Understanding Our Oil-Related Fiscal Cliff
The United States’ fiscal cliff is very much related to several changes we have been
going through recently, and will likely continue to experience:
1. High oil prices (more than triple their level ten years ago). High oil prices cause
people to cut back on discretionary spending, leading to layoffs in discretionary
industries and debt defaults. Governments get less revenue in taxes at the same
time they need to increase spending for unemployment benefits, bailing out banks,
and stimulus funds. Result: financial problems for governments of oil importing
countries, including many Eurozone countries and the United States.
2. More free trade with Asian countries starting about 2001, when China joined the
World Trade Organization. This change sent many jobs to Asia, and also holds
down wages in US industries that compete with companies using overseas labor.
3. Lots of baby boomers becoming eligible for Medicare and Social Security, starting
about 2011. This is a problem because taxes, in practice, need to cover the cost of
benefits on a cash flow basis, which is the way US handles its financial accounting.
As a practical matter, this is the way the world economy works as well–the goods
and services used today are created by today’s workers, with resources pulled out
of the ground today. Carryovers in terms of goods are very limited–mostly a little
grain.
4. A health care industry that is able to charge fees that are increasingly out of line
with the wages of common workers.
None of these issues looks likely to improve in the near future, suggesting that we are
encountering a long-term problem that is only likely to get worse.
In this post, I provide charts showing that if the US funding problem is fixed through
higher taxes on individuals (including proprietors), the needed fix would require
additional taxes averaging approximately 15% of each person’s wages. If oil production
remains relatively flat, as it has since 2005, additional tax increases even above this
level will likely be needed later, as higher oil prices lead to more layoffs, and more
need for government spending.
I also discuss three approaches other than higher taxes on individuals that might be
used to try to fix the problem:
1. Send programs back to the states

2. Fix health care costs by emulating the Japanese using severe caps on medical
charges
3. Rethink taxes on imports
The first approach is being considered by others. I see drawbacks to it that others may
have overlooked. The second two approaches are admittedly nonstandard, but need to
be at least considered.
I am not very optimistic that a way can be found around the fiscal cliff. The problems
are too much “baked into the cake”. But if we don’t understand what the magnitude of
the problem is, and what is causing it, it is hard to make good decisions.
The Magnitude of the Problem
The “standard” way of looking at government income and expense is as a percentage
of GDP. As a practical matter, though, about 80% of federal taxes relate to individuals,
so it makes more sense to me to use a wage base for comparison, especially if there is
concern that wages aren’t keeping up with GDP.
Also, while the issue at hand is federal taxes, from a taxpayer point of view the real
issue is total taxes–Federal, State, and Local, including Social Security and
miscellaneous taxes. If we compare total government expenditures to estimated
taxpayer wages1, we see that in calendar years 2009 through 2011, expenditures
exceeded 65% of wages (Figure 1). Total government receipts have averaged around
50% of wages, currently slightly less than this benchmark.

Figure 1. Government expenditure and expenses for all levels of US government
combined (including federal, state, and local and Social Security), based on Table 3.1
of the Bureau of Economic Analysis. See Note 1 for definition of wage base used.
Based on Figure 1, we either need to raise taxes by a little more than 15% of wages,
and keep raising taxes in the future to keep up with an escalating problem, or we need
to cut back on government benefits, such as unemployment insurance, Social Security
and Medicare.
Either of these actions can be expected to have a very adverse impact on the economy.
If citizens need to pay much higher taxes, they will cut back on discretionary spending.
Such a cutback is likely to lead to more layoffs in discretionary sectors, and more
recession. If benefits are reduced, those directly affected will be very unhappy. There
may even be civil disorder. In addition, those with reduced benefits are likely to cut
back on their spending, leading to recession. They may also default on loans, leading
to bank problems.
Of course, the Fiscal Cliff discussions are about fixing only a little bit of the problem
now, and making plans to fix small amounts in the future. The real issue, if we
understand the four problems listed at the beginning of this post, is that we are facing

an escalating problem. This is especially the case if world oil supply remains relatively
flat, as it has been since 2005.
Breakdown of the Deficit
Figure 1, shown above, showed a combination of Federal, State, and Local government
income and outgo (including Social Security, Medicare, etc.) as compiled by the US
Bureau of Economic Analysis. Figure 2, below, shows the corresponding figures for
State and Local Governments.

Figure 2. State and Local Government Revenue and Expenditures based on Table 3.3
of the Bureau of Economic Analysis, expressed as a percentage of the same wage
base as described in Note 1.
A person can see from Figure 2 that Income and Outgo are fairly well in balance for
State and Local Governments, but there is a problem with both taxes and benefits
rising over the long term. This contributes to the long-term unhappiness citizens feel
about taxes in general, even if the problem is not federal taxes.
While it may seem surprising, the Federal deficit discussions relate to all government
spending other than State and Local government.2 Thus, besides regular budgeted
spending, the Fiscal Cliff discussions consider Social Security, Medicare, the Federal

Government’s portion of Unemployment Insurance, and un-budgeted military expense.
If the Federal Government should become obligated in the future to bail out
government organizations, such as the Pension Benefit Guaranty Corporation or
the Federal Deposit Insurance Corporation, these costs would presumably need to be
considered as well in determining whether there is a balance of income and outgo.
Probably of the biggest areas of funding shortfall is Medicare (Figure 3, below).

