Baby-Boom Retirement Debacle Starts 2008

The $44 Trillion

The baby-
boomers are
about to retire,
and it’s going to
cost us—big.
Here’s what the
overnment
oesn’'t want
you to know.
BY ANNA BERNASEK

ast fall Paul O’Neill, then Sec-
retary of the Treasury, wanted
a simple answer to a thorny
question: repared was
the nation today to pay all its
future bills? Two government
experts worked for months to
calculate the answer. Their findings, which
shocked even them, were never published—
the Bush administration made sure Of that. ,
The reason for the silence was that by the
time the two researchers had completed
their study, O'Neill had been thrown out of
the Treasury and replaced by the more po-
litically astute John Snow. No savvy ad-
ministration power player would dare point
out, right in the middle of tax-cut season,
that there was a huge hole in the country’s

finances—a $44 trillion hole.
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MAN WITH A MISSION Boston University's
Kotlikoff is a one-man fiscal warning system.

S :
] . oA
. 1 i TATMTITATT - 149




U.S. Retirement programs are completely unsustainable

THE BABY BOOMERS AND THE U.S. POPULATION

_ IN 1960, 1990, 2030
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SOCIAL SECURITY AND MEDICARE PART A
CUMULATIVE CASH SURPLUSES AND DEFICITS
IN CONSTANT 2001 DOLLARS 2001-2075
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- Increase the figure by $7 Trillion for the Prescription Benefit !



"There are tens of trillions of dollars in discounted net present value

of commitments and obligations that aren't adequately addressed...

.We would have to have tens of trillions of dollars invested at Treasury
rates today to make good on those promises and we just don't have it..."

"... We face a demographic tidal wave that is unprecedented in the

history of this country..."

Donald Walker, Comptroller General of the United States

Fortune, Sept. 10, 2003

"This particular insurance company [the Federal Government] has made
promises to it's policyholders that have a current value $20 trillion
or so in excess of the revenues that it expects to receive..."

Peter Fisher, Treasury Undersecretary for Domestic Finance

Wall Street Journal, Jan. 2003

GULP The first massive wave of baby-boomer retirees will hit five years from now. That
will leave fewer workers to pay for ballooning Social Security and Medicare bills.
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Pity the Kids
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- Source: 2004 Social Security and Medicare Trustees Reports and
author's estimates.

How the expected budget shortfall
of $44.2 TRILLION* breaks down i
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Medicare
. $36.6 TRILLION

*Based on current government revenue and spending.

grow enormously in the future.

A ,Cdnsdmiﬁg Problem A

Under current eligibility requirements,
federal spending on entitiement
programs, particularly Medicare, would

SPENDING AS PERCENTAGE
OF GROSS DOMESTIC PRODUCT

Medicare
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ANTIQUATED PAY-AS-YOU-GO ACCOUNTING:
Key to the Baby-Boom Retirement Crisis
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“Hiding the_l bottom Iin_e f_rom the people..delusional”

antim'l_ed frl:.im'l-A

A growing number of Congress
‘members and accounting experts
say it's time for Congress to start
using the audited financial state-

.- ment when it makes budget deci-
- sions. They say accurate accounting
would force Congress to show

. more restraint- before approving
popular measures to boost spend-
ingorcuttaxes. . . .. .

" “We're a bottom-line culture,
and we've been

ourga_rt."-'- gy . e
~The House of Representatives

supported Cooper’s proposal this :

year to ask the president to include

. the audited numbers in: his bud-

gets, but the Senate did not

consid-
. er the measure. S :

Good accounting is crucial at a

time when the government faces

" long-term challenges. in_paying
benefits to tens of millions of

- Americans for Medicare, Social Se-
© curity and government pensions,
 say advocates of stricter accounting

. Coverstory

:_fulesin'fede'rél'budgéﬁhg.' S
* “Accounting matters,” says Har-

' vard University law professor How-

ell Jackson, who specializes in busi-
ness law. “The deficit number
affects how politicians act. We

. need a good number so politicians

' can have a target worth looking at.”
The audited financial statement

Federal accounting masks larger deficit _
The federal deficit is far larger than officially reported when standard accounting rules are used, The president and. |
Congress use lenient accounting rules that reported a $318 billion deficit in 2005, The government's audited financial
statement, which follows standard accounting rules, reported a $760 billion deficit. The government would have reported
a $3.5 trillion deficit if required to use the stricter accounting rules that corporations follow. Federal budget deficits or - *|
surpluses, based on different accounting standards, for fiscal years ending Sept.30: .- © . - S L
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Policing the numbers

“The government's retbfd-ke D

ing was in such disarray 15 years |
ago that both parties agreed drastic -
steps were needed. Congress fand |

_“prepared by the Treasury De- _two presidents took a series of ac-
e ar%ienf — reveals a i'é'clera v-  tions from 1990 to 1996 that: | -

ernment in far_worse_financial
S rge an official budget reports
. indicate, a DAY analysi
found. The government |
$2.9 trillion since"

: 'd_eﬁr.'lf' 0

he audited

to an entire year’s
spending. .
Surplus or deficit?

