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Pat has described how we got ourselves into this mess.
I want talk about the current state of affairs and suggest some solutions.
Today we are facing two major problems: a stagnate economy and massive debt.  Let’s start with the economy:
The BLS reports 30 million Americans, or 19% of the work force is seeking full time employment.  1.2 million kids graduate from high school and college every year and many of them are having trouble finding full time employment.  There are 9 million homes on the market or a 10 year supply.  There are 16 million homes in foreclosure, technical default or under water – one in four American home owners.  The congressional oversight committee testified before congress this year that almost $ 700 billion dollars of commercial real estate loans are coming due in the next 18 months all under water.  They warned congress that this could cause over 3,000 banks to be in technical default and congress might have to bail them out.   44 states are in a deficit situation, 143 banks have failed this year (3 banks failed in 2007), and 860 banks are on the FDIC watch list, which continues to grow.  We are facing a massive foreclosure crisis, the fighting of two wars and the pending implosion of Medicare.  3 million Americans are coming off unemployment and some have nowhere to go, except to live in the streets. 
Because we are not creating jobs, the economy is not growing and can best be described as stagnate.   As we continue down the path toward a national disaster, deflation becomes a real possibility and we start looking like 1930.  When in such a weakened state, any financial shock can put us over the edge. 
Let’s talk about the budget deficit.
Our government is incurring debt at historically unprecedented and ultimately unsustainable rates.  The IMF projects that federal debt could equal total GDP by 2015, only five years from now. Except for the period immediately after WWII, the United States has never been so indebted in its history.
Right now, with interest rates low and our currency reasonably stable, there seems to be little concern.  But this is the calm before the storm.  If the government does not act to reduce this debt, the global capital markets will do it for them, forcing a sharp and punitive adjustment in fiscal policy.
The U.S. owes its lenders $9 trillion dollars.
The trap here is that a government on its back cannot invest in the industries of the future that will foster job growth.  Without job growth we can’t produce revenues to grow our economy.
It’s important to understand the impact of all this debt.  As Roger Altman and Richard Haass have written, as the debt grows, interest rates inevitably rise.  As they do, the interest expense will rise from one percent of GDP to 4 percent or more of GDP.  At that point interest expense would rival defense expenditures.  The treasury would need to borrow a staggering $5 trillion every single year, both to finance the debt and to refinance maturing debt. 
It’s actually much worse than that because the debt the government guarantees, but is not included in official totals, is almost equal to the $9 trillion.  The debt of government sponsored entities is another $8 trillion.  The biggest are the essentially bankrupt housing finance agencies, Fannie Mae and Freddie Mac. 
As I mentioned earlier, state and local governments owe over $3 trillion. In addition, many state and local pension systems use an antiquated pay-as-you-go funding approach, which has left them underfunded by $1 trillion.
And the future outlook is grim for two more reasons:  first, the aging of the baby boomers will drive sharp increases in health care costs (some economists have estimated the new healthcare bill could cost $1 trillion) and at the same time, more Americans will be retired. Second, federal interest expenses will rise exponentially, as borrowing costs grow with the debt.  
Why is this so dangerous:  the large amount of federal borrowing will eat up the supply of private capital that is available to finance investments.  A higher and higher percentage of personal savings would be diverted to purchasing government debt and away from productivity enhancing investments in equipment and technology.  This would shrink the base of productive capital and flatten GDP and family incomes.  As more and more debt piles up, growth would slow and our standard of living would decline. 
Today we find ourselves dependent upon the Chinese Communist Party to fund our debt.  There is always the likelihood that they will purchase fewer treasuries or even stop adding to their holdings altogether.  If that occurred, the terms of our borrowing would become increasingly onerous, causing a rise in interest rates and further slowing down our economy.  
Not only does this make us strategically vulnerable, but also limits our foreign policy options, because we have to be nice to people who lend us money.  China owns 50% of our debt.  The power, that American indebtedness has given to China to influence our foreign policy is profoundly disturbing.
Even more disturbing are reports from our intelligence agencies, telling us there have been a series of secret meetings between the gulf oil producers, including Saudi Arabia, China, Russia, Iran, Japan, and Brazil to stop pricing oil in dollars.  While they all deny it, if successful it could spell the death knell for the dollar as the world currency and the U.S. as the sole global economic and financial power.  If they succeed it will reduce the political and financial power of the United States and have a devastating effect on our economy.
