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Presdent Obama and his economic team face a daunting challenge: how to deliver economic
growth they know can only come from deficit spending, while deferring into the future the
"fiscd consolidation” which is being pressed on them by practicaly everyone, from Peter G.
Peterson to Angela Merkd.

Clearly the "bipartisan deficit commission” -- like practicaly al bipartisasn commissons -- was a
device to deflect this pressure. The President created the Commission while pressing for a
sronger growth strategy, and has sent every discregt signd (notably in the commission's
minuscule operating budget) that the exercise should not be taken serioldy.

Nevertheless, thereis adanger that the Commisson will take a path -- "gimulate now but
auderity later” -- that will leed to unnecessary, economically-damaging and socidly destructive
cutsin Socid Security and Medicare. And there is adanger that such cuts will be slampeded
through Congress in the months immediately following the 2010 dections.

In a gatement made on behalf of Americans for Democratic Action to the Commission, | make
the case againgt cutting Socid Security and Medicare as a"deficit srategy” -- on the grounds
that it's not necessary and it won't work. Instead, we need an economic policy built on redistic
assumptions and focused on our actual economic problems: jobs, the state-local budget criss,
public invesment, energy and climate change. In my statement to the Commission, | have tried
to explore these issues a bit further:

My Statement to the Commission on Deficit Reduction
Mr. Chairmen, members of the commission, thank you for inviting this statement.
| am aprofessona economigt, but | have served in a palitica role, as Executive Director of the

Joint Economic Committee of the United States Congress. | am offering this statement on beha f
of Americans for Democratic Action, an organization co-founded in 1949 by (among athers)

Eleanor Roosevelt, John Kenneth Galbraith, Arthur M. Schlesinger, jr., and Ronad Reagan.
Accordingly | would like to begin with a political comment.
1. Clouds Over the Work of the Commission.

Y our proceedings are clouded by illegitimacy. In this respect, there are four major issues.



First, most of your meetings are secret, gpart from two open sessions before this one, which were
plainly for show. Thereis no judtification for secret meetings on deficit reduction. No secrets of
any kind are involved. Nathing you say will affect financid markets. Congress long ago-- in

1975 -- reformed its procedures to hold far more sengitive and complicated meetings, notably

legidative markups, in the broad light of day.

Secrecy breeds suspicion: firdt, that your discussons are a aleve of discourse so low that you
fed it would be embarrassng to disclose them. Second, that some members of the commission
are proceeding from fixed, predetermined agendas. Third, that the purpose of the secrecy isto
defer public discussion of cutsin Socid Security and Medicare until after the 2010 dections.

Y ou could easly dispd these suspicions by publishing video transcripts of dl of your meetings
on the Internet, and by holding dl future meetingsin public. Please do so.

Second, thereis a question of leadership. A bipartisan commission should gpproach itstask in a
judicious, open-minded and dispassionate way. For this, the attitude and temperament of the
leadership are criticdl.

| first met Senator Simpson when we were both on Capitol Hill; & Harvard he became friends
with my late parents. He is admirably frank in hisviews. But Senator Smpson has plainly shown
that he lacks the temperament to do afar and impartia job on this commisson. Thisisvery

clear from the abusive response he made recently to Alex Lawson of Socia Security Works, who
was asking important questions about the substance of the commisson'swork, aswel as cdling
atention to the illegitimate secrecy under which you are operating.

A generd cannot speek of the President with contempt. Likewise the leader of acommission
intended to sway the public cannot display contempt for the public. With due respect, Senator
Simpson's conduct fails that test.

Third, most members of the Commission are political leaders, not economists. With all respect
for Alice Rivlin, with just one economist on board you are denied access to the professond
arguments surrounding this highly controversid issue. In generd, it isimpossible to have afar
discussion of any important question when the professond participants in that discussion have
been picked, in advance, to represent a single point of view.

