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We are coming to the point in the United States when even the US government will no
longer be able to borrow at very low long-term rates. That point is a few years off, and we have
time to change paths; but as I have shown in previous letters, the longer we wait to get the deficit
under control, the fewer choices we have and the more painful they are. NO country can run
deficits the size we are currently running, along with unfunded deficits over four times the size
of the economy and a growing overall debt burden, without consequences. At some point,
investors in bonds will start wondering exactly what the process is by which they will be repaid.
And what will the value of those future payments be?

One by one, the countries of Europe are losing their ability to sell their bonds at an
interest rate that is sustainable for their economies and revenue bases without severe and socially
disruptive restructuring, even if a central bank that will accommodate their spending by printing
money or other countries will tax their citizens to pay for someone else’s debts.

The US will soon be faced with that same problem if we do not act soon. Will it be 2014?
2015? 20167 I think it will be earlier rather than later, as the bond market will look at Europe and
what will soon be an imploding Japan and decide that the US is only different in size and scale.
The interest on the debt is a growing part of the overall budget, and any rise will put severe
constraints on spending or force large tax increases or require the Federal Reserve to monetize
the debt. None of those have positive outcomes. Ignored long enough, it will bring about another
Depression.

This week we will explore some options to actually resolve the deficit and debt crisis.
Cutting spending or raising taxes have consequences, but not all cuts and not all taxes are the
same. For those who have been wanting more specific solutions from me, [ am going to address
the issues surrounding taxation and offer my thoughts as to what we should do. Let’s see how
many friends and readers I can upset this week. And I close with a few brief thoughts on writing,
the coming employment crisis (will two billion jobs really disappear?), and advice for younger
readers.

Before we dive in, I want to respond to a lot of letters and blogs about last week’s letter,
which also handily works as a preface to this week’s musings. There were a lot of comments pro
and con about my thoughts on various historical events. In quick review, I offered numerous
thought experiments about what would have been different economically following a
presidential election if their opponent had won. It was mostly an alternative-history type of



speculative process. There are whole book series written with such a premise. What would have
happened if the South had won the Civil War or Germany World War I1? Total speculation as to
the details, open to much disagreement.

And disagreement there was over certain interpretations of history. Would Al Gore (or
pick your alternative president) have done certain things differently? Possibly, and maybe even
probably. Such speculations are totally open for debate. But nearly all disagreements missed my
main point, which was (and is) that presidents take the credit for good economic times and get
blamed for bad times, when the reality is that they don’t have all that much control over the
economy, especially in their first four years in office. They take the oath of office and their first
budget isn’t even offered until 13 months later and then maybe adopted later in their second year,
with lots of changes. With lots of compromises. Hardly time to radically affect the economy by
year four of their term. Some changes? Yes, of course. But the main direction is already set, and
they are really affecting the future more than their present time.

I argued that you really have to go back to Reagan to get serious change of direction, and
even then you can argue that it was Carter that appointed Volcker (though I doubt he thought
Volcker would create a major recession in an election year). Does anyone really think Reagan
wanted a second double-dip recession in his second year in office? The legacy of Reagan was
just beginning in 1984, and I will argue below that it was the restructuring of taxes in 1986 that
provided the largest and most lasting contribution in terms of economics.

The Answer We Don’t Want to Know

Further, I believe that dealing with the deficit crisis is the single most important factor for
the future of the Republic. I closed last week with these paragraphs:

“This (upcoming) election is ultimately about dealing (or not dealing) with the deficit,
and putting the country on a path to a sustainable budget deficit, one that is less than the growth
rate of the country. As I have argued elsewhere, and will argue in future letters, that is the
paramount issue. Not dealing with the deficit runs the very real risk of the bond market treating
us just as it is treating Italy and any other country that gets to the point where its debt is
unsustainable. Not this year or the next for the US, but almost certainly before 2016. And once
the bond market loses faith in a country, it takes a massive restructuring to restore that
confidence. And we can see how that is playing out in Europe.