Congress and the president are
able to report a lower seﬁcm mostly

because they don't count the grow-
ing burden of future pensions and
medical care for federal refirees
and
gations are so large and are growing
so fast that budget surpluses of the
late 1990s actually were deficits
- when the costs are included.

‘" The Clinton: administration re-,
-ported a surplus of $559 billion in
- its final four budget years. The au-
- dited numbers showed a deficit of

$484 billion e sl il
- In-addition, neither of these fig-

1997, Accounting Standards Board

agcm’ﬂmg fo tl

The official deficit since then is just =
$729 billion. The difference is equal -
worth of federal -

military personnel. These obli- -

.
_ingStandards Advisory Board
tablish accounting rules, a role

. ilar to what the powerful Fina

_for corporations. .
» Added chief financial officers
to all major government depakt-
_mentsand agencies. = '
~ » Required annual audited

nancial reports of those depart-
ments and agencies. '
- » Order

lished every year by corporations.

proved federal financial reporting.
Today, 18 of 24 departments and
agencies produce annual reports

- certified by auditors. (The others,

including the Defense Department,
still have record-keeping troubles

so severe that auditors refuse to -
certify the reliability of their books,
- according to the government's an- -

nu';ai report.) ¢

e e e e g me s 2o

Created the Federal Accqunt- |

the Treasury Depart- - \
ment to publish, for the first time, a-
comprehensive annual financial re--
port for the federal government —
an audited report like those pub-

the Hous

- These laws have dramatically im--

5

_ “We'reabottom-line -
culture, and we've been

hiding the bottom e~

from the American = //
peopleiif. el »C/ '

‘The reque
enate couldn’t
agree on a budget. Cooper has rein-
troduced the proposal. i

. The Federal Accounting Stan-

dards Advisory Board, established

under the first President Bush in

1990 to set federal accounting
rules; is considering adding Social
Security and Medicare to the goV--

er_mn_ent's_audited bottom line./*

Recognizing costly programs- |

Adding those costs would

fadaral arentintine <imilar to that

. drug

. ByMarcy E. Mullins, USA TODAY

counting change That's because
generally accepted. accounting
principles require reporting finan-

company would be required to

.~ count, the future cost of the pro-

am) in today’s dollars, as a busi-
ness expense. If the benefit cost
$1 billion in today’s dollars and

 retiregs were expected to pay-

illion of the cost, Microsoft
be required to report a re-
n in net income of $800 mil-
“This accounting rule is a major
regson corporations have reduced
- afid ‘limited retirement benefits
over the last 15 years. | By
/" The federal government’s audit-o ®
ed financial statement now ac-

~ counts for the refirement costs of

MW&EE
nel — but not the cost of Social Se-
“curity and Medicare. ©
~The new Medicare prescription-
" drug benefit alone would have add-

ed $8 trillion to the government’s

audited deficit. That’s the amount
* the government would need today

set aside and earning interest, tc
ay for the tens of trillions of dollars
e benefit will cost in future years.
-] Standard accounting concept

kay that $8 trillion should.be re
ported as an expense. Combinec
_ with other new liabilities and oper:
“atine losses, the governmen!




(

% ¢ 5 e /
ARENEYS FIScAL TSUNAM
David Walker/ LS, @,&wﬂym/)e}l 6@,{%@_@

/

Stephen Sackur talks to America's Auditor -in-Chief, David Walker. Is America facing
an economic disaster? :

Click here to watch the full interview

The richest, most powerful nation on earth faces a fiscal "tsunami" which threatens to overwhelm
Government and citizens alike.

Who says so? America's auditor in chief, David Walker, whose job it is to oversee all Federal
spending.

He's pleading with US politicians and taxpayers to face up to the harsh economic realities that
come with an ageing population and spiralling budget deficits.

But is economic disaster really so close at hand?

Stephen Sackur talks to David Walker.

“.. The American people have to understand
where we are, where we’re heading, and the
consequences of inaction..”

-David Walker, U.S. Comptroller General

“..The choices you have to make are exactly
opposite to what wins elections..”
-Leon Panetta, White House Chief of Staff

“. If an issue is not on the tips of your
constituents tongues, it’s easy to ignore..”
-Al Gore, Vice President & Senator

See TV interview with David Walker, U.S. Comptroller General
at: http://www.FullHouseTrader.com/aaii_presentations.htm
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Medicare Will Go Broke By 2018,
Trustees Report [ﬁﬂ]

iavent

By Amy Goldstein
Washington Post Staff Writer Agvertizement

Tuesday, May 2, 2006; A03 [ﬁﬁ]

The financial troubles daunting the Medicare system e

have deepened during the past year, according to a ;
government forecast that says the federal fund that - .*
pays for hospital care for older Americans will \ ’ i
become unable to cover all its bills a dozen years from NOW EVE RYT HIN (7 O

now.

The annual report, issued yesterday by the trustees
who monitor the fiscal health of the Medicare and
Social Security programs, said the trust fund for the -
health insurance system for the elderly will run out of me%
money in 2018 -- two years sooner than predicted a
year ago and 12 years sooner than had been
anticipated when President Bush first took office.

The problem, the report says, has accelerated largely because hospital costs last year were greater than
expected.

