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THE CONGRESSIONAL BUDGET OFFICE
BUDGET AND ECONOMIC OUTLOOK

THURSDAY, JANUARY 24, 2008

U.S. SENATE,
COMMITTEE ON THE BUDGET,
Washington, DC.

The Committee met, pursuant to notice, at 10 a.m., in room SD-
608, Dirksen Senate Office Building, Hon. Kent Conrad, Chairman
of the Committee, presiding.

Present: Senators Conrad, Murray, Stabenow, Whitehouse,
Gregg, Allard, and Crapo.

Staff present: Mary Ann Naylor, Majority Staff Director and
Denzel McGuire, Minority Staff Director.

OPENING STATEMENT OF CHAIRMAN CONRAD

Chairman CoONRAD. We will bring the hearing to order. I want
to welcome very much our distinguished witness, Dr. Orszag, to
talk about the CBO outlook. We appreciate very much your being
here and your service as the Director of the Congressional Budget
Office. I know you have already had a chance to testify over on the
House side and also in the Finance Committee on the stimulus
package, so you have been very busy to start the New Year. But
we welcome you to the Senate Budget Committee as well.

Let me just go through quickly a couple of slides to put in per-
spective the circumstances we find ourselves in. We have had a
substantial deterioration in the budget picture. You can see last
year we had a deficit of about $163 billion. This year, when we
take the CBO baseline and we add back war spending that is not
in the CBO baseline and the effects of the proposed stimulus pack-
age, we see a deficit this year approaching $380 billion.
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But that tells just one part of the story. We also see the debt
going up substantially more than the deficit, and as I travel
around, I find enormous confusion among the public about the dif-
ference between the deficit and the debt. The biggest difference be-
tween these figures, of course, is the Social Security Trust Fund
money that is being used to pay regular operating expenses of the
Federal Government. That is money that will have to be paid back,
but it does not show in the deficit calculation. It is nearly $200 bil-
lion. But it is all added to the debt.
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Let’s go to the next slide if we can. We look at the CBO deficit
estimate, and we put with that the President’s policies—that is, the
extension of the tax cuts and additional war costs—and we see that
by 2018 we would face a deficit of nearly $600 billion.
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We can go to the next slide. All of this leaves us with a picture
of ever escalating debt. The gross debt of the United States was
$5.8 trillion at the end of 2001. At the end of 2009, which will be
the last year that the President’s budget will have been oper-
ational, we anticipate now the gross debt of the United States will
be $10.3 trillion, and we are headed by 2013 for a gross debt of
over $13 trillion.
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Let’s go to the next slide, if we can, and if we look at an even
more extended picture, according to CBO, the Federal debt abso-
lutely soars on the long-term budget scenario going out to 2058.
This is a result largely of the retirement of the baby-boom genera-
tion and the pressure on Medicare and Social Security. And I hope
that we will have a chance to have some discussion today about the
absolute need to face up to these long-term imbalances, these
shortfalls in the entitlements, and the disconnect between revenue
and expenditure, at least proposed expenditure.



dl_ral Debt Saars Und r CBO

‘Actual Projected

‘ SDQ“}E; .

I would like also just to put in perspective economic conditions
that we face, the housing slump. We see that the sales of new fam-
ily homes has fallen dramatically. We continue to see fallout from
the subprime crisis and the other credit markets. We have seen
certainly serious effects in the financial markets.
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This is a headline from the Financial Times: “Fears spark global
plunge.” This is what happened—this is from January 22nd. These
are foreign markets. Obviously, our market yesterday showed a sig-
nificant increase. I think we were up almost 300 points yesterday
on the Dow. But this is what has been happening in other markets,
the U.K., Europe, Asia.
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We have also seen consumer confidence deteriorate in 2007. The
index of consumer confidence from the Conference Board has
slumped dramatically. That is why there is the talk of a stimulus
package, the need to do something and do it quickly.
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I just want to reference the Chairman of the Federal Reserve,
who warned us that any program should be explicitly temporary,
both to avoid unwanted stimulus beyond the near-term horizon
and, importantly, to preclude an increase in the Federal Govern-
ment’s structural budget deficit.
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Finally, I would like to end on something that is bipartisan, at
least on this Committee, and that is the question of a device to ad-
dress these long-term imbalances, the shortfalls in Medicare and
Social Security. That is the proposal that the Ranking Member
Senator Gregg and I have made for a task force to address the
long-term fiscal imbalance. A panel of lawmakers and administra-
tion officials with everything on the table, with fast-track consider-
ation so it is not just another commission report that sits on a shelf
somewhere but actually comes to Congress for a vote, and that is
structured in a way that assures a bipartisan attention to these
issues.
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I just want to alert my colleagues that it is going to be my inten-
tion to advance this proposal this year. Senator Gregg and I are
talking about on what vehicle it would be most appropriate, but I
want to alert staff of our colleagues who are here. I have been pa-
tient. I have listened very carefully to the concerns of colleagues.
We are prepared to have some change in the timing of the report.
We are also prepared to consider other constructive suggestions.
But I just want to alert my colleagues that I am not going to allow
this year to go by without giving our colleagues an opportunity to
vote on whether or not we advance this proposal.

With that, I want to turn to my very able colleague, the Ranking
Member, the former Chairman of this Committee, Senator Gregg.

OPENING STATEMENT OF SENATOR GREGG

Senator GREGG. Thank you, Senator Conrad, and, Dr. Orszag, it
is nice to have you here today. Let me pick up where Senator
Conrad, the Chairman, has left off on the issue of addressing what
I consider to be—after the issue of fighting Islamic fundamen-
talism, which is a threat to us from a physical standpoint—the
issue that I consider to be the biggest issue we face as a Nation,
which is the potential fiscal meltdown of our country over the fact
that we have on the books obligations exceeding our net worth, $66
trillion of obligations for three entitlement programs—Medlcare
Medicaid, and Social Security. Our net worth as a Nation is about
$52 trillion. We simply have to address this.

The Bipartisan Fiscal Task Force proposal that Senator Conrad
and I have drafted and for which there was considerable input
from a lot of people as it evolved is a valid way to approach this.
We have shown over time, unfortunately, that as a political culture
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we cannot address this issue by simply putting ideas on the table
because everybody shoots at the ideas, especially people who like
to make money by doing that shooting. And so the best approach,
in our humble opinion, is to set up a procedure which drives policy,
and that is what this proposal does.

Obviously, any procedure, to be successful in these areas, be-
cause they are so sensitive to the American people and because all
Americans are affected by them, has to be seen by the American
people as absolutely fair and absolutely bipartisan. And that is why
this proposal is structured this way.

Interestingly enough, yesterday Republicans convened, Senate
Republicans convened for a day-long session of sorting through our
thoughts as we start this session, and one of the main consider-
ations was a discussion of this proposal, the Conrad-Gregg pro-
posal. And there was, I think, general agreement—although there
was no formal vote taken, but there was general agreement within
the conference, the Republican conference, that this was a legiti-
mate and appropriate idea to proceed on and that we should be
proceeding in a bipartisan way to try to address this. There are two
of my colleagues here who were at that meeting who maybe can
hopefully substantiate that as being the sense of the meeting. So
that is good news, and I congratulate the Chairman for being will-
ing to push this to the front of the agenda.

We are here today to discuss the recent findings of CBO relative
to our economic outlook and what is happening. I am interested in
discussing that. Also, I am most interested, obviously, in the topic
of the day, which is the stimulus package and how that will be put
together and what its real impact is.

On the issue of the actual numbers that we have seen on pro-
jecting deficits into the out-years, I just want to put out the caveat
that the CBO numbers were done under a baseline which is con-
trolled by arcane rules which do not accurately reflect reality in
many ways. For example, there is in that baseline approximately
$800 billion of revenue, I believe, from the AMT which is assumed.
There is also an assumption that we will be doubling the tax on
dividends—actually, more than doubling the tax on dividends for
high-income individuals and moderate-income individuals, and that
we will be doubling the tax on capital gains, and that as a result
revenues will essentially be increased by trillions of dollars over
the same period through tax increases. That may occur, but my
view is that that is probably not an event that should be scored if
you were looking at it in a realistic way versus subject to the rules
of the baseline. So I do not say that in terms of in any way trying
to throw disparagement on CBO. You have done your job the way
you have to do it—the way we require you to do it, by the way—
but what we are telling you to do is not realistic to what will actu-
ally happen on the ground over the next 10 years. So that would
concern me.

The biggest issue that concerns me is how we put this stimulus
package together. I readily admit—in fact, I have been talking
about it for a long time—that we are facing an extraordinarily sen-
sitive economic time and potentially a very severe economic event.
The subprime collapse—which represents this year about $500 bil-
lion and next year about another $600 billion of rollovers in mort-
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gages, which, because of the way they were structured, a large per-
centage of them will not be able to be repaid by the people who bor-
rowed the money because of the jump in the interest rates and the
collateral underneath them does not support them—creates just a
massive economic credit crunch. And that is feeding on itself right
now, and I have been through three of these in my professional
lifetime, and, regrettably, at one point I was Governor during the
last major real estate meltdown. And so I think I understand how
they work, and, unfortunately, what happens is that when you get
into one of these contractions, you not only see the bad loans get
called, but the good loans do not get made because the lenders
have to build up their capital positions and, therefore, it feeds on
itself and the whole system starts to contract and that causes the
economy to slow down. And we are, regrettably, on the cusp of that
occurring in a fairly significant way, I am afraid.

However, we also have some good news out there. For example,
today’s unemployment numbers are very strong, extremely strong,
and we appear to have other sectors of the economy which have not
yet been overwhelmingly impacted by the housing slowdown. But
they will be impacted, I suspect, by the credit contraction.

And so what should we as a Government do to address this is
the question, and the proposal that has been put forward by both
the administration and the Democratic leadership of the Congress
is an attempt to try to address this, and I congratulate them for
taking that initiative. But I want to make sure that we put the
money where we get the action, where we get something for it. And
my concern is every dollar that we are going to put into this econ-
omy in stimulus is going to have to be borrowed. That chart that
the Chairman just put up is going to be aggravated by it. It is
going to be a compounding event. If we put $150 billion into this
economy today, we are not going to pay for it. Our children are
going to pay for it, and our children’s children, and it is going to
be paid for at a much higher price because they are going to have
to borrow it. That compounds.

So let’s get something for it. Let’s just not send helicopters over
the country throwing cash out the door. Let’s get something for it.
So what I am going to want to ask you about, Doctor, is what gets
us the most for those dollars. How do we get the most out of those
dollars? And I know you have an opinion on that. Some people
agree with it and some people do not, but I want to get it because
you are one of our most professional people around here.

I thank you for coming today, and we look forward to hearing
from you.

Chairman CONRAD. Again, Dr. Orszag, welcome and thank you
very much for your service at the Congressional Budget Office. It
has been exemplary.

Dr. OrszaAc.

STATEMENT OF PETER R. ORSZAG, DIRECTOR,
CONGRESSIONAL BUDGET OFFICE

Mr. OrszAG. Thank you very much, Mr. Chairman. My testimony
this morning will discuss the economic and budget outlook.

First, the economy has been buffeted by several interlinked
shocks, and the risk of recession is significantly elevated relative
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to normal economic conditions. After a dramatic run-up in housing
prices during the first half of the decade, as my first chart shows,
housing prices have started to decline, and many forecasters expect
further declines this year. The weakening of the housing sector di-
rectly affects the economy through reductions in residential invest-
ment and indirectly affects it by reducing consumer spending as
housing wealth declines. Moreover, problems in the housing and
mortgage markets have spilled over into broader turmoil in finan-
cial markets, which poses the risk of impeding the flow of credit
essential to a modern economy.

Energy prices have also increased substantially. Although the ef-
fect of increases in the price of oil today on the economy are not
as large as they were in the 1970’s or 1980’s, the rise in oil prices
is still an economic drag. The combination of these forces has not
yet fully manifested itself, although the unemployment rate has
ticked up. Indeed, the 3-month moving average unemployment rate
is now 0.4 percentage points higher than it was a year ago, and
any time that has occurred in the past, it has tended to be associ-
ated with recessions, as you can see from that graph. The dark
bars are recessionary periods. An increase of about 0.4 percentage
points tends to be associated with a recession.

On the other hand, and as Senator Gregg noted, other labor mar-
ket indicators that have typically been associated with those kinds
of increases in the unemployment rate in the past during reces-
sionary periods are not currently occurring. For example, in the
past, unemployment insurance claims have tended to rise by, say,
20 percent associated with the kinds of increases in unemployment
rates that I show there. That has not occurred currently, and, in
fact, if anything, initial unemployment insurance claims have
ticked down just a bit.

Especially with the most recent and notable action by the Fed-
eral Reserve earlier this week, many professional forecasters are
projecting continued, albeit sluggish, economic growth in 2008 rath-
er than an outright recession. And one bright spot which reinforces
that view has been net exports. The dollar has depreciated gradu-
ally, which is part of the necessary adjustment to the Nation’s ex-
ternal imbalances, and that depreciation of the dollar along with
strong growth abroad has driven rapid growth in net exports,
which has helped to stabilize, and even improve slightly, the Na-
tion’s current account deficit.

The bottom line is that although the risk of recession is substan-
tially elevated, CBO expects, along with most professional fore-
casters, a period of unusually weak growth rather than outright re-
cession. In particular, CBO expects growth for the year as a whole
of under 2 percent and an increase in the unemployment rate to
5.1 percent on average for the year.

A reflection of the overall slowing of economic activity is seen in
job growth. In 2005, jobs grew by an average of 220,000 per month.
In 2007, that fell in half to an average of 110,000 a month. We
project that it will fall in half again to an average of 55,000 per
month in the first half of 2008.

Let me now turn to the budget outlook. A reflection of the soft-
ening economy is already seen in slowing revenue growth, espe-
cially in corporate income taxes. And, in fact, we now have projec-
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tions for January in which we expect corporate income tax receipts
to be below their level of a year ago for the seventh month in a
row. For 2008 as a whole, we are projecting a slight decline in cor-
porate income tax revenue relative to the previous year. That is no-
table because, as CBO highlighted in a letter to Senator Conrad
last year, a large share of the improvement in the fiscal picture be-
tween 2003 and 2006/2007 can be attributed to a very rapid rise
in corporate income tax revenue over that period.

Our baseline suggests that after 3 years of reductions in the
budget deficit, the slowing economy will boost the deficit this year
to $219 billion, or roughly 1.5 percent of the economy. If policy-
makers provide the additional funds that the administration has
requested for the ongoing war in Iraq and Afghanistan, the deficit
would rise to about %250 billion this year. And if additional meas-
ures are undertaken as fiscal stimulus, the deficit could rise signifi-
cantly above that, although I would note that would be one of the
purposes of temporary fiscal stimulus.

Thereafter, under the official baseline, the budget moves toward
balance in 2012. However, as both Mr. Conrad and Mr. Gregg have
noted, that baseline is not a prediction of the future but, rather,
ft projection of a certain set of policies that are embodied in current
aw.

For example, as the next chart shows, the baseline assumes no
further relief from the alternative minimum tax, and as a result,
the AMT rises from about—affecting 4 million taxpayers last year
to 26 million this year, and then continues to rise thereafter. If in-
stead of making that type of current law assumption one instead
continued the alternative minimum tax relief, extended the 2001
and 2003 tax legislation past their scheduled expiration in 2010,
adopted our higher-cost scenario for the global war on terrorism,
and increased the rest of discretionary spending in line with the
economy rather than just in line with inflation, the outcome is sub-
stantially different than the baseline. As the next chart shows, in-
deed instead of a cumulative surplus of $274 billion between 2009
and 2018, the result would be a deficit of roughly $6.5 trillion,
about 3.5 percent of the economy.

Even over the next 10 years, furthermore, the Nation’s long-term
budget pressures begin to manifest themselves. Caseloads on both
Medicare and Social Security are projected to rise rapidly as the
first edge of the baby-boom generation becomes eligible for benefits.
Social Security beneficiaries are projected to rise from about 50
million currently to 64 million by 2018. Projected increases in bene-
ficiaries account for about 30 percent of the growth in mandatory
spending over the next decade. A far more important factor is the
ongoing rise in the cost per beneficiary, especially in our health-re-
lated programs, and you can see that the health-related programs
grow more rapidly than Social Security does. Indeed, Medicare and
Medicaid are projected to increase from 4.6 percent of the economy
to 5.9 percent of the economy over the next decade, an increase of
1.3 percentage points, while Social Security rises from 4.3 to 4.9,
or about half a percentage point of the economy. And that reflects
that differential growth rate in health care costs.

Thereafter, under the long-term budget outlook that we released
in December, health care costs increasingly dominate the Federal
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budget. You can see the light blue area in that graph, which is
Medicare and Medicaid, is really the key to our fiscal future. If you
combine that spending path with a revenue projection that reflects
the Tax Code as it existed at the end of last year, you can come
up with a summarized fiscal gap which measures the difference be-
tween projected revenue and projected spending. And over the next
75 years, that gap amounts to 7 percent of the economy. What that
tells you is that if you want to avoid an explosion of Government
debt over the next 75 years, you need to reduce spending by 7 per-
cent of GDP or increase revenue by 7 percent of GDP. And given
that both of those are now about 20 percent of the economy, you
can see that those are very large adjustments that are necessary,
and they reflect the scale of the Nation’s long-term fiscal imbal-
ance.

I would just note quickly that most of that long-term fiscal gap
is not due to the pure effect of aging and demographics. As this
chart shows, the dark blue area there—and also there is an inter-
action effect, the light blue area—reflects the pure effect of aging
and demographics. Most of the long-term fiscal gap, that lighter
area, is not due to that factor but, rather, reflects things like the
ongoing increase in health care costs per beneficiary.

Finally, the combination of an elevated risk of recession in the
short term and the Nation’s very serious long-term fiscal imbal-
ances leads me to a short discussion of fiscal stimulus. Last week,
we submitted a report to this Committee and the House Budget
Committee on fiscal stimulus options. Let me just briefly say that
in a period of unusual economic weakness, which is unusual, the
key constraint on economic growth is the demand for goods and
services that firms could produce with their existing resources. By
contrast, in most circumstances, and certainly over the long term,
the key constraint on economic growth is the rate at which those
resources or that capacity is expanding through increases in capital
and labor and improvements in productivity.

When we face ourselves with the unusual situation in which ag-
gregate demand is the key constraint on economic growth, fiscal
policy and monetary policy can help by stoking demand. And the
key question is—we need to remember on the fiscal policy side the
automatic stabilizers built into the budget will already help to at-
tenuate any economic downturn by cushioning the blow in terms of
after-tax income. The question is whether additional fiscal action
is necessary.

Our analysis suggests that a fiscal stimulus, if it were well de-
signed, of roughly one-half to 1 percent of GDP or roughly $75 to
$150 billion—and, again, I want to emphasize if it were well de-
signed—could help to reduce the elevated risk of a recession down
to more normal levels.

The stimulus need not be targeted at the source of economic
weakness; that is, even though the weakness started or originated
in the housing and mortgage markets, the economic stimulus need
not be targeted there. Instead, the key is that it helps to bolster
aggregate demand and thereby helps to jump-start a positive cycle
of increased demand leading to increased production until the con-
straint once again becomes how much we can produce rather than
how much we are willing to spend.
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In the report that we provided to you, we analyzed many more
specific options, and I would be happy to answer questions about
them. But I did want to emphasize that it is an unusual situation
in which we find ourselves because more typically the constraint on
economic growth has to do with the rate at which resources are
being expanded and what is appropriate to a period of economic
weakness is, unfortunately, often the opposite of what is appro-
priate to long-term economic growth.

Thank you very much, Mr. Chairman.

[The prepared statement of Mr. Orszag follows:]
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The Budget and Economic Outlook:
Fiscal Years 2008 to 2018

Chairman Conrad, Senator Gregg, and Members of the
Cemmittee, thank you for giving me the opportunity to
present the Congressional Budget Office’s (CBO’s) out-
look for the budget and the economy in fiscal years 2008
t0 2018}

CBO projects that after three years of declining budget
deficits, a slowing economy this year will contribute to an
increase in the deficit. Under an assumption that current
laws and policies do not change, CBO projects that the
budget deficit will rise to 1.5 percent of gross domestic
product (GDXP) in 2008 from 1.2 percent in 2007 (see
Table 1). Enactment of legislation to provide economic
stimulus or additional funding for military operations in
Traq and Afghanistan could further increase the deficit for
this year,

The state of the economy is particularly uncertain at the
moment. The pace of economic growth slowed in 2007,
and there are strong indications that it will slacken fur-
ther in 2008, In CBO’s view, the ongoing problems in
the housing and financial markets and the high price of
oil will curb spending by houscholds and businesses this
year and trim the growth of GDP Although recent dawa
suggest that the probability of a recession in 2008 has
increased, CBO does not expect the slowdown in eco-
nomic growth to be large enough to register as a reces-
sion.? Economic performance worse than that suggested
in CBO's forecast could significantly decrease projected
revenues and increase projected spending. Furthermore,

1. For further details, see Congressional Budger Office, The Budger
and Economic Oueloak: Fiscal Years 2008 to 2018 (January 2008).

2. The National Bureau of Economic Research, which by conven-
tion is responsible for dating the peaks and troughs of the business
significant decline in economic

cycle, defines a recession as
activity spread across the economy, lasting more than a few
months, normally visible in real [inflation-adjusted] GDP, real
income, employment, industrial production, and wholesale-retail

sales.

policy changes intended to mitigate the economic slow-
down would, by design, tend 1o increase the budget defi-
cit in the short term.?

