the expense to any individual

or small number of individuals, and which it therefore cannot

be expected that any individual or small number of individu-

als should erect or maintain.!”

In other words, Smith argued that it was necessary for govern-
ment to fund public works because individuals would not, owing to
the loss they would incur if they did. Society as a whole therefore
should foot the bill, given that public works benefit the masses.

Infrastructure spending is relatively easy to ramp up, and it has
proven to be effective in boosting economic activity in both the short
and long run. It nonetheless is important to keep in mind this analy-
sis, which shows that attempts by high-debt nations to stimulate eco-
nomic activity through deficit spending are apt to fail. This means that
government spending initiatives should be selected based not only
on their need and their utility to society, but by their ability to kindle
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economic activity that in the long run will equal or exceed the amount
spent on the initiative, which is to say when their fiscal multiplier is

at or above 1.0.

A study by the Federal Reserve estimating the “job multiplier”
of fiscal spending that resulted from the 2009 American Recovery
and Reinvestment Act (ARRA) finds that “spending on infrastruc-
ture as well as other general purposes had a large positive impact,
while aid to state governments to support Medicaid may have actually
reduced state and local government employment.”!! Any analysis of
the impact of fiscal spending enters the realm of what economists call
the counterfactual, where reality is judged against what the reality
would otherwise have been without the variable or policy analyzed.
Congressman Barney Frank put it well:

Not for the first time, as an elected official, I envy economists.

Economists have available to them, in an analytical approach,

the counterfactual.... They can contrast what happened to

what would have happened. No one has ever gotten re-elect-

ed where the bumper sticker said, “It would have been worse

without me.” You probably can get tenure with that. But you

can’t win office.!?

Nevertheless, a large amount of these counterfactuals exist in
economics, and the consistency of the conclusions provides substan-
tial support for the idea that spending on infrastructure is superior to
other forms of spending in terms of stimulating economic growth in
both the short and long run. Much of this is intuitive, and it is just plain
common sense to believe that when a nation improves or expands its
existing infrastructure that it will improve its ability to move its people

and goods faster and more efficiently than before.

A study by Texas A&M University estimates that the average cost
per automobile commuter in the 439 urban areas they examined cost
$808 in 2009, the result of the wasting of 3.9 billion gallons of fuel,
time, and other factors, as shown in Table 6-5.1% As logic dictates,

the study finds that changes in roadway supply affects the amount
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of highway congestion, with additional roadways reducing travel

time. Figure 6-7 contrasts the increase in congestion that occurred

in the studied areas by comparing the increases in demand for road-

ways (based on travel growth) relative to supply (based on roadway

expansion).

TABLE 6-5 Traffic Wastes Time and Money! The Congestion Effects on
the Average Commuter in 2009.

Congestion Statistics per Auto Commuter

Population Average Cost ($) Average Delay  Average Fuel
Group (hours) (gallons)
Very Large Areas 1166 50 39

Large Areas 726 31 26

Medium Areas 508 29 18

Small Areas 436 18 16

Other Urban 445 18 16

Areas

439 Area Average 808 34 28

439 Area Total $114.8 billion 4.8 billion 3.9 billion

Source: Texas A&M University; http://mobility.tamu.edu/ums/report/congestion_cost.pdf.
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Figure 6-7 It's simple economics: When demand for roadways outstripped
supply in the studied areas, congestion increased.

Source: Texas A&M Urban Mobility Report, December 2010. See http://tti.tamu.edu/documents/

mobility_report_2010.pdf.
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Another form of congestion all too familiar to travelers is airline
congestion, which causes flight delays, cancellations, and the like,
rooted in a clogged system badly in need of new capacity. In fact,
data from the U.S. Department of Transportation and the Bureau
of Transportation Statistics indicate that about 25 percent of airport

delays can be attributed to volume-related factors.

In addition to reducing congestion, infrastructure spending is
important to the production of goods and services. It facilitates the
delivery of raw materials, parts, and manufactured goods, via road-
ways, railways, airports, and maritime ships. China’s investment in its
roads and high-speed rail makes sense in this context, and it is cost
effective. To wit, the American Society of Civil Engineers (ASCE)
estimates that a freight train is three times as fuel efficient as a truck,'
which means the increased use of rail can help the United States to

reduce its dependency on foreign sources of energy.

The ASCE estimated in 2009 in its Report Card on America’s
Infrastructure that the United States needed to spend $2.2 trillion
over five years in order to restore the nation’s infrastructure to good
condition (Table 6-6). Suffice it to say this money will be difficult to
come by, especially with an ever-increasing share of taxpayer money
going toward entitlement programs such as Medicare and Social Secu-
rity. This means that, seniors, who drive far less than younger people

do, are clearly in the drivers seat on this one, as we discussed earlier.
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Table 6-6 America’s Infrastructure is Badly in Need of Attention.

Estimated  American Recovery Five-Year
5-Year Need Actual and Reinvestment Investment
Category (Billions) Spending- Act (P.L. 111-005) ShortFall
Aviation 87 45 13 407)
Dams 125 5 0.05 (7.45)
Drinking Water
and Wastewater 255 140 6.4 (108.6)
Energy 45] 345 1 (29.5)
Hazardous Waste
and Solid Waste 77 325 1.1 43.4)
Inland Waterways 50 25 4.475 (20.5)
Levees 50 1.13 0 (1.13)
Public Parks
and Recreation 85 36 0.835 (48.17)
Rail 63 42 9.3 11.7)
Roads and Bridges 930 351.5 275 (549.5)
Discretionary grants for
surface transportation 1.5
Schools 160 125 g* (35)
Transit 265 66.5 84 (190.1)
2.122 trillion™ 903 billion 71.76 billion (1.176 trillion)

Total Need *** $2.2 trillion

* 5 year spending estimate based on the most recent available
spending at all levels of government and not indexed for inflation
** The American Recovery and Reinvestment Act included $53.6 billion
for a State Fiscal Stabilization Fund for education, as of press time,
it was not known how much would be spent on school infrastructure.
*** Not adjusted for inflation
**** Assumes 3% annual inflation

Source: American Society of Civil Engineers (ASCE), 2009 Report Card for America’s
Infrastructure; http://www.infrastructurereportcard.org/sites/default/files/RC2009_full_report.pdf.

RUD: Sowing the Seeds of Future Growth

Very similar to the economics of investing in infrastructure, the
economics of investing in research and development (R&D) are often
unfavorable, making it necessary for government to fill the void left
by the private sector. This is especially important today given the
increased competition posed by countries that are on the rise and
those that have money to burn and are seeking to make a bigger

footprint on the global scene. Supporting this idea are data from the
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Organization for Economic Cooperation and Development (OECD)
indicating that developing nations are grabbing an increasing share
of global spending on R&D, a trend that at the Keynesian End-
point is likely to continue, given the inability of debtors to increase
their spending. This is why the only solution for indebted nations is to

change the composition of their spending.

Government spending for R&D is particularly important at the
early stages of the R&D process when the economics of investing
in R&D are very unappealing. It is easy to think of a few examples,
including biotechnology, waste management, nanotechnology, medi-
cal technology, pharmaceuticals, and energy. Each of these categories
has an area of R&D that requires a very large amount of investment
to achieve enough advances in their respective fields to entice the pri-
vate sector to enter the market with R&D of its own. Ben Bernanke
(2011) agrees, finding that

The economic arguments for government support of innova-

tion generally imply that governments should focus particu-

larly on fostering basic, or foundational, research. The most
applied and commercially relevant research is likely to be
done in any case by the private sector, as private firms have

strong incentives to determine what the market demands and
to meet those needs.'®

The vast amount of wealth destroyed during the financial crisis
increases the need for innovations that will drive economic growth
and restore lost wealth. This is especially important now because
many industries are structurally impaired and will be unable to drive
economic growth for a very long time. Structurally impaired industries
include residential and commercial construction, automotive, finance,
and retail, all of which have seen their levels of economic activity fall
well below peak levels. The inability to expand existing industries
means that new ones must take the mantle and drive economic activity
in the years ahead. This regeneration process is popularly called “cre-

ative destruction,” a phrase coined by Austrian-American economist
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Joseph Schumpeter to describe how the creation of products, business
models, inventory controls, marketing strategies, shipping methods,
and other innovations foster economic activity to replace the loss of
activity resulting from outmoded or impaired products or industries.*”
Schumpeter believed that the essence of capitalism was innovation,

underscoring the importance of investing in basis research.

Innovation is at the root of gains in productivity, which advances
a nation’s standard of living. It is obviously better, therefore, to have
more productivity than less, which supports public policies such as
investment in R&D that are designed to enhance a nation’s produc-
tivity. A nation that grows its productivity by 2.5 percent per year
doubles its standard of living in 28 years. By comparison, if its pro-
ductivity advances at a slower rate of 1.5 percent its takes 47 years to

double the standard of living.

Throughout America’s storied years, innovation has led America
to prosperity. In today’s competitive global marketplace, America
more than ever must continue to innovate if it is to remain prosper-
ous. Thomas Edison said that “Genius is one percent inspiration,
and ninety-nine percent perspiration.” At the Keynesian Endpoint,
scarceness of money means that in the absence of a shift in spending

priorities, perspiration will be needed more than ever!

Teaching Old Dogs New Tricks

There are many other ways the United States and other indebted
nations can shift their spending priorities in order to minimize the
negative economic effects that result from fiscal austerity. Education
is an obvious one, and it is the realm of what economists call human
capital, which has been studied in depth for decades ever since the
concept was introduced in 1964 by Nobel Laureate Theodore W.
Schultz.!® Human capital refers to the skills and knowledge of indi-
viduals that when attained increase the value of an individual in the

labor markets.
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There are two ways in particular that education promotes eco-
nomic growth. First, it increases the amount of human capital that
exists in a society, doing so by increasing the number of highly skilled
individuals in society—scientists, teachers, technicians, researchers,
doctors, and inventors, for example. These individuals contribute to
the development of innovations that promote increases in productiv-
ity and therefore national income. This is often called Schumpeterian

growth, which is growth attributable to increases in human capital.

The second way that education promotes economic growth is
by facilitating, diffusing, and transmitting knowledge. An excellent
example of this is the computer industry. Imagine if the abundance of
innovation developed in the computer industry over the past 20 years
went unused, underutilized, and unexploited because individuals did
not know how to use any of the new hardware or software that were
developed as a result of the innovation. In such a world, the benefits
to economic growth would have been far less than was realized. Just
think of the plethora of ways computing power has affected society
because individuals invented ways to exploit the innovation. Heck,
even Hollywood has been changed forever because someone figured
out how to use computers to create special effects and animation that
look like the real thing. Televisions have been changed forever, too, as
nary an electronics store sells televisions any more than a few inches

thick—a far cry from the 2-foot deep televisions sold not long ago.

Edward Denison conducted a comprehensive study of the effects
of education on economic growth in the United States from 1929 to
1982. Denison attributes 16 percent of the growth in nonresiden-
tial business to education per worker.?” Many other studies arrive at
similar findings. If we therefore assume that the effects of education
account for 16 percent of economic growth, the $2.2 trillion increase
in real GDP seen during the period 1959 to 1987 would have been
cut by $1.26 trillion, leaving real GDP at $6.01 trillion instead of $7.27
trillion in 1987.
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When we think about education, one of the first things that comes
to mind is the young because it is in our youth that we attain the bulk
of our education. Our school years leave an indelible mark that stays
with us throughout our lives, and it is difficult to imagine how life

would be if we had not gone to school.

The preciousness of children and the brevity of youth is a feature
of life that captivates the hearts of every generation, and it is especially
adored and cherished by the aged, who in the twilight of their years
become sentimental toward life and the memories of their own youth.
Far be it from them, therefore, to deny the juvenescent the privi-
lege of inheriting an education system as good or better as the one
they had. It is unfathomable to believe that they would. The problem,
however, is that they unwittingly could cause harm to our precious
young, by their very substantial demand for government-sponsored
medical care and the money that it takes to pay for the care. Little
do seniors know that their demand for and support of entitlement
spending creates a black hole that pulls money away from the young
and that the black hole is growing massively and will continue to do so

for the next 20 years.
Nicolo Machiavelli said of change:

It must be remembered that there is nothing more difficult to
plan, more doubtful of success, nor more dangerous to man-
agement than the creation of a new system. For the initiator
has the enmity of all who would profit by the preservation of
the old institution and merely the lukewarm defense in those
who gain by the new ones.!

If the United States is to change and chart a more prosperous
course, it will need its elders to show their wisdom and recognize that
by subterfuge—by the power of the aged in elections as well as by
their demand for health care and other entitlements—the future of

the United States is being dictated by gerontocracy.
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The Hypnotic Power of Debt

Jenny Wants a Doll

The setting: An attic playroom in a middle-class household in Any-
where, USA.

The players: Four 7T-year-old girls; all are from typical middle-
class households except one—she is from a household that earns a bit
less than the national average.

The scene: The girls are playing with their dolls, having a tea party.

Prologue (aside from author): As a father of three girls and brother
to three sisters, I know of few moments in life that capture the fleet-
ing nature of youth and the brevity of life than when a little girl is
playing with her dolls. I have always taken a step back in my mind
when I've watched my girls play, knowing it is but a moment in time.
Sometimes I imagine myself 10 or 20 years hence wishing I could
have that time again. Then I bring myself back to reality to savor the

moment. I know it will never come again.

Narrator: Seated on foot-high chairs at a round wooden table cov-
ered by a white tablecloth are four young girls. It’s teatime. Three of
the girls are each holding an American Girl doll, a very popular but
relatively expensive doll that their parents bought for them not long
ago. The fourth girl, Jenny, doesn’t own an American Girl doll, so she
is holding a different sort of doll. It is cute and in many ways it looks
similar to the American Girl doll, topped with long wispy blonde hair
and covered with powdery, plump skin and displaying a bright white

smile. Jenny’s doll nevertheless looks different than the other dolls.

187
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It is a bit smaller, and its features don’t look as real as those on the
American Girl dolls. The other girls know that Jenny’s doll is not an
American Girl doll, but they make nothing of it. Jenny nonetheless
feels a bit sad and wishes for the day when she, too, will have an

American Girl doll.

Jenny couldn’t possibly have known that that her desire to have
what others had would sow the seeds for her consumption habits in
the years to come. She would do what millions of Americans have
done for decades: try to keep up with the Joneses. Americans for
many years have peered outside of their windows to look at the drive-
way next door and across the street to see what their neighbors were
driving and if their neighbors were showcasing a new car, chances
were they would want one, too. Heaven have mercy on us who chose
to stay within our means and drive our cars into the ground! Have pity
on us! Forgive us for purchasing three-year-old cars and for taking a
pass on the haircut we would have taken off of the sticker price of a

new car the minute we bought it and took it off the dealer’s lot!

Money and Credit Hasn’t
Bought Happiness

For many Americans, keeping up with the Joneses for many years
meant turning to credit because their income levels did not sup-
port their consumption habits. These poor souls—and oh so many of
them!—put their relative levels of consumption above all else, sub-
ordinating income when in fact income should be the driving force.
Economists would say that the absolute income hypothesis developed
by John Maynard Keynes lost to both the permanent income hypoth-
esis developed by Milton Friedman® and the relative income hypoth-

esis developed by James Duesenberry.?

Keynes believes that the absolute, or current level of income

drove consumption and that future spending relative to income
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would depend on the consumer’s marginal propensity to consume.
Sir Keynes, perhaps this is the way consumption patterns in a perfect
world should evolve, at least if consumers are to spend prudently, but
it is not how they actually evolved because poor Americans just had to

keep up with the Joneses; they just had to!

Milton Friedman, who believes that consumption was driven
by far more than just current income, solves a major weakness of
Keynes’s absolute income hypothesis. Friedman believes that con-
sumption is driven primarily by a household’s expectation for future
income, including its permanent income, which is determined by the
accumulation of assets of many sorts, stretching beyond just current
income to include assets such as stocks, bonds, bank deposits, and
real estate, as well as human capital, which is derived from intangibles
such as education, training, and experience. Wealth, in other words,
matters, and the consumption of those that have it tend under Fried-
man’s theory to be affected most by it. Friedman’s permanent income
hypothesis helps us to understand the mega consumption binge that
took place from the 1980s until the financial crisis. Rising asset val-
ues and an expectation that they would continue rising hypnotized
Americans into believing they could stop saving and max out their
credit cards until the cows came home—and eventually they did.