The forecast also said that Social Security's financial condition has weakened, although its problems are
not as great or urgent. It said the retirement system will have enough cash to pay the benefits it owes
retirees, disabled workers and workers' survivors until 2040 -- one year less than expected in the 2005
forecast.

In releasing the report, the trustees -- including three of Bush's Cabinet secretaries -- slightly altered the
message accompanying the forecast the past few years, when the administration sought to use the
predictions as leverage to persuade a reluctant Congress to embrace the president's goal of letting
Americans divert some of their payroll taxes into personal retirement accounts. That emphasis prompted
Democrats and other critics to chastise the administration for dwelling on Social Security while
Medicare's problems were more acute.

Yesterday, the president's aides -- and Bush himself -- drew attention equally to the frailty of the two
largest benefits programs that form the twin pillars of the government's assistance to the elderly. The
solution, they said, is for Congress to approve changes Bush already has proposed.

Treasury Secretary John W. Snow, one of the trustees, said the programs "form the basis of a looming
fiscal crisis for our nation as the baby-boom generation moves into retirement."

"The systems are going broke," Bush said in a health-care speech earlier in the day. "And now is the é&
time to do something about it."

Administration officials portrayed the report as containing some bright news, because spending on the

http://www.washingtonpost.com/wp-dyn/content/article/2006/05/01/AR2006050101448_pf.... 5/3/2006
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Fed Chairman Bernanke: “A Fiscal Crisis addressed
only by very sharp cuts or tax increases or both..

“Economy
could Be

gravely hurt”

E

.

Fed’s
leader
warns

of crisis

Bernanke says
federal debt will
threaten economy

ciated Press ) ¥ ’? FE) 7

ASHINGTON — Federal
arve Chairman Ben Ber-
ke warned Congress on

rsday that the economy

wuudrity and Medicare aren’t
revamped and urged lawmak-
ers to tackle the nation’s
thorny fiscal issues sooner
rather than later.

tion is not taken, the U.S. econ-

omy could be seriously weak-

ened,” Bernanke said in testi-

| mony to the Senate Budget

Comnmittee.

It marked the Fed chief’s
most forceful warning to date
on the potential problems fac-
ing the U.S. with the looming

retirement of 78 million Bahy
-Boomers, the oldest of whom
will start retiring next year.

This huge wave of retirees
will hit the U.S. budget as well
as the economy, he said.

“The longer we wait, the
more severe, the more draco-

.| nian, the more difficulf the ob-

Jectives are going to be. Jthink

the right time to start was

| about 10 years ago,” he said.

" If there aren’t policy chang-
es by Congress and the White
House, rising budget deficits
are likely in the years ahead to
increase the amount of federal
debt to unprecedented levels,
Bernanke said.

That could propel interest

nesses upward, which would
be a worrisome development,
he said.

“Thus, a_vicious cycle may
develop mwhxch__gg_dgﬂms

¢ leaéi to rapid growth in deb*
and interest payments, whicl ¢¢
in turn adds to subsequent def VICIOUS CyC|e

- | _icits,” he said.

Ultimately, a big expansion
of_the nation’s debt “would
spark a fiscal crisis, which
could be addressed only by

very sharp spending cuts or
tax increases, or both,” Ber-
‘nanke warned.

The budgetdeficit in the last
fiscal year was $248 billion, a
four-year low. Bernanke noted
the improvement, but likened

it to a “calm before the storm.”
Spending on entitlement
rograms will begin to clim
uickly durin: next dec-
ade, he said. Federal spending
for Social Security, Medicare
and Medicaid will total about

15 percent of gross domestic
product by 2030, compared

GDP in 2006, he said.

Forecasts call for the deficit
to worsen for the 2007 budget
year. The Congressional Bud-
get Office is projecting $286
billion in red ink, while the
White House is predicting an
‘even bigger shortfall of $339
billion.

“In the end, the fundamen-
tal decision that Congress, the
administration and the Amer-
ican people must confront is

how large a share of the na-
l;]Qn S Q_{;Q]LQI]LIC reso

devote to federal government
programs, including transfer
prtoggMams such as Social Secu-
rity Medicare and Medicaid,”

"| hesaid.

Bernanke did not discuss
| the future course of interest

rates for consumers and busi-  ¢¢

with roughly 8.5 percent of

would propel
Interest rates”

“Spark a fiscal
Crisis...”

“calm before
The storm”

“The longer we wait, the more severe, the more draconian, the
more difficult it will be. The right time to start was 10 yrs ago”

[Note: Clinton’s Danforth Commission was 12 yrs ago!]



ESTING FOR MEDICARE PREMIUMS

- NEW MEANS T

Richest to pay

: “These income-related premi- Medicare, the new income-based
By Julie Appleby ums will reduce Medicare costs by premiums are seen by criticsas an _ eficiaries
USA TODAY 7.7 billion over five years and 320  attac Onl 4 basic egalitarian prem-  costs of
_ billion over 10;” said lﬁealcare chief ise of the program: That everyone About 7 iy
Medicare premiums will rise W&k MCcCTeTlan on Tuesday. “They pays the same and gets the same have their Part B
3.6% next year — to $93.50 a month 4re an important step in improving benefits.- the government.
— and wealthy seniors for the first Medicare’s sustaina ility.” “Medicare is not a welfare pro-
! time will begin paying an addition- ected are those who earn gram:it's social insurance designed  said the P,
[ _ ' alamount. more than $80,000 individu , O to pool healthy and Jess ﬁegi%ﬁy that wil
[Bsii- Healthcare Most of the $7160,000 as a couple, ER!—'M nbe

up to 83% more

Vi - about 43 million
e Medicare beneficiaries will pay a
Iz modest $5 a month.more_:;than the

$88.50 they pay this"year, the

smallest increase since 2001. But
about 1.5 million wealthier seniors
will pay more: $106 to $162 a
month depending on their income.

