BANKRUPTCY BY THE USA

To say that we are in the middle of one of the worst economic times in recent memory is not a news flash.  Whenever you turn on the television or open a paper, it is generally the lead story.  One of things we keep hearing is that the United States is bankrupt.  What does this mean?  Can the United States actually file for bankruptcy?  If so, how does it happen?  If not, what are the available options?

We all know that individuals and companies can file for bankruptcy under chapters 7, 11 or 13 of the Bankruptcy Code.  What is less well known is that there is a section of the Code that permits municipalities to file for bankruptcy.  That chapter is Chapter 9.  About a dozen municipalities have filed since 1989.  Central Falls, Rhode Island was the most recent municipality to file, having filed in early August, 2011.  A third of the Chapter 9 filings have been as a direct result of the inability to make pension payments to its public employees. 
While a municipality can file, the Bankruptcy Code makes it clear that neither the United States nor an individual state can file.  The USA cannot file for bankruptcy for a multitude of reasons, some legal and some practical.  Among the legal reasons why the USA cannot file for bankruptcy is that the Bankruptcy Code does not provide for it.  The Code defines a debtor as a “person or municipality…”  A person is defined as an “individual, partnership, and corporation, but does not include governmental unit, except for…” (things that are inapplicable to this discussion).  A municipality is defined as a “political subdivision or public agency or instrumentality of a state.”

So, we now know that the United States cannot be a “debtor” under the current definitions of the Code.  Even if the Code was amended to permit the United States to be a debtor, there are many reasons why it would not make practical sense to do so. Among the practical reasons would be the sheer size of a filing.  Considering that, last year, the Bankruptcy court in Michigan was going to need to, in essence, rearrange its entire structure in case General Motors filed there, it is inconceivable how any Court could handle a case of this magnitude.

So, even though a bankruptcy filing will not happen, playing the game of “what if” can be very valuable in examining the current state of affairs.  What if the United States could file for bankruptcy?  What if I got a phone call from President Obama and he said he wanted to come to my office for a little “pre-bankruptcy planning”?  How would that meeting go?

For purposes of this scenario, I am ignoring such fundamental bankruptcy principals like the automatic stay.  As you know, the filing of a bankruptcy stops all actions currently pending against the debtor, unless and until the Court grants relief from the stay.  So why am I ignoring such a basic principal?  To address the impact the stay would have on this type of case would require a column all its own.  For example, the imposition of the automatic stay would mean that every case where the United States is a defendant would be stayed including all actions brought by convicted felons or inmates (the stay does not apply to criminal matters, but that is only when the debtor is the criminal defendant).  Also, the cases against Obamacare would be stayed, even those that are currently on appeal.  Since we are only playing “what if”, I am assuming what if the automatic stay is not an issue.
Another major problem is determining the priority of payments to the various classes of creditors.  The normal chapter 11 case has a well defined priority scheme.  However, many of the creditors in the bankruptcy of the United States are not addressed in that priority scheme.  For example, while there is a priority for some payments for employees and health and benefit plans, would this include Social Security recipients?  First of all, those recipients might have been, but were more likely not, former federal employees.  So, do they even fall under this section of the Code?  Second, remember Al Gore’s “lock box”?  It could be argued that the Social Security money is being held in escrow for its recipients.  Therefore, it isn’t even the government’s money to begin with.  However, assuming the money is commingled, and not earmarked for an individual recipient, then it could be argued that it is not an escrow in the traditional sense and its recipients are not automatically entitled to all of it.  As you can see, a very sticky wicket, so I am not going to delve into this issue.
For these purposes, I am going to limit the discussion to the most basic pre-bankruptcy discussion, which is to look at the size of the debt (both current and in the foreseeable future), the existing revenue and try to come up with an exit strategy.  Setting aside the impossibility of such a filing, I have to imagine the pre-petition process would not be too dissimilar from any corporate filing.  The normal discussion with a client is to advise that the end game of a bankruptcy is to come up with a “business plan”, called a “plan of reorganization”.  This plan describes how existing creditors will be paid and how the entity will be successful going forward.  As it currently stands, there is no viable exit strategy for the United States.  Right now, its debts far exceed its revenues and there is no way for the revenues to catch up to the debts. 