Game over!

Friedman’s permanent income hypothesis combines well with
Duesenberry’s relative income hypothesis, which theorizes that a
household’s consumption pattern is driven by how it views its con-

sumption relative to others in its income cohort. Duesenberry explains:

...for any given relative income distribution, the percentage of
income saved by a family will tend to be a unique, invariant,
and increasing function of its percentile position in the in-
come distribution. The percentage saved will be independent
of the absolute level of income. It follows that the aggregate
saving ratio will be independent of the absolute level of in-
come.
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In the meshed version of the permanent and relative income
hypotheses, a household can justify keeping up with the Joneses if
it believes it is on a permanent glide path with respect to its income.
Alvarez-Cuadrado and Van Long (2009) support the idea of meshing
the hypotheses, finding that

an individual’s consumption is driven by the comparison of

his lifetime income and the lifetime income of his reference

group; a permanent income version of the Duesenberry’s
(1949) relative income hypothesis.?

In their work, Alvarez-Cuadrado and Van Long cite an intriguing
study by Neumark and Postlewaite (1998) that attempts to explain the
“striking rise” in the employment of married women in the United
States over the past century. One can almost visualize this one, and
many readers I am sure will relate to it. To explain the rise, Neumark
and Postlewaite introduce a version of the relative income hypothesis
that uses—get this—a sample of married sisters. The researchers find
that married women are 16 to 25 percent more likely to work outside
the home if their sisters’ husbands earn more than their own hus-
bands. In other words, the jealousy that young sisters often display
toward each other over their toys, their bedtime, their clothes, their
shoes, and oh so much more reflects a deeply entrenched emotion
that many researchers believe begins in a child immediately after the
birth of a sibling,* when the older sibling attempts to differentiate
herself and to gain her share of her parents” attention. The younger
sibling eventually attempts to do the same. The problem is com-
pounded by societal pressures, not the least of which is the immense
pressure in the United States to compete for top honors in, well, just
about everything.

The pressures to compete, to stand out, to be noticed, and indeed
to be loved foster envy, resentment, and jealousy, emotions that mani-

fest in a wide variety of ways, including the way people dress, how
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they eat, who they date or marry, where they work, and the type of
cars they drive. It is a major factor underlying the desire to consume,
and it promotes the use of credit because people view credit as pro-
viding a means of satisfying and reconciling emotional discontent and

mental unease.

Incomes Are up, but Why Aren’t We Happier?

The question therefore begs: Can consumption resolve deeply
rooted emotional problems? In other words, can money buy happi-
ness? This age-old question is usually put in the context of religion,
and it is a recurring theme in both the New and Old Testaments of
the Bible. A passage in the New Testament describes an encounter
between a rich man and Jesus, who tells the man that if he wishes to
follow him, he must sell all of his possessions and give the proceeds
to the poor. The rich man refuses, walking away sorrowful. Jesus then
turns to his followers and says,

It is easier for a camel to go through a needle’s eye than it is
for a rich man to enter the kingdom of God.?

Perhaps if there were a tax deduction to reduce the rich man’s
taxable income and thereby enable his further consumption, the rich
man might have agreed! Maybe leaving his credit cards open would
have sealed the deal!

USC Professor Richard Easterlin in 1974 attempted to measure
the correlation between income and happiness, developing a theory
that has come to be known as the Easterlin Paradox.® It is a fascinating
theory that suggests that although people with higher incomes tend to
be happier than those of lesser income, happiness does not increase
within nations when they grow wealthier. This concept is depicted in

the striking illustration of Easterlin’s findings in Figure 7-1.
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Figure 7-1 Money doesn’t buy happiness; the Easterlin Paradox.

Sources: Davis and Smith (2002); U.S. Bureau of the Census; via Easterlin (2004)

Davis, James Allan and Tom W. Smith: 2002. General Social Surveys, 1972-2002 [machine-
readable data file]. Chicago: National Opinion Research Center.

Easterlin, Richard, “Feeding the lllusion of Growth and Happiness: A Reply to Hagerty and
Veenhoven,” University of Southern California, University of Southern California Law and
Economics Working Paper Series, No. 8, 2004.

climbed for decades, owing to increases in standard of living associ-
ated with steadily rising productivity levels. What is striking is that
happiness held flat during the period, suggesting income growth by
itself does not result in increased happiness. Easterlin draws from
Duesenberry to explain why people within wealthier nations are not

happier than those in poorer nations, reinforcing Duesenberry’s rela-

As the chart shows, real income in the United States has steadily

tive income hypothesis:

In the simplest cast, in which the expenditures of every other
person are given equal weight, the utility gained by a given
individual depends on the ratio of his expenditure to the na-
tional per-capita average. The farther he is above the average,
the happier he is; the farther below, the sadder. Moreover,
if the frame of reference is always the current national situa-
tion, then an increase in the national level of income in which
all share proportionately would not alter the national level of
happiness. A classical example of the fallacy of composition
would apply: An increase in the income of any one individual
would increase his happiness, but increasing the income of
everyone would leave happiness unchanged.”
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It is striking and extraordinarily illuminating to view how people
respond in different countries when asked about their aspirations for
future income, consumption, savings, and leisure, as Cantril did in
1965 when he posed the question to people in the United States and
India and then drew comparisons.® Although Cantril’s survey is almost
50 years old, the findings almost certainly would be similar today
for surveys of people in countries having vastly different per capita
income levels. The responses to Cantril’s survey reinforce the rela-
tive income hypothesis and in doing so show the predisposition that
people have within indebted countries toward consuming as much as

they feel is necessary to bring them up to par with their neighbors.

The eye-opening results of Cantril’s survey (1965) are summa-

rized as follows:

India: T want a son and a piece of land since I am now working on
land owned by other people. I would like to construct a house of my
own and have a cow for milk and ghee. I would also like to buy some
better clothing for my wife. If T could do this then I would be happy
(35-year-old man, illiterate, agricultural laborer, income about $10

per month).

United States: If I could earn more money I would then be able
to buy our own house and have more luxury around us, like better
furniture, a new car, and more vacations (27-year-old skilled worker).

India: I wish for an increase in my wages because with my meager
salary, I cannot afford to buy decent food for my family. If the food
and clothing problems were solved, then I would feel at home and
be satisfied. Also if my wife were able to work, the two of us could
then feed the family, and I am sure would have a happy life, and our
worries would be over (33-year-old sweeper, monthly income around
$13).

United States: I would like a new car. I wish all my bills were paid
and I had more money to myself. I would like to play more golf and to
hunt more than I do. I would like to have more time to do the things I

want to and to entertain my friends (24-year-old bus driver).
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India: 1 would like to have a water tap and a water supply in my
house. It would also be nice to have electricity. My husband’s wages
must be increased if our children are to get an education and our
daughter is to be married (45-year-old housewife, family income
about $80 per month).

United States: Materially speaking, I would like to provide my
family with an income to allow them to live well—to have the proper
recreation, to go camping, to have music and dancing lessons for the
children, and to have family trips. I wish we could belong to a coun-
try club and do more entertaining. We just bought a new home and
expect to be perfectly satisfied with it for a number of years (28-year-
old lawyer).

India: 1 hope in the future I will not get any disease. Now I am
coughing. I also hope I can purchase a bicycle. I hope my children will
study well and that I can provide them with an education. I also would
sometime like to own a fan and maybe a radio (40-year-old skilled
worker earning $30 per month).

Cantril (1965) sums up these fascinating and enlightening results
as follows:

People in highly developed nations have obviously acquired

a wide range of aspirations, sophisticated and expensive from

the point of view of people in less-developed areas, who have

not yet learned all that is potentially available to people in

more advanced societies and whose aspirations concerning

the social and material aspects of life are modest indeed by
comparison.

Easterlin and Cantril’s work help us to have a better under-
standing of what drove Americans households in recent decades to
consume the way they did. Debt was the instrument by which house-
holds made their attempt at buying happiness, but it was doomed to
failure not only because the debt well eventually ran dry, but also
because consumers in America and indeed throughout the world
are on an everlasting treadmill trying to keep pace with the rest of

society. Moreover, even as people move up the rung of the income
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ladder, their consumption standards increase accordingly, making it
less likely they will ever feel as happy as they believe ex-ante they will

feel. Most of you probably can relate to this. I sure can.

When I was 10 years old, I delivered newspapers in New York
City, one of which was the New York Daily News. The most vivid day
I can recall from those days was the day after the Viking spacecraft
had landed on Mars. I awoke that morning to a bundle of papers that
showed the first ever photograph from the surface of Mars, filled as
it was with rocks all around the spacecraft as far as the Viking could
see. I was enormously excited to see the black and white photo of the
red planet on the front page of the newspaper. I for years wanted to
be an astronaut, having watched on television the Apollo astronauts

land on the moon.

Anyway, my excitement was doubly so because I was receiving my
first paychecks, maybe about $20 per week, a massive amount given
that my biggest expenditure was at the Time Out video arcade and the
Sunset bowling alley. A number of years later when I was 16, I began
working at a supermarket as a so-called checker, working the registers
(before supermarkets had scanners, by the wayl!). I earned the mini-
mum wage at the time, which was $3.35 per hour, and I was working
about 20 hours per week. My total earnings therefore had leapt higher
compared to my days as a paperboy. True to form, my expenditures
increased as well, as did my desire to earn and consumer even more.

It's the American way, after all, isn’t it?

Soon enough I had bought my first car—on credit no less, because
as a Tony from Staten Island New York, and 100 percent Italian no
less, I just had to have what every other Tony, Vinny, and Joey on
Staten Island had, a Chevy Camaro! Okay, yes, some of us owned a
Trans Am (the black and gold one with the giant bird decal on the
hood—what else!), a Firebird, or a Corvette. No matter, the point is
that I did whatever it took to get my Camaro, which, by the way, was
seven years old and cost $2,000 because that, it seemed, was what

red-blooded Italians did.
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So while I was earning more than ever, it didn’t feel like more—I
wasn’t getting any further satisfaction compared to my paperboy days
because my consumption standards increased along with my earnings.
This continued as the years went on. Along the way it has been amaz-
ing for me to discover that even though my paychecks have gotten
larger, they have felt the same as they did when I awoke that glorious
morning to see on the front page of the Daily News something that no
human being had ever seen before. The joy I felt had nothing what-
soever to do with what I would earn that day delivering the papers—I
was a happy astronaut, and I felt privileged and proud to be a paper-
boy and to have the opportunity to deliver to many a story they, too,

would never forget. There’s obviously a lesson to be learned here.

The increase in consumption standards that tends to occur as
people move up the income ladder holds a lesson for the developing
world, as well, which is in the midst of a secular period of accelerat-
ing income growth. Developing nations must be careful about assum-
ing that income growth by itself will translate into increased levels of
national happiness and overall satisfaction with the national standard
of living. Developing nations must recognize that as incomes acceler-
ate, people will shift their consumption standards upward, offsetting
the positive effects on the acceleration in income growth, potentially
leaving the general sense of well-being little changed. In other words,
even as per capita income increases, people will continue to judge
their position in society not by their absolute level of income but by

their relative income level, by comparing themselves to others.

The Hypnotized Consumer:
How We Are Hardwired to Spend

Both the temptation to spend and the desire to keep up with the
Joneses represent a form of hypnosis because each has the ability to

distract, which is an essential element in hypnosis. Temptation and
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a desire to keep up with the Joneses puts individuals into a state of
hypnosis and distracts them from properly assessing how their spend-
ing decisions might affect their financial situations. The hypnosis lulls
individuals into spending decisions that they would otherwise avoid if

not for the distraction.

The words hypnosis and hypnotism were coined by James Braid,
a surgeon, in the early 1840s. The words are derived from the term
neuro-hypnotism, a condition known as nervous sleep. Braid defined
hypnotism as

...a peculiar condition of the nervous system, induced by a

fixed and abstracted attention of the mental and visual eye, on
one object, not of an exciting nature.”

Braid (1843) describes his method of inducing people into a hyp-
notic state—a means of putting people into a trance, you could say—

as follows:

I take any bright object (I generally use my lancet case) be-
tween the thumb and fore and middle fingers of the left hand;
hold it from about eight to fifteen inches from the eyes, at
such position above the forehead as may be necessary to pro-
duce the greatest possible strain upon the eyes and eyelids,
and enable the patient to maintain a steady fixed stare at the
object. The patient must be made to understand that he is to
keep the eyes steadily fixed on the object, and the mind riv-
eted on the idea of that one object.

Hyppolyte Bernheim defines hypnotism as follows:

I define hypnotism as the induction of a peculiar psychical
[i.e., mental] condition which increases the susceptibility to
suggestion. Often, it is true, the [hypnotic] sleep that may be
induced facilitates suggestion, but it is not the necessary pre-

liminary. It is suggestion that rules hypnotism.*

The hypnotic state that Braid and Bernheim describe seems a lot
like the one that consumers enter when they enter a dealer’s show-
room to buy a new car. The moment a consumer walks inside a show-

room, wham! Out walks an overenthusiastic salesman who puts the
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consumer into a mental state that increases his susceptibility to sug-
gestion. The consumer becomes so fixated on the many temptations
presented by the salesman that soon enough the consumer is adding
on all sorts of bells and whistles to the car (especially the “comfort
package,” the sun roof, the heated mirrors, the plush mats, the rear-
seat video system, and the fancy rims!). The price tag zooms, and the
consumer walks out of the showroom having purchased a car he really
can’t afford.

When we think about how consumers tend to behave when they
make purchase decisions such as they do in, for example, consider-
ing the purchase of a car, Bernheim’s belief that “suggestion rules
hypnotism is better understood. In America, and indeed much of the
developed world, suggestion does indeed rule, and the purveyors of
goods and services exploit it, recognizing that consumers have weak
knees, which is to say that they are susceptible to temptation as well
as exploitations of their own inner struggles and outward attempts to

satisfy their desires to keep up with the rest of society.
Both Braid and Bernheim believed suggestions were to be applied

to a subject’s conscious mind. In contrast, Sigmund Freud believed
that suggestion applied to the subconscious mind. Freud in fact is
known for his focus on the subconscious mind in his studies and in
his practice. Subliminal suggestions and messaging by the Freudian
way of thinking therefore present another means by which marketers
can and do exploit distracted consumers. Never mind that the Fed-
eral Trade Commission considers subliminal advertising a deceptive
business practice and that it is illegal also in England and Australia,
advertisers as well as businesses can easily exploit the subconscious
mind without subliminal references in their sales and advertising
practices because the subconscious mind is predisposed to tipping

the consumer toward a purchase decision regardless.
Karremans, Stroebe, and Claus (2006) believe a predisposition
toward reaching a goal increases the effectiveness of subliminal mes-

saging, suggesting that when consumers are fixated on a goal, they
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can be influenced into taking actions (such as consuming) to fulfill
that goal.!! The researchers conducted two experiments to assess
whether subliminal priming of a brand name—for example, a quick
flashing of a brand name across a movie screen—could affect people’s
choices for the primed brand and whether the effect is moderated by
an individual’s degree of thirst. The researchers conclude the studies
demonstrated that “subliminal priming of a brand name of drink posi-
tively affected participants’ choice for, and their intention to, drink
the primed brand, but only for participants who were thirsty.” This is
another way of saying that the many subconscious predispositions that
individuals have toward satisfying particular goals creates a tendency
to consume as a means of doing so.