“The next president must have the ability to get a consensus. Let me shock a few of my
fellow Republicans and say that I think the deficit is such a deadly disease that it would be better
for the country for the Democrats to be in power and forced to deal with the situation than to do
nothing. I would not like their solution, and I think it would be harmful, but not as harmful as a
second Depression, brought on by not dealing with the deficits and entitlement problems.

“As a businessman, I would rather pay higher taxes on profits than to have no profits at
all. Just tell me the rules and I will figure out how to adjust. A Depression 2 would mean 20%
unemployment (at least) and a real lost decade, with the Boomer generation trying to figure out
how to deal with no money and no jobs and being old.



“And the choices we would be forced to make? The spending cuts would be far deeper
than anyone can now imagine, and the taxes needed far greater. Think what happens when any
country has hit that debt limit. Greece is not having fun. And either Italy is going to be unhappy
with the longer-term recession it will have, or Germany is going to be unhappy with the ECB
backing Italian debt at below-market rates for a long time, which means printing money and a
much lower euro. Actually, I think both must happen if the euro is to remain a viable currency.
That's just what happens when you don't deal with deficits before they become a problem. If Italy
is to remain in the euro, there must be a back-door bailout by the ECB, accompanied by Italian
austerity (is that an oxymoron?). And don't forget Spain.

“What would the Fed do in such an event? Does it succumb to the worst fears of the
Austrian economic crowd and monetize the debt in an effort to fight deflation and depression?
Does it trash the dollar and make gold bugs happy? Or does it find its inner Bundesbank
(Austrian) core and eschew the easier way out, forcing the federal government to cut spending
and raise taxes while interest rates are rising?

“This is a question to which we do not want the answer. Whether it's yes or no, the
answer is a disaster. Just choose the form of disaster you prefer. To the unemployed, retirees, and
the young, it will make little difference. Ask our grandparents (or my father and mother), who
lived through the Depression.

“And doing nothing will mean that we find the answer to that question. The very answer
we want to never know in real life. It makes for interesting speculation now, but living through it
will be hell.”

The Cancer of Debt and Deficits

The growing debt and the deficit is a deadly cancer on the economy. It will deliver a
mortal blow to the economy if not dealt with. As I recently experienced in my family, it is better
to deal with a cancer as soon as possible. Putting off treatment will not make the cancer go away
by itself, and the cancer of our debt is clearly growing and malignant. It will soon overwhelm our
national economic body. But dealing with a cancer is not without cost and pain, whether on a
real personal level or a metaphorical national level.

The problem is solvable. It is not that there are not a lot of solutions. It is that we have not
yet found the political will to decide what course of treatment is needed. Let’s start with a few
basic presuppositions that I think must be addressed in order to marshall an effective set of
choices.

1. It has to be politically feasible. The Right would like to address the problem with
spending cuts and reforms. Reforms and spending cuts are necessary but not sufficient to
deal with the problems. For instance, disability payments are now running $200 billion a
year and growing rapidly. Some 25% of those unemployed since the beginning of this
crisis have somehow qualified for disability payments. We can cut the time allowed for



unemployment benefits, but that does not offer large numbers. Government transfers now
account for 22% of household income. Cutting that will be politically difficult.

The real problem is health care. How much do we want and how do we want to pay for
it? Health care must be thoroughly reformed, but the will (the votes) to go back to the
1990s is just not there. Rising costs can be controlled but not eliminated. The same goes
for Social Security. We can raise the retirement age, do means testing, and make other
changes; but the fact is that there are more Baby Boomers retiring each year. There is no
Social Security Trust Fund. The money was spent on other projects, and now Social
Security runs in the red each year. What Republican is running on a platform of taking
away Social Security from those who are presently receiving it or will be eligible for
Social Security within 10 years? Want to cut defense? Military pensions? Government
pensions.

