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Last Monday was the deadline for filing tax returns in the United States. (Or for
procrastinators, last Monday was the last day to file for an extension.) The process can
be painful, both administratively and financially. (Especially when you are called upon not
only to assist your adult children with their 1040s, but to help them locate the basic
documents needed for the task. Good thing we love them.)

| finished my April labors last weekend, and | certainly hope my time and my remittance
will prove well-spent. But the more | think about our government’s revenue collection
system and the U.S. federal budget, the more | worry. Here are some cold, hard facts
about our nation’s fiscal process and prospects:

e Americans spend an estimated 6 billion hours and $12 billion annually to complete
their returns. About half of filers use a preparation service, even though many have
relatively simple tax situations. By contrast, many other developed countries do the
annual tax computations centrally, based on income data collected by the government.
Treasury departments in countries including Japan and the Netherlands send
completed returns to taxpayers for a final check, which usually takes minutes.

Additional investment in technology by the Internal Revenue Service (IRS) could allow
the U.S. to follow suit. A recent report highlighted the antiquated nature of its core
systems. But IRS funding is not a popular item in Congress. In addition, there is an
entire industry based on tax compliance that is quite happy with the current system.
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e The IRS has approximated that about 16% of income taxes owed go uncollected every
year. This deprives the Treasury of $400 billion to $500 billion annually, an amount
that would halve the annual budget deficit. An estimated 60% of income from farming
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and sole proprietorships goes unreported.

Rather than seeking to collect liabilities more aggressively, the IRS has been forced to pull
back. lIts overall budget has fallen by 17% since 2010. A little investment in this area would
easily pay for itself.

Last year, outflows from the Social Security trust fund exceeded inflows for the first time since
1982. Current projections show that the fund will be depleted in just 15 years. At that point,
payments will have to be scaled back to equal the money being taken in; this will result in about
a 20% reduction of benefits for everyone in the program. This is a scary prospect, given that
Social Security provides 90% of retirement income for about a third of the elderly population.

Bringing things back into balance will require some combination of higher payroll taxes and
reduced benefits. (The latter could be achieved, in part, by lifting retirement ages.) But given
that there will be a projected 75 million people drawing Social Security fifteen years from now,
the politics of cutting benefits will be difficult. Further complicating the picture is that people are
living longer into their retirements, drawing annuities for an average of 20 years.

Scarier still are prospective costs for government-provided health care. More than 120 million
Americans are currently covered by Medicare, Medicaid and other programs, and this number is
projected to grow rapidly in the coming decades. Beyond the aging of the population, the cost of
treatments per patient is also escalating rapidly. Health care costs in the United States are on
an unsustainable trajectory in both the public and private sectors.

Another statistic in this space offers some hope: 5% of patients account for 50% of government
medical costs. A focus on case management for these individuals could yield better outcomes
at reduced expense.
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The Congressional Budget Office estimates the U.S. national debt will grow from its current
level of 78% of gross domestic product (GDP) to 93% of GDP in ten years. That would
represent a doubling of federal indebtedness in less than twenty years.

Thirty years from now, the Treasury is projected to owe 150% of American GDP. Federal
indebtedness has only exceeded 100% of GDP once in the nation’s history, just after World War
Il. For reference, ltaly’s national debt is 130% of GDP. Greece is at 175%.

Demographics will
take atoll on the U.S.
Federal budget.
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e With the rising debt, interest on what we owe is projected to triple over the next decade. In five
years, the U.S. government will be spending more on interest than it does on defense. Inten
years, interest expense will exceed spending on Medicaid. And that is with fairly settled interest
rates. Interest is an expense category that cannot be cut, and its growth has the potential to
crowd out investment in things like infrastructure and education.

More could be said about the alarming state of Federal finances, but we’'ll stop there. Interestingly,
however, the national mood surrounding the subject seems to be relaxed. We hear renewed talk
about how deficits and debt don’t matter, and even calls to borrow more aggressively under
Modern Monetary Theory.

To be sure, we have yet to feel the consequences of living beyond our means. The U.S. dollar is Building debt risks

strong, and U.S. interest rates remain low. But there are no assurances these blessings will last higher interest rates

forever. and a weaker
currency.

The federal budget will soon become a battleground. The debt ceiling will become binding in mid-
summer, and work on the 2020 budget will reflect the politics of competing priorities. Short election
cycles in this country are ill-matched with the long-term issues that force tough choices.

Tax filing is a labor that absorbs a short period of time every spring. But all of us, and our children,
could be laboring for a long time to dig out from under the debt we are accumulating.

Currency Considerations

Since the second half of 2018, weakening data has led investors across countries and asset
classes to fret about the possibility of a global economic slowdown. As a result, the U.S. dollar,
generally considered the global reserve currency, has recovered substantial value over the past
year.

