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10 Years Later

By David Stockman. Posted On Friday, September 14th, 2018

During 94 days of sheer monetary madness in the aftermath of the stock market meltdown of September 2008, the Bernanke Fed printed 145% more balance sheet (money) than the nation's central bank had accumulated during its entire first 94 years of operation. In dollar terms, its footings went from $925 billion to $2.25 trillion in virtually a monetary heartbeat.

Naturally, Wall Street speculators and the Washington politicians applauded gratefully. But future generations of US taxpayers---born and unborn---will rue the day. Then and there America unknowingly but most assuredly crossed the point of no return on a nightmarish path to economic stasis, fiscal calamity and social crisis .
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A relentless march toward fiscal insolvency is now underway because the Fed's massive intervention in the bond market and radical suppression of interest rates resulted in a Lost Decade on fiscal policy. For all practical purposes, the period between 2010 and 2020 was the last time to redress the massive spending bow wave that will be unleashed by the Baby Boom generation's entry onto the retirement rolls and the generous Welfare State income and medical entitlements which they will be eligible to draw upon.

But rather than take preventative budgetary action when there was still time, Washington spent the decade ignoring Welfare State entitlements, ramping-up the Warfare State budget and cutting taxes whenever it could. Accordingly, the public debt has already doubled from $10 trillion in 2008 to $21 trillion at present---yet the retirement spending bow wave has hardly begun.

The chart below underscores why the Fed's massive falsification of interest rates has been so destructive. To wit, annual interest costs during 2017 were essentially the same as they were back in 2008 ($260 billion), notwithstanding a doubling of the debt. In effect, Washington politicians had their cake and ate it, too.

The political significance of the chart below cannot be overstated. We long ago learned from first hand experience in the Imperial City during the 1970s and 1980s that the one thing that finally does impart some fiscal backbone on Capitol Hill is the fear of soaring interest costs.

Politicians know that means a painful budget squeeze because the interest has to be paid, and that their favorite constituencies and pork barrel projects eventually will get short-changed instead.

So during the crucial decade for addressing the Baby Boom/Welfare State time bomb, Washington got all the wrong signals. Rather than developing a fiscal cushion for the post-2020 spending storm, it ran giant continuous deficits during what will soon be the longest peacetime expansion in history.
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As it happened, those same false debt pricing signals impacted the balance of the economy as well---most especially the C-suites. That's because cheap money market funds are the mother's milk of speculation.
Owing to limitless zero cost carry trade funding, the stock market became a veritable casino, which, in turn, lured top executives and their boards into relentless financial engineering gambits designed to goose stock prices and option values.
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As shown in the chart below, upwards of $2.5 trillion per year is now being spent on stock buybacks, M&A deals, dividends and other forms of returning corporate cash flow and balance sheet capacity to Wall Street.

In essence, the legacy of the post-Lehman monetary madness is that corporate America has gone into the financial engineering business, not the investment and growth business.
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Meanwhile, real net business CapEx (after capital consumption) of $494 billion in 2017 had barely retraced its 2007 pre-crisis peak and was still below year 2000 levels.
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Needless to say, much of the above financial engineering spree was accomplished with debt. Thus, in 2007 non-financial corporate debt outstanding was $6.06 trillion and interest payments on it during that year amounted to $605 billion, representing a 10.0% average rate.

Fast forward to 2016 and non-financial corporate debt had grown to $8.3 trillion, but annual interest expense had declined to just $445 billion. That is, the average yield on corporate debt had been cut in half to just 5.4%.
So now corporate balance sheets are stranded with a massive uptick in debt and an impending sharp rise in interest carry costs.

Current costs of $19 per S&P 500 share would rise to $50 per share with just a 170 basis point increase in average debt service costs.
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Now that the Fed has much belatedly begun the monetary normalizing process, the falsely suppressed interest costs of the past decade will soar. That's owing to rising yields, the already doubled public debt and the long-neglected structural deficit that now exceeds $1.2 trillion per year and 5%of GDP at a bare minimum (and likely far larger as explained below).