And the Left wants to solve the problem by raising taxes on “the rich.” We are down well
over $1 trillion a year in our deficit. Obama’s new plan raise taxes a lot and still has $1.3
trillion in deficits, with very rosy assumptions.

“According to the New York Times, the president’s plan to abolish the Bush tax cuts for
those making more than $250,000 is expected to bring in merely $0.7 trillion over the
next decade, or about 0.4 percent of Gross Domestic Product per year [about $60 billion
in the coming years, under optimistic projections that assume higher growth and no
recessions]. As a comparison, the Congressional Budget Office estimates that the deficit
over the same period is going to be $13 trillion, more than 6 percent of GDP per year.

“The rich in America obviously have lots of money, but there are simply not enough of
them to fund the president’s preferred level of spending.” (American.com)

The hard reality is that the rich just don’t make enough to cover our current deficit. If we
raised taxes to something like 60% on the top 10% of income earners, not just the 1%, we
might get enough tax revenue, if the “rich” cooperated by making the same income they
do now. That type of tax rate is just not politically feasible under any conceivable elected
Congress.

It will require both spending cuts AND different and higher forms of revenue to get a
deficit reduction plan through Congress, even a majority Right or Left Congress. If
Obama could not get higher taxes (except for health care in the future) in his first two
years, with a decidedly Democratic Congress, it is very unlikely to happen in time to deal
with the deficit crisis. Something must be done SOON. We don’t have another five
election cycles to debate this.

We have unfunded liabilities that simply cannot be paid under any tax scheme. Those
promises will not be kept, because we will not have the money in future years, and it gets
worse with each passing year.



2. Tax rates matter to the growth of the economy. Even a low estimate of the results of
raising taxes by 10% reduces GDP by about 0.4% of the increase in taxes. There are
studies by very credible economists of both political parties, which I have written about
in detail, that show that tax cuts and increases have a multiplier of as much as 3, as to
their effects (Romer, as an example). An average estimate would give you something like
a multiplier of 2. I have read no studies based on actual statistics and not some untested
theory that suggests that taxes have a neutral effect. To suggest taxes have no effect on
the economy makes for good sound bites and is nice in theory, but the studies of actual
statistics simply do not support that idea. Increasing the taxes on the rich may be “fair,”
but it is not GDP-neutral.

Kennedy, Reagan, and Bush cut taxes, and the economy grew and more taxes were
collected in total within a few years. But we are no longer able to cut marginal income
tax rates and borrow to pay the deficit, waiting for growth to happen to make the cuts
“pay for themselves.” We have simply borrowed too much. We are close to the limit. We
must find other options.

3. Some taxes appear to have less effect on economic growth, although I cannot argue
that we have enough data points or serious academic studies to prove it. Reagan cut
marginal income tax rates in 1986, but paid for it by getting rid of numerous tax
deductions; so the overall affect was revenue-neutral, but the economy sure did grow
after that. People (at least US citizens) clearly adjust their spending, investments, and
incomes in response to marginal income tax rates. [ am not arguing “fair share” or the
morality of income distribution, simply observing a fact.

The principle is if you want more of something, then lower the taxes on whatever it is,
and vice versa. If you want to increase overall national income (again not talking about
the fairness or how it is distributed), then tax it less.

This idea is not radical. Rather, it is well accepted by nearly all political types. Congress
(both parties) has passed over 3,000 laws giving tax breaks to encourage certain types of
economic behavior they deem to be good. Mortgage interest-rate deductions, charitable
deductions, tax breaks for married couples and children, and so on down to very minor
and industry-specific breaks. They all assume that taxes affect behavior.

4. Some level of government spending is necessary, although what is necessary by one
person’s lights may be seen as a waste by another. But governments should provide for
the common need what a free market would not do. Defense as an example. Is health care
a common right? A majority of voters certainly think so. Education? Roads? Regulations
on certain industries? Again, a serious majority of voters think so. One might argue for
something less, and certainly Ron Paul does so rather well, with a growing following
over the years I have known him; but such a vision is not politically feasible in the next
four years.