Congress approved the new in-
come-based charges as part of the
same 2003 law that created the
new prescription drug benefit, but

until now.
: ile wealthier workers have al-
es to support

Pie,” says lVlaria Freese, I
ernment relations an polcy -

for the National Committee to Te-

0st

- On Tuesday, Medicare offic
art: B -monthly incre
I affect. most Medic:

Medicare premiums to rise 5.6%

it has-received little public debate ple more than poor people.”
edicare .members
premiums for Part B, which co
doctor visits, lab tests and hos
outpatient Services. Medicare
pay 25% of the expec
thoSe Part B servi
million low-income pec
premiurmns paic

ected in May. Thie;
omes as Congress

npi
o 50

serve Social Security and Medicare.
Insurance doesn't charge ric pe

for most seniors

>.1% cut in doctor payments. If
such action had already occurred,
premiums could have risen an ad-
ditionat $1.50 a month,

“Most Medicare beneficiaries
will see relatively modest cost in-
creases compared with recent
health care trends,” McClellan said.

But Freese and other critics of
the income-based premiums took
issue with McClellan's statement
that the income-based premiums
will help Medicare's finances, She
S 2L :
little to bolster Medicare's finances
and co rive wealthier, healthier

seniors out of the pro am,_pos-
sibly causing costs to rise faster.

Critics also suggest that income ley-
els at which additional payments
are required will be gradually re-
duced, requiring more seniors to
make the higher payments.

But Joe Antos at the American
Enterprise Institute saysghe move
was inevitable as Medicare spend-

rises.
“One of the things we have to do

is ask people who have more mon-
ey fo pay more for government ser-
vices,” says Antos. “The difficult
balance is finding the spot where
we're charging higher-income peo-
ple more but not so much more
that they will simply drop out of
the program.”

——

o

I

Seniors earning $80,000 to 160,000 have their
premiums increased from $88 / month to

between $106 & 162 depending on income...

/ v
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ABC News: Marijuana Otudies on Marijuana Tax. Nation’s largest
crop, more than corn and wheat combined.

@NEWS Still, taxes & savings yield only $13bn/year.

Marijuana Called Top U.S. Cash Crop

Marijuana Takes the Pot as Most Valuable Cash Crop in the Country
By NITYA VENKATARAMAN

Dec. 18, 2006 — - Weeding through the value of the nation's cash crops, a study released today states
that marijuana is the U.S.'s most valuable crop and promotes the drug's legalization and taxation.

Drug enforcement officials say the equation is not that simple.

The report, "Marijuana Production in the United States," by marijuana policy researcher Jon Gettman,
concludes that desplte massive eradication efforts at the hands of the federal government, "marijuana has
become a pervasive and ineradicable part of the national economy."

In the report, Gettman, a marijuana-reform activist and leader of the Coalition for Rescheduling
Cannabis, champions a system of legal regulation.

Contrasting government figures for traditional crops -- like corn and wheat -- agamst the study's
projections for marijuana productlon the report cites marijuana as the top cash crop in 12 states and
among the top three cash crops in 30.

Jhe study estimates that marijuana production. at a value of $35.8 billion, exceeds the combined value

of corn($23-3-hillion) and wheat ($7.5 billion).

arijuana legalization, the study confirms a position they've held for years, and uses
government stats to support their claim.

"The fact that marijuana is America's No. 1 cash crop after more than three decades of governmental
eradication efforts is the clearest illustration that our present man_] uana laws are a complete failure," says
Rob Kampia, executive director of the Marijuana Policy Project in Washington D.C., a group that
focuses on removing criminal penalties for marijuana use.

Kampia, whose comments were included in the study's press release, adds, "Our nation's laws guarantee
that 100 percent of the proceeds from marijuana sales go to unregulated criminals rather than to
legitimate businesses that pay taxes to support schools, police and roads."

A 2005 analysis by Harvard visiting professor Jeffrey Miron estimates that if the United States legalized

marijuana, the country would save $7.7 billion in law enforcement costs and could generated as muchas

$6.2 billion annually if marijuana were taxed like alcohol or tobacco.

Miron's report on the costs of marijuana prohibition was signed by more than 500 leading economists,
most notably the late Nobel laureate Milton Friedman, who served as an economist in both the Nixon
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_Critical market factoid: Retiring the baby-boomers will
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/ require vast new issuance of U.S. Treasury bonds!

Investment strategy and recommendations
for the U.S. fixed income market

Special Report
U.S. AGING TIME BOMB:
WHEN WILL IT BLOW UP TREASURYS?