There are two likely outcomes regarding our budget deficit.  The preferred one would involve proactive intervention by our politicians.  Obama and the leaders in Congress would negotiate a deficit-reduction package that pulls the country out of its fiscal slide and is implemented in an orderly manner over time. 
Given the political climate in Washington, the more likely outcome is one imposed upon us by the global capital markets.  Such market forces have descended on Washington before, during the 1979 energy crisis, and have repeatedly rejected the financial policies of other countries over the past 30 years, including those of Argentina, Russia, Mexico and most recently, Greece and Ireland.  History strongly suggests that today’s calm will not last in the face of the United States disastrous fiscal outlook. 
As David Brooks has pointed out, the bond markets are with you until the second they are against you.  When the psychology shifts and the fiscal crisis happens, the shock will be grievous; national humiliation, diminished power in the world, drastic cuts, destroyed lives and spreading pain.     
Erskine Bowles, co-chair of Obama’s Deficit Reduction Commission, predicted this month “the markets will come. They will be swift and they will be severe, and this country will never be the same again”.
The forced result would be ugly and punitive. Collapsing confidence in Washington’s ability to control its debt could trigger a dollar crisis among global financial markets, as there was in 1979.  Some of you may recall that prime went to 20% in 1980. The Federal Reserve was compelled to raise interest rates way beyond what domestic needs alone would require.  The spending and tax adjustments might be sudden and indiscriminate, with little warning to the countless injured parties.
How do we solve it? Let me suggest some solutions.  
The only way to stabilize the U.S. debt-to-GDP ratio is to move the budget into primary balance-in other words, where revenues match spending, except for interest expense.  Time is running out if the IMF study is accurate.  Altman and Haass have calculated that it will require reducing budget deficits by about $300 billion a year.  To make it more challenging, it must be done in a time of high unemployment.  So we have to balance funding for near-term economic growth, with medium and long-term reductions in the national debt. 
In addition, we must balance our $600 billion dollar trade deficit, especially with China. The trade deficit is a huge drag on our economy and the root cause of our financial problems.
To turn our economy around, we must start making things again.  You cannot create wealth unless you make things, preferably high tech things that you can export.  What should concern all of us is the loss of our high tech industries.  Innovation is what made this country great, it is the foundation of economic growth-it built our middle class and allowed us to have the highest standard of living in the world.  We lead the world in innovation and if we lose it, we decline as a nation.  Technology is the source of our competitive advantage.  Beginning in 2000, the country’s trade balance in high tech products, historically a bastion of U.S. strength, began to decline.  By 2002 it turned negative for the first time in a hundred years and has continued to decline.  By 2009, we had a high technology trade deficit of over $58 billion dollars.  What our government fails to acknowledge is that other countries are competing for our high tech industries, offering them massive incentives to relocate.  If we continue to ignore it and fail to develop policies to make our companies competitive in a global economy, we force them to go offshore and thousands have already gone.  
We have gone from a technology based, export- driven powerhouse to what Paul Craig Roberts calls “a mythical new economy” based on services and bogus financial instruments.  Over the last 20 years our manufacturing economy was traded away for a make-believe economy.  When that economy collapsed in 2008, America’s wealth and jobs disappeared.  Without manufacturing, there is nothing to support a service economy.
In the past 7 recessions it was construction, with its huge multiplier effect, that brought us out. Those recessions were cyclical.  This time it’s structural and there is no construction. The only way you can create 20 million sustainable, decent paying jobs quickly is to bring back manufacturing.  During the last 10 years we have closed 43,400 factories in the U.S. and lost almost 8 million manufacturing jobs.  We have 11 million left. 
Many of them went offshore, primarily to China, as a result of stupid economic policies that incentivized them to leave. 
What our government does not seem to realize is there is no such thing as free trade.  American companies are not competing with Chinese or Korean companies, but with the Chinese government or the Korean government.  These Asian giants are offering massive incentives to relocate including free capital for plant and equipment, reimbursement for R&D costs, 17% VAT tax rebates on exports, tax holidays, and numerous subsidies, many of which blatantly violate the WTO.
When you lose manufacturing, the R&D follows and then you lose the supply chain and finally you lose the skill and ability to innovate in that industry.  Almost 80% of our patents come out of manufacturing. 
At the China commission, we held hearings on why high tech American companies have moved to China. We have talked to the CEO’s of major American companies and they all tell us the same thing: they cannot compete in a global economy by operating in the U.S.