Income Measures What You Contribute to Society



5. There are some ideas that are fundamental to the growth of the economy, capitalism, and
free markets as we know them today. Thomas Hobbes argued that income measures what
you contribute to society and spending measures what take from it. Adam Smith argued
that it is the wealth of nations and not the wealth of governments (or kings) that matters.
His idea was that it was more important to grow the economy than the government.

Without economic growth the average person will be left worse off. If our population
grows 1% a year, then if GDP does not grow by 1%, there is less for each person to share.
And private-sector growth is what is needed for general prosperity. Notice in the chart
below (courtesy of Rob Arnott and Research Affiliates) that private (non-government)
GDP has not grown for well over 10 years. This is about the same time period in which
wages and private incomes have been flat. There has to be growth in the private economy
(in total) for those employed in the private economy to make more money (in total).

Real GDP, Structural GDP and'
Private Sector GDP, 1944 -2011

Figure 1. Real GDP, Structural GOP, and Private Secter GDP. Per Capita, 1844-2011
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6. Keynes did indeed argue that deficit spending was a good thing in recessions. But he also
assumed that the debt would be paid back in the next growth cycle. We forgot that latter
part and now must deal with the consequences.

7. Tam not going to argue here how we should spend the tax revenues. I am simply going to
suggest how we might collect them with as little negative impact as possible. That is not
to argue there will be no impact. Taxes have consequences.



8. I will confess I found a great deal to not like about the recommendations of the Simpson-
Bowles deficit commission (and the other private bipartisan proposals). But if I were a
Congressman and Simpson-Bowles was put in front of me, with my choices being yes or
no, I would have voted for it in a heartbeat and tried to get enough votes to “fix” it later.
There is NO bipartisan compromise solution that will make any of us happy in its details,
no matter what your political views. That is why it is called a compromise, and that is
what is needed.

9. Never let a good crisis go to waste. The tax code as it currently stands is just unworkable.
There are too many special interests and it is too complex. It assumes government knows
best how to allocate capital by all the “tax expenditures” (tax breaks) that are in it. Let’s
use this crisis as a perfect time to radically reform the tax code.

Taxing Consumption

So let’s get down to details. I met with Marc Sumerlin for breakfast a few weeks ago, and
he later sent me a book he coauthored back in 2007 with Larry Lindsey, called What a President
Should Know ... but most learn too late. Both men are serious economic thinkers, and Lindsey is
a specialist in tax policies. They both worked as economic advisors in the White House, and
Lindsey was on the Board of Governors of the Federal Reserve. They do understand some of the
mechanics of politics and economics. They now work together at The Lindsey Group, an
economic advisory service based in DC. They do excellent work.

Marc outlined to me their thoughts on reforming the tax code. I read the chapter in the
book on reforms, and like it better than anything else I have seen.

What they suggest is to tax consumption with a 20% Value Added Tax (VAT). There
would be no taxes for incomes under $100,000. None. No Social Security. No Medicare. If you
make less than $100,000 you pay nothing.

All income over $100,000 is taxed at 20%, no matter what the source. No capital gains
rate or dividend break. I assume that also means no municipal bond exemptions. No exemptions
for anything. Every last tax expenditure goes away. Corporate tax rates would be 20%, and again
I assume no exemptions. If you make a profit, you pay taxes.

Although they did not say it in the book, they essentially agree with Hobbes that income
measures what you contribute to society and spending measures what you take from it.

What society wants (and needs) is more income, as that grows tax revenues and general
wealth. Consumption — what you get from society — is taxed. We don’t just need to tax
millionaires more, we need more millionaires that we can tax. And you get that by encouraging
growth in the economy.