CBO expects the economy to rebound after 2008, as the
negative effects of the turmoil in the housing and finan-
cial markets fade. Under the assumptions that govern
CBO's baseline, the budget deficit will amount o

1.5 percent of GDP or less each year from 2009 1o 2011,
Subsequently, the budget will show a small surplus of
0.5 percent of GDP in 2012 and remain near that level
each year through 2018 (the end of the current 10-year
projection period).

The relatively sanguine outlook suggested by the 10-year
baseline projections should not bé interpreted as imply-
ing that the nation’s underlying fiscal condition is sound,
both because the United States continues to face severe
long-term budgetary challenges and because many
observers expect policy changes that would deviate from
the current-law bascline over the next decade. Ongoing
increases in health care costs, along with the aging of the
population, are expected to put substantial pressure on
the budget in coming decades; those trends are already
evident in the current projection period. Economic
growth alone will be insufficient to alleviate that pressure,
as Medicare and Medicaid and, to a lesser extent, Social
Security requite ever greater resources under current law.
A substantial reduction in the growth of spending, a sig-
nificant increase in tax revenues relative to the size of the
economy, or some combination of the two will be neces-
sary to maintain the nation’s long-term fiscal stabi[it’yﬁ

3. See Congressional Budget Office, Options for Responding to Short-
Term Economic Weakness (January 2008).

4. For a detailed discussion of the long-term pressures facing the
federal budget, see Congressional Budget Office, The Long-Term
Budger Outlook (December 2007).
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Table 1.
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CBO’s Baseline Budget Qutlook

Total, Total,
Actual 2009-  2009-
2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2013 2018
in Billions of Dollars
Total Revenues 2568 2,654 287 2907 3,182 3,442 3585 3763 3941 4131 4334 4548 15933 36649
Total Qutlays 2731 2873 3015 3148 3299 3355 3524 3666 3,824 4037 4183 433 16341 36376
Total Deficit (-) or Swrplus  -163 -219 -198 -241 -117 87 61 96 117 95 151 223 -408 274
On-budget 344 414 396 450 343 151 184 <154 -3¢ -l60 102 7 -L525 2,104
Off-budget® ®195 198 A0 23 BB 44 281 /4 54 ®BI 49 LI 2,38
Debt Held by the Public
at the End of the Year 5035 5732 . 5443 5698 582 5751 5700 5613 5503 5414 529 5050 fa na.
As a Percentage of Gross Domestic Product
Total Revenues B8 187 190 186 W93 199 199 WO 200 W01 N2 03 194 198
Total Outlays 0 202 14 202 01 14 195 194 194 12]_ 195 193 19.9 197
Total Deficit -} or Surplus -2 -1L5 ~-13 -15 -07 05 03 05 06 05 07 L 05 01
Debt Held by the Public
3t the End of the Year %8 W8 367 365 3/A 33 36 M8 BO 264 206 226 n.a. na.
Memerandum:
Gross Domestic Product
{Bitfions of dollars) 13,670 14,201 14812 15600 16,445 17,25 18,043 18,85 19,685 20,540 21,426 22,355 82,156 185018

Source:
Note

Congressional Budget Office.

n.a. = not applicable.

a. Off-budget surpluses comprise surpluses in the Social Security trust funds as well as the net cash flow of the Postal Service.

CBO’s baseline budget projections for the next 10 years
are not a forecast of future outcomes; rather, they are
based on the assumption that current laws and policies
remain the same. The projections stem from long-

standing procedures that were, until recently, specified in

law, and they serve as a benchmark thar lawmakers and

others can use to assess the potential impact of future pol-
icy decisions. Following those procedures generates defi-

cits and surpluses in the baseline that are predicated on
rwo key projections:

® That revenues will risc from 18.7 percent of GDP this

year to almost 20 percent of GDP in 2012 and then

remain near that historically high level through 2018.

Much of the projected increase in revenues results

5. The Balanced Budger and Emergency Deficic Conwrol Actof
1985, which established rules that have governed the caleulation

of CBO's baseline, expired on September 30, 2006, Nevertheless,

CBQ continugs to prepare baselines according to the methodol-
ogy prescribed in char faw.

from the growing impact of the alternative minimum
tax (AMT) and, even more significandy, the expira-
tion at the end of 2010 of various provisions originally
enacted in the Economic Growth and Tax Relief
Reconciliation Act of 2001 (EGTRRA) and the Jobs
and Growth Tax Relief Reconciliation Act of 2003
(JGTRRA).

That cutlays for discretionary programs (those whose
spending levels are set anew each year through appro-
priation acts) will decline from 7.6 percent of GDP
last year to 6.1 percent by 2018—a lower percentage
than any recorded in the past 40 years. Such a projec-
tion derives mainly from the assumption in the base-
tine that discretionary funding will grow at the rate of
inflation, which is lower than the growth rate that
CBO projects for nominal GDP. Implicit in the pro-
jection for discretionary spending is an assumption
that no addidonal funding s provided for military
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operations in Iraq and Afghanistan in 2008 and that
future appropriations for activities related to the war
on terrorism remain equivalent, in real (inflation-
adjusted) terms, to the $88 billion appropriated so far
this year,

Policy choices that differ from the assumptions in the
baseline would produce different budgetary outcomes.
For example, if lawmakers continued to provide relief
from the AMT (as they have done on a short-term basis
for the past several years) and if the provisions of
EGTRRA and JGTRRA that are scheduled 1o expire
were instead extended, total revenues would be $3.6 tril-
lion lower over the next 10 years than CBO now projects.
Similarly, if discretionary spending {other than that for
military operations in Irag and Afghanistan and other
spending labeled as emergency) grew at the rate of nomi-
nal GDP over the next 10 years, total discretionary out-
lays during that period would be about $1.4 wrillien
higher than in the baseline. Combined, those policy
changes—and associated debt-service costs—would pro-
duce a deficit of $402 billion (2.3 percent of GDP) in
2012 and a cumulative deficit of $5.7 wrillion (3.1 per-
cent of GDP) over the 2009-2018 period.

The Budget Outlook

CBO estimates that if today’s laws and policies did not
change, federal spending would total $2.9 willion in
2008 and revenues would total $2.7 trillion, resulting in a
budget deficit of $219 billion. That deficit could increase
significantly if legislation is enacted to provide economic
stimulus——as is currently under consideration, Further-
more, additional funding that is likely to be needed to
finance military operations in Iraq and Afghanistan could
add $30 billion to outlays this year.

Baseline Projections for the 2009-2018 Period
According to CBO's projections, under current laws and
policies the deficit will drop slightly in 2009, to $198 bil-
lion. That decrease results primarily from two factors. On
the revenue side of the budget, receipts from the AMT
are estimated to increase by about $75 billion next year,
largely because of the scheduled expiration of the relief
provided through tax year 2007. On the spending side of
the budget, outlays for military operations in lraq and
Afghanistan are about $10 billion lower in 2009 than in
2008 under the assumptions of the baseline,

The deficit is projected to rise modestly in 2010, as out-
fays grow by about 4.4 percent and revenuss increase by
about 3.2 percent. That projected growth rate for reve-
nues is lower than in recent years, mainly because of a
projected slowdown in corporate tax receipts (to a level
that is more consistent with their historical relationship

o GDP).

After 2010, spending related to the aging of the baby-
boom generation will begin to raisc the growth rate of
toral outlays. The baby boomers will start becoming eligi-
ble for Social Security retirement benefits in 2008, when
the first members of that generation turn 62. As a result,
the annual growth of Social Security spending is expected
to accelerate from about 5.1 percent in 2008 to 6.4 per-
cent by 2018.

More important, because the cost of health care is likely
to continye rising rapidly, spending for Medicare and
Medicaid is anticipated 1o grow even faster—generally in
the range of 7 percent to 8 percent annually. Total outlays
for those two health care programs are projected to more
than double during the bascline period, increasing by
114 percent, while GDP is projected to grow somewhat
more than half as fast, by 64 percent (see Figure 1).
Under the assumptions underlying CBO's baseline,
spending for Medicare and Medicaid will rise 1o
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Figure 2.
Total Revenues and Qutlays as a Percentage of Gross Domestic Product
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5.9 percent of GDP in 2018, compared with about
4.6 percent this year, and speading for Social Security

will rise to 4.9 percent of GDP from 4.3 percent this year.

Revenues are projected to increase sharply after 2010
under the assumption that yarious tax provisions expire as
scheduled. In the baseline, total revenues grow by

9.4 percent in 2011 and by 8.2 percent in 2012, thereby
bringing the budget into surplus. Beyond 2012, revenues
are projected to grow at roughly the same pace as outlays
(between 4 percent and 5 percent a year), keeping the
budget in the black through 2018.

Outlays over the 2009-2018 period are projected to
range berween 19.3 percent and 20.4 percent of GDP
under the assumptions of the baseline—somewhar lower
than the 20.6 percent average of the past 40 years (see
Figure 2). Mandatory spending (funding determined by
laws other than annual appropriation acts) is projected to
grow by nearly 6 percent a year over that period, which is
faster than the economy as a whole, By contrast, discre-
tionary appropriations are assumed simply to keep pace
with inflation and, to a lesser extent, with the growth of
wages. Thus, discretionary outlays are projected to
increase by about 2.2 percent a year, on average, or less

than half as fast as nominal GDP

In CBOs projections, revenues average 18.8 percent of
GDP in 2009 and 2010 (close to the 18.7 percent level
expected for this year) before the sharp jump in 2011 and
2012 with the cxpiration of tax provisions originally
enacted in EGTRRA and JGTRRA. After that, revenues
continue growing faster than the overall economy for
three reasons: increases in total real income combined
with the progressive structure of the tax code, the increas-
ing reach of the AMT, and taxable withdrawals of retire-
ment savings as the population ages. Under the assump-
tions used for the baseline, CBO projects that revenues
will equal 20.3 percent of GDP by 2018—-a level reached
only once since World War 11

Federal government debt that is held by the public
(mainly in the form of Treasury securities sold directly in
the capital markets) is expected to equal about 37 percent
of GDP at the end of this year. Thereafter, the baseline’s
projections of short-term deficits followed by emerging
surphuses diminish the government’s need for additional
borrowing, causing debt held by the public to shrink to

22.6 percent of GDP by 2018,

Changes in the Baseline Budget Outlook

Since August

The budget outlook for 2008 has deteriorated somewhat
since CBO issued its previous projections in August, but
the pattern of deficits and surpluses in the outlook for the
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Table 2.

CBO’s Economic Projections for Calendar Years 2008 to 2018

(Percentage change)

Estimated Forecast Projected Annual Average
2007 2008 2009 2010-2013 2014-2018
Nominal GDP
Biltions of dollars 13,828 14,330 14,997 18,243 ° 22,593 ©
Parcentage change 4.8 36 47 50 44
Real GOP 2.2 17 28 31 2.5
GDP Price Index 25 19 18 1y 19
PCE Price Index 2.5 2.6 18 19 19
Core PCE Price Index” 21 19 19 19 19
Consumer Price Index® 28 29 23 2.2 2.2
Core Consumer Price Index’ 2.3 2.2 2.2 22 2.2
Unemployment Rate {Percent) 48 51 5.4 49 48
Interest Rates {Percent)
Three-month Treasury bills 4.4 32 4.2 4.6 47
Ten-year Treasury notes 4.6 42 49 5.2 5.2

Sources: Congressional Budget Office; Department of Commerce, Bureau of Economic Analysis; Department of L.abor, Bureau of Labor

Statistics; Federal Reserve Board.

Notes: GDP = gross domestic product; PCE = personal consumption expenditure.

Percentage changes are measured from one year to the next.

tevelin 2013,
Level in 2018,
The personal consumplion expenditure chained price index.

a0 oo

e. The consumer price index for all urban consumers.

The personal consumption expenditure chained price index excluding prices for food and energy.

f.  The consumer price index for all urban consumers excluding prices for food and energy.

following 10 years is about the same.® At $219 billion,
the deficit projected for 2008 is $64 billion higher than
what CBO estimated in August. Because the August pro-
jections already reflected some expected slowing of the
economy in 2008, most of that difference stems from leg-
islation that extended relief to individuals from the AMT
for one year.

For the 2009-2017 period, the baseline’s bottom line has
improved slightly, compared with CBO's projections in
August. In the current baseline, projected revenues are
lower, mostly as a result of lower estimates of corporate
profits. Projected outlays are also lower, primarily because

6. Those projections were published in Congressional Budger Office,
The Budges and Economic Quelook: An Update (August 2007).

of the use of partial-year funding for military operations
in Traq and Afghanistan; this baseline extrapolates the
$88 billion appropriated thus far for 2008, whereas the
August baseline extended the entire funding provided for
2007 (about $170 biflion). With the effect of partial-year
funding excluded, the current baseline would show an
increase in the cumulative deficit for 2008 through 2017
of more than $850 billion (0.5 percent of GDP).

The Economic Outlock

Underlying CBO’s baseline projections is a forecast that
U.S. economic growth will slow in calendar year 2008
but pick up in 2009. Specifically, CBQ anticipates that
GDP will grow by 1.7 percent in real terms for 2008

as a whole, about half a percentage point less than the
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growth recorded last year. For 2009, CBO forecasts that
GDP growth will rebound to 2.8 percent (see Table 2).

Problems in the housing and financial markets, along
with high oil prices, triggered much of the recent slow-
down. Between mid-2006 and the end of 2007, residen-
dal investment (which includes the construction of new
housing units, improvements to existing units, and bro-
kers' commissions) declined, but the drop was largely off-
set by growth in both consumer spending and business
fixed investment (businesses’ spending on structures,
equipment, and software). Those two sectors are unlikely
to provide as much support to economic growth this year.
Residential investment is expected to continue to decline
through much of 2008; in addition, the growth of con-
sumer spending, sustained thus far by solid growth in
people’s real income as well as by their borrowing and use
of savings, is likely to fall off, curtailed by a drop in hous-
ing wealth (home equity), increased costs for borrowing,
the high price of oil, and slower growth of real income.
The resulting weak domestic demand for goods and ser-
vices in turn is expected to slow the growth of business
fixed investment, which is likely to further diminish the
pace of overall economic growth this year.

In contrast, the relative economic strength of the United
States’ major trading partners-—in particu!ar, developing
countries with emerging market economies—when com-
bined with the dollar’s decline will pardally offset the
sluggishness in domestic demand expected in 2008 and
support U.S. economic growth by stimulating exports.
Emerging economies have become increasingly less
dependent on demand in the United States to fuel their
CXP&HSiOnS and, as a fC‘SHll‘ huve b(’come lCSS V\dnemblc

to slowdowns in U.S. economic growth. Moreover, the
pace of the decline begun in 2002 in the value of the dol-
lar relative to the currencies of major trading partners—
has

which helps make U.S. exports less expensive
quickened. Those developments, accompanied by less
domestic demand for imports, are likely ro reduce the
U.S. current-account deficit (broadly, the summary

measure of the United States’ trade with the rest of the

world).

Inflation (as measured by the year-to-year change in the
price index for personal consumption expenditures) is
likely to be about the same this year as last year; in 2009,
CBO forecasts, the rate will fall, to 1.8 percent, as infla-
tion in energy and food prices cases. The unemployment
rate, which was 4.6 percent last year, will average 5.1 per-
cent in 2008 and reach 5.3 percent by the end of the year,
CBO estimates. Interest rates on Treasury securities are
expected to remain low this year and to increase in 2009
as the economy works through and emerges from its cur-
rent difficulties. In CBO's forecast, the rate on 3-month
Treasury bills averages 3.2 percent in 2008 aad moves
higher, to 4.2 percent, in 2009. Similarly, the rate on 10-
year Treasury notes moves from an average of 4.2 percent
in 2008 to 4.9 percent in 2009.

For 2010 ro 2018, CBO projects that real growth will
average 2.7 percent and the personal consumption
expenditure price index, 1.9 percent. CBO also projects
that in the latter years of the projection period, the
unemployment rate will average 4.8 percent and that the
interest rates on 3-month Treasury bills and 10-year
Treasury notes will average 4.7 percent and 5.2 percent,

respectively.
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@ CBO’s Economic Projections for Calendar Years
2008 to 2018

Percentage Change

Nominal GDP

Billions of dollars 13,828 14,330 14,997 18,243 22,593
Percentage change 4.8 3.8 4.7 5.0 4.4
Real GDP 2.2 17 28 3.1 2.5
PCE Price index 2.5 2.6 1.8 1.9 1.9
Unemployment Rate
(Percent) 4.6 5.1 54 4.9 4.8

@ Average Annual Growth Rates of Revenues Since
U 1997 and in 2008 in CBO’s Baseline

Percent

Individual Income Taxes 4.7 ) ] 145 4.1
Corporate Income Taxes 7.5 4.8 ~1.7
Social Insurance Taxes 51 3.8 4.6
Other 4.0 -4.2 3.1
Total Revenues 5.2 8.7 3.4
Memorandum:
Consumer Price Index 28 23 3.2
Nominal GDP 5.4 4.6 3.8
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O Total Deficit or Surplus Under CBO’s Baseline
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Total Deficit or Surplus Under CBO’s Baseline and an
Alternative Scenario

Percentage of GDP
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* Extends all expiring tax provisions, reforms the AMT, assumes the number of military personnel in the war on
terrorism falls to 75,000 by 2013, and assumes regular appropriations grow at the rate of nominal GDP
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@ Projected Growth of the U.8. Economy and Federal
U Spending for Major Mandatory Programs
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Chairman CONRAD. Thank you for that very excellent descrip-
tion.

Let’s go right to the question of stimulus and what you see as
the need for it. You can see already people questioning stimulus,
the requirement for stimulus. I was doing a series of interviews
yesterday, some of them on talk radio, and it was very interesting
the kinds of questions people raised about stimulus.

First of all, the first question I got was: Gee, do we really need
stimulus? We saw a market rebound yesterday, some 300 points,
before any stimulus package has been put in place but after the
Federal Reserve has taken action.

Some have said to me, you know, $140 billion of stimulus, which
is roughly what the President is talking about, is 1 percent of gross
domestic product. One of the questions I was asked, what is the ef-
fect in a comparable way, of what the Federal Reserve has already
done? Do you have any rule of thumb that could tell us? For exam-
ple, when they reduced rates by three-quarters of 1 percent in an
emergency meeting, is there any rule of thumb about what that
means in terms of share of gross domestic product?

Mr. ORSzAG. Yes. The typical rule of thumb—and there is an im-
portant caveat—is that a reduction of, say, 100 basis points could
have an effect on economic activity of about 1/2 percent of GDP.
There is a big “but.” The “but” is that the lag involved is typically
lengthy, that is, somewhere between four and eight quarters. So
when you reduce interest rates today, you are disproportionately
affecting economic activity in early 2009.

Or it may be a slightly different situation currently. To the ex-
tent that part of what the monetary policy interventions are trying
to do has to do with calming financial market turmoil, we have
seen, in response to both interest rate changes and the new term
auction facility that the Federal Reserve introduced, a very signifi-
cant reduction in the spreads—that is, in basically the interest
rates that banks charge each other for short-term borrowing.

Chairman CONRAD. Which had become quite large.

Mr. OrszAG. Which had become quite elevated, yes, and they are
now back to somewhat more normal levels.

Chairman CONRAD. So let me see if I can translate this. Fifty
basis points would translate into about 1 percent of GDP, but that
is with a lag of four to——

Mr. OrszAG. Eight.

Chairman CONRAD. Eight quarters.

Mr. ORSZAG. Yes.

Chairman CONRAD. So we are talking a year to 2 years.

Mr. OrszZAG. And so the real question is: Is there an air pocket,
especially in early 2008? And what, if anything, can be done in the
intervening period?

Chairman CONRAD. “Air pocket” meaning economic weakness
that might be somewhat offset by our providing fiscal stimulus in
addition to the monetary stimulus provided by the Fed?

Mr. ORSZAG. “Air pocket” meaning that most forecasters project
very weak growth, if any growth, in early 2008. And I think the
key question then becomes whether there is any additional fiscal
stimulus that can be delivered in a timely enough fashion to affect
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economic activity in early 2008. And I think that is a very signifi-
cant question.

Chairman CONRAD. Well, that is exactly the next question I
wanted to go to. Yesterday, I was, as I indicated, doing a series of
interviews. A talk-radio host asked me, “Senator, what are the odds
that this stimulus turns out to be ill-timed, turns out to come too
late and actually becomes counterproductive?” What would you say
in answer to that question?

Mr. ORszAG. The longer you wait and the longer the implementa-
tion lag involved, the more risk there is of that.

Chairman CONRAD. And can you give us some rule of thumb in
terms of time? For example, if the fiscal stimulus that we put in
place, Congress working with the President put in place, was not
felt for 6 or 8 months, is that within the timeframe that is rel-
evant? Or is that on the brink of being too late?

Mr. OrszAG. That would be pushing it. And as you move into
early to mid-2009, I think the risks that you are—especially given
the impulse from the monetary policy changes that have already
occurred, the risks that you are then being counterproductive go
significantly up.

Chairman CONRAD. All right. Senator Gregg?

Senator GREGG. When you say counterproductive, do you mean
you are creating an inflation event?

Mr. ORrszAG. Yes. You do not want to add demand to an already
rapidly growing economy because all you do at that point is in-
crease inflationary pressures.

Senator GREGG. Which is a really severe event.

Mr. OrRszAG. Which would be an unfortunate circumstance, yes.

Senator GREGG. Second, as I understand it, you testified yester-
day, I think, that the IRS could not get out rebate checks before
June. That is your understanding.