Conflicts of interest condtitute the fourth mgjor problem. The fact that the Commission has
accepted support from Peter G. Peterson, aman who has for decades conducted arelentless
campaign to cut Socia Security and Medicare, raises the most serious questions. Quite apart
from the merits of Mr. Peterson's arguments, this act must be condemned. A Commission serving
public purpose cannot accept funds or other help from a private party with a strong interest in the
outcome of that Commission's work. Y our having done so is a disgrace.

In my view you aso should not have accepted help from the Economic Policy Inditute, even
though EPI's positions on the merits are subgtantialy closer to mine.



Let me now turn to the economic questions. A first economic question is, what caused the
deficits and rising public debt? The answer comesin two parts: present deficits and projected
future deficits.

2. Current Deficitsand Rising Debt were Caused by the Financial Crisis.

Overwhemingly, the present deficits are caused by the financid criss. The financid criss, the
fal in assat (especidly housing) vaues, and withdrawa of bank lending to business and
households has meant a sharp decline in economic activity, and therefore a sharp decrease in tax
revenues and an increase in automatic payments for unemployment insurance and the like.
According to anew IMF g&ff andlyss, fully half of the large increase in budget deficitsin mgor
economies around the world is due to collapsing tax revenues, and afurther large share to low
(often negetive) growth in relation to interest payments on exigting debt. Less than ten percent is
dueto increased discretionary public expenditure, as in stimulus packages.

This point isimportant because it shows that the claim that deficits have resulted from
"overgpending” isfase, both in the United States and abroad.

3. Future Deficit Projections are Generally Based on Forecasts which Begin by Assuming
Full Recovery, but this Assumption isHighly Unrealistic.

Unlike the present deficits, expected future deficits are not usualy consdered to be due to
continued recession and high unemployment. To understand how the discussion of future deficits
isbeing framed, it is necessary to grasp the work of the principa forecasting authority, the
Congressona Budget Office. CBO's projections proceed in two steps. First, they wipe out the
current deficits, over avery short time horizon, by assuming a full economic recovery. Second,
they create an entirdy new source of future deficits, essentidly out of whole cloth. The critica
near-term assumption in the CBO basdline concerns employment. CBO clamsto expect a
relatively rapid return, over five years, to high levels of employment, and the basdine
incorporates a correspondingly high rate of redl growth in the early recovery from the gresat
crigs. If thiswere to happen, then tax revenues would recover, and ordinarily the projected
deficits would disgppear. Thisiswhat did happen under full employment in the late 1990s.

But under present financid conditions this scenario of arapid return to high employment is
highly unredligtic. It can only hgppen if the credit system finances economic growth, which
impliesarising leve of private (household and company) debt relative to GDP. And that clearly
is not going to happen. On the contrary, de-leveraging in the private sector is sure to remain the
rule for along time, as mortgages and other debts default or are paid down, and as many
households remain effectively insolvent due to their mortgage debt.

With high unemployment, high public deficits are inevitable. The only choice is between an

active deficit, incurred by putting people to work or otherwise serving nationa needs -- such as
providing a decent retirement and hedlth care to the aged -- and a passive deficit, incurred
because a high unemployment tax revenues necessaxily fail to cover public spending. Cutting
public spending or raising taxes, now or in the future, by any amount, cannot reduce a deficit due



to high unemployment. The only fiscd effect isto convert an active deficit into a passve one --
with disastrous economic and socid effects.

4. Having Cured the Deficitswith an Unrealistic Forecast, CBO Recr eatesthem with
Another, Very Different, but Equally Unrealistic Forecast.

In the CBO modds, high future deficits and risng debt relative to GDP are expected. But the
source is not aweak economy. Itisaset of assumptions describing an economy after full
recovery from the present crigs. In the CBO forecadts, big future deficits arise from a
combination of (&) rapidly risng hedth care costs and (b) risng short-term interest rates, in the
context of (c) arapid return to high employment and (d) continued low overdl inflation. This
combination produces, mechanicdly, avery large net interest payout and arapidly risng public
debt in rdation to adowly risng nomind GDP.