Figure 7-2 depicts the results of the experiment conducted by
Karremans, Stroebe, and Claus (2006), which relied on the use of
Lipton Ice, a brand of iced tea, as the conduit for the researchers
to test whether they could induce a goal-directed action (choosing a
drink) on the subjects to fulfill a goal (quenching one’s thirst). Lipton
Ice was chosen in part to test a claim made famous by a private market
researcher named James Vicary, who in 1957 said that he was able
to substantially increase sales of Coca Cola and popcorn in a movie
theater by using subliminal advertising.!* Vicary said that he flashed
the messages “Drink Coca Cola” and “Eat Popcorn™ across the movie
screen for each showing of a movie titled, Picnic, which starred Wil-
liam Holden and Kim Novak. Vicary said he flashed the message for
1/3000 of a second every five seconds and that it resulted in a big
increase in sales of both Coke and popcorn, to the tune of 18 per-
cent and 58 percent, respectively. Vicary’s claims created quite a stir
that led to the ban of subliminal advertising by the National Asso-
ciation of Broadcasters in June 1958. It also created a great deal of
fear among the general public, which came to believe that if Vicary
could be successful in his brainwashing, so could the government—
and the communists, which of course were feared back in the day.

Vicary’s claim was never substantiated, and attempts to recreate his
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experiment went flat. Vicary eventually admitted his experiment was
a hoax, telling Advertising Age as much in 1962. Nevertheless, Kar-
remans, Stroebe, and Claus believe Vicary’s claim “has some basis in

reality”; hence their study.
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Figure 7-2 Percentage of participants who chose Lipton Ice as a function of
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The study helps illustrate how easily influenced people are by
conduits that they believe can help satisfy their inner cravings and
emotional voids. For example, having a “goal” of “keeping up with
the Joneses” creates a predisposition toward consumption that people
facilitate by using credit. Karremans, Stroebe, and Claus (2006) put
it this way:

People often have multiple means available to reach a par-

ticular goal, and we hypothesize that they will be more likely

to select the means that is highly accessible at the moment of
attempting to attain that goal.
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Look no further than to that handy dandy credit card in your
pocket for a highly accessible means of attempting to keep up with
the Joneses. Consumers see credit cards as a quick means of reaching
their goals, casting aside any negative consequences associated with

the use of credit.

Mirror Neurons: You Yawn, I Yawn—You Buy, I Buy

A remarkable and very recent discovery was made in Italy in 1992
at the University of Parma that further helps us to unlock the copycat
behavior of consumers. Giacomo Rizzolatti and four others conducted
an experiment on macaque monkeys, trying to learn more about how
the brain processes motor functions. The researchers placed elec-
trodes on the monkeys so that they could measure the reaction in a
single motor neuron. (A neuron is a cell that transmits information
throughout the body, both electronically and chemically; for example,
from the brain to the muscles.)'® Neurons “fire,” or transmit infor-
mation through electrochemical signals when a muscle is moved or
contracted.

In the fascinating and groundbreaking study, Rizzolatti and his
colleagues wanted to observe how motor neurons trigger hand move-
ments in macaque monkeys, so they watched the monkeys perform
tasks, such as popping peanuts into their mouths. When the monkeys
would perform the tasks, electronic monitoring devices would sound
off as a result of the electrochemical signaling set off in the monkeys’

motor neurons.

As is often the case with great discoveries, the researchers stum-
bled upon theirs. It happened while a researcher went to grab an
item. Remarkably, the equipment that was monitoring the monkeys
sounded off at the very same time, with the monitoring device mak-
ing exactly the same sound as when a macaque had moved its own
hand. Up until that point, researchers believed that when a neuron

was fired, it did so to perform a unique task. In other words, only
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specific neurons were thought to fire for their respective tasks. That
the neuron fired in a macaque when it was observing the same action
in a primate other than itself (the researcher) was new to scientists.
The result indicated that individual neurons could be ignited for both
an action and an observation of that same action. These neurons are

now known as mirror neurons.

A very wide range of hypotheses developed about human behav-
ior following the discovery of mirror neurons. Scientists begin refer-
encing mirror neurons to explain why babies stick their tongues out
when they see someone else do it, why people yawn when others do,
why we have difficulty watching someone else experience pain, why
we feel exhilaration when watching sports. Mirror neurons are why

people say that smiling and laughter is contagious.

I'll never forget an experience I had in sixth grade with my great
friend Neil. We were brought together into the dean’s office in 1.S. 24
on Staten Island for one of our devilish but harmless pranks. When we
arrived in the dean’s very small office, we were seated in front of him
across from his desk against the wall immediately at the doorway. The
dean started giving us the third degree as we sat silently. Until one of
us started to laugh. Soon enough Neil and I broke out laughing as the
dean was talking. Neither of us could control ourselves. It was so hard
to be serious! We were laughing so much we fell off our chairs. Neil
and I never stopped laughing and left the room laughing. Did we get
in trouble? Thank goodness no, but it would have been worth it for

the lifetime of laughs we have had over the experience.

Many of you I am sure can think of experiences in your own lives
where you have found your behavior influenced by the behavior or
experiences of others around you. For example, does your skin crawl
as mine does when you see a bug crawl across someone else? Do
you cringe or wince when you see someone experience pain? These
connections, researchers believe connect human beings to each other

and promotes learning vital to life, including on a social basis.
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Let’s connect the dots and think about how mirror neurons influ-
ence consumer behavior. The easiest example of copycat behavior
that can probably be attributed to mirror neurons relates to fads. Over
the years there have been all sort of fads, including all sorts of weird
hairdos and clothing styles, cars, Hula Hoops, Cabbage Patch dolls,
Beanie Babies, Tickle-Me-Elmo, among many more. People for years
have been buying what others buy, and many are willing to pay a hefty
price to get the items. Never mind that in the vast majority of cases
people soon after they buy the times wonder why they bought them
in the first place and why they paid so much.

The same sort of imitation takes place when consumers shop.
Consider what happens when you walk by an Apple store. Every one
that I have ever walked past is buzzing with people, and the stores
are brimming with excitement and are extremely inviting. The stuff
inside, the cool looking people, all of it enormously alluring, and soon

enough you are drawn in.

Inside of every shopping mall are a wide variety of stores offering
unique experiences. The main goal for each store is to attract a target
audience by creating an image that consumers want to mimic. Even
the mannequins inside the store are meant to appeal to your inner
mirror neurons. As soon as you see one, you want to look just like it
(save for the wig and the stoic face), so moments later you are buying
what he or she is wearing. Plenty of bad clothing and ugly hairdo fads
have resulted from this sort of copycat behavior, but we can’t help

ourselves. We were born this way.

The movie-going experience is also affected by our mirror neu-
rons, and we needn’t know much about the movies we choose as long
as others are choosing them for us! It seems the mirror neurons do
not apply to movie critics, however, because who no one ever goes to

see the movies they tell us to see!

The same impulse that makes people want to buy an item can also
work in the opposite way and discourage people from buying one—

if other people are signaling to steer clear. This is why bad word of
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mouth can be so viral and hurt a product or company. As the saying
goes, the most powerful means of communication is word of mouth.
All of this is part of the amazing way in which we stay connected to
each other, even if we do not know why. Mirror neurons help explain
it, so the next time you find yourself feeling what others are feeling,
or if you find yourself wearing the same clothes as the people you pass

along the street, you'll know why.

I Want It Now! Our Insatiable Need for
Immediate Gratification

I want the works
I want the whole works
Presents and prizes and sweets and surprises
Of all shapes and sizes
And now
Don’t care how
I want it now
Don’t care how
I want it now

—Veruca Salt, Willy Wonka and the Chocolate Factory

In the 1971 movie, Willy Wonka and the Chocolate Factory, Ver-
uca Salt is a spoiled young rich girl who is one of five lucky young
kids to find a Golden Ticket inside of a Wonka bar. The Golden Tick-
ets give the recipients the privilege of a tour inside of Willy Wonka’s
chocolate factory, which for years has been cloaked in mystery and
shut to the public. No one has seen Wonka in many years. To find the
Golden Ticket, Veruca’s rich father purchases 760,000 Wonka Bars
and makes his workers work day and night to open them. Never mind
the cost—whoever thinks of the cost when they want instant grati-
fication? Just listen to Veruca and keep in mind that she, like most

people, can’t help herself.
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Veruca Salt: 1 wanted to be the first to find a Golden Ticket,
Daddy!

Mr. Salt: T know, angel. We're doing the best we can. I've got
every girl in the place to start hunting for you.

Veruca Salt: All right, where is it? Why haven’t they found it?
Mr. Salt: Veruca, sweetheart, I'm not a magician! Give me time!

Veruca Salt: 1 want it now! What’s the matter with those twerps

down there?

Mr. Salt: For five days now, the entire flipping factory’s been on
the job. They haven’t shelled a peanut in there since Monday. They've

been shelling flaming chocolate bars from dawn till dusk!

Veruca Salt: Make them work nights! They're not even trying!
They don’t want to find it! They're jealous of me!

Mr. Salt: Sweetheart, I can push them no harder; 19,000 bars an
hour they’re shelling; 760,000 they've done so far.

Veruca Salt: You promised, Daddy! You promised I'd have it the
very first day!
Mrs. Salt: You're going to be very unpopular around here, Henry,

if you don’t deliver soon.
Mr. Salt: It breaks my heart, Henrietta. I hate to see her unhappy.

Veruca Salt: 1 won't talk to you ever again! You're a mean father,
you’ll never give me anything I want! And I won’t go to school till I

have it!

Mr. and Mrs. Salt suffer from the same problem that we all have:
We can’t control our brains, and our desire for instant gratification is
far stronger than our will to delay it. McClure, Laibson, Lowenstein,
and Cohen (2004) link this desire to activity in the brain, in particu-
lar in the limbic system (Figure 7-3), which is sometimes known as
the brain’s pleasure center—what else would they call the part of the
brain that loves to go shopping! Using a Magnetic Resonance Imag-

ing (MRI) machine, the researchers measured the brain activity of
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participants as they made a series of intertemporal choices between
early monetary rewards and later monetary rewards. Their intrigu-
ing study finds that the prefrontal cortex lights up on the MRI when
participants are presented with the two choices. When participants

choose the early reward, the brain’s pleasure center lights up.!*

Cerebral Cortex

Corpus
Callosum

Hypothalamus

Amygdala*®
Hippocampus

Medulla

Figure 7-3 The Limbic System

Source: National Institute of Health

Here for you science bulffs is the scientific explanation followed

by one in English for us, uh, non-scientists:

Parts of the limbic system associated with the midbrain do-
pamine system, including paralimbic cortex, are preferen-
tially activated by decisions involving immediately available
rewards. In contrast, regions of the lateral prefrontal cortex
and posterior parietal cortex are engaged uniformly by inter-
temporal choices irrespective of delay. Furthermore, the rela-
tive engagement of the two systems is directly associated with
subjects” choices, with greater relative fronto-parietal activity

when subjects choose longer term options.!>
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In other words, we are anatomically built to choose immediate
pleasure rather than delay it. For example, the researchers note that
someone offered the choice between $10 today and $11 tomorrow
might be tempted to choose the immediate option. However, if asked
today to choose between $10 in a year and $11 in a year and a day, the
same person is likely to prefer the slightly delayed but larger amount.

The dangers of this sort of behavior were manifested during the
financial crisis, with households paying a heavy price for having cho-
sen immediate gratification all too often. Perhaps now households will
have learned the lesson they were taught in elementary school in one
of Aesop’s Fables in the story of “The Ant and the Grasshopper™:

In a field one summer’s day a Grasshopper was hopping

about, chirping and singing to its heart’s content. An Ant

passed by, bearing along with great toil an ear of corn he was
taking to the nest.

Why not come and chat with me, said the Grasshopper, in-
stead of toiling and moiling in that way?

I am helping to lay up food for the winter, said the Ant, and
recommend you to do the same.

Why bother about winter? said the Grasshopper; we have got
plenty of food at present. But the Ant went on its way and
continued its toil.

When the winter came the Grasshopper had no food and
Sfound itself dying of hunger, while it saw the ants distributing
every day corn and grain from the stores they had collected
in the summer.

Then the Grasshopper knew:

It is best to prepare for the days of necessity.

McClure, Laibson, Lowenstein, and Cohen believe that their
study combined with evidence of our ability to reason and show
patience

suggest that human behavior is often governed by a competi-
tion between lower level, automatic processes that may reflect
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evolutionary adaptations to particular environments, and the
more recently evolved, uniquely human capacity for abstract,
domain-general reasoning and future planning. Within the
domain of intertemporal choice, the idiosyncrasies of hu-
man preferences seem to reflect a competition between the
impetuous limbic grasshopper and the provident prefrontal
ant within each of us.

The researchers’ work helps us to understand a number of behav-
iors, not the least of which is why people use credit—they just can’t

help themselves; they were born this way.

Temptation: As Old as Adam and Eve

If you were asked to memorize a seven-digit number as part
of a memory study and then were told you had a choice between a
fruit salad and a delectable piece of chocolate cake, which would you
choose? Chances are you would choose the chocolate cake, even if
you, like most people, are health conscious. Such are the results of
a study conducted by Baba Shiv (1999), who finds temptation drives
decision making when the cognitive part of a person’s brain is busy or
distracted.'® Think of it as another form of hypnotism. In the experi-
ment, Shiv asked a separate group of people to remember a two-digit
number, and they were then given the same food choices. The major-
ity of this group chose the fruit salad. In all, twice as many people who
had the more challenging task of memorizing the seven-digit number
chose chocolate over fruit. The results indicate that when the brain
is busy—when, as Shiv says it has a high “cognitive load,” it becomes
more difficult for a person to fight temptation. “In other words,” Shiv
says, “willpower is so weak, and the prefrontal cortex is so overtaxed,
that all it takes is five extra bits of information before the brain starts
to give in to temptation.” In Shiv’s technical explanation, he assumes
there is a negative element to eating chocolate cake, although some

of us would disagree!
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Findings from the two experiments suggest that if processing
resources are limited, spontaneously evoked affective reac-
tions rather than cognitions tend to have a greater impact on
choice. As a result, the consumer is more likely to choose the
alternative that is superior on the affective dimension but in-
ferior on the cognitive dimension (e.g., chocolate cake). In
contrast, when the availability of processing resources is high,
cognitions related to the consequences of choosing the alter-
natives tend to have a bigger impact on choice compared to
when the availability of these resources is low. As a result, the
consumer is more likely to choose the alternative that is infe-
rior on the affective dimension but superior on the cognitive
dimension (e.g., fruit salad).

As one would expect, those who had a tendency toward giving
in to temptation (“impulsives”) had a greater likelihood of choosing
the chocolate cake when they had to memorize the seven-digit num-
ber than did those who tended to be more prudent. Marketers focus
on people who are impulsive. Supermarkets certainly are. Have you
ever noticed that after the bombardment of temptations you gave in
on throughout the supermarket, the additional bombardment you get
while you wait impatiently on the checkout line? Somewhere along
the line you almost certainly did, giving in to the temptation to pur-
chase a magazine, a cold drink, candy, chewing gum, batteries, eye-
glass repair kits, potato chips, and a wide assortment of things you
could have done without but probably were so distracted (and bored)
by the waiting and all of the stimuli all around you that you were more

susceptible to temptation.

The excesses in consumer spending that occurred in the time
leading up to the financial crisis were the result of consumers giving
in to many temptations, but not all of these can be explained by the
distractions created by cognitive overload. For example, the decision
to obtain a credit card has little to do with cognitive overload and far
more to do with other influences. Consumers are of course inundated
with mail tempting them to apply for credit cards, but the decision

to apply for credit has little to do with cognitive overload. In fact, the
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number of mailed credit card solicitations was over 5 billion in 2005,
about five times as much as a decade earlier.'” Only after consum-
ers apply for and then receive the credit cards do they find them-
selves in predicaments where cognitive overload becomes a factor in
their consumption decisions. In these cases, the decision to give in
to temptation and consume is linked to the bombardment of distrac-
tions consumers are hit with from marketers, advertisers, salesmen,
and the like, as well as the consumers’ personal struggles to fit in, to
feel accepted, to be a somebody by keeping up with the Joneses, and

whatever it takes to feel secure.