Mr. OrRszAG. Yes. Our information suggests that—and let me just
explain briefly because I think the experience from 2001 may be
being misapplied. When the rebates were issued in 2001, the IRS
had already completed, basically, the tax filing season. The com-
puters and people and infrastructure that are used for the tax fil-
ing season unfortunately are exactly the same ones that have to be
used in the process of issuing rebates. So until the IRS has com-
pleted the peak filing season for 2007—which traditionally would
be the end of May but perhaps could be accelerated to mid-May—
it cannot really turn to processing the rebates. So you are looking
at the first checks being available mid- to late May, maybe early
June, and then it takes 6 to 8 weeks to actually mail the checks
out. And I would also note the evidence suggests that the 2001 re-
bates were relatively effective, but their maximum kick came after
two quarters. So if people are receiving checks in June or July and
then the maximal response is two quarters thereafter, you are af-
fecting Christmas spending in 2008, not economic activity in the
first half.

Senator GREGG. Which would be well outside the window you
just testified about.

Mr. OrszAG. That is correct. At least somewhat outside the win-
dow, yes.
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Senator GREGG. Now, you made an eloquent argument that the
counterintuitive position makes sense right now, that you can stim-
ulate the economy through consumption and that that is what you
should do in the short run, as versus stimulating the economy
through making it more productive, which is what you would want
to do, I think, if you want to make the economy stronger.

Let me make the opposite case, which is more traditional—not
necessarily more traditional because it is not accepted by econo-
mists, I guess, of your expertise, which is extraordinarily high and
well admired by myself. But if we know the problem was the credit
contraction caused by the housing bubble, where we know that the
problem was that too many loans were made to people who did not
have the wherewithal to pay the loans back under the terms of the
loans because of the acceleration in the interest rate as a result of
the ARMs, and that the collateral underneath the loans did not
support the loans, and then those loans were taken, sold, resold,
synthesized, and syndicated in a way that you basically had an in-
verted pyramid so that you had a lot of people creating a bubble
out of the housing market, wouldn’t it make some sense to say to
the economy and to the consumer we have a housing problem, we
are going to give you an incentive to go out and buy a new house,
and get right to the essence of the issue through a tax credit on
the purchase of a new house in some form so that basically you are
picking up the cost of the interest and you are creating an incen-
tive for people to go out and buy a house and get that inventory
out of the market and get that part of the economy going again?

Mr. ORrRSZAG. I guess I would say two things.

First, many of the proposals aimed specifically at the housing
market probably would not have that large of an effect even on the
housing market. It depends exactly what you did, and it depends,
for example, on your tax credit idea of what the parameters were
and what have you. But I think more broadly, the point at this
stage is that the concern has expanded well beyond just the hous-
ing market. It is like—I do not know. If you had a wound and your
body became infected, you need to treat the general infection and
not just the

S(;}ngltor GREGG. But isn’t the general infection the contraction in
credit?

Mr. ORSZAG. It is not just the contraction

Senator GREGG. And the lack of liquidity in the market.

Mr. ORszAG. That is perhaps the most salient and prominent
concern, but it also includes consumer confidence; it includes the
elevated energy prices, which have some drag on the economy. It
is the confluence of those events and the combined impact on ag-
gregate demand at this point.

Senator GREGG. Well, I appreciate that, but I guess my point is
if you simply give everybody in America who paid taxes an $800
or a $600 check for a one-time consumption event, which may occur
outside the window of the severity of the problem. You are basi-
cally adding to the debt, so it is going to have to be paid through
debt financing, so you are going to create an out-year problem of
debt. You may be creating an inflationary event. And you are prob-
ably not doing a lot to get to the underlying productivity of the
economy.
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Do you solve the confidence issue by doing that? The confidence
issue seems to me to be resolved when the markets feel that the
underlying problem has been made transparent so that they can
evaluate what it really costs and then they have adjusted to it.
That is happening now, hopefully, and the Fed is reacting. But I
am not sure that a stimulus package that simply puts money into
the economy through consumption which may occur after the
framework of the problem will do anything other than say that the
Government reacted. It will not solve the problem. I do not think
that does a lot for confidence.

Mr. ORSZAG. Let me try to answer that in two different ways.

First, on the housing market, we have to realize that part of the
issue here is that through a confluence of events, including very
low interest rates, including perhaps lax regulatory standards and
expectations of ongoing price increases, a series of developments oc-
curred that are difficult to now clean up after the fact. So even a
tax credit is not going to—or even trying to bolster demand for
housing temporarily or even over an extended period of time is not
going to jump-start immediately a housing market that has some
adjustment that has to happen. And, in fact, you could argue that
trying to prevent that from happening will just prolong the pain
that is necessary to work off imbalances that occurred.

I would also just come back to one should not expect a temporary
fiscal stimulus to be a panacea. Even with an effective stimulus
package, it is possible, perhaps even likely, that economic activity
will be sluggish for some period of time.

Senator GREGG. But under the structure that is being talked
about here, where most of this stimulus goes to consumption that
is most likely going to occur outside the window of the slowdown
issue, isn’t the real exercise of the stimulus package to show that
the Government reacted and create confidence?

Mr. OrszAG. Well, what I wanted to get to is whether there are—
I still think there are options that could act more quickly. They
may not be the ones that are featured in the discussion, but a real
question——

Senator GREGG. Well, give us your top three. I would be inter-
ested in your top three.

Mr. ORrszAG. Fastest spendout would include—from my under-
standing, unemployment insurance benefits and food stamp bene-
fits would spend out—would start spending out within 2 months.

Senator GREGG. Unemployment insurance benefits in a time of
full employment, is that really a good idea?

Mr. ORSZAG. It depends what your objective is. Again, if the ob-
jective is to spur spending, unemployment insurance benefits will
spur spending because the people who receive them tend to spend
the vast majority of them. So unemployment insurance benefits
being extended or expanded are a way of getting money out the
door fast and having it spent rapidly. But I think they also under-
score this tension between this unusual short-term weakness and
what might be appropriate there and long-term economic perform-
ance.

The evidence does suggest that especially during periods of eco-
nomic strength, extending unemployment benefits or raising their
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level has some adverse effect in terms of lengthening the spell of
unemployment.

Senator GREGG. It reduces productivity.

Mr. ORSZAG. It increases unemployment levels, at least. That ef-
fect, by the way, it is not clear it actually occurs to the same degree
during these unusual periods of economic weakness. So the ques-
tion is: Are you trying to, again, do this quick jump-start, or are
you thinking about longer-term structural

Senator GREGG. I know we have Senator Allard here and he has
some questions, but I want to come back to that point. I have al-
ways thought any unemployment expansion should be tied to a
trigger. But——

Chairman CONRAD. If I can just interrupt, Senator Allard, if you
would not mind, we have just had breaking news here that would
go to this question. We have just been told the AP is reporting now
there is an agreement on a stimulus package, and the elements of
the stimulus package do not include food stamps or unemployment
benefits. Those have been left out, according to this AP report, that
it is a rebate from $300 up to $1,200 for a family of four, would
apply to people who paid payroll taxes but not income taxes, as
well as those who pay income taxes, would be limited to individuals
earning $75,000 or less and couples with incomes of $150,000 or
less. People would have had to have earned at least $3,000 in 2007
to receive the rebates.

The business package is much larger than previously discussed,
some $70 billion. The business tax portion would give businesses
incentives to invest in plant and equipment, give small businesses
more generous expensing rules, and allow businesses suffering
losses now to reclaim taxes previously paid.

So that is the outline, according to the Associated Press, of the
agreement——

Senator GREGG. Can I ask you a question? Did you say it was
coming out of payroll taxes?

Chairman CONRAD. No. It was

Senator GREGG. Is there a payroll tax holiday here?

Chairman CONRAD. It is to provide a rebate to people who have
not only income tax liability but payroll tax liability. That is, again,
according to the AP’s report.

Senator Allard? And thank you for your courtesy, Senator Allard.

Senator ALLARD. You bet. Thank you.

In 2003 when we actually increased the expensing for small busi-
ness, I talked to Alan Greenspan, at that time Chairman of the
Fed, and I made the comment to him, that, I think one of the
greatest drivers to get our economy going is the increased expens-
ing for small business, because that is where you get your innova-
tion, that is where you get new job creation. And I think I am
pleased to hear that this proposal has increased or sustained those
expensing provisions. And he happened to agree, by the way. He
said nobody has been talking about how increasing the expensing
provisions has driven the economy in a positive direction. But he
felt like it had a ‘pro’ kind of impact.

I would appreciate your comments and feeling on that because
that is part of what has just been announced by the media. So go
ahead and comment on that, if you would.
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Mr. ORSZAG. Sure. Let me comment both on the Section 179
small business expensing and also the bonus depreciation provi-
sions that were included in legislation in 2002 and 2003.

The theory here, especially for temporary changes in those kinds
of provisions, is very strong in the sense that you create an incen-
tive for firms to do more investment today, maybe some that they
were planning on doing in 4 or 5 years, do it today instead to cap-
ture a more substantial tax incentive.

At least with regard to the bonus depreciation provisions that
were appropriate for many larger businesses, too, the results from
2002 and 2003 were not as auspicious as we had hoped. So we have
a really good theory. The most recent experience was not as prom-
ising as one would have hoped for, and that led us in our report
to conclude that this would have a kind of medium effectiveness,
in part because the most recent experiment or experience was not
as strong as we would have hoped.

Senator ALLARD. Well, of the things that we did, what did you
think did the most to stimulate the economy?

Mr. ORSzAG. Per dollar, it looks like the rebate that was ad-
vanced in 2001 turned out to be the most effective. Per dollar?

Senator ALLARD. Long term?

Mr. ORszAG. No, no. I should back up. This entire discussion—
or from my end, this entire discussion is in terms of short term.

Senator ALLARD. Short term.

Mr. ORSzAG. Aggregate demand, and those are much different
considerations than long-term growth.

Senator ALLARD. Were your comments on expensing and the
other provision, was that long-term or short-term discussion?

Mr. ORSZAG. It was short term, although the same considerations
there would apply to long term. The question is how much kick you
are getting.

Just briefly, there is some ambiguity, but studies that looked at
the bonus depreciation provisions before, during, and after, you
would expect the largest response for long-lived assets because if
you were under previous law allowed to depreciate something over
20 years and all of a sudden you are allowed to expense or depre-
ciate a lot more of it up front, that is a much larger change than
for a 3- or 5- or 10-year property. And there is some ambiguity
about whether we even got the response in terms of investment
classes, that is, whether the longer-lived assets disproportionately
responded. In any case, even the studies that found that that did
occur suggested that the aggregate impact was small.

Senator ALLARD. The fact that we sunsetted that in 10 years, you
know, if it is a long-term benefit, you whack off your long-term
benefit when you do that. Is that correct?

Mr. ORSZAG. Again, it depends what your objective is. If you
want to spur short-term investment

Senator ALLARD. No, I am talking about long term.

Mr. ORSZAG. Long term.

Senator ALLARD. Yes.

Mr. ORszAG. Long-term investment, you can argue that more
permanency is beneficial. But if you are trying to accelerate things
into the short term, actually having it be temporary is beneficial
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because firms then say, oh, something I was going to do in 5 years
might as well do today to capture this benefit.

Senator ALLARD. Well, you know, I am of the view with many
people that there has to be an adjustment in the markets. I mean,
obviously, there was a lot of willingness to move into buying a
home with the assumption that the growth in value was always
going to be there year after year. And, realistically, that does not
happen where you have a capital market.

Is there anything other than perhaps a tax credit for buying new
homes, which would tend to cut down your inventory on homes
that would be coming on, is there anything that you see where we
could target the problem where it originated, which is out of the
housing market and the subprime loan area?

Mr. ORszAG. The final section of our report to the Committee on
stimulus options had to do with options in the housing and mort-
gage market area. I would just note a lot of them—there is no
clean, you know, perfect solution here. Again, imbalances built up,
and trying to come in after the fact and kind of clean up is very
difficult. So they all have both pros and cons. There is nothing that
sort of stands out as an elixir.

Senator ALLARD. It seems to me that we can be thankful that we
have allowed for the securitization of these loans, which has spread
risk. If we had not done that, I think we would be in a worse prob-
lem today than we are. But with the securitization, we spread the
risk. In fact, we spread it beyond the borders of the United States.
But I guess the downside is you do have not only an impact on our
economy here, but you have a worldwide impact, and other coun-
Eries do not have the flexibility to adjust, I think, that our economy

oes.

Go ahead. I know you are anxious to comment.

Mr. ORszAG. Oh, no. I was just going to say I agree.
Securitization is very beneficial in spreading risk, and that is a
wonderful innovation and very important to our financial markets.

On the other hand, the securitization process may have played
some role in the situation that we currently find ourselves, both be-
cause originators may not have had adequate incentive to take care
in originating loans, and also because securitization complicates
the renegotiation of mortgages. The traditional model where you
sat down with your banker and said here is what happened and
you sort of work out a deal to renegotiate the mortgage is difficult
when there are thousands and thousands and thousands of people
or investors owning bits of your mortgage.

Senator ALLARD. Yes. What about the regulatory environment?
You know, it seems to me that we are getting pretty heavy on the
regulatory side and making it much more difficult for companies to
produce and create jobs because of the regulatory environment. Do
you think the regulatory environment now is at a point where it
is having a noticeable effect on the economy?

Mr. OrszAaG. Well, I mean, in general, relative to, say, the 1960’s
and 1970’s, the regulatory environment has moved toward a more
flexible and more market-oriented structure. And certainly relative
to other, especially continental European countries, we have a more
market-oriented system of regulations. But it really depends on
what you
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Senator ALLARD. In the United States.

Mr. ORSZAG. It really depends on what you are comparing it to,
and I think we are learning to apply the insights from market in-
centives to a broader array of regulatory matters so that you can
accomplish your public policy purposes as efficiently as possible.

Senator ALLARD. Well, one of the things I am looking at, when
you presented your chart there on the accelerated costs of health
for Medicare and Medicaid, you said a certain portion was demo-
graphics. The other portion was the cost of Medicare. The big im-
pact of that is regulation. You know, you use a lot of hazardous
materials in medicine, and so we have applied a lot of regulations
and rules on the way we manage our hazardous materials for lab-
oratory tests, in products that we use for medicine. They end up
in machinery and the stuff that you use in medicine such as X-ray
machines and all the other machines that we have now. And so I
do not think a lot of people in implementing those stop to think of
what the end impact may be on some industry that provides a vital
service that Americans have considered No. 1 in priority, and that
is health care.

And so that is what brings up that question, and you may not
want to comment on it, but I think it is worth some discussion.

Mr. OrszaG. Well, Senator, I understand. I think I may be ap-
pearing before this Committee next week to talk about rising
health care costs, so we can have an extended discussion next week
on those topics.

Senator ALLARD. Yes, because there are built-in things that we—
well, energy is another area, and it is a fundamental area. When
you have cost growth, it affects everything. And you get an area
like medicine, you use a lot of energy, too. In the hospitals the
lights are on 24 hours a day, equipment is on 24 hours for moni-
toring and everything like that.

Mr. ORSZAG. I look forward to that.

Chairman CONRAD. Let me just say I was just in the hospital
several nights with my daughter who had an appendectomy and
spent all night in the hospital, and they do keep the lights on
through the night.

[Laughter.]

Chairman CONRAD. I found that out.

Senator Murray.

Senator ALLARD. By necessity.

Senator MURRAY. Well, Mr. Chairman, thank you. Thank you
very much, and I apologize for being late. I had three hearings at
the same time this morning. This is obviously a very important
one. I had a number of questions about the short-term economic
stimulus. I understand you just announced that there is some kind
of deal, and many of those questions have been covered so I will
not dwell on that too much.

I did want to ask you one question regarding short-term eco-
nomic stimulus. It is an issue that I have been looking at very
closely, and that is the issue of what is called the Summer Jobs for
Youth program that helps bring some money into the economy
quickly, clearly helps businesses with getting some workers, solid
workers, but has an additional impact of giving skills to young peo-
ple when we have a rising number of young people that cannot get
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into the work force. And the unemployment rate for African Ameri-
cans 16 to 19 years old has increased last month just by 5 percent,
and the unemployment rate for all teens rose to 17 percent, up
from 13 percent a year ago.

So I just wanted to ask you that one small question, do you agree
that putting some money into a summer youth employment jobs
program would help bring some stimulus to the economy?

Mr. Orszag. Well, I think two things. First, let me just under-
score that there are significant problems and challenges associated
with unemployment rates and lack of labor force attachment
among teenagers and the serious long-term consequences that can
flow from that. But we might want to think about programs like
that in the camp of sort of long-term economic performance, and
the question becomes whether you can effectively and efficiently
dial that program up in a short period of time to deliver stimulus
in the near term, and I think that is a little less clear.

Senator MURRAY. Right. And we do already have a WIA, Work-
force Investment Act, program that gets those dollars out to the
communities. It is already there. Beefing it up will, I think, make
a tremendous impact. I know it is not short term. It is like next
summer. But even the rebate checks that we are talking about will
take several months to enforce and get out into the economy.

Let me go back. You know, one of the reasons we are considering
this economic stimulus package, the crisis everyone is talking
about, is the issue of the rising foreclosures, particularly in the
subprime market, and major writedowns on the subprime-backed
securities in the financial sector that have sort of led to this crunch
in the credit market.

Some people are talking about raising the conforming loan limit
that is set at $417,000 as sort of a means of providing liquidity into
the market. Do you believe a temporary increase in that con-
forming loan limit would be helpful?

Mr. ORszAG. It depends what else was done, and it depends in
what part of the market. We have experienced some difficulty in
the so-called jumbo market, above those conforming loan limits, as
a spillover from other problems in the mortgage markets. Raising
the conforming loan limit would tend to help bring down rates, es-
pecially on jumbo, that is, mortgages that are above the conforming
loan limit. But it also depends on whether you are changing the
overall limits on the portfolios that the GSEs—Fannie Mae and
Freddie Mac—are allowed to hold. If you just raise the conforming
loan limit and do not change the aggregate amount of mortgages
that they are allowed to either securitize or hold on their own
books, you are then just merely shifting things around from one
part of the market to another. If you temporarily raise the limits,
the issue then becomes whether you are concerned about increased
risks associated with those entities.

Senator MURRAY. So do you think it is a good idea or not?

Mr. ORszAG. Oh, I am not allowed to say things like that any-
more.

[Laughter.]

Senator MURRAY. OK. Well, what other actions do you think we
should consider to help provide liquidity into the markets and
bring some stability to the housing market?
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Mr. OrszAG. We go through a whole variety of options in the
back end of the stimulus report that we provided to the Committee.
And as I indicated earlier, the problem at this point is there is no
perfect solution. A set of imbalances arose for a variety of reasons,
and it is a mess now. And cleaning up a mess is difficult, so

Chairman CONRAD. Messy.

Mr. ORSZAG. It is messy. And I cannot give you, you know, one
option that just clearly stands out as having benefits that far sur-
pass potential costs because everything, unfortunately, has both
costs and benefits in that area. I do not have an elixir here.

Senator MURRAY. OK. Well, we are talking about a short-term
boost to the economy. What actions do you think we should be look-
ing at for a longer-term stability and boost to the economy?

Mr. ORSZAG. Longer term, the key issues facing the economy in-
volve things like our significant fiscal imbalance, and especially
bending the curve on health care costs so that we are not only
avoiding a very rapid increase in expenditures, but also getting
more for our health care dollars. There is a lot more value and effi-
ciency that we can get out of the money that we are putting into
health care.

Relatedly, raising our Nation’s national saving rate is essential
over the long term because we cannot continue saving just 1 or 2
percent of our income. That is something, again, I want to empha-
size long term. We do not want to be doing that right now because
it would exacerbate the economic downturn. Part of that has to do
with increasing household saving, and I think there are things that
have now been shown to really work in terms of boosting both re-
tirement and other saving for households, mostly by making saving
more automatic and easier for households to do.

Beyond that, we can keep going down the list, but we have

Senator MURRAY. What about investment in infrastructure?

Mr. ORsZAG. Investment in infrastructure is part of the physical
capital that helps to improve productivity, and I think there are
questions both about the amount of infrastructure investment that
we are undertaking over the long term, and also how we are allo-
cating and pricing the infrastructure that we currently have. So a
question not only about how much, but also where and how well
we are using what exists.

Senator MURRAY. OK. Well, thank you very much, Mr. Chair-
man.

Chairman CONRAD. Thank you, Senator Murray.

Senator Whitehouse.

Senator WHITEHOUSE. Thank you, Mr. Chairman.

Mr. Orszag, welcome back. I understand that we will be having
a health care-specific budget hearing shortly, so although that is
my favorite and constant subject, let me ask you, since we are in
the arena now of stimulus packages, you point out in your written
testimony that the enactment of a stimulus could further increase
the projected deficit for 2008. The hope of a stimulus package
would be that it would be helpful to boost consumption and GDP.
Do you believe that the revenue generated by a carefully crafted
stimulus could cancel out that cost over the 10-year horizon?

Mr. OrszaG. The revenue generated by effective stimulus, be-
cause the stimulus would then boost economic activity, could offset
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part but not all of the cost. A rough rule of thumb—and I want to
again say we are now entering a round that in official scoring CBO
does not undertake, but a rough rule of thumb is that each addi-
tional dollar of economic activity generates roughly 20 cents in rev-
enue. We have said that an effective stimulus could generate
roughly an extra dollar of economic activity for each dollar of budg-
etary costs. So if one wanted to go down that path of figuring out
what the net impact is, you could shave something like 20 percent
off the budget cost, if it were well designed and you wanted to in-
corporate that revenue feedback effect. But, again, I want to em-
phasize in official scoring that is not done.

