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America's Addiction to Debt
By: Hon. David M, Walker, President and CEQ of the Peter G. Peterson Foundation
and Former Comptroller General of the United States {1998-2008)

Chairman Moore, Ranking Member Biggert and members of the sub-committee, thank you for the
opportunity to testify today, My testimony is based on my many years of experience in the public,
private and not-for profit sectors, including serving as the current President and CEOQ of the Peter G.
Peterson Foundation, and as a former Comptroller General of the United States and head of the GAO
from 1998-2008.

it is very important to state at the outset of this hearing that not all debt and leverage is bad. For
example, individuals may take on debt to purchase a home, to finance their education or their children's
education, or to make other investments designed to improve their future or their family's future.
Businesses may take on debt in order to start operations, expand their businesses, conduct research or
otherwise improve their future prospects. Country's may take on debt to make investments in areas like
basic research, education innovation and critical infrastructure that can help to grow the economy,
improve its competitive posture and enhance future prospects. Individuals, businesses and countties
may also take on debt temporarily in order to deal with economic downturns and unexpected
emergencies, including wars in the case of sovereign nations. However, individuals, businesses and
countries must not become accustomed to taking on debt in order to finance their ongoing operating
costs and current wants and at the expense of future needs.

Now let me turn to the U.S. Government, which is what [ was asked to focus my testimony on today. It is

clear that the United States is a great nation, possibly the greatest in the history of all mankind. At the

same time, our country is resting on our past success and our current sole "Superpower" status while, at

the same time, ignoring a range of leading indicators that clearly demonstrate that we are onan

imprudent and unsustainable path in many respects. This includes such areas a public finance, savings

rates, educationat performance, health care costs and outcomes, and the state of our nation's critical
infrastructure,

The truth is, our country's future standing and the standard of living for future generations of Americans
is threatened by these and other key sustainability challenges. Given the subject of this hearing, I will
focus my remarks today on America's structural deficits, growing debt burdens, increased reliance on
foreign lenders and low savings rates. These are the issues that are most relevant to this series of sub-
committee hearings.



During the first approximate 200 years of our republic's existence, the federal government did not
experience significant and recurring deficits unless the country was at war, was experiencing a
depression or recession, or faced some other major national emergency {See Exhibit |). However, within
the past several decades, both America and too many Americans became addicted to spending, deficits
and debt. This cultural challenge is real, and it has reached epidemic proportions in Washington, DC. As
an example, total federal debt levels (in nominal terms) have more than doubled in less than 10 years
(See Exhibit I}), and they could doubie again within the next 10 years absent a dramatic course
correction.

Today, the all too typical discussion in Washington is not whether we should seek to balance the budget
and reduce our relative debt burdens, but what level of recurring deficits and debt burdens should be
acceptable. Some argue that running deficits equal to the size of our nation's economic growth should
be acceptable even when the country is at peace and does not face any major economic challenges or
other current crises that might justify a temporary increase in federal spending. The problem with this
deficit and debt philosophy is that when the economy is in recession, the country is at war, and/or a
national crisis occurs or natural disaster strikes, deficits can soar to astronomical levels, For example, in
fiscal 2009, the United States ran a $1.41 trillion federal deficit equal to about 9.9 percent of the
nation's economy. Most of this deficit was inherited by President Obama and was due primarily to
temporary reductions in revenues and increases in spending attributable to the recession, two
undeclared and unfinanced wars, and the major housing/financial system crisis. While the deficit for
fiscal 2010 is expected to decline somewhat, it is still expected to exceed $1.3 trillion.

Clearly trillion doliar plus deficits are a matter of growing public concern. It is, however, important to
understand that our short-term deficits do not represent the real threat to our collective future. That
real threat is represented by the large and growing structural deficits that we wili face after the
economy has recovered, after unemployment is lower, after the wars are over, and long after the recent
crises have passed. These deficits and debt burdens are the ones that threaten our "Ship of State"” at
home and our standing around the world. They are driven iargely by current entitlement programs,
escalating health care costs, and a growing gap between projected federal spending levels and
revenues. Absent dramatic and fundamental spending and tax reforms, our federal debt levels are
expected to skyrocket in the future {See Exhibit 1),

Our structural deficits represent a true national security challenge. After all, a nation's economy must be
strong for it to be respected abroad and effective on the home front.

Federal spending levels have grown by almost 300 percent net of inflation over the past 40 years and
the federal budget is now dominated by mandatory spending programs that grow on autopilot {See
Exhibit IV). These mandatory spending programs serve to constrain our ability to invest and to help
create a better future,

in addition to direct spending programs, the federal government foregoes about $1 trillion in revenues a
year due to various tax deductions, exemptions, credits and other preferences. The top five tax
preferences alone exceed total estimated federal spending on Medicare in this year (See Exhibit V).
These and other tax preferences are also on auto-pilot and are not subject to periodic review and
reauthorization,




Direct federal spending is expected to skyrocket based on existing federal programs and policies (See
Exhibit V). While reasonable pecple can and do differ on whether or not the recently enacted health
care reform legislation will improve or worsen our federal deficit and debt outlook, it will clearly result
in higher federal spending beyond the levels projected in Exhibit VI.