Just as Adam and Eve believed they could survive if they gave
in to temptation and ate fruit from the Forbidden Tree, Washington
for years has believed it could do the same, feasting on the tree’s suc-
culent fruit and its delightful juices that to politicians work miracles,
keeping them alive and in power like the overflowing waters of a foun-
tain of youth. Never mind that one too many bites on the luscious fruit
put the tongue onto the fruit’s rotten and deeply poisonous core; this
from the first bite the politician has found his antidote to survive, by
taking to the garden and hiding from his constituency. The financial
crisis has exposed the nakedness of the politician, and he no longer
leaves the cherry blossom gardens of Washington unclothed and is
thus draped with an apron of fig leaves, sewn by the sticky substance

dripping from the bitten apples.

Why Put Off Buying Today What You Should

Be Buying Tomorrow?

Before there was ever a shopping mall or a credit card, John Rae,
a Canadian schoolmaster by day and economist by night, in 1834,
understood well the allure of spending and the choices people had
to make between receiving a benefit today or in the future. In stylish

writing, Rae eloquently states,
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Such pleasures as may now be enjoyed generally awaken a
passion strongly prompting to the partaking of them. The ac-
tual presence of the immediate object of desire in the mind
by exciting the attention, seems to rouse all the faculties, as
it were to fix their view on it, and leads them to a very lively
conception of the enjoyments that it offers to their instant
perception. The prospects of future good, which future years
may hold out to use, seem at such a moment dull and dubious,
and are apt to be slighted, for objects on which the daylight
is falling strongly, and showing us in all their freshness within
our grasp.... Everywhere to see, that to spend is easy, to spare,

hard.!8

The inclination to overweight the short-term benefits and under-
weight the long-term costs of a particular decision perpetuates onto
itself. In other words, people are more likely to choose immediate
gratification even when delay might be the better option simply
because they lack confidence they will have the control to delay the
gratification. Battaglini, Benabou, and Tirole (2001) document the
impulse toward short-run gratification in a study of self-control in
peer groups, finding people tending to have much less self-control
when making decisions on their own versus doing so in a group set-
ting. The researchers provide a vivid illustration of the lack of self-
control that people show when they face a choice between immediate
or delayed gratification:

The canonical example is that of an alcoholic who must de-

cide every morning whether he will try to abstain that day,

or just start drinking right away. If he was sure of his ability

to resist his cravings throughout the day and evening, when

temptation and stress will reach their peak, he might be will-

ing to make the effort. If he expects to cave in and get drunk

before the day’s end anyway, on the other hand, the small

benefits of a few hours” sobriety will not suffice to overcome

his initial proclivity towards instant gratification, and he will

just indulge himself from the start."
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In this context, it can be said that consumers choose instant grati-
fication, recognizing their inability to delay it. They know they won’t
be able to hold off on that new car, the nifty electronic, the new jew-
elry, and so forth, so they give in, even if their wallet or purse has been
emptied of cash, leaving plastic as the only option.

Laibson, Repetto, and Tobacman (2001) shed additional light on
what causes people to turn to plastic. In their study, which is appro-
priately called, A Debt Puzzle, the researchers attempt to reconcile
the high rate of credit card borrowing relative with lifecycle wealth
accumulation, finding five conditions that spur the use of credit card
borrowing:

First, the calibrated labor income path slopes upward early in

life. Second, income has transitory shocks. Third, consumers

invest actively in an illiquid asset, which is sufficiently illiquid
that it cannot be used to smooth transitory income shocks.

Fourth, consumers may declare bankruptey, reducing the ef-

fective cost of credit card borrowing. Fifth, households have

relatively more dependents early in the life-cycle.?

Using these five conditions, the researchers then constructed a
quantitative model that would predict the percentage of the popu-
lation that would use credit cards at any time in their lives. Their
model predicts that 20 percent of the population will borrow on their
credit cards at any point in time, much less than the actual rate of
over 60 percent, as shown in Figure 7-4 by age cohort and by level of
education.

The “puzzle” in the Laisbon, Repetto, and Tobacman study
(2001) lies in the discount rate that consumers apply to their retire-
ment savings and to their credit card borrowing. On the one hand,
consumers are rational, applying a discount rate of just 5 percent to
project how much they need save today in order to have the assets they
desire when they retire. On the other, a discount rate of 18 percent is
implied for those who use their credit cards frequently. The research-

ers also measure the value people place on immediate gratification,
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finding that “consumers have a short-run discount rate of 30 percent
and a long-run discount rate of 5 percent. In other words, delaying
a reward by a year reduces its value by 30 percent, but delaying the
same reward an additional year only generates an additional 5 percent
devaluation.” The researchers conclude from these observations that
“It does not appear to be possible to calibrate realistic lifecycle mod-
els to match both observed levels of voluntary retirement savings and
the observed frequency of credit card borrowing. We call this appar-
ent paradox, The Debt Puzzle.”
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Figure 7-4 Percentage of households borrowing on their credit cards by age
and education level

Source: Laibson, David; Repetto, Andrea; and Tobacman, Jeremy, “A Debt Puzzle,” NBER
Working Paper Series, 2001.

A telling finding in the study is that it shows the tendency for
people to leave themselves with very little liquidity, even as they save
for their retirement. These consumers “live hand to mouth in their
checking accounts, but hold large stocks of illiquid assets like home
equity and defined contributions pension plans.” The point is that
consumers invest in illiquid assets, where the benefits are spread out
over many years, without regard for the high cost they will bear for

being illiquid, not the least of which is the high cost of credit card
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borrowing. In other words, consumers are willing to pay a high price

for immediate gratification.

How Employers Can Channel the Desire for Instant
Gratification to Help Their Employees Save

Recognizing that people have insatiable and primal needs for
instant gratification, employers can utilize these tendencies to help
their employees save. Thaler and Benartzi (2004) devised a plan
called Save More Tomorrow, which allows employees to contribute a
portion of their future pay increases toward their retirement savings.
Employees are also asked if they would like to enter the program
three months from now and that they commit to doing so if they go
that route.?! This feature enables employers to take advantage of the
tendency of people to procrastinate, which is a good thing. And after
people have joined the plan, they will tend to stay in then, not wanting

to take the time to get out.

The idea behind delaying increases in contributions until future
pay increases is to keep people from feeling the sense of “loss™ that
would come if the additional contribution were taken out of their cur-
rent paychecks. Done this way, people’s tendency to avoid losses is
taken into account, with the increased contributions not seen as either
a loss or a reduction in their pay, even though it is relative to their

new pay.

Consumption Versus Debt

We have seen in this chapter the powerful role that primal motives
play in decisions to consume and thus to use debt. We have seen
also that it is extraordinarily difficult to satisfy these human cravings,
which go beyond the basic needs of living creatures to more com-

plex elements related to our existence in a social framework. It will



CHAPTER 7 ® THE HYPNOTIC POWER OF DEBT 215

therefore be challenging to fend off the urges to give in to temptation,
to consume excessively, and to use debt. The basic human elements
that have for centuries caused bubbles to repeatedly surface in the
world of finance and trade will be the same ones that undoubtedly will
cause consumers to forget the lessons of the recent financial crisis and

eat again from the Forbidden Tree and know again the curse of debt.
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When Is Being in Debt a Good Thing?

Which of the two scenes presented as follows best exemplifies the
gold standard by which American families should run their finances
and fulfill their pursuit of happiness while also best promoting their
good standing as responsible members of society? In both scenes, the
families are of slightly above average income, are educated, have good

credit histories, and have favorable income prospects.
Scene One:

It is a sunny Friday morning in April 1981 on Main Street in
Anywhere, USA. Birds are chirping, and they are whizzing about as
a newly married couple, aged 28, spring from their compact cars and
like magnets are quickly joined at the hip and shoulder, their hands
clasping together with a firmness and sense of togetherness that itself
will make the day even more memorable—they are closing on the pur-
chase of a new home. They are chuckling as they merrily walk toward
a red brick building ahead, occasionally glancing at one another, their
eyes smiling. Joy and optimism fill their hearts and minds. They know
that today begins a journey that will last many years.

The couple walks into the brick building up two flights of stairs,
feeling weightless even as they make the climb up to room 331, where
they enter knowing that when they exit they will begin a lifetime of
building memories in their new home, a finely appointed place where
some day they will build their nest and share life’s greatest joy and
look into the twinkling eyes of their children.

There is the tussling of paperwork to be had, but it’s just a formal-
ity—the excitement of the day passes the time. The room is well-lit

217
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from sunshine bursting through the blinds, even as dark-suited men
blanket the room. There is one last page for the couple to sign, and
they do so with a flare, quickly lifting their pens off the page. The
suited men stand, cap their pens, and shuffle their papers together
like decks of cards. They for the thousandth time still gain pleasure in
seeing yet another couple realize their dream. The suits watch as the
couple embraces and their eyes brim with happy tears, their hands
again clasped together, this time holding the source of day’s joy: the

keys to their new home.

A short drive away the couple turns onto their new street, which
is lined with cherry blossoms and homes bustling with well-tended
shrubbery. The sprinklers are on, and the mist captures the brilliance
of the day’s sunshine. Pulling up to their driveway in their sprite, little
car the couple stops and darts out, laughing robustly, cross over their
deep green grass and leap toward the door. Their hearts racing, they
fumble the keys, which fall onto the red wooden porch, garnering
more laughs. A moment later and with a turn of the key, they open
the door and stand in the doorway, staring at the empty space. Both
know the empty rooms will be filled soon enough, not just with their

possessions, but with memories that last a lifetime. And so it was.
Scene Two:

It is a cloudy autumn day in November 2041 (yes, 30 years from
now) on Main Street in Anywhere, USA, where a mature couple, both
about 57 years old, are on their way to a bank to withdraw money they
saved over their nearly three decades of marriage. They want to use
the money to purchase a home. When they arrive at the bank, they
pull into its busy parking lot, where cars are crisscrossing to and fro
near the drive-through ATM located on the side of the bank. After
they've parked, the husband reaches into the glove compartment for
the couple’s savings passbook, and then he and his wife begin to exit
their car. Each swivels sideways, reaching upward to the top of their
respective car doors to gain their footing. The husband reaches back
into the car—he forgot his reading glasses. Heavy winds have the
couple scurrying inside, their hands holding their jackets closed, their
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heads tucked downward. Once inside, they walk toward the teller’s

line and wait their turn.

When at the teller’s window, the couple slips their passbook
under the window’s thick glass. The husband makes a request to the
teller, handing her a note and saying, “We would like to withdraw all
but $20,000 (about $250,000) of our money for this account and have
it made payable to the party shown on this slip,” Uncharacteristically
the teller probes and comments and says, “That’s quite a sum!” The
wife leans toward the window, replying, “Yes, we are purchasing a
new home, our first. Now we will have more rooms to have room for
our grandchildren to play in.” It is a lovely thought, but the woman
feels a ping in her chest again having to ponder whether she and her
husband’s decision to wait such a long time to purchase a home was
the right one, especially now that they are empty nesters. They never
did get the home they wanted with the white picket fence adorned by
deep green grass in the backyard, where the pattering of little feet and
laughter of children tickles the soul. No matter, the woman lifts up
her chin and is confident in her belief that in the autumn of her and

her husband’s years, they will find plenty of joy.

The Utility of Debt Use Is Ditferent
for the Private Sector Versus the
Public Sector

The decision to purchase a home is both a financial one and a
personal one. Far be it from any of us to judge whether the decision
by one household to borrow money to purchase a home versus the
decision by the other to save for it is the right one. That said, when
juxtaposed against the quantity of years the average person lives as
well as the life cycle theory of consumption proposed by Modigliani
and Brumberg (1954), the utility of purchasing a home early in life
has merit, as long as “utility” is defined as the enjoyment typically

associated with homeownership in the United States.! Granted, the
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recent experience of many people has been decidedly worse than the
longer-term experience, but it is drowned out by the throngs of peo-
ple who have had positive experiences—homeownership was called
the American Dream for generations for a reason. Moreover, those
who had poor experiences in recent years are widely believed to have
been victims to a poisonous mix of financial conditions and bubbling

hysteria that for housing is not likely to repeat for at least a generation.

Defining utility is itself difficult because it depends on individ-
ual preferences and levels of satisfaction that aren’t easily measured.
Nevertheless, we can judge utility at least on part based on the way
people perceive their income and consumption relative to others in
their neighborhoods. As was discussed at length in Chapter 7, “The
Hypnotic Power of Debt,” this “keeping up with the Joneses™ ten-
dency forwarded by Dusenberry (1949) posits that people make con-
sumption decisions based on what others in their locale purchase.
So if a neighbor were to purchase a new car, an individual would by
this theory be more inclined to purchase a car than if the neighbor
hadn’t. These sorts of social cues are what drive consumption trends
in many areas of spending and other categories including the length
of women’s hemlines, the waistline and style of blue jeans, hairstyles,
automobile purchases, housing, furniture, music, and much more.
It follows, then, that relative levels of consumption can be used to
measure the utility of a purchase to an individual or household. In
the United States, given that approximately 65 percent of households
own a home, it is reasonable to conclude that the utility gained from
owning a home is likely to be viewed as favorable versus not owing a
home. This means that in our example the young couple likely made
the better choice to borrow rather than save for their dream home.
Keep in mind that we put all other elements of utility aside, so the
analysis must go much deeper if we are to make a full judgment.

From a macroeconomic perspective, the importance of ag-

gregate decisions to consume rather than save has been de-

bated ever since Keynes (1936) proposed the notion that
lapses in aggregate demand play a critical role in determining
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the aggregate level of output and employment.® In fact, ex-
cess saving amid a decline in household wealth and increase
in liquidity preferences played a major role in the Great De-
pression. Modigliani (1986), who was awarded the Nobel
Prize in economic sciences in 1985 for his work on his life
cycle concept, notes that fear of excessive saving continued
well beyond the Great Depression and into the 1950s: Not
only was oversaving seen as having played a major role in the
Great Depression, but, in addition, there was widespread fear
that the problem might come back to haunt the post-war era.
These fears were fostered by a widely held conviction that, in
the future, there would not be too much need for additional
accumulation of capital while saving would rise even faster
than income. This combination could be expected to result,
sooner or later, in saving outstripping the “need” for capital.
These concerns were at the base of the “stagnationist™ school
which was prominent in the 40s and early 50s.*

Figure 8-1 illustrates Modigliani’s life cycle theory of consump-

tion and savings.
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Figure 8-1 The Life-Cycle Hypothesis of Savings and Consumption

Source: Modigliani’s Nobel Prize Lecture; http://nobelprize.org/nobel_prizes/economics/
laureates/1985/modigliani-lecture.pdf

Modigliani makes an important point with respect to how a
nation’s debt will affect personal consumption. He believes that per-

sonal consumption (and by extension, the personal savings rate) will
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be independent of a nation’s fiscal situation because it is instead dic-
tated by an individual’s life cycle. This is in contrast to the Ricard-
ian Equivalence theory advanced by Barro (1974), which contends
that budget deficits compel individuals to save a greater proportion
of their income, fearing future confiscation of their income, as well as
increases in government regulations, and or cuts in services.> Modigli-
ani believes that to the extent deficits are used to finance productive
investments, future generations will also benefit from the expendi-
ture, creating intergenerational equity for the expenditure. In other
words, debt spending that burdens future generations can be rational-
ized on the basis that they would also be receiving a benefit from the
spending.

These days, it is exceedingly difficult to argue that the sort of defi-
cit spending that the United States, Europe, and Japan are currently
engaging in is viewed by their citizens as beneficial to future genera-
tions because no major initiatives have been made toward increasing
the proportion of national income to investments that could by any
shape of the imagination be considered productive. For example, as
part of the $787 billion American Recovery and Reinvestment Act of
2009, $89.3 billion was spent on a program called Making Pay Work,
which doled out $400 tax credits to qualified working individuals and
$800 to qualified working married couples,® monies that went to any-
thing but productive investments. In other words, the money was
wasted; that is, consider it wasted if you believe in the existence of a
Ricardian Equivalence or in Friedman’s (1957) concept of the perma-
nent income hypothesis, which posits that an individual ‘s spending
behavior is driven by both current income and projections of his or
her future income.” It follows, then, that the question over whether a
nation should engage in deficit spending requires a thorough exami-
nation over the extent to which it will affect consumption in the pri-

vate sector, both in the personal sector and the business sector.