Senator WHITEHOUSE. And in terms of the quality of design, in
terms of the effectiveness that you have described, how would you
rank income tax rebates, unemployment compensation extensions,
and food stamp provisions along that, by those two benchmarks?

Mr. ORszAG. All of them rank high in terms of their cost-effec-
tiveness; that is, the extra consumption or demand that you get per
dollar of budgetary cost, especially on the rebate, if it were tilted
toward liquidity-constrained and lower-income households.

There is, however, a difference in terms of timing. We indicated
in our——

Senator WHITEHOUSE. Could I interrupt you and ask you to de-
fine a liquidity-constrained

Mr. ORSZAG. Sorry. A household that has difficulty borrowing. So
the evidence, for example, from the 2001 tax rebate suggested that
households with lower credit limits were those who had exhausted
a larger share of their credit limit.

Senator WHITEHOUSE. Would that correlate to family income?

Mr. ORSZAG. It does not always, but disproportionately lower-in-
come households tended to spend more of their rebate ultimately
than households that did not face those kinds of borrowing con-
straints.

Senator WHITEHOUSE. OK. Sorry to interrupt.

Mr. ORszAG. But that is the logic for why tilting a rebate toward
lower- and moderate-income households tends to get you more kick
in terms of immediate spending.

There is, however, a difference between the—the unemployment
insurance benefits and food stamps benefits similarly will rank
high because any money that you pump out the door will likely get
spent, to a large degree, and result in additional consumption.
There is, however, a difference in terms of timing. The length of
lag from the enactment to the actual stimulus we said for a tax re-
bate is medium, and I can define medium more precisely in a sec-
ond; whereas, for unemployment insurance benefits and food stamp
benefits, it is short. So there is a difference in timing. We expect
that after enactment, food stamp benefits and unemployment in-
surance benefits could start to affect spending within, say, 2
months; whereas, under a rebate, because of where the IRS is cur-
rently—where it currently is in the tax filing season and because
the response to a rebate seems to lag by a quarter to two quarters,
you are going to be disproportionately affecting spending basically
at the end of 2008. And that may well be outside of the window
of economic weakness that you want to be targeting.
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Senator WHITEHOUSE. In addition to the question of effectiveness
and in addition to the question of timing, is there also a question
of multiplier effect depending on what goods are likely purchased
with the stimulus funds? For instance, since food is fairly likely,
particularly if the income level is affected by food stamps, to be
American produced, is there a multiplier effect from that versus
somebody with a higher income buying a made-in-China television
that has bounced once in a low-margin, big-box American company
before it moves into the hands of the consumer?

Mr. ORszAG. There could be differences. I would say in general
the type of spending that is induced probably is less important
than the aggregate amount that you do. But you are right that to
the extent the response is disproportionately consumption of im-
ported goods, you do not get as much impact on domestic produc-
tion as if it were domestically produced goods.

Just in general, those ratios do not tend to vary so much across
broad categories of spending that it is a first—of sort of primary
importance. But you are right that there could be differences.

Senator WHITEHOUSE. I think my yellow light is on so I will not
trespass on the red light, and I will yield back my time. Thank you,
Mr. Chairman.

Chairman CONRAD. Thank you, Senator Whitehouse.

I would like to go back to this question of timing because it is
very, very important, I think, to an analysis of how effective this
stimulus package might be. What I heard you say was that the
IRS, given its position in the filing cycle, will not be able to send
out checks until the May timeframe. Is that correct?

Mr. OrszAaG. Well, more precisely, and again, I do not—this is
the information that we are being provided with, and I am under
the impression that even extraordinary efforts would not change
the basic facts. The IRS would be able to process the rebate
amounts by mid-May at the earliest, maybe beginning of June.
Technically, the checks are then sent out by FMS, the Financial
Management Service, and that process takes 8 to 10 weeks. So

Chairman CONRAD. Eight to 10 weeks. So now we are talking
mid-July.

Mr. ORrszAG. Until all of the checks are out, yes.

Chairman CONRAD. So we are talking about June-July, the
checks actually go out. Somewhere in this mid-June timeframe,
mid-July. Correct?

Mr. ORSZAG. I think that would be the most reasonable estimate.

Chairman CONRAD. Then, as I heard you say, the analysis of
what happened in 2001 indicated that the economic effects of that
were not felt—or the biggest part of it—for one to two quarters. Is
that correct?

Mr. ORszAG. Yes. And, in fact, just coming back to the discussion
before about households with credit card debt, it looks like what
happened initially was people disproportionately brought down——

Chairman CONRAD. Paid down debt.

Mr. ORszZAG. They paid down their credit card debt during the
first quarter, and then it is like they realized, “Oh, my credit card
debt is down, I can go out and spend.” And they brought their cred-
it card debt back up, which means they ultimately did spend most
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of the money. But it took some time. They initially responded by
buying down some of their credit card debt.

Chairman CONRAD. So we are really talking about the effects of
these rebates that have been discussed in the Associated Press
story about the potential agreement, that the economic effect of
those not being felt until December, January—December of this
year, January of next year.

Mr. OrszAG. If you were worried about Christmas spending this
year, this would be a particularly effective approach to adopt.

Chairman CONRAD. Well, that strikes me as kind of missing the
ball game myself.

Now, let me ask you this: The 2001 rebates were different than
these rebates.

Mr. ORSZAG. Yes.

Chairman CONRAD. The 2001 rebates only went to those who
paid income taxes. These rebates are more targeted. They are going
to people who paid payroll taxes as well as income taxes, and they
are, as I understand it from the press reports, going to couples
earning less than $150,000 a year.

Do we have any picture from 2001 on lower-income people using
that money more quickly than higher-income people?

Mr. OrszAG. Well, what we have is only among those recipients
of the 2001 rebate, which, again, did not——

Chairman CONRAD. But we would have—but those are only in-
come taxpayers.

Mr. OrRsZAG. Right.

Chairman CONRAD. I understand.

Mr. ORSZAG. But as you go down the——

Chairman CONRAD. This is income taxpayers and payroll tax-
payers, but among income taxpayers, did those of lower income
spend this money more rapidly?

Mr. OrSzAG. I do not think we can say that, and indeed, again,
among those who had higher credit card debts, the response tended
to be to initially buy down credit card—I brought all the studies
with me. I can check that in a moment. But, in general, I do not
think you should necessarily expect a much different response in
terms of timing, just because you are including those who have
payroll tax liabilities but not income tax liability.

Chairman CONRAD. Let me say that would be counterintuitive to
me. I would think somebody that is more hard pressed gets a check
that they are more likely to do something or that——

Senator GREGG. He is saying they are going to pay down their
credit card.

Chairman CONRAD. Yes, I understand they are going to pay down
their credit card initially, but then they are going to spend it in the
second quarter.

Mr. ORrszAG. Right, and they tend to spend—let me be clear.
They tend to spend more of it ultimately, but your question was do
they—whatever they ultimately do, does more of it happen rapidly?
And I do not think we have evidence of that, but I will check.

Chairman CONRAD. Right.

Senator Stabenow?

Senator STABENOW. Mr. Chairman, I apologize for being late. I
was in the Finance Committee. But it was a very interesting testi-
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mony from two economists: Dr. Martin Feldstein, who was Presi-
dent Reagan’s Chairman of the Council of Economic Advisers, and
Dr. Jason Furman from President Clinton’s administration. And
what was interesting—and it leads into this discussion right now—
is how much they were saying the same thing. And it was the same
thing we have heard from CBO. Both of these economists agreed
that we should be stimulating the economy by increasing food
stamps, and they disagreed on unemployment insurance, but on
food stamps they agreed that the quickest way was to put money
in the hands of those who will immediately go to the grocery store
and buy food for their families.

There was also a very interesting debate among colleagues on
the other side of the aisle who were arguing for more supply side
tax cuts, and Dr. Feldstein, again, coming from the Reagan Council
of Economic Advisers, indicated he felt this was a demand issue,
not a supply issue. And there was amazing agreement that we
ought to be focusing on demand, which is, in fact, putting money
in the pockets of people who have been unemployed or losing their
income or find themselves—who basically we know to be the people
squeezed, middle-class people squeezed economically right now.

So I share that because I think having heard last week from Dr.
Orszag and then this week from two other economists, it was an
amazingly uniform message, even though some of the pieces were
different. And I am very disappointed in what I am reading so far
of what the agreement is in the House because it does not address
what—if I remember correctly—and I apologize for not coming in,
again, for your presentation, Dr. Orszag. But having heard it in Fi-
nance, if I remember correctly, food stamps and extending unem-
ployment compensation were the top two ways in which you sug-
gested we could get the most immediate bang for the buck, as it
were, in terms of the least risk and the most impact. Is that cor-
rect, in terms of economic stimulus?

Mr. ORszAG. Yes. The impact is similar to a rebate in terms of
dollars spent, but the effect tends to be quicker because you can get
money to recipients faster.

Senator STABENOW. Mr. Chairman, I would just raise one other
issue that I hope we will have on the table in the Senate as well.
There is no question there will be pieces focused on business, and
we can debate, you know, issues of bonus depreciation or what is
the quickest way to stimulate the economy. But we do know that
when we look at something like bonus depreciation, the States lose
revenue as a result of that—in Michigan, it is about $150 million
lost in tax revenue—at the same time that cash-strapped States
are finding more people going on Medicaid and needing more social
services.

I would hope that we would do what was done in 2003, which
is include a temporary increase in match for Medicaid. There was
a $20 billion economic stimulus piece for States in the 2003 pack-
age, and I know, Dr. Orszag, you had recommended that just gen-
eral support for States was not particularly effective as a stimulus.
But to the extent that we could target it, that would be more effec-
tive. Is that correct?

Mr. OrszAG. The States are in much different fiscal conditions,
and the impact from providing relief to the States depends on what
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they do with the money. If it just winds up in a rainy day fund be-
cause the States have a decent fiscal position, you are not doing
much in terms of stimulus.

Senator STABENOW. Right. But if we can focus it on those—be-
cause right now we have a number of States that have announced
they are going to be cutting Medicaid, so we have people who will
be losing their insurance. So if we can stop that, that, in fact,
would assist in what we are trying to do.

Mr. ORszAG. Yes. If you can target fiscal relief on the States and
local governments that are having difficulty and that would other-
wise be cutting spending or raising taxes and then by providing
them relief they do not, that is effective stimulus. The Government
Accountability Office, I think last year or the year before, came out
with an analysis of ways of trying to do that through changes in
local and State unemployment rates. And there are other ways of
trying to target it more efficiently also.

Senator STABENOW. Thank you. Well, I would hope as the Senate
works its will that we will add to the package that appears to be
coming from the House and focus on the issues that there is broad
support for in terms of truly stimulating the economy, which is un-
employment compensation, food stamps, and hopefully adding sup-
port for States directly as it relates to Medicaid as a part of the
balanced approach that we come up with.

Thank you, Mr. Chairman.

Chairman CONRAD. Thank you, Senator Stabenow. I would just
say that we have some additional details coming in at the moment
that indicates there is a housing piece to this, increasing the loan
limits for FHA and for Fannie Mae and Freddie Mac—for FHA
from $362,000 to $725,000, and for Fannie Mae and Freddie Mac
from $417,000 to $625,000. So these are additional details that
were not included in the previous story.

Senator Gregg.

Senator GREGG. Thank you, Mr. Chairman. Obviously, we do not
have the specifics of this proposal, but as you look at the proposal
as it has been outlined by the Chairman, what is your reaction rel-
ative to its ability to infuse consumption dollars into the economy—
because you believe that is what we need—into the economy in the
next two quarters, which is the period where you said there is a
window of softness?

Mr. ORSZAG. Again, I do not have the details, but the general
structure of the proposal seems like it would rank relatively well
from a perspective of bang for the buck. But the question is when
the bang occurs, and I think there are issues surrounding the tim-
ing involved, especially on the rebate side, which sounds like it
may be, you know, the biggest single component of the proposal.

Senator GREGG. I think that was my question. I appreciate that
your answer was not as precise as I might like, but let me try to
get a more precise answer. In the next two quarters, including this
quarter as the first quarter, and the next quarter being the quarter
that ends in the beginning of the summer, would this proposal give
you the bang for the buck?

Mr. ORSZAG. It sounds like you would not—most of the stimulus
would not be delivered during that period of time.

Senator GREGG. Actually, if you—OK.
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Mr. OrszZAG. Could I quickly add on the response—because I
think this is an important question—on the response of low-income
households, that I was able now to look these up. It depends on
whether we are looking at households that are credit-constrained
or low-income households. The credit-constrained households do not
seem to—the time pattern does not seem to be that different. It is
just kind of scaled up. The evidence on low-income households does
seem to suggest that more of the response is up front than medium
or typical households.

Chairman CONRAD. I should have been an economist.

Mr. OrRsSZAG. There you go.

[Laughter.]

Senator GREGG. This idea that you get more for the food stamp
dollar, I want to get to the point that Senator Whitehouse was
making. Where does the dollar of consumption go? And you seem
to feel that it did not matter. If you give somebody $800 or $600,
or whatever this works out to, and they go out and consume and
they buy a product which is not made in the United States, what
is the value that is added to the American economy that causes you
to say that that energizes economic stimulus here?

Mr. OrszaG. To the extent that the additional consumption
comes in the form of imports, it does not add directly to the de-
mand for domestic production. My point was just that the share of
imports in general, if you are thinking about providing food stamp
benefits—well, food stamp benefits

Senator GREGG. Well, I do not want to take food stamps. They
are an agricultural product, and it just becomes another farm bill.
But

Mr. ORSZAG. I guess my point was just that

Senator GREGG. Six hundred dollars——

[Laughter.]

Senator STABENOW. And what is wrong with that?

[Laughter.]

Senator GREGG. I am talking about a $600, $800 rebate check
that is not tied to any specific spending program. The person gets
the check, they pay down their credit card, or they go out and they
buy a product; and if the product is manufactured outside the
United States, what is the economic stimulus?

Mr. ORrsZAG. There is none there, and my only point was that
across broad categories of goods, the variation in the share of im-
ports, while it is there, it is not large enough to think that we
should be targeting specific categories of spending. It is just—food
stamps may be a particularly viable—or may work better from that
perspective than other things. But if the question is should we
worry about where people spend the money, in general I am not
sure that that is a productive undertaking, because in general, the
share of imports in consumption is small enough that most of the
bang will spill over into domestic production. It does not hold uni-
versally across all categories of goods.

Senator GREGG. That is a statement which I hope is correct, but
I am not sure that I intuitively think it is, because if you are buy-
ing a product or an item that is in that price range, which is not
going to be a house or something that is fairly large—you are buy-
ing basically a durable good. You are buying a television, a dish-
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washer, or something in that range. What percentage of those
types of items are imported versus domestically produced? Do we
have any numbers on that?

Mr. ORszAG. Yes. But I am not sure that we should accept the
premise, which is the response to the 2001 rebate suggested it was
not just that kind of thing, but also increased consumption of, you
know, going out to restaurants, apparel—I mean, there are a whole
variety

Senator GREGG. What percentage of apparel is American manu-
factured?

Mr. ORrszAG. I do not have an exact percentage, but——

Senator GREGG. Low.

Mr. ORSZAG. Low. “Low” would be a good characterization.

Senator STABENOW. If I might just interject for my friend there,
I would be happy if we would target that to American-made auto-
mobiles.

Senator GREGG. I know.

[Laughter.]

Senator GREGG. I have no problem with that. That means we
would be buying more automobiles made in Tennessee or South
Carolina.

Mr. OrszAG. Well, let us pause on apparel for a second because
it did seem like the response to the 2001 rebates came—I mean,
you have to be careful because the data are a little slippery here—
came disproportionately in that category. We do need to remember
that, you know, part of the price of apparel here is not just the cost
of the good itself but, rather, also the value-added and the re-
tail

Senator GREGG. Right. I understand that

Chairman CONRAD. Can I just say that the Chairman deems that
the time of the Senator from New Hampshire has expired.

Senator GREGG. I am just getting into the agriculture.

Chairman CONRAD. Even though let me just say it cost him 1
minute of his time to make this crack about the farm bill.

[Laughter.]

Senator GREGG. I do want to go back, though, to this question
of whether under this stimulus package as presented we are going
to get it into the two quarters that we presume are going to be the
most problematic or is it going to be outside those quarters and to-
ward the end of what we can see is the problematic period.
Shouldn’t the stimulus package therefore take on more of a person-
ality of being a long-term structural improvement of the competi-
tiveness so that the underlying economy is made stronger as versus
stimulated?

Mr. OrszAaG. Well, I suppose you could ask whether if the short-
term impact is so delayed, what exactly one’s—what one is doing.

Senator GREGG. Confidence. This is all about confidence that the
Government can act. That is what this appears to be about. But
if the Government is going to act but act in a way that does not
stimulate the two quarters that we are most concerned about,
shouldn’t the practical implications of this package be that it im-
prove the underlying structure of the economy by going toward pro-
ductivity and more efficiency in the economy?
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Mr. OrszZAG. The longer out you go, the more the entire premise
of undertaking this kind of activity would need to be questioned.
I mean, there still might be concerns about economic activity in the
latter half of this year, but as you go out beyond that, certainly,
again the whole sort of theory behind it changes.

Senator GREGG. Thank you.

Chairman CONRAD. Yes, I think this is really not what I was
hoping for from a package. I would just say that. I was hoping that
in terms of doing a package, we are going to do one that had a
more rapid effect. I do not know. Do we have any measure of psy-
chological effect? That is, if people anticipate that they are going
to get a check, and they are going to get it in June or July, do we
have anything, any evidence that would suggest that affects their
consumption now?

Mr. ORSZAG. There is theory behind that. In practice, especially
if you are trying to target the households that have difficulty bor-
rowing, it is often difficult to spend it in advance of when you actu-
ally receive the money.

Chairman CONRAD. Those are people that you described as cred-
it-constrained.

Mr. OrszZAG. They are living paycheck to paycheck.

Chairman CONRAD. Yes. I do not know, though. People always
have an ability—it is amazing how innovative, creative people are
in tg:rms of they want something they need, or at least think they
need.

Mr. ORSzAG. I mean, so, for example, one can imagine also there
have been issues surrounding the terms of various transactions,
but in traditional income tax refunds, there are loans that are ad-
vanced by private sector entities to advance the money to individ-
uals, often at what some people believe are very high interest
rates. But there are ways of——

Chairman CONRAD. Payday loans.

Mr. ORrszAG. There are ways of, you know, even in advance of
when the checks arrive, having some of the liquidity provided to
households that may spend it.

I think it is also worth pausing on the bonus depreciation or
business investment incentives component because there may well
be some response to businesses as soon as that is announced, but
firms usually take some time to adjust their investments decisions.
And you also tend to get the peak response toward the end of what-
ever the period is when you are providing an incentive, because you
might as well capture it right then.

Chairman CONRAD. People wait.

Mr. ORSZAG. So, again, the impact over the next couple months
presumably will be relatively limited in terms of its direct impact,
and the confidence effects, coming back to Senator Gregg’s com-
ments, will depend again on how people perceive it in psychology.
That is difficult for me to evaluate immediately.

Chairman CONRAD. Well, we are finding out a little more about
this package now, at least press reports. They are saying that spe-
cifically the plan would modify the 10-percent bracket, a change
worth up to $600 for a single taxpayer, $1,200 for a married couple.
Tax filers earning too little to pay income taxes could still benefit
under the plan from a refundable $300 child tax credit.



51

So, you know, I do not know—there is no indication in this story
whether it is limited to people, couples below $150,000. But assum-
ing the previous report was correct on that, this does appear to be
targeted to middle-income people, lower-middle-income people. And
I guess one has to hope that there is some expectation effect, that
people see that they are going to be getting this money, and then
move to increase their spending in order to stimulate the economy.

In terms of the business side of it, they are saying that busi-
nesses would be able to write off 50 percent of the cost of capital
purchases and allow small businesses to write off all of the costs
of some additional purchases. So that is increased expensing.

You know, I have been a big supporter of that in the past, but
I must say the—as a stimulus, I supported that very strongly in
2001. Isn’t the evidence from 2001 that increased expensing, bonus
depreciation got us pretty weak bang for the buck?

Mr. ORSZAG. One study suggested that you, again, did not even
get the response across different types of investments that you
would have expected. Another study suggested you did get that but
the aggregate impact was something like 0.1 or 0.2 percentage
points of GDP, which is obviously quite modest.

Chairman CONRAD. Very weak, much weaker than I would have
anticipated.

Mr. ORszAG. We had built into our baseline at the time an expec-
tation of much more rapid growth in investment as a result of
bonus depreciation that then did not occur.

Senator GREGG. May I ask a question on that point?

Chairman CONRAD. Sure.

Senator GREGG. Doesn’t that depend, though, on where you are
in the business cycle?

Mr. ORSZAG. It may, yes.

Senator GREGG. Because if you basically are pretty much at full
plant utilization, then an investment tax credit is going to generate
an immediate reaction. But if you have assets that are not being
used, people are not going to go out and buy more assets.

Mr. ORSZAG. It is possible that the reaction now will be different.
At that time we had built up basically a capital overhang, and
there was a very steep reduction in investment that occurred post,
say, 2000 and it may well be that the

Senator GREGG. And where are we now in that cycle?

Mr. OrszZAG. We are not at the same point. In other words, it is
possible that the response now will be better than it was then. But
I think some caution

Chairman CONRAD. Actually, following Senator Gregg’s logic,
that would tell you it would be weaker. It would be weaker now.