In addressing the issues, it is important to understand the difference between two widely used words - deficit and debt.  The deficit is the amount that the government’s spending exceeds its revenues in any given year.  The debt is the accumulation of all of the deficits.  Revenue for 2011 is expected to be $2.3 Trillion.  Of this, there will be about $1.2 Trillion in income taxes and miscellaneous revenue.  
Where do we currently stand with respect to the $1.2 Trillion in income tax revenue?  If you look at the Internal Revenue Services income tax statistics for 2008 the latest year for which data are available, you see that the top 1% of taxpayers (those with salaries, dividends and capital gains of about $380,000) paid 38% of the taxes, or about $456 Billion.  If you extrapolate that to 100% (setting aside that no one would work if the tax rate was 100%), the total revenue is $938 Billion, or an increase of $482 Billion.  That would increase the total income tax revenue to $1.65 Trillion, still very short of the amount being spent.  This results in a $500 Billion shortfall on the deficit and doesn’t even address the debt. 
The IRS issues a report every year analyzing the tax filings, receipts and payment by income groups.  The report for 2009 has just been issued.  In 2009 there were 236,900 tax returns filed showing an adjusted gross income of $1,000,000 or more.  This group paid $177.5 Billion individual income taxes.  Since we always hear that the “millionaires and billionaires” need to pay their “fair share” (setting aside the inherent silliness of this concept), let’s say an increase of 25% constitutes a “fair share.”  This would result in an effective federal income tax rate of 30.5%.  The additional revenue generated by this “fair share” would be $44.1 Billion.  This almost takes care of the deficit, falling only $1.56 Trillion short.  Okay, let’s make the “fair share” really fair and increase it by 40%.  This would result in an effective tax rate of 34.1% and generate an additional $70.3 Billion, leaving the country only $1 Trillion short on the deficit.

Of course, these figures assume that the number of “millionaires and billionaires” remains the same.  Unfortunately, this is not the case.  In 2007, there were 392,000 income tax returns showing and AGI of $1,000,000 or more; in 2009 this number dropped to 236,000, a nearly 40% drop.  Among the “decamillionaires” (those with AGI’s of greater than $10,000,000) the drop was even more dramatic, going from 18,394 in 2007 to 8,274 in 2009.  This is a drop of 55%.  The amount of taxes paid by the millionaires and billionaires dropped from $310.1 Billion in 2007 to $177.5 Billion in 2009, or a drop of 43%.
Next, let’s look at the “wealthiest among us” (those with AGI of $200,000 to $1,000,000).  In 2009 there were 3,688,000 filers in this category.  They paid $256.8 Billion in income taxes.  Having the “wealthiest among us” to pay their “fair share” by increasing their tax rates by 25% would result in an additional $64.9 Billion.
While not considered to be part of the “wealthiest among us”, the largest group of filers make between $75,000 and $200,000 per year.  In 2009, this group paid $292.8 Billion in taxes. 

In 2009, these three groups paid 84% of all income taxes paid. 
With respect to those contending that economic growth is driven by demand side (or bottom up, which is why, apparently, food stamps are an economic stimulus), 61% of all consumer spending comes from the top 20% of income earners.  Te bottom 80% of income earners account for 39% of consumer spending.  As a result, if you take more money away from this sector of the populace, you will, of necessity, diminish the consumer spending in the country.    
What if you increase the tax rate to 100% for everyone making at least $114,000?  According to some estimates, this would result in $3.4 Trillion in revenue.  So, even at this wholly unrealistic number, there still isn’t enough revenue to pay for all the spending.
By the way, I don’t know about you, but at a 100% tax rate, I am not working.  So, rather than bringing in $ 3.4 Trillion, these proposals would bring in $0.00. 
The other thing to keep in mind is that people are not static, they are dynamic.  In other words, they will respond to actions of the government.  If tax rates increase, the impacted people will alter their behavior to avoid paying the increased taxes.  This is why an increase in tax rates actual results in a reduction, not an increase, in revenues.  For example, many of us heard that Warren Buffet paid taxes at a rate lower than his secretary.  Do you know why?  This is because almost all of his income was derived through income subject to the capital gains tax and not the income tax.  What he has done is perfectly legal.  He is simply trying to pay as little as possible.  The other thing to keep in mind is that, the higher the tax rate, the more prolific will be the underground economy.  This is another reason why increasing the tax rate does more harm than good.

In addition to not having enough revenue, there is also a problem on the expense side.  Even if there is no more new spending, the existing expenses will increase from their current $3.7 Trillion level.  The expenses will continue to grow.  The expenses for Medicare, Medicaid and Social Security will continue to grow rapidly as more and more people reach retirement age.  So, again, the 100% revenue plan will not work.  As an aside, that is why the “tax the rich” may make good political sense, but it makes horrible economic sense.  Under some of the current proposals, increasing the marginal rates would bring in, at best, another $50 Billion.  A drop in the $1.4 Trillion bucket.
Since the deficit will never be eliminated, there is no way to eliminate the debt.  In a corporate chapter 11, if the plan of reorganization shows that the debtor will not be profitable, then the plan is not feasible, the plan will not be confirmed and the case will be converted to a liquidation under chapter 7. 