If, as is often said, a country’s budget is a compre-
hensive statement of a nation’s priorities, it is clear
that the American people dearly love the elderly. The
total amount spent on Social Security, Medicare,
Supplemental Security Income, as well as civil ser-
vice, military, and veterans’ retirement and disability
programs will equal over $1 trillion in 2006 — about
57 percent of total Federal spending outside of de-
fense and interest.' And this does not count the sub-
stantial amounts spent on the elderly within the
-Medicaid program or the smaller amounts spent
within welfare programs, such as food stamps.

' The $1 trillion includes amounts spent on the
disabled, but elderly recipients are dominant.

By comparison, about $500 billion will be spent on
defense. Indeed, it is a secular decline in defense
relative to GDP that has mainly financed the ex-
pansion of Social Security and Medicare (Chart 1).
Means-tested programs targeted on the poor
spend roughly one-third the amount spent on pro-
grams for the elderly and disabled that are not
means tested.’

2 Supplemental Security Income, a program focused on
poor elderly and disabled is not included in this
calculation. It should be noted that a significant
portion of the spending on Social Security and
Medicare goes to the poor even though they are not
targeted by the programs.

-
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CHART 1
Defense Makes Way For Entitlements
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As is well-known, the elderly population will begin

to soar over the next decade because of aging baby

“Demographic
Disaster...”

boomers and increasing longevity. Also, the per
capita cost of providing the elderly and disabled

with health care can be expected to continue to

grow faster than per capita income (Chart 2). As is

also well-known, this means that the programs @r
the elderly are not sustainable in their current form.

This problem does not seem to make much of an
impression on either Congress or Wall Street. The
latter is important, because the financial commu-
nity represents one of the few constituencies that
could scare Congress into fiscal discipline.

A recent auction of 30-year U.S. Treasury bonds went
very well, yielding lower interest rates than expected.
It is, at least, interesting to note that in 2036 when
these bonds mature, reasonable projections of the
financial implications of current policy imply that the
U.S. public debt will exceed 200 percent of GDP. The
buyers of these bonds must assume either that they

U.S. BOND STRATEGY - SPECIAL REPORT MARCH 1, 2006 2

CHART 2
Demographic Disaster Looms
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will be able to sell them before anyone begins to
worry about this budget trajectory, or that the tra-
jectory will eventually be made sustainable by fun-
damental programmati'c reforms.

Financial Markets Will Have To Riot

Given Congress’ current mood, it is extremely dif-
ficult to envision significant reforms unless they are
prompted by a financial crisis. When might such a
crisis occur? It is difficult to say, because financial
markets are so fickle in their attitude toward fiscal
policy. They went into some turmoil when Jimmy
Carter put out a budget in January of 1980 that
had a deficit of $16 billion. A short time later, they
accepted Reagan'’s deficits of more than $200 bil-
lion with total equanimity.

The bond market would likely have priced in a sig-
nificant fiscal risk premium by now, if it were not
for Treasury purchases by foreign central banks.
Chart 3 shows that the outstanding stock of
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Monetary stimulus of 2001-02 didn’t start the economy. Shift to fiscal stimulus
(federal deficits). T-Bond supply explodes over 4 years to finance economic
rez’bver¥A¥E§EtAF§C|aterest rates remain Iqw. How? Foreigners bought U.S. bonds!
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CHART 3
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Treasurys has surged to over $4 trillion. However,

the stock available to the private sector (i.e. after
Fed and foreign central bank purchases have been
excluded) has risen much more slowly and amounts
to a little over $2 trillion. Foreign demand helps to
explain why real yields have stayed so low in the
face of the budget blowout.

One can identify certain crucial events that may
attract attention and provoke a Wall Street reac-
tion. The first baby boomer applies for Social Se-
curity in 2008, and qualifies for Medicare in 2011.
Entitlement spending starts to rise much faster than
GDP by 2013. Later in the decade, the cash flow of

the Social Security trust fund turns negative. Some
time in the mid-2020s, the public debt passes 100

percent of the GDP.

P

The rating agencies will play an important role in the
reaction of financial markets. At what point do they
choose to downgrade the U.S. government debt? In
my view, they have sufficient reason to do it now. But
they hesitate, because that action would be so

traumatic, and they still hold out hope for reform.
Financial markets will likely react before the rating
agencies make any moves. The 2008 Presidential
election could be a turning point if reform is not
seriously debated. Nonetheless, there is a good
chance that financial markets will ignore the deficit
until well into the next decade, when the rising
proportion of retirees begins to accelerate.

The Bush Budget And The Elderly

The President made a terrible error early in his presi-
d?cy by supporting a new Medicare prescription
drug program that greatly worsens the budget tra-
jectory — without demanding any significant Medi-
care’ cost savings in return. More recently, his track
record is better. Last year he offered proposals for
a fundamental redesign of Social Security. There
were significant problems with his design, but that
was almost irrelevant to the subsequent debate.
His opponents were able to sink the whole notion
of reform without having to offer
alternative proposals. Itis now generally agreed that

-
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the Social Security debate is dead for a good long
time.