All of this is another way of saying that government should curtail

its activism and get out of the way of the private sector. Greenspan
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(2011) argues that excessive government activism negatively affects
investments in illiquid assets, which in the aftermath of the financial

crisis reached its lowest point since the Great Depression.®

James M. Buchanan (1986), an advocate for a balanced budget
amendment to the United States Constitution, and who in 1986 won
the Nobel Prize in economic sciences for his theories on public policy,
argues that deficit spending by the federal government is excessively
skewed toward consumption rather than investment, which reduces
its effectiveness and is actually harmful to society because no future

benefit is provided to offset future liabilities:

The public debt incurred by the U.S. government during the
regime of ever-increasing, and apparently permanent, bud-
getary deficits has financed public or government consump-
tion rather than public or government investment. The clas-
sical rules for fiscal prudence have been doubly violated. Not
only has government failed to “pay as it goes”; government
has also failed to utilize productively the funds that have been
borrowed. There has been no offsetting item on the asset side
to match the increase in net liability that the debt represents.
The capital value of the income stream of the national econo-
my has been reduced, dollar for dollar, with each increase in
present value of liabilities represented by the debt instrument
issued.’

Buchanan believes that in the absence of moral or constitutional
constraints, “democracies will finance some share of current public
consumption from debt issue rather than from taxation and that, in
consequence, spending rates will be higher than would accrue under

>»10

budget balance.”'” Buchanan traces this loss of discipline to Keynes
and the perpetual abuse of Keynesianism by politicians, who propa-
gated fiscal illusion to hide the true cost of deficit spending:

In order to sell the Keynesian policy prescriptions, the moral
onus on government debt and deficits had to be exorcised
from public consciousness. For this purpose, the intergenera-
tional effects of public debt financing had to be denied.!!
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One could say that Keynesianism and its reckless use of debt to
achieve its lofty goals numbed the public’s senses to the cost of debt,
and that with each post-Depression era generation the traditional
sensitivities to the use of debt faded. Buchanan notes this transforma-
tion, saying,

The pre-Keynesian norm of budget balance served to con-

strain spending proclivities so as to keep governmental out-

lays roughly within the revenue limits generated by taxes.

The Keynesian destruction of this norm, without an adequate

replacement, effectively removed the constraint. Predictably,

politicians responded by increasing spending more than tax

revenues, by creating budget deficits as a normal course of
events!?

Buchanan, who provides some of the most stinging quotes on the
ravages of Keynesian economics, points his finger at Keynes himself
for legitimizing the use of debt:

The legacy or heritage of Lord Keynes is the putative intellec-

tual legitimacy provided to the natural and predictable politi-

cal biases toward deficit spending, inflation, and the growth
of government.

Where’s the Good in Debt Use?

Just as we showed in our example of the two couples who pur-
chased a home at much different times in their lives, Tempelman
(2007) argues that not all debt is bad, placing emphasis on the util-
ity the debt provides in consuming today versus in the future, the
common trade-off that must be considered whenever debt is used to
finance current consumption:

That borrowing has a cost does not mean that it is undesir-

able. Borrowing allows economic actors to align their actual

consumption pattern more closely to their intertemporal con-
sumption preferences. So long as no one is forced to borrow,
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borrowing merely allows the borrower to reach a higher utility
curve, as depicted by the standard microeconomic diagram. A
potential borrower weighs the greater utility of shifting some
amount of consumption from the future to the present against
the long-term reduction in living standard. He may decide
to borrow money to finance an investment or an expensive
durable consumer good, but not to finance a vacation. For
example, an individual may choose to purchase a residence in
the present by incurring mortgage debt rather than by saving
for many years to accumulate enough cash to purchase the
residence without debt.!#

There are other uses of debt that have utility for those who use it
prudently. For example, debt can be utilized as a means of transfer-
ring wealth. A borrower might give the proceeds of a loan to a third
party, in essence transferring his or her future income to the third
party. Second, those who borrow money might in the face of their
pending liabilities be more aggressive about improving their income
prospects. The more responsibilities a prudent person has, the more
likely it is he or she will hone up to them by taking actions that make it
possible to do so; for example, by pursuing a college degree, working

extra hard for a promotion, and so on.

It is intriguing to consider debt from the bondholder’s perspec-
tive. Buchanan (1958) emphasizes that those who purchase bonds do
so voluntarily and that they therefore make no sacrifices with respect
to the use of their resources. This runs somewhat counter to the view
that public debts “crowd out” the private sector, but Buchanan in this
instance is referring to the utility function of the bondholder in isola-
tion, not the impact of debt on the economy at large. The true burden
from debt is its affect on current uncertainties and taxpayers, who
eventually must repay the debt:

If an individual freely chooses to purchase a government

bond, he is, presumably, moving to a preferred position on his

utility surface by so doing. He has improved, not worsened,

his lot by the transaction.... The economy, considered as the
sum of the individual economic units within it, undergoes
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no sacrifice or burden when debt is created.... The fact that
economic resources are given up when the public expendi-
ture is made does not, in any way, demonstrate the existence
of a sacrifice or burden on individual members of the social
group.... It is not the bond purchaser who sacrifices any real
economic resources anywhere in the process. He makes a
presumably favorable exchange by shifting the time shape of

his income stream.

»15

Summary Thoughts on the
Use of Public-Debt Finance

Tempelman (2007) sums up Buchanan’s findings on public-debt

finance with the following seven propositions, which clearly lean

toward the view that the decision to use public debt should be given

far greater consideration than it has ever since the advent of Keynes-

ian economics:

A W N =

16

. The burden of public debt falls on future generations.
. Public debt constitutes negative capital formation.
. Ricardian equivalence does not hold because of fiscal illusion.

. Keynesian macroeconomics is the principal cause of the disap-

pearance of the unwritten balanced-budget norm that existed
prior to the 1930s.

. Barring constitutional constraints, public deficits will be a per-

manent phenomenon.

. Public debt is immoral because future generations bear a finan-

cial burden as a result of spending and borrowing decisions in

which they did not participate.

. A constitutional balanced-budget amendment is required to

remedy the tendency in elective democracy for government to
borrow and spend rather than to tax and spend, and to spend

much rather than little.
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Perhaps this quote from Buchanan best sums up the long-term
cost of public indebtedness:
By financing current public outlay by debt, we are, in effect,

chopping up the apple trees for firewood, thereby reducing
the yield of the orchard forever.'”

The debate over whether public debt should be used to coun-
ter deficiencies in aggregate demand continues to rage, despite the
apparent costs, which at the Keynesian Endpoint have become more
obvious. Whether policymakers have gained an understanding of this
cost has not been established yet. The wrangling seen over the U.S.
debt ceiling throughout 2011 is evidence of this. Politicians continue
to abuse the reserve status of the U.S. dollar by behaving as if inves-
tors will in perpetuity fund fiscal profligacy in the United States. A
better idea is to return to the pre-Keynes mindset established at the
dawn of America when it enacted the Sinking Fund Act in 1795,
which established the precept that debts should be repaid and not
accumulate. Today’s generation is unfamiliar with this mindset and
far more comfortable believing debt can be used to solve every ill. It
behooves the public to exorcise this sinister belief from their minds
and beware of efforts by politicians to deceive them with fiscal illu-
sions that make the use of debt appear to nourish the land when in

fact it leaves it barren.
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The Investment Implications of the
Keynesian Endpoint

When you are driving your car and one of its tires bursts, you
immediately know that your day has changed. Suddenly you are thrust
into actions you didn’t at the onset expect to take. The same can be
said when you are traveling steadily on a long trip and suddenly real-
ize that the road you are on will leave you at a wayward destination.

You therefore change course.

When you are investing do you do the same? Do you know when
a tire has burst, and do you take the actions necessary to get your
portfolio back into working condition so that you can take it where
you want it to go? When financial and economic conditions signifi-
cantly change and they put your portfolio off course relative to your
long-term investment objectives, do you take the fork in the road and
change your path?

At the Keynesian Endpoint, nary a car is without a flat tire, and
investors are driving with old maps. Many investors nonetheless are
stubbornly unwilling to learn how to fix their flats, and they mistak-
enly believe their maps will take them to their destinations. These are
in normal times common mistakes that differentiate good investors
from bad. Today they are mistakes that can be catastrophic from an
investment and quality-of-life perspective. The solution is to identify
the likely drivers of investment returns going forward—for example,
the new direction that global cash flows are likely to take in response

to sovereign debt burdens—and to construct portfolios that reflect a

229
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recognition of the very important idea that asset diversification does
not equal risk diversification. We talk more about both of these ideas

later in the chapter.

The Six Big Investment Implications of
the Keynesian Endpoint

Throughout our lives we face many situations we must adapt to
in order to either sustain life as we know it, to better our lives, or
in the most trying of circumstance, to survive. It is human nature to
adapt, and we do in so many situations, often to our surprise and to
our relief. Investors must also adapt if they are to survive and thrive,
but the natural instinct to adapt doesn’t lend itself to investing in the
same way that it does to everything else. Adapting in this case requires
a conscious effort that explores the new landscape so that a new road-

map for can be drawn.

There are six overriding investment implications of the Keynesian
Endpoint that provide clarity for investors to construct portfolios that
will help them to achieve their objectives of maximizing their returns
while minimizing risks. I list them and then explain each in the sec-

tions that follow.

1. Sovereign debt will be the main driver of global cash flows into
stocks, bonds, commodities, real estate, and foreign direct in-

vestments.

2. The deleveraging of sovereign debts will spur numerous forms
of financial repression, resulting in a wide range of effects on
financial markets and economies, including low policy rates and
steep yield curves, for example.

3. Investment returns will be lower for most investors except

those who throw away their old maps and take roads they are

skeptical about taking.
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4. Central banks will continue to diversify their international
reserves, affecting foreign exchange values, the value of finan-

cial assets, and the performance of economies.

5. Benchmark centricity is endangering portfolios more than ever,
requiring investors adopt a style of investing that is less con-

strained than is the case for many widely followed benchmarks.

6. The world has been turned upside-down financially and eco-
nomically—yesterday’s losers are today’s winners and vice
versa—investors must drop their home bias if they are to

achieve desirable risk-adjusted portfolio returns.

These are the big macro themes that are likely to persist over
the secular horizon, which is defined as at least the next three to five
years, but usually much longer than that, which is likely to be the case
for each of these investment themes. These themes can be applied to
a wide variety of investments, and we focus on specifics later in the
chapter when we look at individual asset classes such as bonds, stocks,

and commodities, among others.

Let’s now examine each of the six investment themes.

Sovereign Debt as a Driver of
Global Cash Flows

Throughout history money has flowed to where investors believed
they could profit most, even if their reasoning has been more than a
bit flawed at times. A classic example of this was the great tulip mania
that occurred in Holland in the period 1634 to 1637 when tulip bulbs
were bought as both a status symbol and for financial gain. Local
market exchanges developed from the craze, and bulbs were widely
traded. Single bulbs were sold for items that in normal times had sub-
stantially greater value: two tons of butter, four oxen, twelve sheep,
1,000 pounds of cheese, eight pigs, and four tons of wheat. It is amaz-

ing to see what people will do to get what everyone else wants—even
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if they are unsure of why they want it themselves! Tulip mania is one
in a litany of episodes where the vagaries of human nature were on

display. Back in the day it was the central driver of cash flows.

To be sure, not all major drivers of cash flows are rooted in specu-
lative fervor, but it is fair to say that since human behavior is not going
to change any time soon, we should expect it to continue to play a
major role periodically. People by their nature will adopt a herd men-
tality when they see a herd running, and when they do, money will fly
until the herd stops. People can’t help themselves—from tulips to the
beginnings of the airline, radio, and automobile industries, to dot-com
stocks in 1999 and 2000, there is always fodder to see the foibles of

human desire.

Can you remember what the major driver of global cash flows
was? You certainly do. It was the housing market, in particular the
cash that flowed from home equity withdrawals, which were garnered
and ultimately transmitted throughout the global financial system and
world economy. Many homeowners took out home equity loans that
were as convenient as the neighborhood ATM, with homeowners
able to go to just about any ATM to draw on their home equity lines
of credit (HELOC). You can’t make this stuff up! Others extracted
money from their homes when they sold them, usually at a price that

was well above the amount owed on the mortgage.

In a study, Greenspan and Kennedy (2007)" identify three chan-
nels by which homeowners extract equity from their homes: home
sales, home equity loans, and cash-out refinancing. The study also
captures the remarkable ascension that the U.S. housing market took
as a driver of global cash flows in the early 2000s, noting that from
2001 to 2005 the amount of equity extracted from the home averaged
close to $1 trillion per year, which was more than three times the
amount of equity extracted in the prior 10 years (Figure 9-1). These
monies flowed throughout the U.S. economy and kept it buoyant, and

in doing so it created an illusory appeal of the United States to foreign
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investors, who bought large quantities of U.S. Treasury and agency

securities, as well as agency mortgage-backed securities (Figure 9-2).

Home Equity Extraction, Gross
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Figure 9-1 Who would’ve thought homes could be used as ATMs?

Source: Federal Reserve Board / Haver Analytics
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Figure 9-2 Foreign money added fuel to the housing market fire.

Source: Federal Reserve Board / Haver Analytics

When the housing ATM ran empty, cash flows worldwide were

redirected, beginning first with a move toward assets deemed the
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least risky before eventually moving to a different set of opportunities.
Housing is no longer a driver of global cash flows—sovereign debt is.

Investors in the age of deleveraging face a simple choice: to
either invest in highly indebted nations where deleveraging is likely
to result in a combination of lower-than-historical economic growth
rates, financial repression, and weak foreign exchange values or invest
in nations on the opposite end of the spectrum, where more stable
public finances, favorable demographics, and high net national sav-
ings rates are facilitating relatively faster economic growth rates and
appreciating currencies. Just like any good banker, investors are
likely to increasingly shy away from indebted nations, particularly the
United States, Japan, and those in Europe, preferring instead to cut
off the left side of the distribution curve—the fat-tail, black swan risks
that go with investing in highly indebted nations, by investing in other

nations.

The basic question that investors will ask is this: In what part of
the world will the return on capital be the highest? Will China answer
“The United States,” “Japan,” or “Europe?” Figures 9-3 and 9-4 tell
us why the United States won’t be included in China’s response nor
that of any other global investor for that matter. Figure 9-3 speaks
to the idea that economic growth will be held back by debt liquida-
tion because at the Keynesian Endpoint nations can no longer turbo-
charge their economies through a finance-based economic system.
Although the chart is of the United States, the same rule applies to
Japan and Europe.

Figure 9-4 speaks to the same idea from a different angle. It shows
the national savings rate for the United States. National savings are
essential for any nation to finance its long-term investments and the
amount of saving ultimately determines the amount of capital stock—
plants, equipment, software, and machinery, for example—that exists

in a nation, which is a major determinant of the potential growth rate
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for an economy. The capital stock is one of the three so-called factors
of production that along with land and labor are vital foundations for

economic growth.

< - Non-Federal Dom Nonfin Sectors:
Liabilities: Credit Market Instruments
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Figure 9-3 Debt turbocharged economic growth but the process is now in reverse.

Sources: Haver Analytics and Bureau of Economic Analysis

The national savings rate is thus calculated as follows:

National savings = private savings + public savings
where

private savings = disposable income—consumption
and

public savings
tures

government receipts—government expendi—
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Net Saving as Percentage of Gross National Income
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Figure 9-4 The huge U.S. trade and budget deficits give it a negative net
national savings rate.