Even if CBO were right about recovery, which it is nat, this projection isinternaly inconsstent
and wholly implausible. It isn't going to happen. Low overdl inflation (at two percent) is
incongstent with the projected rise of short-term interest rates to nearly five percent. Why would
the central bank carry out such a policy when no threet of inflation justifies it? But the assumed
risein interest rates drives the projected debt-to- GDP dynamic.

Smilarly, therisein projected interest paymentsis inconsstent with low nomind inflation.
Interest payments rising to over 20 percent of GDP by mid-century would congtitute new federd
gpending Smilar in scale to the mohilization for World War 11. Obvioudy this cannot happen
with two percent inflation. And athough a higher inflation rate is undesrable, arithmeticdly it
means alower debt-to-GDP ratio.

Findly, rapidly risng hedth care costs and low overdl inflation are mutudly consstent only if
al prices except hedth care are risng at less than that low overdl inflation rate -- induding
energy and food pricesin atime of increasng scarcity. Thistoo is extremely unlikely. Either
overal hedlth care costs will decelerate (relieving the so-called Medicare funding problem) or
the overdl inflation rate will accelerate -- reducing the debt-to- GDP ratio.

In sum: the economic forecasts on which you are being asked to develop a credible plan for
reducing deficits over the medium term are amess. The unemployment and growth forecadts are
implaugbly optimidtic, while the inflation and interest rates projections are implausibly

pessmigtic and mutudly inconggtent.

Good policy cannot be based on bad forecasts. As afirgt step in your work -- long overdue-- the
Commission should require the development of internally consigtert, and factudly plausible,
economic forecasts on which to base future deficit and debt projections.

5. The Only Way to Reduce Public Deficitsisto Restore Private Credit.

The conclusion to draw from the above argument is that large deficits going forward are likely to
have the same source as they do right now: stubbornly high unemployment.



The only way to reduce a deficit caused by unemployment is to reduce unemployment. And this
must be done with a substantid component of private financing, which isto say by bank credit, if
the public deficit is going to be reduced. Thisisafact of accounting. It is not a matter of theory
or ideology; it ismerdly afact. The only way to grow out of our deficit isto cure the financid
criss.

To cure the financid criss would require two comprehensive measures. Thefirdt is debt
restructuring for the entire household sector, to restore private borrowing power. The second isa
recongruction of the banking system, effectively purging the toxic assets from bank baance
sheets and ds0 reforming the bank personnd and compensation and other practices that
produced the financid crigsin the first place. To repeet: thisisthe only way to generate deficit-
reducing, privately-funded growth and employment.

Asaformer top adviser in the Clinton White House, co-chairman Bowles no doubt knows that
privatdy -funded economic growth produced the boom years of the late 1990s and the associated
surplus in the federa budget. He must aso know that the practices of banks and investment
banks with which they were closdly associated worked to destroy the financid system a decade
later. But | would wager that the Commission has spent no time, so far, on adiscussion of the
relationship between deficit reduction and financia reform.

To be clear: unemployment can be cured without private-sector financing, if public deficits are
largeenough -- as was done during World War 11. But if the objective is to reduce public deficits,
for whatever reason, then alarge contribution from private credit is essentid.

One more time: without private credit, deficit reduction plans through fiscal augterity, now or in
the future, will fail. They cannot succeed. If a the time the cuts take effect the economy is il
relying on public expenditure to fund economic activity, then reducing expenditure (or
increasing taxes) will smply reduce GDP and the deficits will not go away.

Further, if the finances of the private sector could be fixed, then an austerity program would be
entirely unnecessary to reduce public debt. The entire nationa experience from 1946 to 1980,
when public debt fell from 121 to about 33 percent of GDP and again from 1994 to 2000, proves
this. In those years the debt-to- GDP ratio fell mainly because of creditdriven economic growth --
certanly not because of public-sector austerity programs. And thisis why the deficits returned,

in 1980-2 and in 2000, once the credit markets froze up and the private economy entered
recession.