Mr. ORszAG. No, no. The point being that at that time I think
the perception among firms was that they had overinvested espe-
cially in particular kinds of physical capital.

Chairman CONRAD. Y2K effect.

Mr. ORSZAG. And telecommunications capacity and other things,
and so were more reluctant to undertake new investment. That
overhang is not present currently.

Chairman CONRAD. But if you have a weakening economy—Sen-
ator Gregg’s point as I heard it was if you have a weakening econ-
omy, if you are in that part of the business cycle, people are not
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going to go out and make more capital investments when they do
not need it to produce for the demand that they are facing.

Mr. ORszAG. Right. I am sorry. I was keeping sort of expectations
of economic activity constant. It is absolutely—I think one of the
reasons why the effect may not have been as large as expected is
the investment decision is being driven much more by expectations
about what future prospects are like for firms than from any tax
savings, which can often be quite modest. And I would also point
out one other factor that may have affected the impact in 2002 and
2003, which is that many States decoupled from the Federal tax
change, and as a result, I think some corporations just said I do
not even want to undertake the complexity of——

Chairman CONRAD. Sorting that all out.

Mr. ORSZAG. Sorting that all out.

Chairman CONRAD. Senator Whitehouse?

Senator WHITEHOUSE. Thank you, Mr. Chairman.

Two quick questions. Back to the issue of the timing of the stim-
ulus effect—and I do not know if you are the person to even answer
the first one. But with respect to the IRS and its ability to put the
rebate through the tax system, is there any chance that this could
be connected to the 2007 refund process, which would presumably
be quicker than——

Mr. OrszAG. Yes, my understanding is that there is special pro-
gramming that would be required for processing a rebate like this
and that it could not be done in conjunction with the current tax
filing season.

Senator WHITEHOUSE. OK. The other question is that we have
sort of overlooked our senior citizens in this whole stimulus equa-
tion in the event that we were to choose a stimulus mechanism
that involved seniors, and specifically a Social Security mechanism,
how quickly would money flow through Social Security to seniors?

Mr. OrszaGg. I am told that after enactment it would involve
something like perhaps a 3-month lag or so before it would actually
show up in benefit payments.

Senator WHITEHOUSE. So quicker than tax rebates, less rapid
than unemployment insurance extensions and food stamps.

Mr. ORSZAG. That is probably fair.

Senator WHITEHOUSE. Thanks, Mr. Chairman.

Chairman CONRAD. Any others, Senator Gregg?

Senator GREGG. No. I want to thank the doctor for his excellent
presentation. He is always so competent, and we very much appre-
ciate it.

Mr. ORrszAG. If I could take the opportunity to thank my excel-
lent staff for both the stimulus report and the economic and budget
outlook, both of which were produced under tight time constraints.

Chairman CONRAD. We appreciate that very much as well. We
appreciate the professionalism of you, Dr. Orszag, and your staff.
They are really excellent to deal with, and we appreciate it very,
very much.

With that, we will adjourn the hearing.

[Whereupon, at 11:32 a.m., the Committee was adjourned.]
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OPENING STATEMENT OF CHAIRMAN CONRAD

Chairman CONRAD. The hearing will come to order. I want to
welcome our witness, the Comptroller General of the United States,
David Walker. We want to extend a special welcome to his wife,
Mary, who is with him this morning. I think we now know why
General Walker has been so well received in Congress. It is really
not him. It is all about Mary. But, Mary, we especially thank you
for what has to have been a challenging time in the Walker house-
hold, with General Walker going around the country with the Fis-
cal Wake-Up Tour, and we thank you very much for your contribu-
tion to having that happen.

I know how challenging it can be for spouses who have to put
up with our schedules, and I just want to say how much we appre-
ciate the contribution that has been made by the Walker household
to alerting the American people about the real serious challenges
facing this country, and your husband has really been a leader and
somebody that those of us on this Committee admire greatly.

Let me just kind of give my own review of where we are. When
we look at the 10-year budget outlook, and when we put back the
proposals the President has made on both making the tax cuts per-
manent and war costs, we see that the 10-year deficit situation
continues to deteriorate.

(53)
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When we look at the debt, that also deteriorated even further. It
was $5.8 trillion at the end of the President’s first year. At the end
of his 8 years of responsibility, we now see the debt, the gross debt
of the United States, will be over $10 trillion, and we are headed
to more than $13 trillion of debt by 2013.
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Building a Wall of Debt
Gross Federal Debt Soars
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Part of the reason, of course, is the demographic tidal wave that
is coming at us—roughly 80 million retirees by 2050.
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And let’s go to the next slide. Within 4 years—and I think this
is a very sobering slide. Within 4 years, more than half of the baby
boomers will be at or near retirement; that is, they will be 55 years
of age or over. And while many do not retire at 55, increasingly
people are retiring at 55. And what this tells me is the urgency of
addressing these long-term problems. We are preparing a chart
that will show at age 62 what percentage of the population; I hope
to have that for our next meeting.
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Within Four Years, More Than Half!
of Baby Boomers Will Be At
or Near Retirement

{Percent of baby boomers over age 55)

Source: CBO

Let’s go to the next slide, if we can. Looking at CBO’s long-term
budget outlook, we now see by 2050 that 12 percent of all Federal
spending will go just to Medicare and Medicaid—by 2050, accord-
ing to CBO’s latest estimates. This is actually somewhat better
than their previous estimates, but, nonetheless, Federal Govern-
ment spending is about 20 percent of GDP now. To have just two
items—just two—take up 12 percent of GDP, and this does not in-
clude Social Security, nothing for defense, nothing for parks, noth-



58

ing for law enforcement, nothing for debt service, nothing for any
of the other—look, we are on a course that is utterly unsustainable.

M "dlcare and Medicaid Spending
as a: Percent of GDP

Medicare

Let’s go to the next slide, if we can. This is Director Orszag’s tes-
timony before this Committee last June, and he said, “There are
a variety of health care reform approaches that hold promise. One
of the challenges we have is that I have not seen a comprehensive
plan that would credibly bend the cost curve sustainably over the
long term. So one of the challenges, we need to be trying different
things, seeing what works and then readjusting as we figure it out.
And the sooner we start that, the better off we are going to wind
up being.”
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Let’s go to the next slide, if we can. This is on the question of
tax cuts. The President called last night for making the tax cuts
permanent but not paying for them. If we do that, the cost of the
tax cuts explodes at the very time the trust fund cash surpluses
turn to deficit. This is looking at the period 2007 to 2026, and we
can see we just go right over the cliff. So this is not going to work.
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Tax Cuts Explode as Trust Fund;
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When we look at the Federal debt, under CBO’s long-term budget
scenario we see where we are now, but we see where we are head-
ed. The debt absolutely explodes.
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The former Treasury Secretary told us this. Former Treasury
Secretary Snow acknowledged the need for a bipartisan approach
to solving our long-term challenges. He said, “You cannot do health
care reform or Social Security reform without a bipartisan con-
sensus. If we made a mistake, it was not approaching it in a more
bipartisan way.”
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That brings me to the proposal that the Ranking Member Sen-
ator Gregg and I have made on a fiscal task force to address the
long-term fiscal imbalance: 16 members—8 Democrats, 8 Repub-
licans; everything on the table; and an assurance that if 12 of the
16 could agree, it would come to a vote in the U.S. Congress. That
would assure a bipartisan outcome because we would require a
super majority of the committee, 12 of the 16, to report a plan and
a bipartisan vote in both the House and the Senate.
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I announced at our last meeting that it will be my intention to
bring this to a markup this year in this Committee, and I know
there is controversy surrounding that. We know that we are going
to have to change the timing of what was in our proposal last year
because that was really geared to this year. We know that a num-
ber of the Presidential candidates have now affirmatively endorsed
this approach. Governor Romney and Senator Obama have both af-
firmatively endorsed this approach. Senator Clinton has endorsed
a commission approach. We welcome that. We would urge the other
Presidential candidates to come forward and indicate support for
this kind of approach as well because there is really no alternative.

Let’s face it. We have to do something, and in the early period
of the next administration, that is the time to act. This will bedevil
the next administration, whoever it is, unless they face up to it.
Can you imagine the squeeze that the next administration will face
on every domestic priority with—as more and more of the baby
boomers retire and we get closer and closer to the point of insol-
vency, this will be the opportunity. And we cannot let it pass.

With that, I want to call on Senator Gregg, the very able Rank-
ing Member of this Committee. Senator Gregg?

OPENING STATEMENT OF SENATOR GREGG

Senator GREGG. Thank you, Senator Conrad, and let me asso-
ciate myself with especially your final comments relative to the
need to do something now and the use of this approach of the task
force as a procedure to force policy in a bipartisan and fair way,
which are the two operative words here that will allow us to make
progress.
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I also want to associate myself with your comments relative to
the Comptroller General and his great assistance in this effort,
really being on the point, and I thank his wife, as Senator Conrad
did, for her forbearance and tolerance in allowing her husband to
do public service and such important public service. It is very much
appreciated.

I want to join in the concern expressed by Senator Conrad that
the numbers are not sustainable. Most of the numbers have come
from Mr. Walker, General Walker, and they simply speak for them-
selves. And I know you are going to go through these numbers
again for us, which is important, because although we understand
them, the idea is to communicate them. And so even though it may
seem a bit repetitious to some in this room, it is not repetitious to
a lot of people. We are hearing it for the first time.

We as a generation, the baby-boom generation, have no right to
pass on to our children less of a Nation than we received. But that
is exactly what we are going to do if w do not address this issue.
We will give them a Nation in fiscal meltdown, where their capac-
ity to list as high a quality life as our generation has will simply
be limited by the fact that they will have to support our generation
at such levels with taxes or the burden of support that they will
no longer be able to afford their first home, afford their college tui-
tions for their children, afford their opportunity to live the quality
of life that we have lived. And that is not right for one generation
to do to another generation, so it is our responsibility as the gen-
eration that is going to be causing the problem, the baby-boom gen-
eration that retires, to step forward with a solution.

That is why Senator Conrad and I have come up with this idea
of allowing a process to set policy, to drive policy. We have come
to the conclusion that everybody who puts policy on the table first
ends up getting shot at by the different interest groups who want
to make progress around here, on fundraising usually, but who
have some axe to grind, and that putting policy on the table first
simply does not work in our institution. But the only way to do this
is to create a procedure which is viewed as absolutely fair, abso-
lutely bipartisan; where nobody can game anybody; and where the
decision of that process, the task force, is viewed by the public as
fair, open and bipartisan; and that that decision by that task force,
which will be a decision being made by people who understand the
issues and who have skin in the game, so to say, will then be voted
up and down by the Congress, and without amendment, the reason
being that if you have amendments, everybody can go and hide be-
hind an amendment. And we hopefully will, as a result of that,
make very significant progress on these big issues and everything
is on the table. All the entitlements are on the table, all the tax
policy is on the table, with the idea that we would move signifi-
cantly down the road toward reducing the burden on the next gen-
eration, on our children and our children’s children. This is all
about that—making sure that we pass on to them a viable Nation
that they can afford.

And so I congratulate the Chairman of the Committee for being
so aggressive in promoting this idea. We may disagree on some
things, like tax policy, but we do not disagree on the need to have
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a procedure to reach an agreement here. And it has to be done
sooner rather than later.

So we look forward to hearing from you, General, again, on your
thoughts. We know that it is as a result of your efforts and the in-
formation that you have been putting out with your tour that the
public is getting educated, and this is another opportunity to do
that. Thank you for being here today.

Chairman CONRAD. I thank the Ranking Member for his state-
ment, and, again, General Walker, we thank you for your contribu-
tion. You know, you would not have to do this, you would not have
to stick your neck out, you would not have to go traveling around
the country trying to alert the country about the risk of what is out
there for our Nation. But you have taken on the responsibility, and
we greatly admire you for it. General Walker?

STATEMENT OF HON. DAVID M. WALKER, COMPTROLLER GEN-
ERAL OF THE UNITED STATES, U.S. GOVERNMENT ACCOUNT-
ABILITY OFFICE

Mr. WALKER. Thank you, Chairman Conrad, Senator Gregg,
other Senators. It is a pleasure to be back before you here today,
and it is a privilege to be the sole witness before this important
hearing. Thank you for your kind comments also about myself and
my wife.

I want to thank Chairman Conrad, Senator Gregg, and others for
their leadership in connection with this issue. As you know, it
takes patience, persistence, perseverance, and ultimately pain be-
fore you prevail in a really important change effort. And this issue
is no exception, but it is important that we prevail.

What I would like to do is submit my entire statement for the
record and then use a quick PowerPoint presentation to make some
key points and then make myself available for questions. But let
me, before I begin the PowerPoint presentation, make a few com-
ments.

First, I was at the State of the Union last night, as I imagine
most if not all of you were, and it is understandable that the Con-
gress and the President are concerned about the current economic
slowing of growth, and recent disruptions in the housing market
and the capital markets. I believe that it is possible to do some-
thing with regard to a short-term stimulus while still being fiscally
responsible. At the same time, I think it is critically important that
such action be timely, targeted, and temporary. If something is
done that meets those three criteria, then I think it would be un-
derstandable if Congress acted. But we must not be deluded to
think that our problem is the short term because, quite frankly, we
will have much, much, much bigger economic challenges in the fu-
ture if we do not deal with our real problem, and that is our large
and growing fiscal imbalance, which you will see, only grows with
the passage of time.

Third, it is important that we figure out what is a proper way
forward. I am going to mention two things out of many:

First, I think it is critically important that a capable, credible,
and bipartisan task force or commission be formed as soon as pos-
sible in order to make recommendations to the next Congress and
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the next President for an up or down vote on this issue. This is
critically important.

Second, I also think it is very important that this Congress enact
legislation to improve transparency and accountability with regard
to financial and budget matters. We are working with OMB, Treas-
ury, and CBO to present a joint proposal within the next 2 to 3
months that I hope this Committee and others in Congress will fa-
vorably consider. I think it is very important because transparency
is a powerful force.

Now, if I can, let me take you through these slides; my under-
standing is that all of you have a copy. At least I have asked for
that to happen.

;Unified Federal Surpluses and Deficits

Under GAO’s Alternative Simulation

Percent of GDP
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Source: GAO's August 2007 analysis.

This is what the longer range looks like as it relates to the deficit
as a percentage of our economy based upon reasonable assump-
tions. And, obviously, one can run different scenarios. The assump-
tions here are that we tax at historical rates of about 18.6 percent
of the economy, which is roughly what we are taxing at now, and
that is what we have taxed at on average over the last 40 years;
that we do not reform Social Security and Medicare, which we need
to, but we have not made any progress on that other than progress
that digs the hole deeper, which was passage of Medicare Part D;
and, third, that the rest of the budget, the so-called discretionary
spending, grows by the rate of the economy. This is what you get.
Not a pretty picture. And it is getting worse with the passage of
time.

By the way, Mr. Chairman, let me just note for your benefit and
the benefit of all the members that if you look at the composition
of the Federal budget, about 38 percent of it is discretionary spend-
ing. And that is what is getting squeezed.
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Now, what is interesting, when you read the Constitution of the
United States—which I have one on my desk and I carry one with
me in my briefcase everywhere I go. If you read the Constitution
of the United States, you will find that every express and enumer-
ated responsibility envisioned by the Founding Fathers for the Fed-
eral Government is in discretionary spending: national defense,
homeland security, Federal judicial system, foreign policy, treasury
function, Congress of the United States, Executive Office of the
President. Those are the express and enumerated responsibilities
envisioned by the Founding Fathers, and yet that is in the 38 per-
cent portion of the budget. Stated differently, 62 percent is dif-
ferent things that are on autopilot, of which some is interest on the
debt, which is mounting rapidly.

Next, if we look at the next chart, we will see, that although the
Federal Government has a challenge, it is not the only challenge
we face as a Nation. GAO for the first time 6 months ago did a
long-range simulation for State and local governments in the aggre-
gate. Now, some States are better off than others. We all know
that. Some States have real balanced budget requirements; some
have illusionary balanced budget requirements. For example, Cali-
fornia, requires the Governor to submit a balanced budget but not
for the State to actually have a balanced budget. They balance it
the old-fashioned way, just like the Federal Government: they bor-
row to make up the gap. And so they have a serious problem going
out. Other States have more honest balanced budget requirements.

State and Local Fiscal Imbalance

Percent of GDP

Net lending/net borrowing

1980 1990 2000 2010 2020 2030 2040 2050

Source: Historical data from National Income and Product Accounts; GAQ analysis.

But what this shows is that within the next 10 years, just as
with the Federal Government, State and local governments in the
aggregate will face large and growing structural deficits, primarily
for four reasons:
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No. 1, Medicaid costs. And if there is one thing that could bank-
rupt America, it is health care costs. We are the only industrialized
nation on Earth that essentially writes a blank check for health
care. The only industrialized nation on Earth. We write a blank
check for Medicare and Medicaid. It is imprudent, it is irrespon-
sible, and it must change.

States also have a challenge with regard to unfunded retiree
health care, underfunded pension plans, and deferred maintenance
and other critical infrastructure needs. So for those reasons and
others, our national challenge is actually greater than our Federal
challenge.

Next, please.

Debt Held by the Public

Under GAQO’s Alternative Simulation
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Source: GAC’s August 2007 analysis.

This shows you what is expected to happen on autopilot if we do
not engage in fundamental reforms. This represents debt as a per-
centage of our economy. The all-time high in the history of the
United States was about 109 percent of GDP in the aftermath of
World War II. And, quite frankly, with World War II we were bet-
ting the ranch. We were betting the future of the free world in
World War II, and so, therefore, we did whatever we had to do in
order to make sure that we prevailed.

In today’s situation, it is basically our addiction to debt. We run
deficits in good times and bad. We are charging the national credit
card, building up compound interest and expecting our kids and
grandkids to pay it off—and many of them do not even have the
right to vote because they are too young. So if you want to talk
about taxation and representation, that is another way to talk
about taxation without representation. These are unacceptable and
unsustainable burdens and, quite frankly, the short-term burdens
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are really worse than advertised. You know why? Because we do
not want to count debt held by the trust funds. The real debt-to-
GDP ratio is about double what we advertise because some want
to ignore the debt that is held in the trust funds. But guess what?
That debt is real debt, too. And that debt will be honored by this
Government. I mean, I have no doubt because, otherwise, that
would represent a default as well—not only a default on our debt,
but a default on the promise with regard to the excess revenues we
have already received from Social Security beneficiaries that the
government used to pay for other things.

Short-Term Fiscal Position versus

Long-Term Fiscal Exposures
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Note: Data are from CBO and the Department of Treasury. Estimates of the federal government's long-term fiscai exposures are based on the
Financial Report of the United States Government. These estimates include the present value of future social insurance obligations over a 75-
year time horizon as of January 1. These estimates have not been adjusted for inflation.

Now, here is a challenge, a new graphic that I would like you to
see, which is really important. You know, we have three ways of
calculating the deficit. I would not say we have three sets of books,
but we have three ways of calculating the deficit. We have the uni-
fied budget deficit, which is cash-based and last year was $163 bil-
lion. We have an operating deficit, which means that we ignore the
Social Security surplus because we spend all of that on other gov-
ernment operating expenses. So the operating deficit last year was
$344 billion. And then we have the accrual-based net operating
cost. And you can see that no matter which measure you use, over
the last 3 years they have come down, and that is good. Lower defi-
cits are better than higher deficits.

But please look at the red line. The red line is on a march to the
northeast corner of the graphic. That is our large and growing long-
term fiscal exposures, our fiscal gap, the total liabilities and un-
funded commitments of the United States, the difference between
what we have promised for Social Security and Medicare and how
much in payroll taxes, trust fund assets, and premiums that we are
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expected to receive for these programs. Namely how much money
you would have to have today to deliver on those promises. And
Medicare is short $34 trillion, while Social Security is short about
$7 trillion.

Next, please.

Social Security, Medicare, and Medicaid

Spending as a Percent of GDP

Percent of GDP
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Source: GAQ analysis.

Note: Social Security and Medicare projections based on the intermediate assumptions of the 2007 Trustees’ reports. Medicaid projections based
on CBO's August 2007 short-term Medicaid estimates and CBO's December 2005 long-term Medicaid projections under midrange assumptions.

This is similar to the one that the Chairman showed, which
shows Social Security, Medicare, and Medicaid are on a path to
take up all of the Federal revenues based upon historical averages.
This does not count interest on the Federal debt. This does not
count national defense, homeland security, all those things that the
Founding Fathers thought the Federal Government was going to
do, and does do, but are increasingly getting squeezed.

Next, please.
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Health Care Spending

as a Percent of GDP
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Source: The Centers for Medicare & Medicaid Services, Office of the Actuary.
Notes: The figure for 2016 is projected. The most current data available on health care spending are for 2006.

The real problem is health care. It is not demographics. I mean,
demographics are a challenge. There is no question about that. But
it is really health care. And if there is one thing that could bank-
rupt America, it is health care. It is the No. 1 challenge for the
Federal Government. It is the No. 1 challenge for State govern-
ments. It is the No. 1 competitiveness challenge for American busi-
ness. We spend a lot of money on health care, but we get below-
average results for an industrialized nation—below-average results
and yet we spend a lot more money.