Sources: Haver Analytics and Bureau of Economic Analysis

The national savings numbers turn negative when the public bal-
ance sheet is levered up in response to a financial crisis. The releverag-
ing causes the public deficit, or savings rate, to increase to a level that
is greater than the private savings rate. Worsening this already difficult
predicament is the constant depreciation of the existing capital stock.
In other words, the aging of plants, equipment, buildings, and such
represent a form of consumption that worsens an indebted nation’s
ability to grow its economy. This means that a nation must constantly
invest in new capital stock in order to maintain its economic growth
potential. Negative national savings rates hence threaten a nation’s
competitiveness from a growth perspective as well as cost because
investing in new capital stock tends to boost productivity, which is a

major element in the per unit cost of labor.

All of this technical mumbo jumbo means that highly indebted
nations are disadvantaged by their debt burdens, and they will lose
the race to the top of the economic heap. This is a point that has
not been lost on China, which is increasingly deciding to invest its
massive international reserves away from U.S. Treasuries into assets

that appear less likely to decline in value and are denominated in
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currencies other than the U.S. dollar, which itself is poised to con-
tinue to decline in value just as it has for the past decade. China is
instead investing in assets that fit its long-term needs, mining, min-
eral, agriculture, and energy companies, as well as commodities and
other raw goods. China is also carving out shipping lanes and investing
heavily in railroads in not just China but in foreign lands to ensure
that it will have a capable infrastructure to support its massive inter-
national trading activity.

Did you know that China has a Ministry of Railways? They're
serious about capital investing. China over the next decade plans to
invest close to $300 billion in high-speed rail, according to China’s
Ministry of Railways and China.org, an amount absolutely gigantic in
scale relative to the puny amounts planned by the United States and
other nations investing in rail—roughly twenty times the amount that
the United States will invest. The reasons for investing in rail from an
economic perspective are obvious, including the realization of pro-
ductivity gains from increasing the mobility of people and goods, and

the promotion of energy efficiency and energy security.

In addition to rail, there are many other capital spending initia-
tives capable of bolstering economic activity, and we are likely to see
capital increasingly moving away from developed countries toward
investments likely to garner a greater return on capital. For nations
that have both the wallet and the will, it is difficult to fathom any
other outcome. At the Keyensian Endpoint, highly indebted nations
unfortunately have neither the wallet nor the will to invest in their
own economies in the way that developing countries do, making them

relatively poor places to invest.

The relatively poor investment opportunities that exist in the real
economies of highly indebted developed countries reduce the relative
attractiveness of investment in financial assets in these countries. In
addition to contributing to weakness in foreign exchange rates, the
reduced cash flow will increase the cost of capital in indebted nations

in two ways in particular. First, reduced economic growth rates will
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reduce returns on corporate equities and keep credit spreads wider
than they would be if economic growth were strong. Second, nations
such as Brazil, Russia, and China are likely to continue to reduce the
proportion of reserve assets they hold in indebted nations, particularly
the United States. This will boost real interest rates in these countries,
chiefly for longer-term maturities, because longer rates bear the bur-
dens of uncertainty with respect to inflation, volatility, and the future

direction of short-term interest rates.

At the Keynesian Endpoint, sovereign debt burdens are likely to
be the most important driver of global cash flows in economies and
markets. Investors therefore should place substantial emphasis on the
relative sovereign debt burdens they perceive for individual coun-
tries when formulating an investment strategy. Given the obvious
debt burdens that developed countries have relative to developing
countries, it is easy to see that developing countries will be preferred

places to invest for the foreseeable future.

Financial Repression in the
Age of Deleveraging

In 1914, Walter Bradford Cannon described in The American
Journal of Physiology a condition called fight-or-flight, whereby ani-
mals, including humans, react to threats by priming them to either
stay and fight or flee from danger. For example, wild animals sensing
an immediate threat from a predator will respond vigorously with a
degree of muscularity they do not normally show. The stress response
is by nature temporary because the threat will either be pushed back

or the animal will be mauled, perhaps to death.

The exact stress response that animals and people individually
display when threatened differs dramatically. In some cases, doing
nothing or standing still is the best response, just as in the movie

Jurassic Park when the protagonist Dr. Grant, a paleontologist, tells a
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frightened young girl to stay perfectly still even as a menacing Tyran-
nosaurus Rex appeared to close in for the kill, putting is terrifying jaws

and crushing body just inches from their trembling bodies.

We will never know just how frightening it feels to face death
from the jaws of a dinosaur, or hopefully any of the dangerous crea-
tures that still walk the earth and swim the seas (Jaws!), but we know
exactly how our cavemen brethren must have felt because their reac-
tions remain instilled in us. Put in modern vernacular, the caveman
response to the threat of a T-Rex is hardwired in all of us and will be
part of our nature until it isn’t. It could be millions of years more until

the flight-or-flight response is purged from us, if ever.
Highly indebted nations also display a flight-or-flight response to

threats. The goals are the same as for individuals, which is to end the
threat one way or another, either by responding vigorously through
unconventional means or by fleeing, which you could say is a form of

default, in order to exit the threat expeditiously.
Reinhart (2011) describes a subtle form of debt restructuring that

occurs in the form of financial repression, a response by government
to fight their plight using strong and unconventional remedies includ-
ing: directed lending to government by captive domestic audiences
(such as pension funds), explicit or implicit caps on interest rates, reg-
ulation of cross-border capital movements, and (generally) a tighter
connection between government and banks. These actions have been
applied in many instances since World War II, first by developed
countries such as the United States and then by developing countries,

primarily in the emerging markets in the 1980s and 1990s.

Reinhart describes five ways in which indebted nations histori-
cally have reduced their debt/GDP ratios:

1. Economic growth
2. A substantive fiscal adjustment/austerity plans
3. Explicit default or restructuring of private and/or public debt

4. A sudden surprise burst in inflation
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5. A steady dosage of financial repression that is accompanied by

an equally steady dosage of inflation

Reinhart emphasizes that options 4 and 5 are available only for
domestic-currency debts. In other words, debts owed outside of the
domestic currency cannot be liquidated through bouts of domestic

inflation and or financial repression that are accompanied by inflation.

Resorting to Coinage and Inflation to
Liquidate Sovereign Debts

Figure 9-5 shows the central government debt/GDP for the
advanced economy and emerging market subgroups since 1900, using
the Reinhart and Rogoff (2011) database for 70 countries. It is based
on a simple arithmetic average; no weight is assigned to the sizes of
countries. The chart highlights the five peaks in global indebtedness

since 1900 as well as the resolutions for each episode.

One of these episodes was in the 1920s when Germany, Hungary,
and other European nations liquidated their domestic-currency debts
through hyper-inflation. Germany, for example, printed vast amounts
of its currency, the Deutsche mark,? with the exchange rate reaching
as many 4.2 million marks to the U.S. dollar and a single-denomina-
tion at 100 billion marks—you can buy these for a song on eBay. If you
think that’s a lot, consider that Hungary in 1946 printed the highest
denomination for any currency ever, at 100,000,000,000,000,000,000
Hungarian pengo. The ravages of this excessive coinage led to hyper-
inflation so massive that prices were doubling about twice per day.
When Hungary scrapped the pengo for the forint (still in use today),
the value of all pengo in circulation were worth less than a measly

U.S. penny. How about that for debt liquidation?

Nations with the power to print money have for centuries held
influence over the populace. This was true well before there were cen-
tral banks, and it reminds us of the dangers of turning to coinage—or

at least today’s electronic version of it—as a means of shedding debt.
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Figure 9-5 Increases in government indebtedness have tended to be followed
by financial repression.

Sources: Reinhart (2010), Reinhart and Rogoff (2009 and 2011), sources cited therein and the
authors, via Reinhart and Sbrancia (2011), “The Liquidation of Government Debt,” National
Bureau of Economic Research, NBER Working Paper Series, March 2011.

Notes: Listed in parentheses below each debt-surge episode are the main mechanisms for debt
resolution besides fiscal austerity programs which were not implemented in any discernible syn-
chronous pattern across countries in any given episode. Specific default/restructuring years by
country are provided in the Reinhart-Rogoff database and a richer level of detail for 1920s-1950s
(including various conversions listed in Table 1).
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Figure 9-6 Hyperinflation: The 1923 German Deutsche mark
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Numismatists understand well the relationship between supply
and price because in their hobby of collecting coins, the quantity
of a particular coin relative to demand affects its price a great deal.
Notaphilists are the same, only their familiarity comes from the col-
lection of paper currencies. Scripophilists understand the relation-
ship, too, from their experience in collecting paper stock and bond
certificates. Philatelists—stamp collectors—know a thing or two
about the laws of supply and demand, too. An understanding of the
basic relationship between supply and price is what prevents, say, a
numismatist from being fooled by a novice who tries to sell him or her
for a “song” a copper Chinese coin that was minted about 1,000 years
ago during the Song Dynasty. The numismatist knows that literally
billions of such coins were produced in the year 1085, for example, in

factories across China.

The world can use a few more numismatists and notaphilists to

warn against the ravages of coinage!

The Monetary Trilemma and Its Investment Implications

The consequences of the debasing of currencies have been read-
ily transparent for ages. Yet in one form or another, nations in the
developed world are resorting to their virtual printing presses to
revive their economic fortunes. In the United States, the Federal
Reserve has used its authority to engage in the purchase of more than
$2.0 trillion of financial assets, an activity that increases the quantity
of bank reserves, the money that banks use to expand the money sup-
ply—to increase coinage, in other words. This, in theory, puts at risk
the purchasing power of the U.S. dollar. The hyperbole often heard
in Washington over potentially stripping the Fed of its independence
therefore is just that, leaving the Fed able to continue its efforts to

reflate the U.S. economy, but also creating risk for the U.S. dollar.
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In the U.S. and in the rest of the world, nations face a trilemma,
where one objective must be sacrificed in order to achieve the other

two. Here are their choices:

* Monetary policy independence
* Exchange rate stability

* Free flow of capital

Owing to its large budget deficit, the U.S. cannot sacrifice capi-
tal mobility, because it needs funding. As mentioned, no sacrifice of
monetary policy independence is in the offing—certainly not to any
foreign entity and not to the fiscal authority, either. This means the
U.S. has chosen to sacrifice exchange rate stability.

The European Central Bank (ECB) is engaging in quasi-fiscal
transfers by purchasing the sovereign debts of peripheral Europe.
The purchases result in excess liquidity in Europe’s banking system
and at the same time contaminate the ECB’s balance sheet, risking
the purchasing power of the euro. Having selected monetary policy
independence and capital mobility, Europe too is therefore sacrific-
ing exchange rate stability. Internally, Europe’s periphery has actu-
ally had to sacrifice two objectives: independent monetary policy and
exchange rate stability. Europe faces a particularly daunting challenge
trying to balance between its so-called fiscal and monetary corridors,
representing the ECB’s efforts to aid Europe’s periphery on the one

hand and control inflation on the other.

On the opposite end of the trilemma, nations with surplus funds—
which in today’s upside-down world include China, Brazil, South
Korea and Russia, to name a few—wish to control the growth of their
surpluses to keep economic activity from increasing too rapidly and
inciting inflation. In other words, surplus nations are choosing to
sacrifice capital mobility for the ability to keep monetary policy inde-

pendence and exchange rate stability.
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In game theory, in a noncooperative game such as the trilemma
just described, each of the participants acts out of self-interest, result-
ing in big winners and losers, and this is what investors should expect
because in today’s multispeed world, central bankers are for the most
part acting unilaterally, serving their own interests. For the foreign
exchange markets, the investment implications are fairly obvious—
indebted nations must sacrifice exchange rate stability if they are to
correct the imbalances they have with the rest of the world. For the
interest rate markets, efforts by indebted nations to reflate their econ-
omies will eventually erode the value of money, thus posing risk for
holders of long-term government securities. In other words, the U.S.
dollar and the euro are likely to fall in value against currencies that
have surplus funds, and yield curves are likely to remain steeped in

indebted nations.

Deflation Can’t Cure a Debt Illness

If inflation is an elixir for curing the ills of excessive government
debt, deflation is poison. Irving Fisher (1933) describes the quandary
that transpires in indebted nations when deflation sets in, listing a
sequence of nine factors that cause profligate debtors to experience
severe stress, as occurred in the United States during the Great

Depression:

Assuming, accordingly, that, at some point of time, a state of
over-indebtedness exists, this will tend to lead to liquidation,
through the alarm either of debtors or creditors or both. Then
we may deduce the following chain of consequences in nine
links: (1) Debt liquidation leads to distress selling and to (2)
Contraction of deposit currency, as bank loans are paid off,
and to a slowing down of velocity of circulation. This contrac-
tion of deposits and of their velocity, precipitated by distress
selling, causes (3) A fall in the level of prices, in other words, a
swelling of the dollar. Assuming, as above stated, that this fall
of prices is not interfered with by reflation or otherwise, there
must be (4) A still greater fall in the net worths of business,
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precipitating bankruptcies and (5) A like fall in profits, which
in a capitalistic, that is, a private-profit society, leads the con-
cerns which are running at a loss to make (6) A reduction in
output, in trade and in employment of labor. These losses,
bankruptcies, and unemployment, lead to (7) Pessimism and
loss of confidence, which in turn lead to (8) Hoarding and
slowing down still more the velocity of circulation.

The above eight changes cause (9) Complicated disturbances
in the rates of interest, in particular, a fall in the nominal, or
money, rates and a rise in the real, or commodity, rates of
interest.

Evidently debt and deflation go far toward explaining a great
mass of phenomena in a very simple logical way.?

Fisher describes how the combination of the two diseases—debt
and deflation—"act and react on each other” in the same way that “a
pair of diseases are sometimes worse than either or than the mere
sum of both, so to speak.” Fisher (1933) further notes the futility of
debt liquidation:

The very effort of individuals to lessen their burden of debts
increases it, because of the mass effect of the stampede to liq-
uidate in swelling each dollar owed. Then we have the great
paradox, which, I submit, is the chief secret of most, if not all,
great depressions: The more the debtors pay, the more they
owe. The more the economic boat tips, the more it tends to
tip. It is not tending to right itself, but is capsizing.

In other words, the liquidation of debts causes a decline in eco-
nomic output, which reduces real incomes, thereby making it even
more difficult for debtors to repay their debts. Hyman Minsky (1986)

further notes that during such a state,

market reactions to unemployment, which lead to falling wag-
es and prices, are inefficient in raising employment because
there are inherited private debts that can be validated only
if money profits are sustained, and lower money wages and
prices lead to lower profits. In other words, the cash flows
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required to validate private debts would be forthcoming only
if profits are sustained.*

To stop or prevent this depression-inducing spiral, Fisher notes,
the level of prices must be reflated “up to the average level at which
outstanding debts were contracted by existing debtors and assumed

by existing creditors, and then maintain that level unchanged.”

Minsky recognized the importance of monetary policy in prevent-
ing depressions, criticizing “the transformation of Keyne’s economics
from a serious critique of capitalism to a series of trivial policy manip-
ulations,” adding the notion that “Policy and mainstream economic
thinking about our economy blithely ignore the need for and the

effects of lender-of-last-resort interventions by the Federal Reserve.”

Hence, the Federal Reserve’s actions in the aftermath of the
recent financial crisis are necessary medicine despite its many nega-

tive consequences because deflation and debts are a lethal mix.

Negative Real Interest Rates in the
Age of Financial Repression

World War II left the world not only in ruins but also in debt.
Figure 9-5 highlights the enormous debt explosion resulting from
the War. Reinhart documents the resolution to these debts, which
occurred over a 35-year period from 1945 to 1980 through a com-
bination of financial repression and inflation. Figure 9-7 shows the
history of real interest rates between 1945 and 2009 for advanced and
emerging economies, with a marker dividing the financial repression
era from the one that followed.

Negative real interest rates reduce government indebtedness in

three ways by
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Figure 9-7 A history of ex-post real interest rates for advanced economies and
emerging markets from 1945-2009 (3-year moving averages, in percent).

Sources: International Financial Statistics, International Monetary Fund, various sources listed in
the Data Appendix, and authors’ calculations, via Reinhart and Sbrancia (2011), “The Liquidation
of Government Debt,” National Bureau of Economic Research, NBER Working Paper Series,
March 2011.