The United States has the highest corporate income tax in the world, more than twice that of China.  The United States is the only industrial country in the world without a VAT tax.  It puts our companies at a $400 billion dollar disadvantage.  For example, if Mercedes ships a $70,000 car to the U.S., the German government sends them a check for $13,300, which is the rebate on their 19% VAT tax.  If Ford imports a car to Germany, the German government charges Ford a 19% VAT tax.  There are many companies in China who export their products at cost and use the 17% VAT tax refund from the government as their profit margin.
If we want to bring back our manufacturing, our government must acknowledge it is a new day, in which other governments are practicing state controlled capitalism while we practice free market capitalism.  It should be obvious that this is not a level playing field. 
The solutions are conceptually simple, but acutely difficult to implement, because they are political.
1. We should eliminate the corporate income tax on manufacturing, and replace it with a VAT tax.  A 2% VAT tax covers the loss of revenue, but if we introduced a 10% VAT tax we could use the excess to reduce our budget deficit.  A VAT tax is a tax on consumption, not on savings or investments.  Obviously we would need to make accommodations for the poor. 
2. Our government must wisely spend substantially more on R&D to compete with China.  We need to select and fund critical industries that will create the jobs we need, starting with loan guarantees.
3. We need to maintain a patent system that will encourage and defend U.S. innovation.  Currently congress is weakening U.S. patent and I.P. protection in the name of “harmonizing” them with those of other nations which provides less protection and is against our best interest. 
4. We must balance our trade deficit, because it is a huge drag on our ability to create jobs.  It stands in the way of recovery and helps explain why the stimulus had less punch than expected.  The U.S. economy would have grown at a much healthier rate if it weren’t for its dependence on products made elsewhere. China manipulates their currency and provides their exporters with massive incentives.  Their currency manipulation accounts for a 40% advantage alone.  Yet it will take much more than currency adjustments.  It means reforming the dynamics of global trade and the U.S. industrial structure.  We could, under the trade laws, declare a financial emergency due to our huge trade deficit.  Than Congress could enact legislation to put a ceiling on U.S. trade deficits and begin a gradual process of reducing them. 
But shrinking the trade deficits, important as it will be, is not sufficient.  We have to reverse the off shoring of our manufacturing.  Congress should change the rules for how American business and finance operate.  Only in America do multinationals get to behave like “free riders”, with no strings attached.  They receive public money in the form of subsidies and investment capital, often under the guise of creating jobs. They take huge tax breaks in the form of R&D tax credits and feel free to give away their technology to the Chinese.  They are protected by our military and the State Department and we bail them out when they get into trouble.  For example, GM takes bailout money and opens up factories in China.  It is a one-way relationship and it must change.  Congress can stop this by forcing them to serve the broader national interest.  Every other industrial nation does this to ensure that the good jobs and critical high tech production remains at home.  Resistance will be fierce, given the power and influence of multinationals and their trade associations, but the public will support efforts to make these corporations serve the country’s best interest and stop this race to the bottom.  Our government can confront these negative forces by altering bottom line incentives for multinationals based here.  It can do this through the tax code, by levying stiff penalties on corporations that continue to offshore more production than they create at home.  All these suggestions are deeply disruptive to global commerce and yes, Americans will have to pay higher prices for goods.  But we are in one the worst crises in our history and we can’t wait for market solutions.   
     
5. And of course we must deal with our budget deficit.  The only sound approach is a mix of spending reductions and taxes, with a three or four to one ratio of spending cuts to tax increases. The least painful, most effective tax that raised billions of dollars quickly is a VAT tax, which promotes exports and allows us to balance our trade deficit.
In closing, let me give you the view from China.  This past July, Pat and I were in China.  Chinese government officials are astounded at our state of denial.  Our nation is perceived as a “failed state”, not in decline but rather in an accelerated tailspin.  We are perceived to lack the political will and collective toughness to confront our ills and swallow the bitter remedies that are required.  Our government is perceived as dysfunctional, ineffective, and controlled by special interests.  The Chinese do not believe we will ever get our fiscal house in order.  There may be theoretical plans to reduce the budget deficit, but there is no practical political way to get there.  Depreciation of the dollar is inevitable and the Chinese are working hard to end the dollar’s role as the world’s currency.  
America will never get its act together until we recognize how much trouble we’re really in, and how much effort, pain and shared sacrifice is needed to stop the decline.  Only then will we be able to begin resuscitating the dream. 
 
Thank you for your kind attention.            