From a broader financial perspective, the federal government's total liabilities,
commitments/contingencies and unfunded promises for Medicare and Social Security more than tripled
between September 30, 2000 and September 30, 2009 (See Exhibit Vil). Medicare alone was over $38
trillion in the hole as of September 30, 2009. This amount increases every year that we delay taking
action to reduce health care costs and better target taxpayer subsidies under Medicare's voluntary Part
B and Part D programs.

While many are rightfully concerned about the serious threat posed by rapidly increasing health care
costs, they do not represent our fastest growing federal expense, Believe it or not, interest costs are
expected to be the single largest line item in the federal budget within 10 years, In addition, with just a
two percent (200 basis point) increase in projected interest costs, by 2040, the only thing the federal
government could pay based on historical levels of revenue to GDP is interest on the mounting federal
debt {See Exhibit VIII). And what do we get for that interest? Nothing!

Due to our low savings rate, and large spending appetite, America has become unduly reliant on foreign
investors to finance our federal deficits and debt (See Exhibit IX). This s not in our nation’s long-term
economic, foreign policy, national security or domestic tranquility interests.

The history of the Suez Crisis in 1956 and the U.S. Government's more recent actions in connection with
the guarantee of Fannie Mae and Freddie Mac debt in 2009 serve to demonstrate what can happen
when you rely too much on foreign lenders. After all, you must pay attention to your bankers, especially
if you want them to continue to lend you huge sums of money at low interest rates.

We must also recognize that current Treasury rates are low by historical standards {See Exhibit X} and
foreign holdings of Treasury securities are largely in shorter maturities {See Exhibit X|}. Therefore, a
sudden increase in interest rates could have a dramatic and adverse affect on the federal budget, the
cost of credit, and the overall economy.

As | have traveled the country and appeared in the media promoting the need for fiscal responsibility,
many have asked me: Are we Greece? Their question is based on the current economic challenges facing
that country which were driven in large part by dramatic increases in spending, escalating deficits and
growing debt burdens. The answer that  typically give is that the U.5. is not in the same situation as
Greece is today; however, we need to learn from the lessons of Greece and past histary if we want to
avoid a similar crisis of confidence in the future.

Most Americans would be surprised to know that the total U.S. public debt levels (i.e., federal, state and
local) are already comparable to some of the financially troubled countries in Europe (See Exhibit X1I).
And these numbers do not include the trillions in debt owed to various federal "trust funds”, like Social
Security and Medicare. They aiso do not include the trillions in Fannie Mae and Freddie Mac debt that
was recently guaranteed by the U.S. Government, and that some believe should be consolidated with
the U.S. government’s financial statements.




The truth is that the debt to GDP numbers that the federal government pushes to the public serve to
understate our nation's true leverage. For example, current debt held by the public is about 58 percent
of GDP and rising rapidly. However, by adding the debt owed to Social Security, Medicare and other
trust funds, the debt/GDP ratio would already be about 89 percent of GDP and rising rapidly. Most
economists believe that economic growth starts to suffer when federal debt rises to 90 percent of GDP
and that federal debt to GDP in excess is 100 percent is a matter is real concern. We are rapidly
approaching those levels and if you count the Fannie Mae and Freddie Mac debt we are already well
past them.

While my testimony focuses on the federal government, other levels of government also face serious
structural deficit challenges that must be addressed. For example, most states face large structural
deficits due to Medicaid costs, unfunded retiree health plans, underfunded pension plans, deferred
maintenance and other critical infrastructure needs, and public education requirements. Therefore, our
national challenge is greater than our federal challenge. As a result, all levels of government will
uitimately need to re-prioritize and re-engineer themselves to focus more on the future, true needs
rather than unlimited wants, and generating real results.

What about savings rates? U.S. personal savings rates as a percentage of disposable income have
declined dramatically from the very high World War 1l levels (See Exhibit XIll} and our average household
savings rate is very low compared to other [eading nations (See Exhibit XIV). Shockingly, due largely to
huge federal deficits, the U.S. net national savings rate has plunged to the lowest level since the Great
Depression {See Exhibit XV).

Why should we be concerned about this trend? Because savings represent the seed corn for a hetter
future. With savings comes investment, new innovations, productivity improvements, capital
enhancements and other things that help to promote economic growth, enhance our competitive
posture and increase our standard of living.

At the same time that savings rates have plunged, household debt levels have risen dramatically {See
Exhibit XV1) and the level of federal debt held by the public as a percentage of GDP has also risen
dramatically in recent years (See Exhibit XVIi). In fact, the total debt held by the public as a percentage
of the economy is at the highest level since the record levels resulting from World War li. The
combination of declining savings rates and increased debt burdens represent a clear threat to our
country's future prospects.

As [ previously mentioned, the most serious financial threat to our country's future is not today's deficits
and debt levels. No, the real threat is represented by the escalating deficits (See Exhibit XVIIi) and debt
burdens we will face in the future based on our current fiscal path {See Exhibit HI}.