Notes: The advanced economy aggregate is comprised of: Australia, Belgium, Canada, Finland,
France, Germany, Greece, Ireland, ltaly, Japan, New Zealand, Sweden, the United States, and
the United Kingdom. The emerging market group consists of: Argentina, Brazil, Chile, Colombia,
Egypt, India, Korea, Malaysia, Mexico, Philippines, South Africa, Turkey and Venezuela.

The average is unweighted and the country coverage is somewhat spotty prior for emerging
markets to 1960, as detailed in the Data Appendix.

1. Reducing the interest expense of the debt
2. Transferring money from savers to borrowers

3. Enticing investors to move out the risk spectrum, thereby

boosting asset prices and promoting economic growth

In perhaps the greatest warning to today’s bond investors, in par-
ticular investors in government bonds, Reinhart cites work by Homer
and Sylla (1963) who describe 1946-1981 as the second (and longest)
bear market for bonds in U.S. history (Homer and Sylla identify the
first bear market as 1899 to 1920).> Bond investors should take seri-
ously the prospect that policymakers will keep real interest rates lower
than they would otherwise be in order to reduce government indebt-
edness. In such an environment, the policy rate set by the central
bank will be kept low, and the proclivity of the central bank to keep
the policy rate low importantly will be communicated by the central

bank in order to suppress forward rate expectations and thus induce
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a condition whereby interest rates are either low or negative in real
terms. This sort of pocket-picking results in losses to savers and credi-
tors in terms of the purchasing power of their money, especially for
holders of shorter-dated interest-bearing assets, because these assets
are closely linked to the policy rate set by the central bank, and it is
the central bank that is likely to pursue negative real interest rates to
promote conditions that aid the deleveraging process, which is likely

to be longwinded—counted in many years, if not decades.

By enabling nominal GDP to increase at a rate that exceeds the
interest rate on the existing stock of debt, a nation over time will lig-
uidate its debt. In contrast, when the interest rate paid on the stock
of debt exceeds the growth rate of nominal GDP, the stock of debt
outstanding increases faster than the amount of nominal GDP, which
means that the debt-to-GDP ratio for such a poorly plighted nation
can’t possibly stabilize.

The rate at which a nation can liquidate its debt therefore depends
heavily on the differential between the nominal growth rate for GDP
and the interest rate paid on the stock of debt. Reinhart calculates
the annual amount of debt liquidation via negative real interest rates
for the period 1945-1980 in the United States and United Kingdom
at between 3 to 4 percent of GDP per year. For Italy and Austra-
lia, where inflation rates were relatively high, the liquidation rate was

faster, at around 5 percent per year.

Investors in government bonds are thus behooved to prepare for
a lengthy period of financial repression and its accompanying low to
negative real interest rates. Investors should aim to avoid confiscation
of their hard earned money by being leery of holding government
bonds and seek alternatives by shopping in the many other segments
of the $90 trillion global bond supermarket.
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Bond investors in the aftermath of the financial crisis are already
being subjected to financial repression. Figure 9-8 shows this quite
dramatically. It shows the real interest rate for 5-year U.S. Treasury
inflation-protected securities (TIPS). It has decreased substantially
ever since the end of 2008 when the Federal Reserve began its long-
term securities asset purchases and lowered its benchmark rate to
between zero and 0.25 percent. The combination of the Fed’s low
policy rate and acceleration in the inflation rate, which by the middle
of 2011 had reached 1.6 percent for all prices minus food and energy,
are what resulted in the negative real interest rate for 5-year TIPS.
This is a desirable outcome for the Federal Reserve as well as the U.S.
Treasury because it will help the United States to achieve liquidation
of its debt, but it is an undesirable outcome for savers and creditors.
Why should investors tolerate this? They needn't if they recognize
that an era of financial repression has begun. So bond investors unite!

Just say no to negative real interest rates!

5-Year Inflation Indexed Treasury
Note Yield at Constant Maturity

% p.a.
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Figure 9-8 Treasury yields have fallen below the inflation rate.

Source: Federal Reserve Board / Haver Analytics



250 BEYOND THE KEYNESIAN ENDPOINT

Detours and Lower Investment Returns
Beyond the Keynesian Endpoint

In the years leading up to the financial crisis, much of the eco-
nomic growth achieved in developed countries such as the United
States was built on a false precept. We were fooled into believing that
it was completely authentic. The fact is that much of the economic
growth achieved was built on the expansion of credit rather than last-
ing drivers of economic activity, in particular investment in and the
productive use of land, labor, and capital—the three primary factors
of production.

More important, much of the debt built up in the United States
in recent decades was household debt, and this sort of debt is as capa-
ble of boosting a nation’s productive capacity as effectively as water
makes a campfire grow faster. For example, when a household uses
a credit card to purchase a new reclining chair, it does zilch to boost
the productive capability of the nation. (In fact it probably decreases
it if it makes Americans couch potatoes!) In contrast, a small busi-
ness that borrows money for a faster Internet router or for computers
with more computing power than their existing computers will more
than likely achieve productivity gains. Unfortunately, debt use in the
United States in recent decades has been concentrated more in the
former than the latter. This is one of the reasons why the U.S. is at risk
of losing competitiveness to the rest of the world and why it therefore

must shift gears toward a less consumption-driven economic system.
Figure 9-9 highlights the increased dependency the U.S. has had
on debt to boost its economy. The chart shows the increased amount

of debt it took over to boost economic activity.
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Figure 9-9 The total amount of U.S. nonfinancial private- and public-sector
debts outstanding relative U.S. GDP.

Source: Federal Reserve, Bureau of Economic Analysis

Figure 9-10 highlights the decreased benefit that the debt use has
had in boosting economic growth, which is to say that over the past
45 years each dollar of debt deployed has produced a smaller amount
of economic activity compared to the past. The reason for this is as I
discussed earlier, and it is critically important to investors: using debt
for anything other than enhancing the productive use of the three pri-
mary factors of production decrease a nation’s productive capability

as well as its competitiveness.
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Figure 9-10 Change in U.S. debt/ Change in U.S. nominal GDP

Source: Federal Reserve, Bureau of Economic Analysis

The major investment implication is that indebted nations are
likely to experience relatively low economic growth rates compared
to the less indebted. Indebted nations are hamstrung in several ways.
First, they are hobbled by an inability to increase their debts and
instead must reduce them. Consumption and hence overall economic
activity therefore will be negatively affected. Second, the liquidation
of debts on the aggregate will result in a slower growth in incomes,
which itself will weaken consumption, creating a vicious feedback
loop. Third, as Figure 9-10 showed, the marginal rate of return from

debts decreases over time.

Relative growth rates are as a compass to investors; they tell inves-
tors where to go. This means that investors should look outside of the
developed world for investment opportunities because it is saddled
with debts that for many reasons weaken economic activity. This is
hardly a prediction—it is already happening. Take a look at Figures
9-11 and 9-12. They show very starkly how consumption and invest-
ment is being hindered in indebted nations relative to nations less

saddled by debt.
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Figure 9-11 Debt burdens are driving car sales lower in the U.S. relative
to nations with healthier balance sheets. Annualized monthly sales rates,
in millions of units.

Source: U.S. Department of Commerce. China Automotive Information Net

The end result is rather bleak for national income, as shown
in Figure 9-12, which shows the sharp differences in employment
growth between the two classes of countries in the aftermath of the

financial crisis.

Unemployment Rate
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Figure 9-12 Creditor nations such as Brazil have better employment prospects
than indebted nations such as the United States.

Source: Bureau of Labor Statistics, Instituto Brasileiro de Geographica e Estatistica (IBGE)
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These charts speak clearly to the growth potential in developed
countries compared to that of the rest of the world, where it is obvi-
ous the landscape has changed dramatically. Investors that stick to
old maps will wind up investing in the wrong places, which is to say
they will wind up investing in countries where investment returns are
likely to lag other parts of the world, chiefly the emerging markets.
This is another very strong case for investors to drop their home bias

and scour the globe for opportunities.

Central Banks Will Diversify Their
Reserve Assets Away from the U.S.

The old saying for diversification is as follows: Don’t put your eggs
in one basket. If the basket drops, you will lose more of your eggs than
if you had kept them in separate baskets. This principle holds true on
the international scene, where creditor nations must choose where to

keep their eggs.

At the Keynesian Endpoint, a major force in the movement of
global cash flows will be diversification of international reserve assets
out of the U.S. dollar into other assets, including the euro, other cur-
rencies, gold, and alternative investments. This is a continuation of
a trend, actually, because central banks have been diversifying their
reserve assets out of the U.S. dollar for about a decade, as is shown in
Figure 9-13.
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Figure 9-13 The U.S. dollar is slowly losing its reserve status.

Source: International Monetary Fund

Reserve assets are those assets held by (they are not necessarily
owned) a central bank that are denominated in currencies other than
the central bank’s domestic currency. In a fiat, or paper currency sys-
tem, nations build reserve assets basically by taking in more money
than they transfer out, largely through their current account, which
consists of international trade for both goods and services, income
received on assets such corporate equities and bonds, and unilateral

transfers, such as direct foreign aid, worker remittances, and gifts.

The expansion of global trade over the past decade or so has ben-
efited all nations, but it has benefited some much more than others.
China stands out. Its exports have grown dramatically, and as a result
so have its holdings of international reserves, as shown in Figure 9-14.
The growth of the world’s reserve assets is shown in Figure 9-15, and

Table 9-1 lists the world’s ten largest holders of international reserves.
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China’s Reserve Assets
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Figure 9-14 Ever wonder where your money goes when you buy goods that
say “Made in China”?

Source: International Monetary Fund
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Figure 9-15 Nations are self-insuring against future crises, but this applies
mostly to the emerging markets.

Source: International Monetary Fund
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TABLE 9-1 Top-10 Holders of International Reserves—The United States
and Europe Didn’t Make the List

Reserve Holdings
Country (in Billions of Dollars)
China 3,197.5
Japan 1,071.5
Saudi Arabia 4934
Russia 484.0
Taiwan 400.8
Brazil 348.3
South Korea 311.0
India 286.2
Hong Kong 272.5
Singapore 249.2

The question that arises from Figures 9-14 and 9-15 and the
accompanying table is this: What is the world going to do with all of
this money? The answer for many years has been to buy U.S. Treasur-
ies. The answer from here on is likely to be to find alternatives to both
U.S. Treasuries and the U.S. dollar because alternative investments
are likely to earn a better rate of return. Whose decision is it? Accord-
ing to The Bank of England

In most countries, the reserves are owned by the central bank;
that is, they are on the central bank’s balance sheet and the
ultimate decisions on reserves management are taken within
the central bank’s management structure. But there are sev-
eral counter-examples to this (the United States, the UK and
Japan, to name three) where the reserves are formally owned
by the government, and the ultimate decisions on their man-
agement are thus taken by the government (usually the Trea-
sury or Finance Ministry).®
The Bank of England (BOE), which was founded in 1694, knows
a thing or two about central banking, and the BOE highlights three
objectives that central bankers have with respect to the reserve assets

they manage: security, liquidity, and return. The BOE believes that
of these,
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Return is in most cases the third most important of the three.
One rendition of the trilogy of objectives into a combined
statement of official reserves management is that the objec-
tive of official reserves management should be to maximise
return, subject to the maintenance of sufficient security of
the assets and adequate liquidity for meeting the calls on the
reserves.

In other words, return is first and foremost as long as the other

objectives are also met.

The BOE'’s precept is an important one for investors to recognize
because it suggests that central banks will invest their money with the
objective of maximizing their rates of return. Increasingly this means
investing in non-dollar assets. In China’s case it means investing in
assets that it knows it will need, as was discussed earlier in the chap-
ter. It also means, both for China and the rest of the world, invest-
ing in currencies that are more closely aligned with its international
trade. This is why China and other nations increasingly are signing
bilateral agreements to transact in their respective currencies and
bypass the dollar altogether. This makes complete sense; for example,
China recently surpassed the United States as Brazil’s biggest trading
partner, so it is making less and less sense for transactions between
China and Brazil to be denominated in dollars. Why can’t the transac-
tions between these countries be either the Chinese renminbi or the
Brazilian real? Get the picture? The dollar is losing its reserve status

slowly but surely.

No rapid loss of the dollar’s reserve status is on the horizon; the
reasons for this were discussed in Chapter 5, “How the Keynesian
Endpoint is Changing the Global Political Landscape.” Nevertheless,
a gradual loss of the dollar’s reserve status is underway. This means
that more of the world reserve assets will be apportioned to non-
dollar assets in the years ahead, just as has been the case over the past

decade.
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Keep in mind that the world’s reserve assets are likely to continue
to grow rapidly as a result of strong growth in global trade, particularly
in the emerging markets. Many emerging nations in fact are pursu-
ing growth in their reserve assets. They have two objectives in mind.
First, they wish to “self-insure,” which is to say they wish to guard
against the potentially negative economic effects of either a sudden
stop in economic growth or capital flight. These are possibilities for
countries that are fully integrated in the global economic and financial
system, which is to say that they are vulnerable to externalities. The
Asian financial crisis in 1997 was a wakeup call to countries in the
region. Many of them, especially South Korea, Indonesia, and Thai-
land, experienced substantial capital withdrawals that harmed their
ability to service their large external debts. Reserve assets provide a

buffer against such withdrawals.

The second objective of nations that pursue a strategy of building
reserves is to promote domestic export growth. They do this by slow-
ing or preventing appreciation of their domestic currencies, which
they accomplish by accumulating foreign currencies, in particular,
the U.S. dollar. This is the more controversial of the two objectives
because when utilized it winds up harming exports in other nations,
causing negative externalities. A case in point is China’s manipulation
of the value of its currency, which China keeps within a desired trad-
ing range by purchasing a sufficient amount of U.S. dollars to restrain
the renminbi’s rate of appreciation. This keeps the renminbi under-

valued and thereby undercuts export growth in the rest of the world.

The accumulation of reserves by China and other export-oriented
nations is thus seen as a modern form of mercantilism, sometimes
called financial mercantilism, whereby a nation has an explicit indus-
trial policy to promote economic growth through exports. Wypolsz
(2007) describes a more elaborate version of mercantilism called
monetary mercantilism whereby “monetary authorities wish to
acquire assets that allow them to expand the money supply in order to

target lending toward favored sectors or firms. In that sense monetary
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mercantilism is meant to serve the same growth purpose as financial
mercantilism.”™ The main risk to these strategies is that they eventu-
ally can destabilize a financial system because nations that have artifi-
cially suppressed currencies attract ever more capital, which at some
point becomes too much of a good thing, either because it results in

inflation or a bubble in financial or real assets.

The expansion of global trade and greater financial and economic
integration thus appear to be the major underlying forces fueling the
worldwide accumulation of reserves. Aizenman and Jaewoo summa-
rize this idea by saying “growing trade openness and greater expo-
sure to financial shocks by emerging markets go a long way towards

accounting for the observed hoarding of international reserves.®”

To sum up, the world is for many reasons accumulating vast
amounts of international reserves, and these reserves have enormous
ability to influence both the financial markets and the global econ-
omy. In the past, these reserves were invested willy-nilly in the U.S.
dollar, but this habit is slowly but surely being broken. Today, the
world central banks, which manage the vast majority of the reserves,
are seeking alternatives to the U.S. dollar, placing more significance
than ever on maximizing their investment returns. Investors would be

wise to follow their lead.

Benchmark Centricity Endangers
Investment Portfolios

Who doesn’t like to hug and be hugged? Many investors certainly
do. They love the warm fuzzy feeling they get sticking with the con-
sensus, and they do this by investing in instruments and funds that
simply track indexes they are fond of, such as the S&P 500 for equi-
ties or any of the many bond indexes such as the Barclays Capital U.S.
Aggregate Bond Index.
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In today’s changed world, investors aren’t hugging teddy bears
when they position their portfolios to mirror popular benchmark
indexes; they're hugging grizzly bears, and they can get hurt. There

are two reasons for this.