In this year's budget for FY2007, the president re-
peats his Social Security proposal and begins to
nibble at the much more serious Medicare prob-
lem. He has suggested cuts in payments to the
doctors and hospitals who provide health care and
increases to the Medicare premiums paid by the
more affluent. He has also recommended a further
automatic cut in provider payments when dedicated
revenues can no longer finance as much as 55 per-
cent of the cost of the program. Providers will
strongly resist any reduction in their fees and they
are busily organizing to oppose these reforms. The
political unpopularity of Medicare reform represent

“one of many reasons why so many observers be- .

lieve that this budget is “dead on arrival.”

it is again probable that the President’s proposal
will sink without a trace, without his opponents
having to propose any alternatives. If Democrats
perceive that they have gained in the 2006 election
by just saying “no,” and Republicans perceive that
they lost support because of the President’s
proposals, it will be a very long time before
Congress returns to the long-term budget problem,
unless it is forced to by financial markets.

The Deficit In The Short Run

The most curious feature of the President’s recent
budget is an estimate that the fiscal 2006 deficit
will soar to $423 billion, or $105 billion above the
2005 level (Chart 4). Budget deficits are sufficiently
volatile that one has to be careful about saying that
this is impossible, but it sure seems implausible.
The fiscal year is more than four months old and
the deficit through January is $15 billion below that

U.S. BOND STRATEGY - SPECIAL REPORT

- CHART 4

Thanks to revenue collections in a growing economy, in the short run (next
few years) deficits will be tamer, taking deficit pressure off of interest rates.
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Budget Picture Okay For A Few Years

of 2005. It is true that the growth of revenues will
slow significantly during the rest of the fiscal year
and that the spending pace will accelerate because
of the prescription drug program, but the
deterioration in the last two thirds of the fiscal year
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would have to be extreme to reach the
Administration’s deficit estimate.

The Congressional Budget Office (CBO), making
reasonable policy assumptions, estimates a 2006 deficit
of $355 billion, fully $68 billion lower than the
Administration’s estimate (Chart 4). If policies were
not changed, their deficit estimate would be $337
billion, but they expect a substantial increase in
spending on Iraq and Afghanistan as well as some relief
from the alternative minimum tax. Fiscal policy was
slightly restrictive in 2005, as measured by the change
in the standardized budget deficit. The fiscal thrust in
2006 is hard to read. The initiation of the prescription
drug program will push spending upward and will be
counted in naive measures of fiscal thrust, but much
of this will be a substitute for private spending on
drugs. Will individuals spend their drug savings on
other things or will they put it in a bank account? There
is no major change in tax policy, although the
standardized deficit will make the continued surge in
individual income receipts appear restrictive. It is more
accurate to think of that increase in the tax burden as

- -
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True Bombshell: Who would have thought the
U.S.A. would ever need an “IMF Workout” ?2??

WlIlS

key role
in closing

trade

F7, #-24-04

gaps

B Fund glven mandate to target global lmbalances

By Chris Giles and :
“Krighna Guha in Wubg

........................ WA

Lf 1l at the
weekend, transforming the role
of the International Monetary
Fund and puttmg 1t at the centre

i The IMF was ven a mandate
to start immediate negotiations

Leading countries secured a

important step in the role of the
fund in tackling global imbal-
ances but also in producing an
encouraging, co-operative res-
ponse. to global issues”.

The US, in particular, is
pleased at the growing recogni-
tion that its record trade' deficit
is the product of global forces,
not just its own government
deficit, and has to be resolved in

a way that susta‘ins global

between the countries with the
argest trade imbalances. goa

D Q Secu

f B changes in economlc poli-
cies, including an appreciation of
China’s renminbi.

Chinese_exchange rate and

__,_v________a_n_g________
surpluses in Japan, Germany and
‘among_oil producers. Participat-
ing nations will use the IMF as a
forum to seek solutions to these
problems.

Rodrigo Rato, IMF managing
director, said the fund’s analysis
would be published, putting addi-

caum af lobal imhlancg\

growth.

A seni S ofﬁcial said: “1
think thal lus countries are
beginning o understand. that

there will’be no adjustment
unless they are a part of it.”
Even senior 67 officials scepti-
cal about the chances of progress
were delighted. David Dodge,
governor of the Bank of Canada,
said there had been “strong sup-

portforhuﬂdmganIMFtodo

S olat century
... But differenoes reinained . dn :
the respoisibility for the: wbrId’ -

trade gaps and the meaning of -
the IMF’s new surveillance role.

Eurcpean:Union ministérs con-
inued o insist |
the issye was primarily ope.
Zhou Xiaochuan, governor' of
the People’s Bank of China,

tional pressure on countries to _warned the IMF’s governing body

agree, since it would not have
any tools to force policy changes.

All IMF members, including
China, supported the new proce-
dures. The members also agreed
that some emerging countries
should be given -greater owner-
ship and voting rights.

Mr Rato said the changes to
the fund’s purpose in addressing
global imbalances was “a very

not to use multilateral surveil-
lance as a mechanism to attack
its exchange rate policies. “If sur-
veillance is wrongly focused on
an evaluation of the exchange
rate level..
objective and certainly miss
more fundamental issues.”
Support for deal, Page 2
Conséquences of Doha failure, Page 15

“60\/80’16”4(@ O'C Worue(ouodk/m

‘. . ’0‘*) /Q\/els O'F Ll. S; JQVl(l«‘ﬁsln !