We must recognize the reality that the same four factors that contributed to the mortgage-related sub-
prime crisis exist in connection with the federal government's own finances. Specifically, a disconnect
between those who benefit from prevailing practices and those who will pay the price and bear the
burden when the bubble bursts. Second, not enough transparency on the nature, extent and magnitude
of the real risks. Third, too much debt, not enough focus on cash flow, and over reliance on credit
ratings. Finally, a faiiure of existing governance, risk management, oversight and regulatory functions to
act until a crisis is at the doorstep.




There are, however, two big differences between the mortgage-related sub-prime challenge and the
U.S. Government's own deteriorating financial condition. First, the size, scope and potential adverse
consequences associated with a loss of confidence in the federal government being able to putits
financial house in order are much greater. Second, no one is going to "bailout” America. We need to
face the facts and start making tough choices before we reach a "tipping point" and risk losing the
confidence of our foreign lenders. In my view, the real risk related question in this regard is not whether
the U.S. will default, but rather what will the value of the dollar be in the future. it's not clear whether
and to what extent credit ratings agencies consider this factor in their ratings decisions.

Many are asking, why have the markets not already reacted to these disturbing trends? First, markets
tend to be myopic. Second, there isn't enough information widely available, well understood and
effectively communicated in connection with our federal finances. Finally, many pecople acknowledge
that we while face serious fiscal challenges, they assert that some other nation's face greater fiscal
challenges. This can lead to a temporary flight to relative quality until people wake-up and when they
do, things can change very quickly, Why would we want to take the related risk when the numbers are
50 clear and compelling?

Clearly the U.S, benefits from heing the largest economy in the world and the world's leading reserve
currency. This gives us more time and rope to play with but neither are unlimited. In my view, the U.S.
also benefits from some "home team bias" since the most of the major credit ratings agencies are based
in the U.S. These agencies are not infallible, as was evident in connection with their flawed ratings of a
range of mortgage-backed securities in the recent housing and financial crisis.

in closing, America is a great nation, but we are at a critical crossroads. The fiscal decisions that elected
officials make or fail to make within the next 3-5 years will largely determine whether our collective
future will be better than out past. We must wake-up, recognize reality, and make tough choices in
order to help ensure that America stays strong, the American dream stays alive and our future is better
than our past. However, to do so we need to employ special processes since the regular legislative order
is broken. We should also act sooner rather than later and before we face an immediate crisis where
things couid spin out of control.

Uitimately we will need to take a range of steps that will help us recapture fiscal flexibility and stabilize
our debt/GDP at a reasonable and sustainable level (e.g., 60 percent of GDP). This includes re-imposing
tough but realistic statutory budget controls, achieving comprehensive Social Security reform, increasing
overall savings rates, enacting health care reform that reduces health care costs and stabilizes total
health care costs as a percentage of the budget and the economy, implementing defense and other
spending reprioritization and constraint, and engaging in comprehensive tax reform that will raise more
revenues as a percentage of the economy. A number of such illustrative reform proposals are outlined
on our foundation's web site at www.pdpf.org, and additional reform options are included in my book
entitled Comeback America: Turning the Country Around and Restoring Fiscal Responsibility. More
information on this book can be found at www.comebackamericaihebook.com.

What does the public think about this issue? In a November 2009 survey sponsored by the Peterson
Foundation, 80 percent of the American people responded that they are concerned about our nation's
finances and feel that action is needed to put them in order. in addition, an April 2010 Global Strategy
Group survey that polled former top federal government economic and budget officials showed 100
percent agreement that the federal government is currently on an unsustainable longer term fiscal path,




A super majority of these officials also agreed that action should be taken within the next ane to two
vears to begin to address it.

We are encouraged by the President’s creation of a Fiscal Responsibility and Reform Commission to help
address this important issue. However, in the final analysis, concrete action by responsible elected
officials is required if we want our republic to stand the test of time and ensure that our future will be
better than our past. It is also important that we act sooner rather than later because the changes that
will be necessary will only grow larger with the passage of time (See Exhibit XiX}.

We at the Peterson Foundation will continue to do our part to help promote more federal fiscal
responsibility and accountability today in order to create more opportunity tomorrow. This includes, but
is not limited to, educating and activating the American people about our challenge and a range of
sensible solutions in order to accelerate action in Washington. Yes, we at the Peterson Foundation will
do our part; all that [ ask is that you do yours. Our nation's founders and our families deserve no less,

Thank you again for the opportunity to testify. { would be happy to answer any questicns you may have.
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Tax expenditures, deductions, credits, and other special provisions
Barrcar total an estimated $1 trillion annually and provide substantial benefits
that are not counted in the budget

1. Exclusion of employer provided health insurance from taxable
income.*

3. Deduction of mortgage-interest on a primary residence.

5. Step-up basis of capital gains at death.*** $37 billion

*

Includes the exclusion from payroll taxes and income taxes.
Includes employer pension plans, employee and employer contributions to 401k plans, IRAs, and Keough plans.

** When inherited assets are sold, the calculation of taxable capital gain is based on the value at the time the assets were inherited
instead of the value when they were originally bought.

SOURCE: Office of Management and Budget, A New Era of Responsibility: The 2011 Budget, Analytic Perspectives, February 2010.
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