First, the indexes do not reflect the changed growth dynamic with
respect to how indebted nations will perform relative to the rest of the
world. This means the indexes will be suboptimal vehicles for captur-
ing the significant investment opportunities that exist abroad. More-
over, popular benchmark indexes will fail to capture how the growth
of the middle class in developing countries will affect the global out-
put gap and hence the performance of a wide variety of asset classes,
including commodities, for example. Popular benchmark indexes are
also unlikely to adjust quickly enough to enable investors to adjust to
the very major implications of financial repression discussed earlier

in the chapter.

Second, the still-fragile economic and financial predicament that
characterizes today’s indebted nations increases the risks of investing
in these countries, and many major indexes have not been adjusted to
reflect these risks. This is a very important concept for bond investors
in particular because one of the greatest risks they face is from the

proliferation of government bond issuance.

Many major bond indexes such as the Barclays Capital U.S.
Aggregate Bond Index are becoming increasingly exposed to govern-
ment bonds, which is to say that government bonds are making up
an increasing proportion of these indexes. The reason the exposure
to government bonds is increasing is because many of these indexes
are weighted by market capitalization. As a result, the increased issu-
ance of U.S. Treasuries compared to other types of bonds will boost
the proportion of Treasuries held by market-cap weighted indexes
such as the Barclays Aggregate. Bond investors that invest to track
the Barclays Aggregate therefore will find their portfolios increasingly
exposed to Treasury securities. A better idea is for the indexes to be

GDP weighted. In this way, investors are investing increasingly in
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countries that are grabbing an increasing share of the global economy,
sort of like lending to people whose incomes are gaining relative to
others. PIMCO’s Global Advantage Index is an example of a GDP-
weighted index.

Investors should also seek a more unconstrained style of investing
by maximizing the flexibility of their portfolios. For bond investors,
the unconstrained approach enables investors greater flexibility to
toggle the many risk factors that, when managed correctly, can con-
tribute alpha to a portfolio while minimizing risks. Flexibility should

be sought to alter exposures in each of these five major risk factors:

1. Duration

2. Yield curve exposure
3. Volatility exposure
4. Credit selection

5. Country selection

To highlight the dangers of benchmark centricity, consider that
the index-hugging, government-bond loving, constrained investor will
have very little flexibility to navigate the very unstable and uncertain
world that lies ahead. This could leave the investor with too much
duration or interest rate exposure in countries where large deficits and
low savings rates could eventually boost longer-term interest rates.
Figure 9-16 shows the percentage allocation in the Barclays Aggre-
gate to the various segments of the bond market. Is such a large (and
growing) allocation to U.S. Treasuries the best idea for the twenty-
first century? The constrained investor might also fail to capture the
many opportunities that exist abroad. More than ever, investors need
a “go anywhere” approach to successfully guard and grow their capi-
tal. Benchmark centricity is anything but “go anywhere.” It’s more

like a straightjacket. Free yourself!
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Figure 9-16 Benchmark centricity is a straightjacket for bond investors.

Source: Barclays Capital, Bloomberg

The World Has Been Turned Upside
Down Financially and Economically:
Find Your Inner Lewis and Clark

It is believed that before the advent of more modern means of
transportation that people throughout their entire lives never ven-
tured more than about 30 miles from where they lived. This is why
when in May 1804 President Thomas Jefferson sent Meriwether
Lewis and William Clark on a journey from St. Louis, Missouri, to the
Pacific Ocean was called an “expedition” that became one of the most
famous of all time. Twenty years earlier Jefferson had asked William
Clark’s brother and Revolutionary War hero George Rogers Clark to
lead a cross-country expedition, but he declined. It wasn’t the first or

last example of a person exhibiting a home bias.
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Lewis and Clark traveled about 7,000 miles during their journey,
a pittance compared to how much people travel these days thanks to
trains, planes, and automobiles. Yet, relative to everyone else, Lewis
and Clark’s expedition was a major leap forward. Sacagawea, a native
American and the only woman on the expedition, was brought as an
interpreter, providing great help to Lewis and Clark throughout their
journey. She would wind up providing Lewis and Clark and the 29
other men who went on the journey with unexpected help when on
the trip she have birth to a son, Jean Baptiste Charbonneau. She did
this by softening the image the travelers cast when they confronted
natives. The sight of Sacagawea and her baby quickly diffused ten-
sions, and Sacagawea’s presence facilitated communications with
indigenous peoples, enabling the travelers a safer pass-through to
their desired destinations, as well as the collection of “data” that

helped make the journey possible.

Investors in today’s upside-down world, which has seen by a
titanic shift in the global balance of power economically and finan-
cially, are behooved to find their inner Lewis and Clark by drop-
ping their home bias toward investments in their domestic markets
and “exploring” investment opportunities in foreign countries. This
home bias is well documented in a variety of research, including by
Feldstein and Horika (1980), who find that the domestic savings and
investment rates in individual countries within the OECD tends to
be highly correlated despite the ability of savers to invest in foreign
countries where investment returns could well exceed the returns
they can achieve in their own country.? Other researchers, including
Obstfeld and Rogoff (2000), cite the home bias in equity portfolios as
one of the six major puzzles in international macroeconomics, find-
ing very little satisfaction in the many theories that have been put

forward to explain why investors are biased against investing abroad,
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despite convincing evidence that doing so provides a superior means
of diversifying portfolios compared to concentrating investments in a
single country.'

No longer can you, the investor, use the timeworn excuse of pro-
claiming you have insufficient information or roadmaps to guide you
in making decisions about investing in foreign lands. Your Sacagawea
is the Internet, and the plethora of information available to you to
make informed judgments that will provide safe pass-through to
help you on your journey to a destination that meets your investment
objectives. Like Lewis and Clark you must travel to places you haven’t
been before. When you do this and thus subordinate fear, you will see

the world as never before and thus expand your investment horizons.

Roadmap for Investing Beyond the
Keynesian Endpoint

This book illuminates the major concepts that investors can use
as a roadmap for investing at the Keynesian Endpoint. This chapter
takes a more specific look at this roadmap, highlighting from 35,000
feet the six major investment themes to guide investors in these times.
Table 9-3 describes a few additional ideas about what to expect and

the rationale.
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TABLE 9-3 Investing Beyond the Keynesian Endpoint

Investment Position to Take
or What to Position For

Details and Rationale

Front-ends of developed-
market yield curves

Steep yield curves in
developed markets

Floating-rate securities

Policymakers will attempt to deflate their debts
by promoting financial conditions that result in
negative or low real interest rates, suppressing
short-term interest rates at a minimum.

Low policy rates will keep shorter-term interest
rates low but boost inflation expectations,
resulting in steep yield curves in high-debt
developed countries. Position to benefit from
maturities that have the maximum “roll down”
on the yield curve. These are those securities
that in a year’s time (or other time frame) are
likely to see their yields decline more than

the yield decline realized on other maturities,
resulting in price gains. For example, if a
6-year maturity yields 30 basis points more
than a 5-year maturity, in a year, the 6-year
maturity will age and become a 5-year maturity
and its yield will approximate the yield on the
5-year, falling 30 basis points over a year’s
time, assuming the yield curve’s shape does
not change much. There might not be 30 basis
points of spacing for other maturities; if there
were, the 30-year bond would yield 9.0 percent
(30 x 30). This is how to capture the maximum
“roll down.”

When policy rates are near zero percent, there
of course become more scope for rates to rise
than to fall. This increases the attractiveness of
floating rate instruments. Many have LIBOR-
based floors, which keeps their yields up even
as rates on other instruments falls.
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Investment Position to Take
or What to Position For

Details and Rationale

Emerging markets
corporate credits

Foreign-exchange basket
funded by the U.S. dollar,
the euro, and the Japanese
yen

Ask yourself this question: What correlation is
there between a corporate bond in a vibrant
emerging economy and U.S. Treasuries?

Not much is the correct answer. Emerging
markets corporate credits therefore have the
potential to provide significant diversification
benefits as well as attractive real yields, or

the yield achieved over and above inflation.
Many emerging countries have both the wallet
and the will to invest in their countries, and
the cash flow provided by the healthiest of
emerging countries is likely to be dependable,
reducing the odds of default and increasing
the odds of realizing the high real yields
offered on many emerging corporate credits.
An additional benefit for those that do not
hedge their positions is the prospect of
currency appreciation versus developed market
currencies.

Economic growth in highly indebted countries
is likely to be relatively low compared to

many developing markets with better initial
conditions such as high savings rates, low
indebtedness, current account surpluses, and
favorable demographics. Use the funding
currencies to purchase a basket of currencies
that include the Mexican peso, the Brazilian
real, the Singapore dollar, the Chinese
renminbi, the Korean won, the Philippine
peso, and the Indian rupiah. The objective is
to achieve gains from “carry,” or from holding
currencies in countries whose policy rates are
higher than for those achieved in the countries
for the funding currencies and a gain from
appreciation of the currencies against the
funding currencies.
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Investment Position to Take

or What to Position For

Details and Rationale

Industrial commodities

Food

Water

Emerging markets equities

Global real estate
investment trusts

Growth in exports is likely to be heavily
concentrated in the export of goods. This will
boost the demand for industrial materials, as
will vibrant growth in the emerging markets,
where the goods-producing sectors are more
dominant than is the case in the developed
world, where the service-producing sector grabs
a large share of GDP. Industrial commodities
include energy, metals, chemicals, tallow,
cotton, print cloth, and rubber, among others.

As the middle class grows in developing
nations, they are likely to consume more food
than they did when their incomes were lower,
boosting the demand for agricultural products.
In fact, more than half of the increase in
demand for food products over the past decade
can be attributed to the emerging markets.

A continuation of this trend will benefit
agricultural commodities directly, as well as
exporters of food.

Growth in the world’s population, the increased
consumption of food related to a growing
middle class in developing countries, and
increased use for electric power generation will
along with other factors add to already high
demands for the world’s water supply.

Relatively faster growth in emerging economies
will propel earnings growth in these nations
and feed gains in equities prices. The prospect
of currency appreciation increases the
attractiveness of emerging markets equities.

Expansion of the world economy emanating
from relatively rapid growth in developing
countries will fuel demand for office space and
boost household formation, boosting demand
for shelter at a time when construction of new
space in developed countries has weakened
substantially. This will boost the ability of
renters to increase their rates. Other forms of
commercial demand will include storage and

hospitality (hotels).
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Investment Position to Take
or What to Position For

Details and Rationale

Large-cap multinational
equities

Alternative energy

Inflation-indexed securities

Prefer credit risk over
duration from government

bonds

Large companies that have a large global
presence are positioned well to capitalize on
growth opportunities outside of the developed
world. Investments in these companies
therefore provide important diversification
benefits not possible with smaller companies
that have very little or no international presence
nor any prospect for gaining one.

Strains on the world’s energy supply emanating
from economic growth in developing countries
will compel debt laden nations whose economic
activity is already facing headwinds to shift

to alternative forms of energy supply. Just as
important, developing countries such as China
will seek to preserve their economic growth
stories by reducing their energy consumption
per unit of GDP, driving investments in
alternative energy.

At the Keynesian Endpoint, many nations will

use financial repression to inflate their way out
of their debts. Negative real interest rates will

promote acceleration in inflation in developed
countries, while fast economic growth rates in

developing economies will promote high rates

of inflation in developing countries.

Financial repression will pick the pockets of
investors in government bonds by suppressing
interest rates to levels that are either only
slightly above the rate of inflation or, more
likely, below it. Negative real rates of return
reduce the attractiveness of government bonds
compared to bonds in other segments of the
$90 trillion global supermarket of bonds, which
offer a yield spread over government bonds. Go
shopping for safe spreads.
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Conclusion:
The Transtormation of a Century

As we contemplate our changed world and the challenges that
lie ahead, consider these sentiments:

Adapt or perish, now as ever, is Nature’s inexorable
imperative.

—H.G. Wells

A mother’s love is patient and forgiving when all others are for-
saking, it never fails or falters, even though the heart is breaking.

—Helen Rice

We must never despair; our situation has been compromising be-

fore, and it has changed for the better; so I trust it will again. If
difficulties arise, we must put forth new exertion and proportion
our efforts to the exigencies of the times.

—George Washington

In February 1936, photographer Dorothea Lange sought to cap-
ture the desperate plight of the millions of migrant workers who
sought to flee the Dust Bowl and the barren lands of the Great Plains,
which were smitten by years of draught and dust storms at a time
when there was already great suffering in the United States. On a pea
farm in California, Lange sees a mother and her seven children sitting
in a makeshift and torn open tent atop dried mud, their despondent

faces covered with dust, their clothing soiled, their hands darkened

271
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with muck. As Lange draws yards nearer, two of the three children
draped on their mother’s shoulders turn their heads away from Lange
to the back of the tent, as if shamed. Without prompting, the woman,
Florence Owens Thompson, tells of her plight, seeming to hope
her story will ease her family’s suffering. The sad-faced woman tells
Lange she and her children were living on vegetables from the fields

upon which they labored, as well as on the meat of dead birds that the
children had killed.

Figure 10-1 “Migrant Mother”

Source: Library of Congress; http://www.loc.gov/pictures/resource/fsa.8029516/Source: Library of
Congress


http://www.loc.gov/pictures/resource/fsa.8b29516/Source
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Lange snaps five photos in all, one of which becomes an iconic
symbol of both the Great Depression and the Dust Bowl. Known as
“Migrant Mother,” the photo brings greater awareness to the plight
of the 2.5 million who migrated from the drought-stricken midwest in
what remains the largest migration ever to occur in the United States

over the time in which it occurred.

Figure 10-2 Protestors at the Hellenic Parliament in Athens, Greece, June 2011

Source: bigstockphoto.com (http://www.bigstockphoto.com/image-20885534/stock-photo-greek-
protests-at-parliament-square-in-athens)

In the same month, John Maynard Keynes publishes a book titled,
The General Theory of Employment, Interest, and Money. It offers
a policy prescription that Keynes believes will increase employment
and ease the hardship that millions of people are suffering through the
Great Depression. Hardship for mankind is nothing new, and people
for ages have shown a remarkable ability to adapt to even the most
trying of circumstance. This puts the suffering of the Great Depres-
sion in its proper context. Nevertheless, modern society endeavors
to ensure the dignity of its citizens and to limit human suffering.

This creates rationale for government programs as well as for deficit


http://www.bigstockphoto.com/image-20885534/stock-photo-greekprotests-at-parliament-square-in-athens
http://www.bigstockphoto.com/image-20885534/stock-photo-greekprotests-at-parliament-square-in-athens
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spending. The Keynesian philosophy is transformational, and it feeds
the evolution of modern society, including the United States, which
moves away from the fiscal prudence it had shown since it enacted
the Sinking Fund Act of 1795 to establish piggybanks to repay the

national debt.

Politicians and the beneficiaries of their fiscal illusions for the
past 80 years abused the newfound economic philosophy, relentlessly
and dangerously pursuing the use of debt for self-aggrandizement.
Today, the citizens of indebted nations bear a heavy burden and must
begin repaying the debts. It is a Herculean task because the debts are
mountainous. Yet there is no choice because the Keynesian Endpoint
means that indebted nations have tapped the last balance sheet and

can no longer use debt to attempt to solve their problems.

The financial crisis has shown that the use of debt to ease the suf-
fering of people went too far. Consumers also went too far in using
debt to fulfill their primal needs and their desire to display status and
power and to “keep up with the Joneses.” Nevertheless, those who
must now bear the burden of the solution to the world’s debt prob-
lems are fighting to preserve the status quo, fearing that any rollback
of government spending will cause them to suffer. The problem is
that their definition of suffering is enormously different from the suf-
fering that ignited the Keynesian philosophy in the first place.

No member of modern society should ever live as the Migrant
Mother did, living in a tattered tent and eating dead birds killed by
her children. Government, in other words, should indeed endeavor
to maintain the dignity of people and provide for at least a minimal
standard of living. The people of the world must nonetheless recog-
nize that there are limits to what government can do and that what
remains of a nation’s tax receipts after it has done all it can to maintain
the sanctity of human existence should be invested to help build a

society that benefits all citizens.
This is the transformation that is now underway.

This is therefore not an endpoint but a beginning.
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