‘| International

By Chris Giles and

Knshna 'Guh, in Wash

The . weekend agreement to
establish “multilateral sur-
veillance” and “multilateral
consultations” to address
global trade imbalances may
not sound like a break-
through. The terms -are
steeped in jargon and the
Monetary
Fund lacks the power to
force changes to individual

‘| countries’ domestic eco-

nomic policies unless they
are forced to borrow from it.

-But even the most scepti-
cal finance ministers and
central bank governors
viewed the IMF meeting asa
great success. There was
finally a shared understand-
ing that huge trade gaps rep-

_| resent the biggest threat to

the world economy.

A __willingness to act

to

vidual countries, which was
absent before this weekend’s
mesetings in Washington.
Rodrigo Rato, the fund’s
managing director, said mul-
tilateral consultations would
be a “process that goes
beyond analysis and descnp-

.it will hardly be °

IMF plaudits on
1mbalances deal n 4o

itamemem_mx_h_

¢ W0y
p¥ s

tion of problems, and engage
in discussions with the spe-
cific governments about the
linkages and spillovers of
the macroeconomic situa-

5
A \I\e'
tion, and in relation to oth-

ers and the global economy”. O\ : 2 OJJJ

.The IMF will report on. the
effects, for example of Chi- /V\‘[
nese policies on the US trade L /J
deficit, and call together.rel- \ :
evant countries_to see I \)\V\\ M
agreement on policy changes .

. b feached The process ‘)
will have four elements. VA

First, a strict remit for the
IMF only to get_involved in
international issues where
the policies of one count

others.

Second, all IMF members
will have to restate their
commitments to each other
under Axticle IV of the IMF.
This allows. them to choose
their own economic -and
exchange. rate policies. so
long as’they “avoid manipu-
lating exchange rates or the
international monetary sys-
tem to prevent effective bal-
ance, of payments . adjust- -
mentortogamanunfair»
competitive advantage”.

to_explain how their domes- t
Third, where problems tic 1;goii@ies’ are_compatible t:
t

arise, the IMI’s mana with_Article IV and seek t
%or :Eas tEe ngt to call agreement op changes,
ateral consultations™ ~ Fourth, the IMF’s mem- )

(W_

‘forcing groups of countries bers will annually vote on W
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IMF URGES MORE AMBITIOUS DEF]
- Monetary Fund on Wednesday

next five years and said tax increases

objective, The IMF proposal was included in the agency’s annual review
ofthe U.S. economy. The agency has

made the suggestion before, |
~ .
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Gold rallies not only linked to dollar weakness but to
mounting industrial world deficits... and likely to looming

04/21/2000 (GO1600) Gold CMX 1600 o&mimobm
Gold CMX 1600-Weekly 04/21/2006 C=632.600 +36.100 O=605.900 H=632.600 L=605.900 V=1533
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0 550
. At face value, renewed inflation fears 500
(72] appear to be the most logical explanation.
nru \ o | During inflationary- periods, hard assets T 450
m are considered a repository of value while %c o i it éq— @
y : ’ ‘ investors demand higher yields in long- s 0P i
(@] m\Q\:ﬂQ.w H: MNNCQﬂv term uo:%.. But some economists see M i_% n—__.{-_% %ga_qg?a H %C -400
(o] , . major shift in global fund flows as the rea &L“?
0 & : culprit and say that there is more to come. F
QON Eﬁ@m\ .NW& %@&ﬁm “You have these people who think com- - 350
hVu. . modity.booms are inflationary; {but} I'm- . a
. . not- so sure,” said Ahais Faraj, global
© QJO b Q@ﬁ QQ:QQﬂzzw strategist at investment bank 2or§.m in-
o _ —_— ‘ London. “Consumer-price - inflation . is _ 300
Q By SPENCER JAKAB ¢ " quite low, wage pressures are quite low.”
N - , . Instead, he said, the dislocations in
- Judging by the big moves in global these asset classes may be linked to a
(@)] financial and commodity markets last | fear that the tide of cheap financing pro- | 37 440 V=0
c week, it would be easy to conclude thata | vided by Asian savers in recent years to :
- serious fear of inflation had ﬁm_.ﬂmn ﬁoa. net borrowers such as the U.S. may be.
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Q ting 4.88%, its highest point sincé before } |
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— est rates in June 2004. Copper and zinc | _ 10
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Good News: World’s 2"d largest economy emerges
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JAPAN: THE SUN FINALLY RISES

' It___ftas takenalongtlme,butcorp te and fi

la] gl he Sse:

Japan’s economy has, at last, succeeded in
emerging from its prolonged adjustment phase,
which continued for more than a decade, and has
embarked on a sustainable growth path with price
stability.

Toshihiko Fukui
Governor of the Bank of Japan
March 16, 2006

Iinto The Light?

Japan's economic performance during the past 15
years has been the worst of any major industrial-
ized country since the Great Depression, reflect-
ing a classic case of post-bubble economic and
financial fallout, compounded by disastrous policy
errors. Real GDP increased at an annualized pace
of only 1.5% between end-1989 and end-2005, half

the rate of U.S. growth.” However, the country does

seem to be finally moving from the economic dark-

ness into the light.