This is how much of our economy we are dedicating to health
care, and as I said, we spend a lot of money, but we get below-aver-
age results. I would say that is not very good value for money.
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Health Care Was the Nation’s Top

Tax Expenditure in Fiscal Year 2006
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And, last, before I summarize, these are tax preferences. You
know, there is a lot of time and effort spent discussing how much
money we spend on direct spending, which is close to $3 trillion a
year. But there is not enough time spent on the $800 to $900 bil-
lion in lost revenues that we incur every year because of tax pref-
erences—deductions, exemptions, exclusions, credits. The No. 1 tax
preference in the Internal Revenue Code is the fact that a vast ma-
jority of Americans do not pay income tax or payroll tax on the
value of employer-provided and paid health care. It is almost $200
billion a year, the fastest-growing tax preference. And it dis-
connects people from the cost of health care, from the rising cost
of health care.

Therefore, one of the things that we need to do is to put tax pref-
erences on the radar screen that need to be part of any budget con-
trols, that need to be periodically reviewed and potentially reau-
thorized, as we do on spending programs, because we cannot afford
to keep $800 to $900 billion on autopilot either, just like we cannot
afford to put $3 trillion worth of spending on autopilot.

So, in summary, in the short term deficits are coming down. Our
problem is not the short-term deficit or even the current debt. It
is where we are headed. We are headed for unprecedented rough
seas that could swamp the ship of state if we do not get serious
soon.

It is understandable that Congress and the administration want
to do something with regard to fiscal stimulus in the short term to
complement the Fed’s monetary stimulus. But it needs to be tem-
porary, targeted, and it needs to be timely. And, second, we cannot
lose sight of the ball. I know you are a big baseball fan, Mr. Chair-
man. We need to keep our eye on the ball so we do not strike out.
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The real problem is our large and growing structural imbalance
that grows with the passage of time. If we balance the budget to-
morrow, we still have a $53 trillion hole that grows by $2 to $3 tril-
lion a year on autopilot.

And then, last, we need a task force or a commission. We need
more transparency and accountability on the financial reporting
and budgeting side. We at GAO look forward to working with you
and your colleagues to try to make that a reality this year.

Thank you.

[The prepared statement of Mr. Walker follows:]
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LONG-TERM FISCAL OUTLOOK

Action Is Needed to Avoid the Possibility of a Serious
Economic Disruption in the Future

What GAO Found

As we enter 2008, what we call the long-term fiscal challenge is not in the distant
future. Already the first members of the baby boom generation have filed for
early Social Security retirement benefits—and will be eligible for Medicare in
only 3 years. Simulations by GAO, the Congressional Budget Office {CBO), and
others all show that despite a 3-year decline in the budget deficit, we still face
large and growing structural deficits driven primarily by rising health care costs )
and known demographic trends. Under any plausible scenario, the federal
budget is on an impradent and unsustainable path.

Federal Surpluses and Deficits Under GAQ's Alternative Simulation
Percent of GDP
5

0

2000 20085 2010 2015 2020 2028 2030 2035 2040
Fiscal year
Source: GAC's August 2007 analysis.

Rapidly rising health care costs are not simply a federal budget problery; they
are our nation’s number one fiscal challenge. Growth in health-related spending
is the primary driver of the fiscal challenges facing the state and local
governments. Unsustainable growth in health care spending is a systemwide
challenge that also threatens to erode the ability of employers to provide
coverage to their workers and undercut our ability to compete in a globat
marketplace. Addressing the unsustainability of health care costs is a societal
challenge that calls for us as a nation to fundamentaily rethink how we define,
detiver, and finance health care in both the public and the private sectors.

The passage of time has only worsened the situation: the size of the challenge
has grown and the time to address it has shrunk. The longer we wait the more
painful and difficult the cholces will become, and the greater the risk of a very
serious econoric disruption.

11 is understandable that the Congress and the administration are focused on the
need for a short-term fiscal stimulus. However, our long-term challenge
increases the importance of careful design of any stimulus package—it should

be tim argeted, and temporary. At the same time, creating a capable and
credible commission to make recommendations to the next Congress and the

next president for action on our longer-range and looming fiscal imbalance is
called for.
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Chairman Conrad, Senator Gregg, and Members of the Conunittee:

1 appreciate this invitation to talk with you about our nation’s long-term
fiscal outlook as we enter 2008—and the challenge it continues to present
for the future of America and Americans. Your decision to dedicate a
hearing to this important issue again demonstrates the seriousness with
which youand this Committee view our nation’s large and growing fiscal
challenge. Senators Conrad and Gregg, thank you for your leadership. -

T-wish I could say the long-term-outiook is different than when I last
appeared before you on Halloween—but as all of you know, it is not.
Under any plausible scenario, the federal budget is on an imprudent and
unsustainable path. Long-term fiscal simulations by GAOQ, the
Congressional Budget Office (CBO), and others all show that despite a 3~
year decline in the federal government's unified budget deficit, we still
face large and growing structural deficits driven primarily by rising health
care costs and known demographic trends. The passage of time only
serves to worsen this situation: the size of the challenge has grown and the
time to address it has shrunk. Already the first members of the baby boom
generation have filed for early Social Security retirement benefits-—and
will be eligible for Medicare in only 3 years, Although Social Security is
important because of its size, the real driver of the long-term fiscal outlook
is health care spending, Medicare and Medicaid are both large and
projected to.continue growing rapidly in the future.

Everyone on this Committee is well aware of the nature and impommcé of
the challenge we face. Today, therefore, I will emphasize a few key points:

Although recent declines in the annual budget deficit are good news, our
fonger-term fiscal outlook is worse—and absent meaningful action we will
face spiraling levels of debt.

Qur long-term fiscal challenge is primarily a health-care challenge.

We face an increasing need and yet a shrinking window of opportunity for
action. .

My remarks are based on GAO’s previous work, including various reports
and testimonies on our nation’s long-term fiscal challenges, health care,
and the need for budget process reform. These efforts were conducted in
accordance with generally accepted government auditing standards.
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Despite Several Years
of Declining Annual
Budget Deficits, the
Long-Term Outlook
Has Worsened

Between fiscal years 2003 and 2007 the unified budget deficit declined.
Certainly declining deficits are better than rising deficits, But this decline
in the unified deficit is not an indicator that our challenge has eased. First,
even this short-term deficit is understated: 1t masks the fact that the
federal government has been using the Social Security surplus to offset
spending in the rest of government for many years. If we exclude that
Social Security surplus, the on-budget deficit—what I call the operating
deficit—in fiscal year 2007 was more than double the size of the unified
deficit. For example, the Department of the Treasury (Treasury) reported
a unified deficit of $163 billion and an on-budget deficit of $344 billion in
fiscal year 2007. The accrual-based net operating deficit reported in the
Financial Report of the United States Government was also significantly
higher than the unified deficit—$276 billion for fiscal year 2007, This
measure provides more information on the longer-term implications of
today’s policy decisions and operations than does either cash-based figure,
but it too offers an incomplete picture of the long-term fiscal challenge.!

As we recently reported,® several countries have begun preparing fiscal
sustainability reports to help assess the implications of their public
pension and health care programs and other challenges in the context of
overall sustainability of government finances. European Union members
also annually report on longer-term fiscal sustainability. The goal of these
reports is to increase public awareness and understanding of the long-term
fiscal outlook in light of escalating health care cost growth and population
aging, to stimulate public and policy debates, and to help policymakers
make more informed decisions. These countries used a variety of
measures, including projections of future revenue and spending and
summary measures of fiscal imbalance and fiscal gaps, to assess fiscal
sustainability. Last year, we recommended that the United States should

'For a discussion of how the acerual and cash deficits relate to each other, see GAQ,
Understanding Similanities and Differences between Accrual and Cash Deficits,
GAQ-07-1178P (Washington, D.C.: December 2006) and forthcoming update.

*GAQ, Budget Issues: Accrual Budgeting Useful in Certain Areas but Does Not Provide

Sufficient Information for Reporting on Our Nation's Longer-Term Fscal Challenge,
GAQ-08-208 (Washingten, D.C.: Dec. 20, 2007).
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prepare and publish a long-range fiscal sustainability report every 2to 4
years.®

Despite these improvements in short-term deficits, the long-térm outlook
continued to move in the wrong direction. Even in 2001-in a time of
annual surpluses—GAQ’s long-term simulations showed a long-term
challenge, but at that time it was more than 40 years out. Although an
econonic slowdown, decisions driven by the attacks of 9/11, and the need
to respond to natural disasters have contributed to the change in outlook,
they do not account for the dramatic worsening in the long-term outlook
since 2001. Subsequent tax cuts and the passage of the Medicare
prescription drug benefit in 2003 were also major factors, but they are not
the only actions that challenge fiscal discipline. For example, one might
also question the current faym bill in the face of reported record farm
mneome.

As the Committee knows, CBO's latest projections show the deficit rising
in response to a weakening economy. Neither this increase nor the recent
declines tell us rauch about our long-term path. Rather, our long-term path
must inform how we deal with the near-term weakness.

Our real challenge then is not this year's deficit or even next year's; it is
how to change our current path so that growing deficits and debt levels do
not swamp our ship of state. Health care costs are still growing much
faster than the economy and our population is still aging. The retirement
of the baby boom generation and the rising health care costs will soon
place unprecedented and long-lasting stress on the federal budget, raising
debt held by the public to unsustainable levels.

Figure 1 shows GAQ’s simulation of the deficit path based on'recent trends
and policy preferences. In this we assume that the expiring tax cuts are
extended through 2017—and then revenues are brought to their historical
level as a share of gross domestic product {GDP)—that discretionary

*GAQ, Long-Term Fiscal Challenge: Additional Transy v and Controls Are Needed,
GAQ-0T-1144T (Washington, D.C.: July 25, 2007), and Long-Term Budget Outlook: Deficits
Matter—Saving Our Future Requires Tough Choices Today, GAQ-07-389T (Washington,
D.C.: Jan. 23, 2007).

Page 3 GAO-08-411T



78

spending grows with the economy and no structural changes are made to
Social Security, Medicare, or Medicaid.*

Lo o \
Figure 1: Unified Pederal Surpluses and Deficits Under GAQ’s Alternative
Simulation

Percent of GBP
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) Source: GAD'S August 2007 analysis.

Rapidly rising health care costs are not simply a federal budget problem;
they are our nation’s number one fiscal challenge. As shown in figure 2,
GAQ's fiscal model demonstrates that state and local governments—
absent policy changes—will also face large and growing fiscal challenges
beginning within the next few years.® As'is true for the federal budget,
growth in health-related spending—Medicaid and health insurance for
state and local employees and retirees—is the primary driver of the fiscal
challenges facing the state and local governments.

*Sacial Security and Medicare spending are based on the 2007 Trustees' intermediate
projections. Medicare spending is adjusted using the Centers for Medicare and Medicaid
Services’ estimates assuring that physician payments are not reduced as required under
current law. Medicaid spending is based on CBO's December 2005 Jong-term projections
under midrange assumptions. Additional information about GAO's simulation model,
assumptions, data, and results can be found at hitp//www.gao.govispecial pubsfongterny.

"See GAQ, Staie and Local Governments: Growing Fiscal Challenges Will Emerge During
the Next 10 Years, GAO-08-317 (Washington D, an. 22, 2008), and State and Local
Gover, 1s: Persi Fiscal Challe Will Likely Emerge within the Next Decade,
GAO-0T-1080SF (Washington, D.C.: July 18, 2007).
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Figure 2: State and Local Fiscal imbalance

Percent of GDP
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Source: Historical data from Natione! incorme and Product Accounts; GAC analysis.

Note: The state and local net lending/net borrowing measure is simiiar to the federat unified budget
surplusfdeficit in that It includes all governmental receipts and all expenditures,

For the federal government increased spending and rising deficits will
drive.a rising debt burden. At the end of fiscal year 2007, debt held by the
public exceeded $5.0 trillion. Figure 3 shows that this growth in our debt

>annot continue unabated without causing serious harm to our economy.
But this is only part of the story. The federal government has been
spending the surpluses in the Social Security and other trust funds for
years; if we include debt held by those funds, our total debt is much
higher—$9.0 trillion. On September 29, 2007, the statutory debt limit had
1o be raised for the third time in 4 years; between the end of fiscal year
2003 and the end of fiscal year 2007 the debt limit had to be increased by
one-third. Although borrowing by one part of the federal government from
another may not have the same economic and financial implications as
borrowing from the public, it represents a claim on future resources and
hence a burden on future taxpayers and the future economy.

Page b GAQ-08-411T



Figure 3: Debt Heid by the Public Under GAQ’s Alternative Simulation
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Source: GAD's August 2007 analysis,

As alarming as the size of our current debt is, it excludes many items,
including the gap between future promised and fimded Social Security and
Medicare benefits, veterans' health care, and a range of other
commitments and contingencies that the federal government has pledged
to support. If these items are factored in, the total burden in present value
dollars is estimated to be about $53 trillion.” I know it is hard to make
sense of what “trillions” means. One way to think about it is this: Imagine
we decided to put aside-and invest today enough to cover these promises
tomorrow. It would take approximately $455,000 per American
household—or $175,000 for every man, woman, and child in the United
States. e :

Clearly, despite some progress in addressing our short-term deficits, we
have not made progress on our long-term fiscal challenge. In fact, we have
lost and continue to lose ground absent meaningful action (see fig. 4).

“The total burden is estimated based on the federal government’s linbilities, commitments,
and contingencies, including the present value of future Social Security and Medicare
benefits as reported in the fiscal year 2007 Financial Report of the United States
Government.
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Figure 4: Short-Term Fiscal Position versus Long-Term Fiscal Exposures
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Saurce: GAQ analysis.

Notes: Data are from CBO and Treasury, Estimates of the federal government’s fong-term fiscal
exposures are based on the Financial Report of the United States Government, These estimates
include the present value of future social insurance obligations over a 75-year time horizon as of
January 1. These estimates have not been adjusted for inflation,

Our Long-Term Fiscal
Outlook Is Driven by
Health Care

Although Social Security is a major part of the fiscal challenge, it is far
from our biggest challenge. Spending on Medicare and Medicaid ‘
represents a much larger, faster growing, and more immediate problem. In
fact, the federal government’s obligations for Medicare Part D alone
exceed the unfunded obligations for Social Security. Health care spending
systemwide continues to grow at an unsustainable pace, eroding the
ability of employers to provide coverage to their workers and undercutting
their ability to compete internationally. Finally, despite spending far more
of our economy on health care than other nations, the United States has
above average infant mortality, below average life expectancy, and the
largest percentage of uninsured individuals. In short, ocur health care
system is badly broken.
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Medicare and Medicaid spending threaten to consume an untenable share
of the budget and economy in the coming decades. The federal
government has essentially written a “blank check” for these programs. In
contrast, other industrialized nations have put their health care programs
on a budget, even ones with national health care plans. We should
consider imposing limits on federal spending for health care sooner rather
than later. Figure b shows the total future draw on the economy
represented by Social Security, Medicare, and Medicaid. Although Social
Security in its current form will grow from 4.2 percent of GDP today to 6.3
percent in 2080, Medicare and Medicaid’s burden on the economy will
almost quadruple—from 4.7 percent to 17.7 percent of the economy.
Unlike Social Security, which grows larger as a share of the economy and
then levels off, Medicare and Medicaid continue to grow during this
projection period. Furthermore, these projections assume growth in
Medicare and Medicaid spending of GDP per capita plus about 1 percent
on average—a rate that is significantly below recent historical experience
of about 2.5 percent above GDP per capita. But even with this “optimistic”
assumption, the outlook is daunting. It Is clear that health care is the main
driver of our long-term challenge. In fact, if there is one thing that could
bankrupt America, it's runaway health care costs. We must not allow that
to happen.

Figure 5: Social Security, Medicare, and Medicaid Spending as s Percent of GDP

Percent of GDP
25

2000 2010 2020 2080 2040 2030 2060 2070 2080

Fiscal year . .
Source: GAQ anlysis based an data from the Ciffice of ihe Chief Actuaty, Social Securiy Administration, Office of the Actuary,
Centers for Medicare and Medicaid Services. and the Congressional Budget Office,

Notes: Social Security and Medicare projections are based on the intermediate assumptions of the
2007 Trusiees’ reports. Medicald projections are based on CBO's August 2007 shori-term Medicaid
estimates and CBO's December 2005 long-term Medicaid projections under midrange assumptions.
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Changing the path of health care spending is much more complicated than
dealing with Social Security. Unlike Social Security, Medicare spending
growth rates reflect not only a burgeoning beneficiary population, but also
the escalation of health care costs at rates well exceeding general rates of
inflation. The growth of medical technology has contributed to increases
in the volume and complexity of health care services, and information on
the cost and quality of health care is not readily available.

Systemwide Growth in
Health Care Spending
Driven by Certain Factors

Public and private health care spending continues to rise because of
increased medical prices and increased utilization due to growth in the
number, or volume, of services per capita, and use of more intense, or
complex, services. Moreover, the actual costs of health care consumption
are not transparent. Consumers are largely insulated by third-party payers
from the cost of health care decisions. As shown in figure 6, total health
care spending is absorbing an increasing share of our natior’s GDP. From
1978 through 2006, total public and private spending on health care grew
from about 8 percent to 16 percent of GDP. Total health care spending is
projected to grow o about 20 percent of GDP by 2016,

focon i
Figure 6: Health Care Spending as a Percent of GDP

Percent
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Source: Centers for Medicare and Medicaid Services. Offce of the Actuary.

Notes: The figure for 2018 is projected. The most current data available on health care spending are
for 2006.
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Addressing the unsustainability of health care costs is a major
competitiveness and societal challenge that calls for us as'a nation to
fundamentally rethink how we define, deliver, and finance health care in -
both the public and the private sectors. A major difficulty is that our
current system does little to encourage informed discussions and
decisions about the costs and value of various health care services, These
decisions are very important when it comes to cutting-edge drugs and
medical technologies, which can be very expensive but offer no advantage
over their alternatives.

Medical technology is a major contributor to growth in health care
spending. For example, one study found that the average amount spent per
heart attack case increased nearly $10,000 per case after controlling for
inflation, or 4.2 percent real growth per year between 1984 and 1998.7
Nearly half of the cost increases resulted from people getting more
intensive technologies—such as cardiac catheterization—over time. In
some cases, new technology can lead to overdiagnosis and the excessive
use of resowrces. One study cites the use of spinal magnetic resonance
imaging (MRI} as one example.® Researchers find that diagnostic spinal
MRI sometimes reveals abnormalities having no clinical relevance.
According to the study, some physicians act on this information and
perform unnecessary surgery that can lead to complications.

Obesity, smoking, and other population risk factors can lead to expensive
chronic conditions; the increased prevalence of such conditions—Tfor
example, diabetes and heart disease—drives growth in the utilization of
health care resources and therefore in spending. Obesity has been the
subject of several recent studies focusing on associated health care cost
increases. For example, one study attributes 27 percent of the growth in
inflation-adjusted per capita spending between 1987 and 2001 to the rising
prevalence of obesity and higher relative per capita spending among obese
individuals.”

*David M. Cutler and Mark McClellan, “Is Technological Change in Medicine Worth t7”
Health Astairs, vol. 20, no. 5 (September/October 2001).

See Richard A. Devo, “Cascade Effects of Medical Technology,” Annual Review of Public
Health, vol. 23 (May 2002).

“Kenneth E. Thorpe et al., “The Tmpact of Obesity on Rising Medical Spending,” Health
Affairs Web Exclusive, hitpr/feontent healthaffairs.org/egi/content/abstract/hithaff. w4.480
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Fundamental Challenges in
Containing Health Care
Spending Growth

Both public and private payers face fundamental challenges in the struggle
1o contain health care spending growth. One of the challenges involves the
unbridied use of technology and society's unmanaged expectations.
Experts note that the nation’s general tendency is to treat patients with
available technology when there is the slightest chance of benefit to the
patient, even though the costs may far outweigh the benefit to society as a
whole. They note that the discipline of technology assessment has not kept
pace with technology advancements.”

Today’s employers, which finance a substantial share of the health care of
the privately insured population, are seeking more information on health
care technology costs and benefits. Although the Food and Drug
Administration (FDA), for example, evaluates new medical products based
on safety and efficacy data submitted by manufacturers; it does not
evaluate whether the new products are cost-effective compared with
existing products used for the same treatment indications. In turn,
Medicare, which generally relies on FDA approval decisions, does not
evaluate whether new technologies are superior, either clinically or
economically, compared with technelogies already covered and paid for
by the program. Further exacerbating the situation, consumers, spurred by
advertising and the Internet, demand access to new medical technology
without knowledge of its value, safety, or efficacy.

Another cost containment challenge for all payers relates to the market
dynamics of health care compared with other economic sectors. Inan |
ideal market, informed consumers prod competitorsto offer the best
value, However, without reliable comparative information on medical
outcomes, quality of care, and cost, consumers are less able to determine
the best value. Insurance masks the actual costs of goods and services,
providing little incentive for conswmers to be cost-conscious. Similarly,
clinicians must often make decisions in the absence of universal medical
standards of practice. Under these circumstances, medical practices vary
across the nation, as evidenced by wide geographic variation in per capita
spending and outcomes, even after controlling for patient differences in
health status.

YGAQ, Health Care: Unsustainable Trends Necessitate Comprehensive and Fu 7
Reforms to Control Spending and Improve Value, GAO-04-7938P (Washington, D.C.: May
2004).

Page 11 GAO-08-411T



86

Solutions to Health Care
Cost Growth Are Likely to
Be Incremental

In recent years, policy analysts have discussed a number of incremental
reforms aimed at moderating health care spending, in part by unmasking
health care’s true costs. Some call for devising new insurance strategies to
make health care costs more transparent to patients. Currently, many
insured individuals pay relatively little out of pocket for care at the point-
of delivery because of comprehensive health care coverage—precluding
the opportunity to sensitize these patients to the cost of their care.