They also note that their proposal was revenue-neutral in 2007, and included a $2,000 per
child tax credit. Every worker would get an approximate 7.5% pay raise from the removing of
Social Security and Medicare taxes. While businesses would also get that same tax break, they



would have to pay a VAT on salaries, which would be an increase in cost. Welfare, the social
safety net, and health care would all be funded.

As the VAT would not be paid on exports, it would put us on a more even ground with
those nations that have a VAT and certainly lower business taxes, both of which would make us
more competitive and increase exports and thus employment.

While they did not suggest it, I would change the tax code over four years, although
phasing out tax expenditures faster to help the current budget crisis. A sudden change might be
disruptive, and it would take time to get the mechanism in place for collecting a VAT. States
with individual income taxes would need to adjust the sources of their incomes. (It would also
give my tax-accountant and tax-lawyer friends time to find a different career focus.) Businesses
would need some time to adjust their costs and sales.

This is different from the so-called “Fair Tax,” which is essentially a national sales tax.
While I like the idea of taxing consumption, a 20% sales tax on top of state and local sales taxes
of 8-10% would encourage much of our economy to move to either a barter system or a cash
economy. A VAT might provoke similar reactions on a smaller level, but I think overall it is
more readily collectible.

One can adjust the levels of both the VAT and income taxes to match the desired level of
government spending. I might prefer less, but that is not the point here. Match these taxes (along
with the normal excise taxes) with entitlement reform, a properly structured health-care system,
and some cuts in other areas, and you are close to a balanced budget.

One caveat. It may surprise a few readers, but I met with David Krone yesterday for a
long breakfast in Washington, DC. David is chief of staff for Senate Majority Leader Harry Reid.
He is passionate, articulate, savvy, and an all-round nice guy. We found many areas of common
ground and concerns. When I broached the idea of the tax proposal above, he seemed open to it,
but came back with one thought.

“It has to have a trigger.” I must admit, I had to ask what a trigger is.

“A trigger is a pre-agreed-upon outcome if the desired budget outcome does not happen.
Either spending cuts, tax increases, or some combination, but it must be automatic.” Quite a
reasonable suggestion.

I readily admit there is something for everyone to hate in a VAT tax. It would raise my
costs for employees substantially. I would lose several nice deductions. But given our current tax
code, I think it would be the better of two evils for the economy.

Do you hate the idea? Then come up with an alternative that collects enough revenue and
doesn’t have the problems of the current structure, and can get the votes. As I noted above, I
would vote for something like Simpson-Bowles if that was my choice. I think Reid and Boehner
should introduce Simpson-Bowles for an up or down vote before the next election. Let’s see
what happens.



An Update on My Daughter

I want to thank all of my readers who sent me very kind notes about my daughter
Melissa. As you might have read here, she had her thyroid removed last week, along with some
rather large growths. We were quite worried. It turns out that a very small part of the tumor was
actually malignant, but it was totally surrounded by benign tissue, and all the growths were
removed. The doctor tells us if we had waited a year it would have spread and become a real
issue. A random test looking for something else led to the discovery. We were very blessed to
catch it very early. We will of course pay attention, but it looks like Melissa dodged a very large
bullet.

Some Thoughts on Writing and the Future of Employment

As a side note, Melissa has been looking to change her work career, and in the process
recently took a series of tests that helped her look at her aptitudes and what she actually would be
happy doing. Not surprising to Dad, her top areas were marketing/advertising and writing. (Dad
had always known she could write very well and suspected that would be where she ended up.)

“But Dad, how can I do that? I don’t have any experience or education for that.” Writing
and marketing happens to be something I know a little about. I pointed out that normal university
education is not necessary to be a writer. Like any craft, it is one of those things that you have to
do in order to learn it. And the more you do it, the better you will get. As Malcolm Gladwell says
in The Tipping Point, practice something for 10,000 hours, whether it’s playing music (as the
Beatles did) or writing software (as any number of successful entrepreneurs did, long before they
became rich and famous), and you can get good. Rarely can you just get lucky. That is not the
real world. As the saying goes, the harder you work the luckier you get.