Needles to say, a decade of cheap debt and massive debt monetization unleashed a fiscal disaster. The normal check on Federal borrowing owing to the fear of  soaring interest rates and "crowding out" of private investment simply wasn't operative. The massive issuance of debt by Uncle Sam was simply sequestered in the vaults of the Fed and its fellow-traveling central banks around the world.
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That virtuous cycle is now reversing. During the coming decade alone, therefore, debt service costs will total $7 trillion or three times more than the $2.3 trillion incurred during the last 10 years. And even that assumes an extremely benign interest rate normalization cycle in which the 10-year treasury yield by 2028 is only 70 basis points above today's level.

In the likely event of a real "yield shock" in the bond pits, however, the step rise of interest expense shown in the chart below would go absolutely parabolic.



In addition to the interest expense time bomb that was percolating during the Lost Decade, the underlying structural deficit went uncorrected during the political stalemate of the Obama years. But when the Republicans gained control of both Capitol Hill and the White House in 2016, the GOP's long-running hypocrisy on deficit finance and the public debt went full retard.

The CBO's latest budget projections incorporate the $1.5 trillion GOP/Trumpite tax cut and the $500 billion of budget busting spending increases for defense, domestic pork and disaster relief enacted last winter. Consequently, the annual deficit will hit $1 trillion in the year ahead (FY 2019) and then rise to $1.3 trillion by FY 2022 and $1.5 trillion by FY 2028.

Altogether, therefore, the baked-in-the-cake deficit will total $12.5 trillionover the next decade, and will increase the total public debt to $33.9 trillion or about 130% of GDP by 2028.

As bad as those figures might seem relative to history, however, they actually understate drastically the nightmarish fiscal future which is now barreling down the pike.

That's because they are based on a Rosy Scenario economic forecast that is so absurdly optimistic that it should be laughed out of court forthwith, as explained below. But even before adjusting for CBO's Rosy Scenario on steroids, the blatantly crooked fiscal bookkeeping mandated by Congress hides $2 trillion+ annual deficits as far as the eye can see.

For example, the GOP led spending bonanza enacted in the Omnibus Appropriations bill last February increased annual discretionary spending by nearly $150 billion---with a extra $80 billion for national security operations and $63 billion for domestic programs.

Accordingly, the annual budget caps which were put in place during the debt ceiling showdown with Obama in 2011 were blown sky high. Under Congress' crooked score-keeping rules, however, CBO is required to assume that the caps click back into place in FY 2020 and thereafter because the February budget deal was technically for just two years (FY 2018 and 2019).

Needless to say, the odds that the assembled forces of the Imperial City warhawks, the massive lobbying apparatus of the military/industrial/surveillance complex and the giant congressional pork barrel of bases and weapons contracts will permit that $80 billion DOD bump to be sliced off in FY 2020 are somewhere between slim and none.

And the same goes for the $63 billion per year of extra domestic loot. That has as many GOP defenders as Dems and doesn't have a snowball's chance in the hot place of being eliminated during what will be a presidential election year.

In short, the crooked bookkeeping from this item alone causes the out-year deficits for FY 2020 to FY 2028 to be understated by upwards of $2 trillion.

Moreover, the assumed resurrection of the dead-as-a-doornail appropriations caps is only a sample. The so-called baseline projections are riddled with phantom revenues from expiring tax loopholes that have been repeatedly extended over the years; and also from assumed outyear spending cuts that are always deferred or diluted just before they are scheduled to become effective.

Perhaps the most blatant example of this crooked accounting is the expiration "cliffs" in the just enacted tax bill. On the individual side impacting 155 million tax filers are $185 billion per year of revenue reductions owing to the increased standard deduction, child care credits, the marginal rate cuts and the 20% deduction for so-called "pass-thru" business income.

These provisions all expire in 2025, however, so the outyear projection are favored with nearly $200 billion per year in incremental revenue. Yet the entire legislative history of this century to date shows that broad tax cuts like these do not expire quietly in the night.

Instead, they get extended at the 11th hour---as even Obama did with the expiring Bush tax cuts in 2012---in order to forestall what is otherwise claimed to be a crushing "tax increase" on middle class voters and household spenders.