The trade-weighted broad dollar index has risen 7.9% since April 2018. Deteriorating economic
conditions in the eurozone, uncertainties surrounding Brexit, and the unresolved trade U.S.-China
trade war have all contributed to the shift towards the dollar as a safe haven currency.

Recognizing the deteriorating economic conditions, the Federal Reserve (among other major
central banks) has chosen to delay the monetary policy normalization process. We would expect
stagnating interest rates to lower the value of the dollar, but the currency has defied expectations,
remaining broadly flat (-0.9%) on a year-to-date basis. The slight decline can be explained by
investors’ appetite for riskier emerging market assets amid signs of economic stabilization in China.

The relatively healthy state of the U.S. economy and higher interest rates vis-a-vis the other
advanced economies have made the dollar more attractive. A number of G10 currencies, like the
euro and yen, are carrying negative interest rates. The yield on the U.S. 2-year Treasury note is
hovering close to 2.4%. By comparison, Germany’s and Japan’s 2-year sovereign yields are in
negative territory: -0.57% and -0.15%, respectively. Therefore, from a cost of funding angle, the
dollar looks more profitable than some of the other major currencies.

U.S. consumers cherish a stronger dollar, as it enables them to buy goods from other countries at
lower prices. On the other hand, there are risks associated for the U.S. corporations, particularly
those with substantial overseas business. A stronger dollar makes American products more
expensive for overseas buyers. Last year, several consumer and industrial firms, including Hasbro,
Harley-Davidson and Procter & Gamble warned about the impact of a stronger dollar on their
performance.
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In this way, a stronger greenback leads to wider trade deficits. This has worked against President
Trump’s agenda of boosting U.S. exports, and he has voiced his displeasure. On March 2, in a
reference to the dollar’s run, he stated: “| want a strong dollar but | want a dollar that does great for
our country, not a dollar that’s so strong that it makes it prohibitive for us to do business with other
nations.” That is a hard balance to strike.
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A stronger dollar and rising interest rates are a cause of concern, particularly for emerging markets
that have issued large amounts of foreign debt. The increasing cost of servicing dollar-
denominated debt makes indebted nations with large deficits and low foreign-exchange reserves
vulnerable to credit-rating downgrades and defaults. (Chile and Turkey chief among them.)
Generally, a stronger dollar and rising interest rates lead to an outflow of funds from emerging
markets into the U.S. as investors strive to earn higher yields. This situation put several emerging
market currencies under stress for most of 2018.

As the global economy moves into lower gear, central banks including the Federal Reserve are
unlikely to adjust interest rates anytime soon. With this pause, emerging markets can breathe a
sigh of relief and use this window as an opportunity to reduce their imbalances, a correction they
should have made long ago.

Despite a deteriorating fiscal position (see above), the U.S. dollar is likely to remain strong. U.S.
growth and U.S. markets are likely to sustain good performance, especially relative to other
developed countries. This will be a headwind for U.S. exporters, and an ongoing concern for
emerging markets who are struggling to get their fiscal houses in order.

Throwing the Book

As we contemplate the costs of government, one growing item should distress everyone:
Incarceration. The United States leads the world in its rate of imprisonment, and it's an expensive
habit. At any given time, 2.3 million Americans are in custody, at an average cost of $36,000 per
year per prisoner.

The prison population has grown due to measures popular among voters. Habitual offender
statutes, like the 1994 “three strikes” law, requires a life sentence for anyone convicted of three
federal crimes, if at least one was violent. The “War on Drugs” set high minimum sentences for
narcotics convictions. Politicians find ready support for “tough on crime” platforms, but the costs
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are massive and the benefits hard to measure.

Those who serve their time face an impaired future. Most will endure long bouts of unemployment
or underemployment: hiring managers are suspicious of hiring ex-cons, and entire employment
sectors like education, law enforcement and pharmaceuticals are entirely off limits to ex-felons in
most states. Former inmates are often left with few above-board options and an increasing
temptation to return to criminal activity, leading back to prison. The damage to a person’s net worth
from time in prison is permanent and can span generations.

Incarceration Rates of Select U.S. Prison Population
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The road to reform will be long, but the journey has started. The 2018 First Step Act eased
minimum sentences and amended the federal three-strikes law to a mandatory sentence of 25
years instead of life. Harsh sentences for crack cocaine possession have been retroactively
reduced, and inmates have been given more rights to job training and family visitation. First Step is
indeed a good first step, but it is limited to federal jails. The majority of convicts are in state and
local custody, and each jurisdiction must consider its own path to reform.

Inmates cannot vote, which will slow efforts for reform. But the high rate of imprisonment is a
deadweight loss to convicts and society that continues even after terms are served. It will remain
so until we find a way to emphasize rehabilitation over retribution.
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Prison is costly for
inmates and for
society.
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