I often get asked by young people how they can become a writer. My answer is that you
start writing. Put it out there. Keep writing until you develop your own voice and style, and then
keep on writing some more. I look back at what I was writing 40 years ago and it is embarrassing
to me now, although at the time I thought I was rather clever. (Ah, the hubris of youth.) My early
offerings of this e-letter, which are still posted, make me cringe when I get up the nerve to go
back and read them. Not the actual ideas and forecasts, but the writing style. Even so, over time,
people responded and forwarded them and the subscriber base slowly grew. I must admit to still
being amazed at it all. When I left college I wanted to be a writer. And after 40 years, I think I
am getting there.

I have never found writing easy. It is hard work. But I hope in ten years my writing will
be better than it is today and that I will still have an audience. I never take for granted that you
will still be here with me, taking your precious time to spend a few minutes with me at the end of
the week. But I write with the same audience in mind today that I did when I started this letter. In
my mind, when I write, it is to a small group of friends like you. That is just the way I write. Not
better than any other style, just me.



So that is what I told Melissa, along with a few other insights here and there. “If you want
to be a writer, then write.” Of course, it helps to have some understanding of techniques from
people with experience. If you want to learn to write persuasive copy, then there are places and
people who can help you. I know of a number of people who have gone to the Copywriting
Program created by American Writers and Artists, and went on to successful careers writing
marketing copy. Randomly, there is a small, intensive workshop next week for web copywriting,
a little advanced for a beginner, but I’'m sending her because I think it is best for her to just
plunge in. There are a few spots still open. You can learn more about it here:
www.awaionline.com/web-intensive.

Writing is not brain surgery. You can become a professional by just writing. If you wait
until you think you are an expert, you will never get started. Melissa can go back and take some
of their other programs to help, but the key is to start writing. While she has the basic talent (at
least Dad thinks she does) it takes a lot of work to get to where people will pay you for your
efforts.

I will help, of course. And frankly, it is a lot less than a college degree would cost, so if
she can do it it will be a good investment for me. One less cost center (we love our children but
they can be cost centers for longer than we would like to admit) and hopefully one more adult
launched into the world, on her own, doing what she wants.

You can sign up for American Writers and Artists’ free letter, The Writer’s Life (which
sounds easier than it is but is a lot of fun) at www.awaionline.com/signup/the-writers-life/.

I will let you know from time to time how Melissa is doing. But for this week, Dad is
content that she is healthy, as happy as I have seen her in a long time, and has a new focus. Life
doesn’t get much better than that.

And in closing, I’ll mention that I read a report by Thomas Frey that over 2 billion jobs
will disappear as new ones appear. I don’t know about his numbers, but I do know the world is
changing rapidly. I think about that a lot.

My early writing mentor (and former business partner) Dr. Gary North
(www.garynorth.com), in his Reality Check column, wrote today:

“The secret of lifetime success in your career is to combine a core skill with new
marketing techniques. Your markets will change. But if you can reach customers by means of a
core skill, you will improve your output. You will stay ahead of the competition.

“If you plan to be in the labor market in a decade or half a century from now, you must
begin to adjust to the reality that is 120 years behind us already. The cost of information will fall
next year and the year after. This is a good thing for us as customers. It can be painful news for
us as producers.

“This is why we must continually work on our core skills. We must match these skills

with the market. We must pay attention to what customers want, why they want it, at what price,
in what quantities, and in what format. This is the law of the free market: customers' authority.
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They can change their minds at any time. You had better perceive how and when they will do
this, and then be in front of them at the time when they pull out their credit cards.

“Work on your core skill. Work on your marketing. You are in the business of selling
yourself. Do not take this task lightly.”

I hope to get my kids to read and heed those words.

It is late and time to hit the send button. If you are in the US, enjoy your long President’s
Day weekend.

Your hoping for my kids’ sake we solve the deficit problem analyst,

John Mauldin
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