Thus until the private financid sector isfully reformed - - or supplemented by parale financing
indtitutions as was done in the New Dedl -- high déficits and a high public-debt-to-GDP ratio are
inevitable. In the limit, if there is no private financia recovery, debtto- GDP will converge to
some steady- state value, probably near 100 percent - anorma number in some countries - and at
that point the public deficit will be the sole engine of new economic growth going forward. Only
when the private sector steps up, will the debt-to-GDP retio begin to decline.

For this reason, a Commission report focused on "entitlement reform” rather than "financid
reform” would be entirdly besde the point. Entitlement cuts, no matter how severe, cannot and



will not achieve deficit reduction. They cannot "meaningfully improve the long-term fiscd
outlook," as required by your charter. All they will accomplish isto impoverish vulnerable
Americans, impairing the functioning of the private economy and the taxing capacity of the
government.

6. Social Security and Medicare"” Solvency” isnot part of the Commission's Mandate.

I note from Chairman Simpson's conversation with Alex Lawson that the Commission has taken
up the questions of the dleged "insolvency" of the Socid Security system and of Medicare. If
true, thisis far outsde any mandate of the Commission. Y our mandateis drictly limited to
matters relating to the deficit, debt to- GDP ratio and fiscd stability of the U.S. Government asa
whole. Socid Security and Medicare are part of the government asawhole, so it iswithin your
mandate to discuss those programs -- but only in that context.

To make recommendations about the matching of benefits to payroll taxes -- now or in the future
-- would be totaly ingppropriate. Within your mandate, the levels of payroll taxes and of Sodd
Security benefits are rdlevant only insofar as they influence the current and future fisca pogtion

of the government as awhole. Their relationship to each other is not relevant. You are not a
"Socid Security Commisson” and thereisno provison in your Charter for a separate discussion
of the dleged financid condition of ether program taken on its own. Such discussions, if they

are occurring, should be subjected to a point of order.

The usud "solvency™ arguments directed a the Socid Security system and at Medicare as
Separate entities are in any event complete nonsense. These programs are just programs, like any
others, in the Federd Budget, and the Socid Security and Medicare "systems' are thus fully
solvent so long as the Federa Governmert is. Further, as explained below, under our monetary
arrangements there is no "solvency" issue for the federd government asawhole. The federd
government is"solvent” so long as U.S. banks are required to accept US. Government checks --
which isto say so long asthereis a Federd authority in the Republic. This point has been
demongtrated repeatedly in times of stress, notably during the Civil War and World War 11.

7. Asa Transfer Program, Social Security isAlso Irrelevant to Deficit Economics.

Political discussons of "long-term fiscal sugtainability” -- induding in the Charter for this
Commission -- make an economic error when they loosely use the word "entitlements’ and
suggest that supposed economic dangers of federd deficits (for instance, rising red interest rates)
can be reduced by "entitlement reform.” Asamatter of economics, thisis not true.

"Government Spending” -- as any textbook will verify -- isacomponent of GDP only insofar as
the spending is directly on purchases of goods and services. That alone iswhat economists mean
by the phrase "government spending.” GDP is the find consumption of produced goods and
sarvices, and government is one of the mgor consuming sectors, the others being private
business (investment) and households (consumption).

Socid Security isatrandfer program. It is not a spending program. A dollar "spent” on Socid
Security does not directly increase GDP. It merely redlocates a dollar from one potentid fina



consumer (ataxpayer) to another (aretiree, adisabled person or asurvivor). It aso redlocates
resources within both communities (taxpayers and beneficiaries). Specificdly, benefits flow to
the elderly and to survivors who do not have families that might otherwise support them, and
costs are imposed on working people and other taxpayers who do not have dependentsin their
own families. Both types of transfer are fair and effective, greetly increasing security and
reducing poverty -- which iswhy Socid Security and Medicare are such successful programs.