Figure 3. Medicare Revenue and Expenditures by Fiscal Year, based on Tables 2.4 and
11.2 of the Historical Data of the White House Office of Management and Budget.
Medicare, besides providing health care for those ages 65 and over, also provides
coverage for some disabled workers. The program has always needed supplemental
funding, but the amount of the deficit has become greater in recent years, and is
forecast to get even worse in the future. (On all of the charts, the forecasts I show are
those provided in the White House Office of Management and Budget reports.)
Social Security is better funded, or was, until a decision was made to cut employee
contributions by 2% of wages, for calendar years 2011 and 2012. This was done as an
off-budget stimulus to the economy.

Figure 4. Social Security receipts and outlays, based on Tables 2.4 and 4.1 of
the Historical Tables of the White House Office of Management and Budget.
The current plan seems to be to return to the original tax rate effective January 1,
2013. This return to the original tax rate does not seem to be reflected in the White
House Office of Management and Budget (OMB) figures I am showing in Figure 4. Even
if this change is made, it is my understanding that there is still some need to raise
Social Security taxes.
Another grouping on budget reports which has some revenue associated with it
is Income Security, shown as a functional category on OMB report 11.2. This grouping
seems to include the federal portion of unemployment compensation. It probably also
includes Food Stamps. It too shows a shortfall.

Figure 5. Federal Income Security receipts and outlays from Tables 2.4 and 11.2 of
theHistorical Data of the White House Office of Management and the Budget.
If it were somehow possible to erase the problems with these three programs
(Medicare, Social Security, and Income Security), there would still be a federal revenue
shortfall, but a manageable one. In several periods, there has been a surplus on this
basis (Figure 6).

Figure 6. Comparison of Receipts and DIsbursements for Federal Programs excluding
Medicare, Social Security, and Income Security, based on Historical Data of the White
House Office of Management and Budget.
We can break down the remaining federal spending (as shown in Figure 6) into some
major groupings.

Figure 7. Allocation of Federal Spending, other than that for Medicare, Social Security,
and Income Security, based Historical Data of the White House Office of Management
and Budget.
Health, at the bottom of Figure 7, would seem to include federal funding related to
state Medicaid programs. The bulge for future years reflects the new federal healthcare
program. Defense, shown in red, is very large in recent years, but is forecast to shrink
in the budget forecasts of the OMB.
Net interest is reflects a netting out of interest paid and received. This is a different
accounting treatment that a person sometimes sees, with Social Security being credited
with some portion of interest payments. Here, all interest is in one location. Recent
interest payments have been very low, thanks to the artificially low interest rates now
in effect. Interest payments are forecast to more than double by 2016.
Figure 7 shows that the “All Other” category is quite small, compared to the $1 billion+
in deficit that we are facing on an ongoing basis, if funding stays as in the recent past.
This would correspond roughly to federal government programs where the expenses
are mostly salaries of government employees, rather than transfer payments to
citizens. I calculated this amount by subtraction of the selected pieces from the total.
Federal Revenues and Outlays Compared to the Selected Wage Base

If we use the same wage base as with Figures 1 and 2, the ratios of income and
disbursements to wages are as shown on Figure 8 below.

Figure 8. Federal Government Revenue and Expense (including Medicare, Social
Security, etc.) as percentage of Wage Base described in Note 1.
The current high outgo doesn’t look as high relative to prior years, as it does in Figure
1, but looks can be deceiving. Figure 2 near the beginning of the post shows that state
and local taxes have been increasing–from roughly 20% of wages in the late 1970s to
25% (or more) now. So total taxes “feel higher,” even if the federal part doesn’t rise by
much. The federal government has paid for some of this rise in state programs,
through federal funding of local programs. The temptation now will be to cut back on
federal funding.
If there is a goal to keep total state and local taxes to less than 50% of the wage base,
then it would make sense to get federal spending down to 30% of wages, or below
30%, if there is a cutback in federal funding of state programs. If federal payments look
to be headed for 45% of wages, this would mean that federal spending for all programs
combined would need to be cut back by one-third (=(45%-30%)/ 45%). Alternatively,
of course, taxes can be raised–but with the caveat that taxpayers get very unhappy
about taxes over a certain level.