Since the plan will not work simply by increasing revenues, the only other way to get a confirmable plan is to reduce expenses.  In the normal corporate chapter 11 case, there are various types of debt, generally categorized as secured, unsecured priority and unsecured non priority.  In the corporate setting, the largest challenge generally revolves around dividing up a pie that is too small to give everyone a whole piece.  Among the larger challenges revolve around current and former employees, including renegotiating collective bargaining agreements and dealing with retirees.  Chapter 11 provides a mechanism to address these types of claims.  The mechanism is fairly cumbersome.  However, it is mechanism that can be successfully employed.  

If history is a guide, the priority system set out by the Code may be ignored by the United States if it were to file.  We need look no further than the Chrysler case, where the unions were given preferred treatment over secured creditors (in that case, bondholders).  It is reasonable to assume that the government would not try to renegotiate the obligations owed to the public sector union members, either current or retired.  However, that is precisely what would need to take place to come up with a feasible plan (I am not ignoring defense spending as that would also need to be addressed).
If the government was actually willing to renegotiate with entitlement recipients, then why wouldn’t they do that now?  Of course, the answer has nothing to do with sound fiscal policy and everything to do with unsound political policy.  

One of the things that happen in a bankruptcy is the debtor must pay its post-petition obligations.  However, pre-petition obligations (those debts that came due before the filing) can only be paid with approval of the Court.  Let’s take a look at Social Security payments.  They are pre-petition debts, so the automatic stay would prevent them from being paid.  However, there is no doubt that the Court would permit them to be paid, either because the money is held in “trust” for the recipients, or because the Court would authorize it.  In the normal chapter 11 case, there is an immediate change in the operations of the company because it is no longer paying its old debt.  Rather, it is only paying its new debt and coming up with a way to pay the old debt through the plan. 

Let’s assume that the Social Security payments will continue to be made (as well as other pre-petition obligations, such as existing defense obligations).  Of course, payments can only be made if there is money to make them.  You may recall President Obama indicating that, if the debt ceiling was not raised, the August 2 Social Security payments might not have been made.  In spite of the President’s remarks, that was never an issue.  Just think about your own financial situation.  As long as you have money coming in, you can pay your bills.  Maybe not all of them, but you would prioritize.  That is precisely what the government would have done.

Let’s explore a slightly different scenario.  Even if the debt ceiling had not been raised, Social Security checks would have gone out, the military would have been paid and so forth.  The government is able to pay all of the other obligation with borrowed money.  What happens if the lenders stop lending?  Now, all of a sudden, the government is unable to pay its debts as they come due.  This is one of the definitions of insolvency.  Under this case the United States will be bankrupt.  

The government has three options—increase revenue, decrease spending or do a combination of the two.  As discussed above, simply increasing tax rates will, at best, bring in a little more revenue (not enough to make a difference).  More likely, increasing tax rates will have the opposite effect.  It will decrease revenues, thereby exacerbating the problem.  The reason why this is always the first choice of some people is not because it works, but because it is easy.  It is always easier to get someone else to do the heavy lifting.  Since few of us are “millionaires and billionaires”, it is politically easy to recommend this strategy.  After all, what do I care as long as someone else has to pay, just so long as it is not me?
Decreasing spending is the clear answer.  Don’t we hear every election cycle how this candidate or that candidate will decrease spending through the elimination of “waste, fraud and abuse”?  That is certainly something we can all get behind.  When will someone actually do it?
Assuming no one will actually eliminate “waste, fraud and abuse”, is there a viable way to decrease spending, reduce the deficit and eventually eliminate the debt?  After all, we need to do so to present a plan of reorganization that can be confirmed as feasible.
I happen to like the Connie Mack “Penny Plan”, proposed by Florida Congressman Connie Mack.  This plan would cut one penny out of every dollar actually spent by the federal government from year to year for the next six years.  Beginning in 2018, there would be a spending cap of 18% of the gross domestic product (this is the traditional amount and is far less than the current 69%).  By 2019 there would be a balanced budget.

There is an automatic spending cut “trigger” under Mr. Mack’s plan. If Congress failed to enact a budget implementing the one-percent-actual-spending cut required under the Penny Plan, then there would be automatic, across-the-board actual cuts in all federal programs to meet the one percent reduction, and that means all: in defense, Social Security, Medicare, Food Stamps, defense--everything.

Before you say this is simply a Republican plan, it is supported by people such as Lanny Davis, who is a self described liberal.

Getting back to the original premise of this column, I believe that if the government had the Penny Plan as the major theme of its plan of reorganization, the plan would be confirmed.  
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