The key reason for optimism is the major progress in

unwinding the large excesses and imbalances that

were the legacy of the burst asset bubhble The car-

porate sector is now in good health, the banking sys-

tem is_making good progress in strengthening

balance sheets, and the era of deflation is drawing

to a close. Moreover, policymakers are unlikely to re-

peat the previous mistake of tightening prematurely.

The equity market has already responded to the
improved outiook, with the TOPIX index rising by
more than 40% in the second half of last year. Since
then, the index has consolidated, but has just edged
above a major resistance level where it peaked on

' The contrast is even starker in nominal terms with

annualized growth of 1.1% in Japan and 5.3% in the U.S.
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Bad News: World’s 2"d largest economy faces a huge

Baby-boom retirement financing problem.
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Structural Challenges

It is well known that Japan faces severe demo-
graphic problems because of its rapidly aging popu-
lation. The ratio of those of working age (15 to 64)

to those over 64 - ~3-nrthe
past 20 years and is projected to fall 1o onlytwe in
ast £U years ang. )

the coming decade. In comparison, inthe U S there

is projected to be 5 people of working age f -
ery retiree by 2015 (Chart 10).

The rolling five-year growth rate of the 15-64 year
age cohort has already dropped below zero in Ja-
pan and will move deeper into negative territory in
the years ahead. Conversely, growth in the U.S. will
slow, but will stay positive.
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CHART 10
A Demographic Nightmare
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Demographic trends in Japan will have powerful
effects. It is clearly very negative for fiscal trends as
fewer taxpayers will be supporting a rising number
of elderly who will require pensions and increasing
amounts of medical care. At the same time, a fall-
ing labor force implies a very low growth rate for
potential GDP — probably in the 1% to 1%2% range
over the medium term. Moreover, an aging popu-

[ation is not likely to be dynamic or conducive to
accelerating productivity growth.

As the population ages, Japan's high saving rate
should come down, as should its trade surplus. For-
tunately for Japan, it is a huge international credi-
tor nation, and it may increasingly become a rentier
nation, living off the income of its overseas assets.

Japan could partially solve its demographic crisis
with more immigration, but that seems unlikely to
occur any time soon. This means that there will not
be any rapid economic grow'th to bail the country
out of its fiscal mess. The authorities face the
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What do poI|t|C|ans focus on ?

Forget sleep,
it’s time for
fundraising

Candidates need

$274,000 daily
just to compete

By Mike Dorning
Washington Bureau

WASHINGTON — The Iowa
caucuses that kick off the presi-
dential campaign are nearly a
year away. For the most viable
contenders, make that one yea.r
and $100 million away.

Sen. Hillary Rodham Clinton
(D-N.Y)) has that capacity, and
other contenders believe they
do as well.

To wage a serious presiden-
tial cam m2008 the ante is

by Dec. 31 of
this vear, said one adviser to
Sen. Barack Obama (D-I1L.). And
that is just to get a place at the
table.

Those are daunting figures.

1 L LS

—— T

(ost of contendmg on therise

Preprimary season fundraising has become increasingly important for
presidential campaigns. It will take at least $50 million for candidates to
have aserious shot at winning a party’s nomination in 2008, and some
could raise $100 million or more, campaign watchers say.
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Top amounts for major party presidential candidates, in millions of dollars

3] Prepnmary fundransmg for 2000 campaugn (as of Dec. 31, 1999)
REPUBLICANS

George W.Bush*  $67.6 94.1 o—l
Steve Forbes $33.9 : 7 g
. - . Total spent in winning
John McCain $155 [l the nomination
 DEMOCRATS : ' ’
Al Gore $27.8 45.6
THE PRESIDENTIAL 3!Bradiey s27.5 [l

CAMPAIGN

i Preprimary fundraising for 2004 campaign (as of Dec. 31,2003)
To make the $100 million mark REPUBLICAN

Total spent
in winning

lion a week.

'Pt’ $274,000 a[l
gmcIuamg undays and holi- EMOCRATS

days, all of it raised in incre- oward Dean* sa1.0 N the nomination
ments legally limited to no more
than $2,100 per person. >hn Kerry* $25.1

Start late or fafl behind and ichard Gephardt” $16.5 [
the burden increases. *

‘Eve
sg’ Ee da% the bigﬁest E'art'ﬂi"o »hn Edwards $16.2 i

raising is going to take up more leclined [?uhhc matching funds.
of your time than sleep if you’re **¢Preprimary fundraising includes contributions candidates made to their own
. 2 . . mpaigns. (Forbes: $28.7 million in 1999; Kerry: $2.9 million in 2003)
:‘t;':;‘t?ag'igf% 1 ?_)a;gn?:né‘?}fg a;‘(lf urce: Federal Election Commission
vised presidential nominee Sen.
John Kerry (D-Mass.) in 2004.
Clinton and New Mexico Gov.
Bill Richardson joined in the
competition for campaign mon-
ey last weekend, announcing
their own presidential explora-
tory committees less than a
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COST OF PRESIDENTIAL CAMPAIGN:

To reach lowa Primary: $50 to 100 million

To reach Nov. Election: $225 million and up