If we look at individual programs “stacked up” as a percentage of wages, this is what
we see:

Figure 9. Federal spending as a percentage of wages, broken out by category, in
stacked chart. Spending based on White House OMB data; wages as described in Note
1.
The biggest run-away program is Medicare. It will be difficult to fix it without making a
lot of people unhappy. Defense can be cut back even more than it has been, but that
leaves a lot of unemployed military people as well as unemployed people who work in
defense industries.
Other Ways to Fixing Funding Besides Higher Taxes
Send programs back to states. Perhaps the easiest way for the Federal Government to
reduce spending is to turn programs over to the states, offering some sort of small
“block grant” to fund them. Then, if the program is unsatisfactory, it is the problem of
the state, not the federal government. Richer states will be able to provide better
programs than poorer states. The federal government’s role will gradually be reduced.
The downside of this approach is that programs are likely to be greatly reduced in
scope. The federal government will become less and less important in the whole
scheme of things.

I have written about the tendency of countries with financial problems to break into
smaller pieces, as with the possibility of Catalonia seceding from Spain. The problem
with reducing the government’s role is that it tends to push a country more in this
direction. The view may become, “If the individual states are doing everything, who
needs the expensive federal government, with all of its debt?”
Fix Health Care Costs. US healthcare has been on its own track for a long time. It is far
more expensive than the systems of other developed countries, and the quality of
results is not very good, according to studies such as this one by Commonwealth Fund.

Figure 10. International Comparison of Healthcare Spending, from Explaining High
Health Care Spending in the United States: An International Comparison of Supply,
Utilization, Prices, and Quality, by David A. Squires, The Commonwealth Fund, May
2012.
The high cost of the Medicare program and the high anticipated cost of the new
healthcare program for the uninsured are both related to this issue. David Squires,
author of the study linked above, points out that Japan has a health care system that
shares similar features to the US system: it is a fee for service system with unrestricted

access to specialists and hospitals. Yet its cost is near the bottom of the chart, and
Japanese have the longest life expectancy in the world. The major difference in the
Japanese health care model is that the Japanese government aggressively regulates
health care prices. The report indicates that if the US were to spend the same share of
GDP on healthcare as Japan, the saving would amount to $1.25 trillion. This would be
enough to pay for our annual spending deficit, if it could be channeled in that
direction. (Of course, it can’t, but it would help.)
Perhaps a change closer to the Japanese system of regulation could be coupled with
more emphasis on healthy eating and exercise. The major losers in such a change
would be surgeons and other specialists earning very high salaries, investors in very
high-priced devices, pharmaceutical companies who charge US customers more than
elsewhere, and hospitals that need to scale back services to be more in line with what
other developed countries provide.
Rethink Foreign Imports. Economists have told us globalization is the only solution.
Yet, we cannot compete on a level footing with countries with very low labor costs,
especially if their primary fuel is (cheap) coal. We find that we have more and more
laid-off workers, at the same time their economies are growing rapidly. (I describe this
more in this post.)
It seems likely that over the long-term, globalization is going to shrink, as the cost of
importing goods increases, and as financial problems of countries increasingly get in
the way of signing longer-term contracts. (Who wants to sign a contract to make
products for a country whose currency may radically drop in value before the goods
are produced?)
A partial solution might be to penalize companies that outsource jobs to parts of the
world with lower wages (but this would be hard to enforce, and likely run afoul of free
trade agreements). It would theoretically be possible to re-impose tariffs on selected
categories of imported goods and services, to try to encourage more local hiring, even
if it means higher production costs. Again, this has free trade agreement issues.
A related issue is the idea of businesses being able to incorporate offshore, and
escape US taxation. I know my work as an insurance actuary involved a lot of work for
“offshore captives“. Somehow, we should be rethinking whether allowing US companies
to take the benefit of these offshore services, without tax, inside the United States, is
in the United States’ best interests. Shouldn’t we be taxing goods and services
produced elsewhere, to avoid US taxation?

Other Issues
There are many other issues that deserve a more complete treatment, including further
discussion of the four causes of the increasing deficit at the beginning of this post. I
have treated some parts of these issues in other posts, such as High Price Fuel
Syndrome.
Notes:
[1] Wages used as a base consists of “Wages and Salary Disbursements” for both
employees in government and in private industry, plus “Employer Contributions for
Government Social Insurance” plus “Proprietors Income” relating to both “farm” and
“non-farm”. All of these amounts are from Table 2.1, Personal Income and Its
Disposition. For most people, this will be the nominal wages a person receives (before
deductions of any kind), plus the amount paid by the employer on behalf of the
employee for Social Security and Medicare contributions. I have not included “Transfer
Payments” such as Social Security, Medicare, Medicaid, and Unemployment Insurance,
since these are likely not to be heavily taxed. For projecting future years wages, I have
assumed 3% annual growth (1% increase in labor force and 2% inflation). If there is
recession or if the number of jobs fails to rise, this assumption may prove to be too
high.
[2] There is a small overlap between federal and state programs. For example, the
Federal Government gives State and Local Governments to spend on unemployment
benefits, and on Medicaid, and on stimulus projects. The data sources I am using
should remove these overlaps correctly.
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