Trangfers of thiskind are dso indefinitely sustainable -- in fact there can intringcaly be no
problem of sustainability with transfer programs. Apart from their effect on individud security, a
true transfer program uses (by definition) no net economic resources. The only potentia
meacroeconomic danger from "excessve" trandersisthat the transfer function may be badly
managed, leading to excessve total demand and to inflation. But thereisno risk of thisso long
asthefinandd crigs remains uncured. Under present conditions Social Security and Medicare
are bulwarks for gabilizing atotd demand that would otherwise be highly deficient.

Similarly, cutting Socid Security benefits, in particular, merely transfers redl resources avay

from the elderly and toward taxpayers, and away from the poor toward those less poor. One can
favor or oppose such amove on its own merits as socid policy - but one cannot argue that it
would save red resources that are otherwise being "consumed” by the government sector.

The conclusion to be drawn isthat Socid Security should in any event be off the agenda of your
Commission, asit isatransfer program and not a program of public spending in the economic
sense. In particular it does not use capital resources and will not drive up interest rates. Thisis
true whether the "Socid Security System™ isin internd baance or not.

8. Marketsarenot calling for Deficit Reduction; Now or Later.

Let me turn next to alarger economic question. Do deficit projections rretter? Are they
important? Was the President well - advised to frame the mandate of the Commission as he did?

What, in short, are the economic consequences of a high public deficit and arisng debt to-GDP
ratio, and what (if any) benefits are to be expected from creeting an expectation that deficits will
come down and that the debt-to- GDP ratio will fal?

The ideathat US economic policy should am for a path of reduced deficitsin the future, is
shared by liberds and conservatives, and it is, from a political standpoint, a very powerful idea.
The Commisson's charter takes for granted that this god is desirable. It pecifies that your
objectiveisto achieve a bdanced "primary budget” -- net of interest payments, by 2015.

Y et your charter does say why thisis an gppropriate god. It cites no study to which one might
refer. It does not explain why 2015 isthe right target date, as opposed to (say) 2025 or even
2050. It does not spell out the economic consequences -- if any -- of falling to meet the stated
objective.



Does the requirement make economic sense? | shdl tackle that question in two parts. The firgt
accepts the view most people hold of the fiscal and financid world. The second reflects, from an
operationa standpoint, how that world actualy works in practice.

Most informed laymen believe that the Federd government must borrow in order to spend. They
believe that the interest rate on Treasury securitiesis set in amarket for government bonds. The
markets impose discipline on the government. Thus their ideais that “fiscal respongbility” will
produce low long-term interest rates and tolerable borrowing conditions for the federa
government, while "irrespongbility” will be punished by higher, and eventudly intolerable, debt
service costs.

Accepting this view for the moment, what does the present level of long-term interest rates tell
us? As| write, thirty year Treasury bonds are yielding just over four percent -- or just alittle
more than haf their yied a decade back. On the argument just given, thismust be an
extraordinary success of virtuous policy. It seemsthat Wall Street has made a strong vote of
confidence in the fisca probity of our current policies. This vote is unqudified, backed by
money, contingent on nothing. It therefore represents a categorical rejection, by Wall Street
itsdf, of the CBO's doomsday scenarios and all other deficit-scare stories.

On thistheory, it follows that the mandate to reduce the primary deficit to zero by 2015 is
unnecessary. Such an action can hardly reduce interest rates-- neither short nor long-term --
which are dready historicaly low.

But wait aminute, some may say. Yesinterest rates are low at the moment. But bond markets are
fickle, they can turn on adime. And what then?

Yes, itispossblethat interest rates could rise. But the problem with this argument is that it takes
us away from the premise of rationdity. If bond markets are fickle and arbitrary, who isto say
what they will do in response to any particular policy? In the face of irrationa markets, the
sensble policy isto borrow heavily for so long asthey are offering agood dedl. One may say
that al good things end, and perhaps they will. But if markets areirrationd, then by construction
you cannot prevent this by "good behavior."