Other steps include reforming the policies that give tax preferences to
insured individuals and their employers. These policies permit the value of
employees’ health insurance premiums to be excluded from the
calculation of their taxable earnings and exclude the value of the premium
from the employers’ calculation of payroll taxes for both themselves and
employees. Tax preferences also exist for health savings accounts and
other consumer-directed plans. These tax exclusions represent a
significant source of forgone federal revernie and work at cross-purposes
to the goal of moderating health care spending.

Proposals have been made to better target tax preferences to low-income
individuals and to change the tax treatment to allow consumers the same
tax advantages whether they receive their health insurance through their
employers or purchase it on their own.

As figure 7 shows, in 2006 the tax expenditure responsible for the greatest

revenue loss was that for the exclusion of employer contributions for
employees’ insurance premiums and medical care.

Fage 12 GAOG-08-411T



87

Figure 7: Health Care Was the Nation's Top Tax Expenditure in Fiscal Year 2006
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"The value of employer-provided health insurance is excluded from Medicare and Social Security
payrolt taxes. Some researchers have estimated that payrolf tax revenus losses amounted to more
than half of the income tax revenue losses in 2004, and we use this estimate for 2006, The research
we are aware of dealt only with health care, therefore the 50 percend figure may not apply to other
items that are excludad from otherwise applicable income and payroll taxes.

Another area conducive to incremental change involves provider payment
reforms. These reforms are intended to induce physicians, hospitals, and
other health care providers to improve on quality and efficiency. For
example, studies of Medicare patients in different geographic areas have
found that despite receiving a greater volume of care, patients in higher
use areas did not have better health outcomes or experience greater
satisfaction with care than those living in lower use areas. Public and
private payers are experimenting with payment reforms designed to foster
the delivery of care that is proven to be both better clinically and more
cost-effective. Ideally, identifying and rewarding efficient providers and
encouraging inefficient providers to emulate best practices will result in
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better value for the dollars spent on care. The development of uniform
standards of practice could lead to more cost-effective treatments
designed to achieve the same outcomes.

The problem of escalating health care costs is complex because
addressing federal programs such as Medicare and the federal-state
Medicaid program will need to involve change in the health care system of
which they are a part—not just within federal programs. This will be a
major societal challenge that will affect all age groups. Because our health
care system is complex, with multiple interrelated pieces, solutions to
health care cost growth are likely to be incremental and require a number
of extensive efforts over many years. In my view, taking steps to address
the health care cost dilemma systemwide puts us on the right path for )
correcting the long-term fiscal problems posed by the nation’s health care
entitlements. [ have suggested in the past that we consider four elements
as pillars of any major health care reform effort:

Provide universal access to basic and essential health care,

Impose limits on federal spending for health care.

Irplement national, evidence-based medical practice standards to
fmprove quality, control costs, and reduce litigation risks.

Take steps to ensure that all Americans assume more personal
responsibility and accountability for their own health and wellness.

As a nation, we need to weigh unlimited individual wants against broader
societal needs and decide how responsibility for financing health care
should be divided among employers, individuals, and government in an
affordable and sustainable manner. Uliimately, we may need to define a
set of basic and essential health care services to which every American is
ensured access. Individuals wanting additional services, and insurance
coverage to pay for them, would have that choice but would be required to
allocate their own resources. Clearly, such a dramatic change would
require a long transition period—all the more reaseon to act sooner rather
than later.

The Window of
Opportunity Is
Narrowing

As we enter 2008, what we call the long-term fiscal challenge is not in the
distant future. In fact, the first baby boomers already havé filed for early
retirement benefits and will be eligible for Medicare benefits in less than 3
years. The budget and economic implications of the baby boom
generation’s rétirement have already become a factor in CBOQ’s 10-year
baseline projections and that impact will only intensify as the baby
boomers age. As the share of the population over 65 climbs, demographics
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will interact with rising health care costs. The longer we wait, the more
painful and difficult the choices will become. Simply put, our nation is on
an imprudent and unsustainable long-term fiscal path that is getting worse
with the passage of time.

The financial markets are noticing, Approximately 3 years ago, Standard
and Poor’s issued a publication stating that absent policy changes, the U.S.
government’s debt-to-GDP ratio was on track to mirror ratios associated
with speculative-grade sovereigns. Within the last month, Moody’s
Investors Service issued its annual report on the United States. In that
report, they noted their concern that absent Medicare and Social Security
reforms, the long-term fiscal health of the United States and our current
Aaa bond rating were at risk. These not too veiled comments serve to note
the significant longer-term interest rate risk that we face absent
meaningful action to address our longer-range challenge as well. Higher
longer-term interest costs would only serve to complicate our fiscal,
economic, and other challenges in future years.

As you are aware, during the past 3 years, I have traveled to 25 states as
part of the Fiscal Wake-Up Tour. During the towr, it has become clear that
the American people are starved for two things from their elected
officials—truth and leadership. .

Last fall, I was pleased to join you when you announced your proposal to
create a Bipartisan Task Force for Responsible Fiscal Action.” As I said at
the tire, I believe it offers one potential means to achieve an objective we
all should share: taking steps to make the tough choices necessary to keep
America great and to help make sure that our country’s, children's, and
grandchildren’s future is better than our past. By introducing your
proposal to create a BipartisanTask Force for Responsible Fiscal Action,
you have shown the kind of leadership that is essential for us to
successfully address the long-term fiscal challenge that lies before us. And
1 want to note you are not alone. Several other members on both sides of

"'Phe Bipartisan Task Force for Responsible Fiscal Action Act of 2007 (5. 2063, Sept. 18,
2007) would establish a task force to address, and report to the President and Congress on,
the nation’s long-term fiscal imbalances, including those attributable to the Medicare and
Social Security programs and the gap between their projected revenues and expenditures.
Representatives Cooper and Wolf have also introduced a companion bill to the Conrad-
Gregg proposal (H.R. 3655, Sept. 26, 2007),
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the political aisle and on both sides of Capitol Hill have also intraduced
legislation seeking to accomplish similar objectives.”

But we do need to act. The passage of time is shrinking the window for
action. Albert Einstein said the most powerful forcein the universe is
compound interest and today the miracle of compounding is working
against us. After 2008 the Social Security cash surplus—which has
cushioned and masked the impact of our imprudent fiscal policy—will
begin to shrink, putting pressure on the rest of the budget. The Medicare
Hospital Insurance trust fund is already in a negative cash flow situation. 1
hope we do not wait to act until the Social Security trust fund turns to
negative cash flow in 2017. Demographics narrow the window for other .
reasons as well, People need time to prepare for and adjust to changes in
benefits. There has been general agreement that there should be no
change in Social Security benefits for those currently in or near
retirement. If we wait until the baby boom generation has retired; that
becomes mauch harder and much more expensive.

Mr. Chairman, Senator Gregg, Members of the Committee, meeting this
long-term fiscal challenge overarches everything. It is our nation’s largest
sustainability challenge, but it is not our only one, If we want to position
the United States to meet the challenges of this century both abroad and at
home, we must also tackle other challenges, including reexamining what
goverrament does and how it does business. Last month, we published a
new report that lays out a possible path for change. The report is entitled
A Call for Stewardship: Enhancing the Federal Government’s Ability to
Address Key Fiscal and Other 2I" Century Challenges® It provides 13
potential tools for Congress and the administration to use to begin to
confront our long-term fiscal and other challenges. | hope you find this
report useful in facilitating discussions and decisions about various
challenges facing our great nation in the 217 century.

Today it is understandable that many Americans and their elected
representatives are concerned about recent market declines and a slowing

“Senator Voinovich introduced The Securing America’s Future Economy Commission Act
(8. 304, Jan. 16, 2007), or SAFE Comuission Act that would establish a commission, ameng
other things, to develop legislation to address the imbalance between long-term federal
spending commitments and projected revenues. Representatives Cooper and Wolf have
also introduced a companion bill to the Voinovich proposal (HLR. 3654, Sept. 25, 2007).

BGAOH8-435P (Washington, D.C.: Dec. 17, 2007).
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economy. We have an obligation, however, to look at both the short term
and the long term. Whatever Congress and the President decide to do in
response to our current economic weakness, it is important to be mindful
of the danger posed by our long-term fiscal path. This long-term challenge
increases the importance of careful design of any stimulus package—it
should be timely, targeted, and temporary. ’

Budgets, deficits, and long-term fiscal and economic outlooks are not just
about numbers, they are also about values. It is'time for all Americans,
especially baby boomers to recognize our collective stewardship
obligation for the future. In deoing so, we need to act soon because time is
working against us. We must make thoices that may be difficult and
unpleasant today to avoid passing an even greater burden on to future
generations. Let us not be the generation that sent the bill for its
conspicuous consumption to its children and grandchildren.

Thank you Mr. Chairman, Mr. Gregg, and Members-of the Committee for
having me today. We at GAOQ, of course, stand ready to assist you and your
colleagues as you tackle these important challenges:
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Chairman CONRAD. Thank you, General Walker, for once again
laying out, I think in a clear and concise way, the challenge that

we confront.

Let me ask you this: I have had people say to me: “You guys are
a bunch of Chicken Littles down there. ‘The sky is falling, the sky
is falling.” Nothing ever happens. Your deficit is only 1.2 percent
of gross domestic product. That is well within historical norms.
Aren’t you guys just overstating the problem facing the country?”
What would you say in answer to people who have that view?
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Mr. WALKER. First what I would say is it is absolutely true that
our current deficit and debt levels are not a major problem. It is
absolutely true that we have run larger deficits and have had high-
er debt levels as a percentage of our economy in the past than we
do now. But it is also true that when you are trying to help make
sure that we discharge our fiduciary and stewardship responsibil-
ities to this great Nation, you should not just look in the rearview
mirror; you should actually look ahead and find out where we are
headed. And when you look ahead and find out where we are head-
ed, based upon reasonable and realistic assumptions, we have
never seen anything like what we are heading into. And there is
absolutely no question that it is imprudent and unsustainable.
There is absolutely no question we cannot grow our way out of the
problem. And there is absolutely no question that it is going to take
budget controls, entitlement reforms, spending reprioritization and
constraint, and tax reform, and ultimately more revenues than 18.5
percent of GDP.

But, you know, we are going to have to do it, and the sooner we
do it, the better, because in the end the default is probably higher
taxes. And that is not good for economic growth, that is not good
for disposable income, and that is not good for our competitive ad-
vantage.

Chairman CONRAD. Well, and really isn’t the default position not
only dramatically higher taxes, but very dramatic cuts in benefits?
Because, I mean, if we fail to act, if we just wait—which some are
suggesting. I hear this, you know, from some of my colleagues.
Let’s just kick this can down the road. You know, everybody is con-
cerned about the next election, the next election, the next election.
Let’s just wait.

V\él;at is the risk of just continuing to kick the can down the
road?

Mr. WALKER. First, Mr. Chairman, I would say it is fiscally irre-
sponsible to do that, and it is politically less feasible to do that as
time goes on—I am not an elected official. You are. But let me ana-
lyze it from my perspective.

The longer you wait, the bigger the gap is going to be, the more
change you have to make, the less transition time you have, the
more disruptive it is likely to be, and the greater the risk that we
are going to have a serious economic disruption, not the kind of
challenge we are seeing right now. Therefore, I think it is prudent
to act sooner.

Second, I believe we have a 5- to 10-year window of opportunity
to demonstrate to our foreign lenders that we are going to get seri-
ous about this—5 to 10 years, and it is closing. And I think it is
closer to 5 than to 10.

The longer you wait, the more people are enfranchised in the sta-
tus quo. And the people that are enfranchised in the status quo
tend to be more politically active—namely, seniors. The people who
are going to pay the price and bear the burden, younger people,
tend to not be as informed and involved. Therefore, I think for fis-
cal reasons, for political reasons, for economic security reasons and
otherwise, it is prudent to move sooner rather than later.

Keep in mind, we are the largest debtor nation in the history of
mankind, and it is getting worse, not better.
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Chairman CONRAD. What is the threat to the economy? You
know, we talk about a need to act. You have just talked about a
5- to 10-year window to convince these international markets that
the United States is going to be fiscally responsible. What is the
threat to this economy of a failure to act?

Mr. WALKER. I think one of the most likely threats would be a
reduction in the willingness of foreign lenders to continue to buy
our debt at attractive rates that we have been able to finance our
debt recently. If interest rates go up, that will have a compounding
effect on the budget, a compounding effect on the economy, a
compounding effect on American families. And, by the way, the sce-
narios that I just showed you do not assume a significant rise in
interest rates. If there is a significant rise in interest rates, then
we accelerate and compound our challenge.

Chairman CONRAD. Well, let me ask you this: So what if foreign
lenders become less willing to extend credit to this country?
Couldn’t we just finance this internally? Couldn’t we just borrow
from ourselves?

Mr. WALKER. No. We are a great country, and Americans are a
great people, and we are particularly great at spending. But, unfor-
tunately, we are poor at saving. America has the lowest savings
rate of any major industrialized nation. In the last 2 years, Ameri-
cans spent almost everything that they made. We had close to a 0
personal savings rate in the last 2 years.

Now, why would you be concerned about that? Because with sav-
ings comes investment. With investment comes research and devel-
opment. With that comes innovation and productivity increases.
And with that comes an additional economic growth and additional
competitive advantage. With that comes improvement in our stand-
ard of living. We are eating our seed corn. And there are a lot of
American families that are following the bad example of their Fed-
eral Government. They are spending more money than they make.
They are charging their credit cards, taking out home equity loans,
building up debt and compound interest. You can do that for a lit-
tle while. You cannot do that over the long run.

Chairman CONRAD. Well, the Government can do it because we
can print money. What is the adverse effect of doing that?

Mr. WALKER. First, we are no longer the single reserve currency
in the world. We have competitors, and they are likely to grow over
time.

Second, some people say, well, don’t worry about it, we will just
print money and inflate our way out of the problem. As we all
know, inflation is probably the cruelest tax of all. It affects people
that are lower- and lower-middle-income worse than it does people
that are middle- and upper-income.

Furthermore, we cannot inflate our way out of the problem, and
here is why. Of the $53 trillion hole, only $9 trillion relates to cur-
rent debt. You can inflate and decrease the burden associated with
that $9 trillion, but the remaining $44 trillion is growing faster
than inflation. Health care costs have grown about 2.6 faster than
the economy, which grows faster than inflation. Social Security
costs are indexed. They are indexed for inflation once you draw the
benefit, and they are wage-indexed in determining your primary
initial benefit.
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You cannot grow your way out of this problem, and that is an
illusion. So people who think that you can do not understand the
programs and have not run the numbers.

Chairman CONRAD. The final point I would make, and I will then
turn to Senator Gregg: These people that talk about 1.2 percent of
GDP as the deficit, that was last year. This year the deficit is going
to be 2.5 percent of GDP. But of greater concern, the increase in
the debt this year will be well over $600 billion, which is well over
4 percent of GDP. And this is the sweet spot in the fiscal cycle.
This is the sweet spot. This is before the baby boomers start to re-
tire. This is before we have the additional continuing explosion of
health care costs.

Senator Gregg?

Senator GREGG. Well, I think you have certainly summarized the
problem, and I think Senator Conrad’s questions, which were in-
tentionally structured so, led through the different options and why
many of them are not viable, such as inflating your way out of this
issue and losing investment from abroad as a result of lack of con-
fidence or raising the interest rates as a result of having to attract
more investment.

Let me get more into the weeds, if I can. Because this problem
is so significant, I think there has to be an admission that there
are going to have to be some tough decisions made.

For example, we are going to get a budget this year. Shouldn’t
that budget include reconciliation instructions which address the
issue of entitlement spending if we are going to start moving on
this problem?

Mr. WALKER. I think there needs to be something on that. We
need to move. I talked before about budget controls, bringing back
budget controls, and I think part of those budget controls have to
include something to do with mandatory spending, both direct as
well as entitlement programs, as well as tax preferences. But on
the instructions, yes, I think——

Senator GREGG. Last year, for example, the President proposed—
and I thought it was a fairly reasonable proposal—that we should
require high-income individuals to pay a percentage of the Part D
premium. Today they are not required to do so. You know, if you
are Warren Buffett and you get the Part D premium, you do not
have to pay anything for that. Isn’t that a reasonable movement in
the direction of trying to get some relationship between the burden
and the expense?

Mr. WALKER. In my view, the Congress should seriously consider
better targeting beneficiary subsidies by the taxpayers—both with
regard to Medicare as well as with regard to tax preferences for
employer-provided and -paid health care.

In other words, it is one thing to say that you are eligible for cov-
erage at group rates under these programs. It is another thing to
say that irrespective of your wealth and your means, you are going
to get the same taxpayer subsidy. That is a logical place to start,
but ultimately, I think we are going to have to reform the entire
health care system in installments.

Senator GREGG. But in a world where incremental action is more
likely than global action, isn’t it reasonable to do reconciliation in-
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structions which actually accomplish incremental action? Wouldn’t
that be helpful?

Mr. WALKER. I think it is essential that you act on health care
incrementally because there is no way that you are going to be able
to achieve comprehensive health care reform in one proposal.

Senator GREGG. Now, one of the proposals that has been float-
ed—and it actually, interestingly enough, was again floated by the
White House because it would be perceived as impacting high-in-
come taxpayers, just like the Part D premium was, basically a re-
quirement that high-income individuals pay more for their pre-
mium. Is this idea that your $187 billion of tax preference which
is tied to the deductibility of insurance plans being—of insurance
plans being deductible, that that tax preference should be cutoff at
some point—I think it was $11,000 per employee—so that high-in-
come employees or more expensive plans would not be covered, and
that we should take that money that is saved so that high-income
employees or more expensive plans would not be covered, and that
we should take that money that is saved—and this was the White
House proposal—take that money that is basically generated from
revenue and use it to fund insurance plans, private insurance
plans, for people who are not covered today, that 41 million people
who potentially—who do not have health insurance.

First off, do you think it is a good idea to cap the deductibility?
Which I suspect you do. And, second, though, getting into the more
substantive—the more geopolitical or geo-economic issue, does that
really in the long term address the health care question because
basically money is fungible, and whether it is—I mean, it is going
to be spent on health care if it is taken as a deduction, or it is
going to be spent on health care if it is given as a payment to allow
a person to buy an insurance policy. Other than getting more peo-
ple covered, which is a social policy, does it really impact the bigger
issue of the fiscal policy?

Mr. WALKER. First, I do not believe that you ought to limit the
deduction. The deduction is what the employer gets. And I think
if you tried to seriously limit or eliminate the deduction, it would
be counterproductive because employers are looking for an excuse
to get out of this business.

Senator GREGG. Not eliminate.

Mr. WALKER. Right.

Senator GREGG. Cap.

Mr. WALKER. Exclusion. I think what you meant, Senator, which
I agree with, is the income exclusion. The $187.5 billion is the fact
that none of us have to pay income tax on what is paid for by our
employer; by the Federal Government in our case since it is our
employer. Same thing for payroll taxes.

I do think that just as it is appropriate to better target direct
taxpayer subsidies through spending, as we talked about before, it
is also appropriate to target taxpayer subsidies through tax pref-
erences; and that, intellectually, you should determine at what
level of health care coverage you might provide a tax incentive, and
anything beyond that should be included as taxable income.

Think about the way the system works now

Senator GREGG. But my question is: If you take that revenue
that you get from there and move it over to funding coverage of un-
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insured, which is, of course, a legitimate public policy decision and
social decision, have you really addressed your bigger issue of the
cost drivers in health care?

Mr. WALKER. No. I think you—well, yes and no. First, I think to
the extent that you make individuals more aware of and sensitive
to the increasing costs of health care, that will have a behavioral
effect over time that will help to deal with excess utilization. How-
ever, if you end up taking the money that you save and spend it
on something else, then immediately you have really done only 2
things increased sensitivity to cost and improved coverage. I do
think the four things you need to try to do in health care are: deal
with universal access to basic and essential health care; impose a
cap on what the Federal Government will spend on health care
every year; implement universal national practice standards for the
practice of medicine and also use of prescription drugs; and provide
more personal responsibility and accountability for one’s health and
wellness.

And so I think targeting is a logical first step both for tax pref-
erences as well as for taxpayer subsidies through Medicare.

Senator GREGG. Doesn’t your second idea of capping the amount
of Federal payments, which may very well be required here, lead
to some significant adjustments in the delivery of health care?

Mr. WALKER. Yes, it would. Some people say, Would it result in
the rationing of health care? The answer is let’s be honest with
people. We ration health care now. We just do not ration it ration-
ally. We cannot afford to write a blank check for health care. That
is why I think you have to look at all four things. Just putting a
cap on how much the Federal Government will spend by no means
solves the problem. You need to look at universal access to basic
and essential health care, which I am happy to answer questions
on that if you want. You need to have national evidence-based
practice standards that will improve consistency, enhance quality,
reduce costs, and dramatically reduce litigation risk because it
would be a safe harbor for the practice of medicine. And you need
to increase personal responsibility and accountability for one’s own
health and wellness.

So one piece by itself will not get the job done. They work in an
interactive fashion—and, by the way, I might say that on this issue
and Social Security reform and some other things that I have been
working on at GAO, along with others, we have run up this in 26
States, in town hall meetings in 26 States, and it gets a pretty fa-
vorable reaction.

Senator GREGG. Thank you.

Chairman CONRAD. Senator Murray?

Senator MURRAY. Thank you very much, Mr. Chairman. And
thank you for the tremendous amount of work you have done on
this and your passion on an issue that is very difficult to deal with,
but one we clearly have to. In your testimony, you are talking
about as the long-term challenge increases, it is really important
how we design any stimulus package. And as you know, the House
and White House came to an agreement on an economic stimulus
package. I believe they are passing it out today, with tax rebates.