Predictably, therefore, the current showpiece on the GOP congressional agenda for the 2018 campaign is to make the individual tax cuts permanent, thereby removing trillions of phony "savings" form the outyear budget deficits.

In the chart below, these phantom spending cuts and revenue increases have been removed from the current CBO baseline as per the dotted boxes on top of the deficit bars.

Consequently, it shows that the true deficit under current policy will  reach $2.4 trillion per year by 2028; and that the cumulative total for the 10-year period will actually be $4.5 trillion higher than CBO's already horrific projections----meaning an additional $17 trillion of public debt over the next 10 years.

Simply removing the crooked accounting from the CBO baseline, therefore, results in a public debt figure of $38.5 trillion by FY 2028. Based on a more sober-eyed GDP forecast for the next decade, which will be amplified below, that would be equivalent to 150% of GDP.
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As it happens, the deficit of $1.3 trillion for FY 2020 shown above amounts to 6.0% of CBO's projected GDP.

Yet even a decade ago---before the Fed's massive $3.5 trillion post-crisis debt monetization---no one in their right mind would have advocated borrowing 6% of GDP at the tippy-top of the business cycle; and most especially not in the face of the Fed's now fully activated $600 billion per year bond dumping campaign under quantitative tightening (QT).

But after the Lost Decade and the final elimination of any fear of debt and surging interest costs among Capitol Hill politicians, it is now possible for them to insouciantly embrace sheer lunacy: Namely, the implicit proposition that the business cycle has been permanently eliminated from the course of human events.

We are referring, of course, to CBO's Rosy Scenario assumption that the US economy will expand for another unbroken 10 years. That would mean no recession for 234 consecutive months by December 31, 2028.

That's also flat out laughable. It would be double the longest expansion on record (119 months during the more propitious circumstances of the 1990s) and nearly 4X the average 61 month business expansion since 1950.

By contrast, under what might be termed a Replication Scenario in which nominal GDP grows at the same rate over the next decade as it did over the 2007-2017---thereby including both a recession and recovery phase of the business cycle---cumulative GDP during FY 2019-2028 would total $233 trillion.
That compares to CBO's Rosy Scenario projection of $253 trillion---meaning a $20 trillion GDP shortfall. In turn, given a 18.5% of GDP marginal revenue take, the Replication Scenario would generate about $3.7 trillion in lower receipts and $300 billion of added interest expense over the 10-year period.

In short, when you remove the crooked book-keeping and Rosy Scenario economics from the current CBO baseline, you get $21 trillion of cumulative deficits over the next 10 years.

That's now literally baked into the cake. Yet the resulting $42.5 trillion public debt would not simply crush the bond markets and send yields soaring far beyond anything now contemplated.

 



More importantly, it would cement the political paralysis that is the essence of the fiscal catastrophe now rumbling down the pike. That is to say, the Donald inherited a fiscal disaster and has quickly turned it into an epic generational calamity.
Literally, it is both too late and utterly infeasible under current political alignments to stop what amounts to a fiscal Armageddon. What we are referring to is the fact that after 2020, the sheer mathematics of Baby Boom retiree numbers, entitlement benefits per retiree and the voting firepower of the swelling elderly population will rule the roost.
As shown below, the US population 65 and older will double from 40 million in 2010 to 80 million by 2035, and eventually hit 100 million a few decades later.
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Needless to say, the above pictured demographics are forbidding enough, but that was not the only thing baked into the cake during the Lost Decade. Owing to the social security benefit formula, average benefits per recipient in real terms (2018 dollars) will double over the next several decades and ultimately triple in the longer run.

For instance, constant dollar benefits for medium earners will rise from $20,000 per year today to nearly $30,000 by 2040 and then $50,000 in the longer run. In all, the retired population and benefits will both double in the next four decades.



The actual dynamics of this demographic/Welfare State bow-wave, however, are considerably worse than implied by the two charts above taken separately. That's because the wage economy of the active work force has been deteriorating in terms of secular trends in productivity growth and output per worker.

In any event, the fiscal gap is now virtually uncloseable. That the real legacy of the monetary madness which incepted in response to the bankruptcy of Lehman 10 years ago to this day.
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