The concluson from this section is that one cannot logically argue that marketsingst on deficit
reduction. Either the markets are rationally unworried about deficits, or they are acting
irraiondly right now, in which case they can hardly "inggt" onanything.

9. In Redlity, the US Government Spends First & Borrows Later; Public Spending Creates a
Demand for Treasuriesin the Private Sector.

As noted, the above argument is based on the common belief that the government must borrow
in order to spend, and thus that the government faces "funding risks" in private markets. Such
risks exigt, of course, for private individuas, for companies, for state and loca governments, and
for national governments such as Greece that have ceded monetary sovereignty to a central bank.
But the situation of the United States government is quite different.



The U.S. government spends (and the Federd Reserve lends) in avery smple way. It does so by
writing checks-- in fact Smply by marking up numbersin a computer. Those numbers then
appear in the bank accounts of the payees, who may be government employees, private
contractors, or the recipients of federa transfer programs.

The effect of government check-writing isto creste a deposit in the banking system. Thisisa
"free reserve." Banks of course prefer to earn interest on their reserves. Thus they demand aUS
Treasury bond, which pays more interest without incurring any form of credit or default risk.
(Thisis like moving a depost from a checking to a savings account.) The Treasury can meet that
demand, or not, a itsoption -- it can permit, or not permit, the stock of US Treasury bondsin
circulation to increase.

So long as U.S. banks are required to accept U.S. government checks-- whichisto say solong
as the Republic exigts -- then the government can and does spend without borrowing, if it
choosesto do so. And if it chooses to issue Treasuries to meet the demand, it can do that as well.
Thereis never ashortfal of demand for Treasury bonds, Treasury auctions do not fail.

In the redl world, the government creates demand for bonds by spending above the level drained
by taxation from the system. The extent to which those bonds are held locdlly, or aroad (another
common source of worry) depends on the US current account deficit. This dso has nothing to do
with gpprova or disapprova by foreign bankers, centra bankers, or their governments of
American deficit policy. A foreign country cannot acquire a US Treasury bond unless someone
outside the United States hasacquired dollars to pay for them, which is generdly done by
running atrade surplus with the United States. And when foreigners do acquire those dollars,

then like domestic banks they prefer to earn interest, which is why they buy Treasury bonds.

Insolvency, bankruptcy, or even higher red interest rates are not among the actud risksto this
system. The actud risks in this system are (to aminor degree) inflation, and to alarger degree,
depreciation of the dollar. However at the moment there is wide agreement that alower dollar
would be agood thing -- againg the Chinese RMB and now dso the euro. So it is difficult to
believe that the god of deficit reduction per se serves any coherent, or presently desirable,
economic objective.

We can conclude that there is actualy no economic judtification for the target of reducing the
primary deficit to zero by 2015 or any other date. The right economic objectives are to meet redl
problems, not those conjured from thin air by economigts. Bringing about arapid end to
unemployment, caring properly for an aging population, cleaning up the Gulf of Mexico, coping
with our energy insecurity and with climate change are al far more important objectives than
reducing a projection of future budget deficits.

10. The Best Place in Higtory (for this Commisson) Would be No Place At Alll.

Most people assume that "bipartisan commissons' are designed to fall: they are given thorny (or
even impossible) issues and told to make recommendations which Congressis free to ignore or
rgject. In many cases -- yoursis no exception -- the god isto defer recognition of the difficulties
for aslong as possible.



You are plainly not equipped by disposition or resources to take on the true cause of deficits now
and in the future: the financid criss. Recommendations based on CBO's unredistic budget and
economic outlooks are destined to collgpse in failure. Specificaly, if cuts are proposed and
enacted in Socia Security and Medicare, they will hurt millions, wesken the economy, and the
deficits will not decline. It's alose-lose proposition, with no gainers except afew predatory

funds, insurance companies and such who would profit, for some time, from a chaotic private
marketplace.

Thus the interesting twigt in your Stuation is thet the Republic would be better served by
advancing no proposas a dl.