Do you think that package in its current form meets your criteria
of timely, targeted, and temporary?
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Mr. WALKER. Senator Murray, I have not studied it in detail. I
have read press accounts with regard to that package. On the sur-
face, it appears to be timely, targeted, and temporary. Reasonable
people can and will differ as to whether or not it is the right pack-
age.

Senator MURRAY. Have you looked at how it might affect our
long-term fiscal challenge at all?

Mr. WALKER. I think by definition you are going to increase defi-
cits in the short term. All the more reason why it is important that
it be temporary. If you want to have the impact on economic
growth, it needs to be timely and targeted to people who are likely
to use that money and spend that money because 70 percent of our
GDP is based upon consumer spending.

Senator MURRAY. So if the caps were lift on the rebate, for exam-
ple, that would not be very effective?

Mr. WALKER. On which rebate?

If your income is less than, I think it is, $150,000, if that
$150,000 was eliminated and it was for anybody, I assume that
that would be——

Mr. WALKER. One would want to target it to those that are most
in need and those that are more likely to spend the money, I think
from an intellectual standpoint.

Senator MURRAY. OK. You talked a lot about health care, Social
Security, those kinds of issues. One issue you did not talk about
was the war in Iraq and the impact on our deficit. We have contin-
ued to see supplemental requests for funding this war, and we are
now almost into the sixth year of this war. I think we have spent
about $450 billion on the war already in a supplemental. Can you
tell us what the annual interest is we are now paying on that debt?

Mr. WALKER. Our effective interest rate now is, about 5 percent.
One of the fortunate things that we have right now, Senator Mur-
ray, is that we have very low interest rates right now, but we will
not have low interest rates over the longer run if we do not get our
fiscal house in order.

Senator MURRAY. I would like to see that and what your projec-
tions are for the future on that, too. I would assume that your rec-
ommendation would be that we include that—or the President in-
clude that within his budget request and not a supplemental be-
cause of its impact?

Mr. WALKER. Well, GAO has already recommended that, to the
extent that we expect to have recurring costs in the Defense De-
partment budget, that those ought to be put in the regular budget
request. And it is only the temporary or non-recurring costs that
are more difficult to estimate that ought to be in a supplemental.
We have said that for a long time.

And, by the way, I think it is pretty clear that there are things
coming through the supplemental that do not relate solely to the
global war on terrorism. There are ways to try to help make the
Pentagon whole with regard to some of the effects of the global war
on terrorism.

Senator MURRAY. Within the budget?

Mr. WALKER. Yes.

Senator MURRAY. OK. You stated in your testimony that CBO’s
latest estimates project the deficit rising in response to a weak-
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ening economy, and you talked a little bit about the trust fund
issue. Can you tell us, as we draw down that remaining surplus in
Social Security, how that affects our deficit projections in the fu-
ture?

Mr. WALKER. Yes. First, the trust funds are not really trust
funds. I was a trustee of Social Security and Medicare from 1990
to 1995. And, you know, Washington uses some words that do not
mean the same thing as Webster’s Dictionary. I used to be a fidu-
ciary in the private sector for real trust funds. Trust funds are sep-
arate and distinct legal entities. They come with fiduciary responsi-
bility and liability. And in most cases, when you are dealing with
other people’s money, they come with very strict prohibitions on
what you can and cannot do with regard to investments.

In the case of the trust funds for Social Security and Medicare,
they are sub-accounts of the general ledger. They do not have fidu-
ciary responsibility and liability. We are investing in our own debt.
If the private sector did with its pensions the same thing that we
do with Social Security and Medicare, the fiduciaries would go to
jail, because employers cannot invest all their pension assets in
their own debt.

The other thing that is outrageous is that we do not show the
bonds in the trust fund as a liability on the financial statements
of the U.S. Government. We also do not consider it in our debt-to-
GDP ratio.

So, we are playing fast and loose here with regard to how we are
treating this. So, you know, I apologize. You hit a chord here. If
you noticed.

Senator MURRAY. I noticed.

Mr. WALKER. And I apologize. Please let me know when I have
not answered the

Senator MURRAY. I just wanted to know if you could specifically
tell us how it affects the debt projections in the future.

Mr. WALKER. Sure. Thank you very much.

In 2009, the Social Security surplus will start declining rather
than increasing, as it has been. That means Congress will start
going through withdrawal, and the executive branch, because they
have been used to spending and having the ability to spend, in-
creasing surpluses. It will flip in 2009. And then in 2017, based
upon the current projections, the cash-flow will be negative. So
rather than helping the unified budget deficit, it will hurt the uni-
fied budget deficit.

Guess what? I think somebody will probably have an epiphany
in 2017 to say, Gee, maybe we ought to take this off budget, be-
cause then it starts hurting you rather than helping you.

Senator MURRAY. OK. One other question for you. If we extend
the 2001 and 2003 tax cuts, can you tell us what happens to the
deficit projections?

Mr. WALKER. I think Chairman Conrad showed some graphics on
that. I would be happy to provide you something for the record. Ob-
viously it hurts. I think you have to keep in mind it adds about
1 to 2 percent of GDP. Clearly it does not help. At the same point
in time, the gap that we face over the longer term is multiple times
that.
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And let me say—and I have said this before—I do not think we
can solve our long-range problem with Federal revenues at 18.5
percent of GDP. At the same point in time, I think it is important
to try to keep taxes as low as possible for several reasons. No. 1,
on the corporate side, because we compete in a global economy—
and believe me, corporations do not have duty of loyalty to coun-
tries. They have duty of loyalty to their shareholders. They will
move someplace else. They will move operations offshore if we are
not competitive on corporate taxes.

On individual taxes, if we want to maximize economic growth,
maximize disposable income, and maximize individual choice, you
want to try to keep it as low as possible. On the other hand, you
have to have enough revenues to pay your current bills and deliver
on the promises that you intend to keep.

Senator MURRAY. And you also need to invest in order to grow
your economy as well.

Mr. WALKER. You have to invest selectively, although one has to
be careful about how you define investment, because one of the
things I have found over the years is one person’s investment is an-
other person’s waste, and one has to deal with that.

But you are right, and that comes back to the savings issue I
talked about before. We are eating our seed corn. We are not in-
vesting, which means that we are not doing what it takes to main-
tain and to improve our competitive advantage, and as a result it
is diminishing with the passage of time.

Senator MURRAY. Thank you very much.

Mr. WALKER. Thank you.

Chairman CONRAD. Senator Allard?

Senator ALLARD. Thank you, Mr. Chairman.

You made a comment in regard to the health care here in the
United States. You said that we are below average. When you said
we are below average, you were referring to, I assume, the life ex-
pectancy and percentage of uninsured, were you not?

Mr. WALKER. Several things, Senator Allard. First, for an indus-
trialized nation—and these are based upon OECD statistics, the
Organization of Economic Cooperation and Development, of which
the U.S. is one of 30 members. It is based in Paris. We are below
average on life expectancy. We are below average on preventable
death rates. We have higher than average infant mortality rates.
Now, these are not good things. And we are way above average on
the percentage of our population that is uninsured. We are number
one on spending though.

Now, in some areas we do well, but with regard to generally ac-
cepted outcomes that deal with broad segments of society, we are
not getting value for money.

Senator ALLARD. I think it maybe depends on how you measure
outcomes. You know, when you talk about infant mortality, some
countries—and I do not know what percentage of these would be
considered industrial—really do a poor job of reporting infant mor-
tality. Infant mortality will occur outside a hospital. And so how
valid would that sort of comparison be? Or if you look at the unin-
sured percentage, for example, this has been a flat line. If you look
at the percentage of uninsured in the country, as well as my State
of Colorado—we have done a lot of things to try to deal with the
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uninsured—the flat line is right at 15, 16 percent uninsured, no
matter what we do.

And so there are things in our medical system, I think, that are
good. People come to this country for medical care. You know, you
imply somehow or other that there is not quality here. I think
there are things that we can do to improve physician care, but I
do think that we have to be careful on a study like this because
I can see other countries do not do as good a job of gathering their
statistics as we do in this country. Would you say there is some va-
lidity to that?

Mr. WALKER. Thank you, Senator Allard. First, I am not saying
that we are below average in everything. We are not. And you are
correct in saying that with regard to high-end medical procedures,
many people come to this country because of our proven track
record of success with regard to high-end medical procedures.

The OECD countries are major industrialized countries that do
a pretty good job with their statistics. We are talking about Ger-
many, United Kingdom, France, Italy, the Netherlands. We are
talking about Japan. We are talking about Australia, Canada, New
Zealand. So we are not talking about Third World countries when
we cite the OECD. But you are correct in saying that the statistics
are only as good as the reliability of the data that underlie them.
But I think OECD generally is viewed as being a pretty reliable
source.

Senator ALLARD. So assuming that they are correct then, what
could we do to make that better in this country as far as our health
care so that these look better for us?

Mr. WALKER. Senator, I think we need to focus as a country on
something that we have really not done before. In my opinion, we
have not had a national discussion and debate to differentiate be-
tween broad-based societal needs in health care that are affordable
and sustainable over time versus unlimited individual wants in
health care which are not affordable and sustainable.

And so what happens, like so many government programs,
whether it be on the spending side or the tax side, you end up en-
acting something into law. You add things to it. You add things to
it. Things get layered on. Before you know it, you have an amal-
gamation and combination of things that may not make any sense.
And I think that is exactly where we are at.

I think we need to step back and say what is basic and essential
in terms of health care coverage and services that everybody needs
and that it is in our broad-based societal interest to do that. And
you know with your background, things like wellness and preventa-
tive care; inoculations against infectious diseases; things like pro-
tection against financial ruin due to unexpected catastrophic ill-
ness; things like guaranteed insurability at group rates but have
choice as to whether or not you want more, but you are going to
have to pay for it if you want more than that. So focusing on the
basic and essential needs of everybody rather than what we have
today: broad-based, much more generous coverage to some seg-
ments of the population and nothing for other segments of the pop-
ulation.

Second, a budget, not a blank check.
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Third, national evidence-based practice standards that would be
determined by physicians and other qualified parties that could
help serve as a safe harbor for malpractice, among other things.

And we need to make sure that individuals have incentives and
accountability for taking care of their own health and wellness.
Right now, take Medicare as an example. The subsidy is the same.
The subsidy is the same not only with regard to your income in
most cases, but also with regard to whether or not you take care
of yourself or not. That creates very perverse incentives over time.

And so, I think, you know, in the short term we need to target
better; in the long term we need to restructure the whole system,
including the division of responsibilities between employers, Gov-
ernment, and individuals. And I am not talking about socialized
medicine, Senator, let me make that very clear. But even countries
that have “socialized” medical systems, they ration and they have
budgets. And, by the way, they also have private sector systems
where employers end up buying supplemental policies for many of
their employees, because they may not want their employees to
wait or may want them to have access to certain procedures they
otherwise would not get access to through the government system.
Al}Nedhave done some work on this, as you know, at GAO, Senator

ard.

Senator ALLARD. Mr. Chairman, thank you.

Chairman CONRAD. I turn to Senator Stabenow.

Senator STABENOW. Thank you, Mr. Chairman, as usual for a
very important hearing, and thank you, Mr. Walker, for your serv-
ice and for being here.

Just to continue on health care for a moment, I appreciate your
numbers because it is clear. As I understand it, we spend about
twice as much of our gross national product on health care as any
other country, and yet we have almost 50 million people with no
health insurance so that picture does not seem to jibe. And I am
wondering if you might speak a little bit more about the notion of
universal access because, as you have indicated, the Federal Gov-
ernment really is not unique. Every family, every business, every
State and local government is facing the same kinds of things that
we are in terms of the costs going up and the fact that we use
emergency rooms inappropriately. I mean, we have a universal sys-
tem. It is just extremely expensive because you walk into the emer-
gency room, you receive care, you may be sicker than you otherwise
would be. The hospital treats you and then shifts the costs to those
employers that have insurance. So we are paying for a system right
now that it is pretty crazy to me on how we are paying for the
overall system for folks.

But I wonder if you might talk about in a little more detail the
need to do something more systemwide in order to capture savings
and to be able to address the broader issues that you talked about.

Mr. WALKER. Thank you, Senator Stabenow. First, I think we
spend about 2.5 times more per capita than the median OECD
country, almost 50 percent more of our economy than the median
for all OECD nations and we have about 47 million uninsured,
roughly those numbers which you touched on.

I think we have to recognize that there is a lot of cost shifting
going on right now, and I think people have to keep in mind when
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you look at the data, you will find that in the last 40 years, health
care costs have grown about 2.6 percentage points faster than the
economy every year. And the point of compounding that over time
means that is why we are spending so much more of our economy
on health care than we used to.

But during that same 40-year period, you will find that a dis-
proportionate amount of the increase in the health care costs has
been borne by two parties: No. 1, employers; and, No. 2, govern-
ments. And while individuals have paid more as a percentage of
their income on health care than they did 40 years ago, the relative
burden share has been more for government and for employers.
But governments face fiscal challenges, and employers face com-
petitiveness challenges.

And so starting within the last several years, we have seen gov-
ernments and employers start to shift costs to individuals. So indi-
viduals really for the first time within the last several years are
starting to feel the effect of increased health care costs, and they
do not like it.

Something has to give; I think we need to take a systemic ap-
proach. We need to focus on all four of those elements, but with
regard to access, I think we have to be honest with ourselves to say
let’s focus on what our broad-based societal needs in the form of
health care are, basic and essential health care services that every-
body should have. Let’s focus on trying to deliver that, and when
we are doing that, we need to make sure that it is affordable and
sustainable over time. Because right now we have a situation that
the Federal Government has made a lot of promises it is not going
to be able to keep, and it ought to be honest with the American
people and tell them that. It is not going to be able to keep them
without doubling tax levels, which this country has never sup-
ported in the past. Now, maybe they will, but I would not bet on
it.

Senator STABENOW. Well, just to followup on your comments,
when you say individuals do not like having to pay more, they can-
not pay more I mean, many——

Mr. WALKER. Some can.

Senator STABENOW. Far more people are finding themselves less
wages or unemployed, and so obviously the cost shift is increas-
ingly putting pressure on middle-class families, and it certainly is
a competitiveness issue. I can look in Michigan right across the
river that literally you can swim across, and the difference between
Canada and the U.S.—and we could debate the systems, but the
reality is wages are the same for manufacturing, environmental
standards are the same. The only difference is health care, and we
see plants being built there. So it is an issue that is costing us jobs,
there is no question.

I wonder, before my time runs out, if I might ask you one other
issue related to this, and that is talking about comparative effec-
tiveness, which is so important. And because of these issues being
so important for us from a competitive issue in Michigan, we have
developed in the medical society something called the Keystone
Project, which has focused on quality initiatives very, very effec-
tively. I do not know if you have looked at that. But we have also
been very aggressive on information technology and have in south-
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eastern Michigan very aggressively focused on e-prescribing, which
has made a big difference in quality and dealing with costs and so
on.
I wondered if you might speak to what you view as an effective
comparative effectiveness program and also how technology, infor-
mation technology and those kinds of things fit into that.

Mr. WALKER. Sure. First, I do think there is an opportunity to
leverage technology to improve outcomes and to reduce cost. But it
has to be leveraged with more information and evidence-based
practice standards. Right now what is happening is a lot of the
technology is being used because it is available, and it is actually
driving health care costs. I am talking about MRIs and a variety
of other procedures, where everybody wants one and as long as
somebody else is willing to pay for it, why not?

Second, there is a very real competitiveness issue here on health
care. You are right that some families are already feeling the
squeeze, and it is only going to get worse with the passage of time.
You are right in knowing that Michigan, in particular, is affected
by this because you have a number of major employees that have
huge legacy costs for health care. You are also, in a situation where
a lot of people do not realize the impact of health care costs being
out of control. One of the reasons that we have not been able to
get pension coverage up higher than 50 percent of the full-time
work force for 40 years is because health care costs are out of con-
trol, and, therefore, employers cannot afford to do more because of
out-of-control health care costs.

So it is really the big challenge from a variety of perspectives.

Senator STABENOW. Mr. Chairman, I know my time is up. I
would be remiss if I did not also indicate I am pleased to join with
Senator Wyden. I am sure he is going to talk about his health care
proposal, but we do have, I think, an important proposal on uni-
versal coverage that I know we are going to be discussing more.
Thank you.

Chairman CONRAD. I thank the Senator.

Senator Bunning?

Senator BUNNING. Thank you, Mr. Chairman.

Mr. Walker, I am interested in your statement to the effect that
our total debt, including the gap between funded and unfunded fu-
ture benefits, is approximately $53 trillion. Is that correct?

Mr. WALKER. That is correct, Senator.

Senator BUNNING. OK. More than 4 times the current size of our
economy.

Mr. WALKER. That is correct.

Senator BUNNING. Because of this, the major credit rating agen-
cies recently have questioned our Nation’s ability to maintain our
AAA-rated debt if we do not make changes. I understand that other
major industrial nations are coming to terms with their own pen-
sion and health care liabilities in light of their own aging popu-
lations. How does our current situation compare to theirs at the
present time?

Mr. WALKER. Thank you, Senator Bunning. First, just to clarify,
the $9 trillion, roughly—a little bit more than that—is current
debt. The balance represents the unfunded commitments that will
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be future debt if we do not engage in reforms. But it is a current
commitment.

We issued a report on January 18, 2008, at the request of this
Committee to look at what other countries have done to try to deal
with their fiscal challenges and to also look at whether and to what
extent they use task forces or commissions as a way to try to help
facilitate more expedited action. That has been made available to
this Committee.

Some countries are ahead of us. A number of countries, frankly,
are ahead of us. Australia is ahead of us. New Zealand is ahead
of us. Canada is ahead of us. The U.K. is ahead of us. Sweden is
ahead of us.

Senator CONRAD. Norway.

Mr. WALKER. Norway is ahead of us. Well, they actually have
real money in their trust funds. That is a different issue.

So, you know, we are a great Nation. We are not the only nation
that faces this challenge. The problem is we are slow off the start.
We are late to the effort to start dealing with this, and it is impor-
tant that we start sooner rather than later.

Senator BUNNING. We talked about the fiscal stimulus package.
What changes, if any, would you make in the fiscal stimulus pack-
age that the House is voting on today? Should we be concerned
about the long-term consequences of this package if the stimulus
is poorly timed or ineffective in 2008?

Mr. WALKER. Senator, unlike you and other members here, I
have not been elected, so I do not think it is appropriate that I cri-
tique it in detail.

I will tell you this. I will come back to what I said to begin with.
I think action needs to be timely. I think the Congress needs to act
by no later than February on something. Second, I think it needs
to be targeted so that the money is likely to be spent and otherwise
help our economy. And, third, I think it needs to be temporary so
that it does not end up increasing our longer-range structural im-
balance. And I will leave it to your judgment and your colleagues
to figure out how best to do that.

Senator BUNNING. Well, but that is a cop out.

Mr. WALKER. I am not elected, Senator.

Senator BUNNING. It is not a question of being elected. You study
these things constantly.

Mr. WALKER. Yes, sir.

Senator BUNNING. What happens if we fail to hit the mark and
in 2008 the approximately $155 billion is pushed into calendar year
2009 when the interest rates are low and the jobs are not forth-
coming? You know what happens when we do that. We have some-
thing that was created in 1980 or so called “stagflation.” We have
inflation going up this way and we have jobs going the other way,
and that leads to bad things for our economy.

Mr. WALKER. Paul Volcker is a friend of mine, and he is very fa-
miliar with stagflation, and it is not something that we want to try
to have to go through again, quite frankly, in the history of this
country.

I think it is very important that you, again, try to make sure
that you target this so that it does good quickly and that it be a
temporary initiative. If it does not work, then I think you and I
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both know that Congress is going to try to figure out what else it
might need to do. And I think one of the things that I introduced
a number of years ago—remember when we had surpluses. Re-
member when we thought—I know you do, Senator Domenici. Re-
member when we thought we actually were going to pay off all the
national debt and people were worried about it? Well, we do not
need to worry about it anymore.

One of the concepts we need to think about is triggers. How can
we identify triggers

Senator BUNNING. That is something that has been discussed in
this Committee.

Mr. WALKER. Right. How can we talk about triggers that say
when something comes off and when something goes on? You know,
that is really important.

I also think we have to think about incentives, how can we create
incentives, you know, so that it would provide discipline on spend-
ing and other types of actions through proper design.

Senator BUNNING. I have one last kicker.

Mr. WALKER. Yes, sir.

Senator BUNNING. You talked about entitlements and the uncon-
trolled escalation in entitlements. And my numbers may be off a
year or two, but by the year 2030, if we do not cap or change our
entitlements, take them off automatic pilot, we will spend our en-
tire budget on entitlements and, therefore, the 12 agencies that we
enact appropriations bills for will have no money.

Mr. WALKER. In theory. If you tax at historical levels and you
allow—and you say I am not going to reform entitlement programs,
they are going to be a first claim on tax revenues, then you squeeze
out everything else.

By the way, the numbers do not include interest on the Federal
debt, so when you include interest on the Federal debt, it is actu-
ally worse than that. And, in addition——

Senator BUNNING. It comes earlier.

Mr. WALKER. Correct. And, in addition, they do not assume a sig-
nificant increase in interest rates, and I can assure you there will
be before then based upon our——

Senator BUNNING. Well, depending on who is running the Fed-
eral Reserve. Thank you.

Chairman CONRAD. Thank you, Senator Bunning.

Senator Menendez?

Senator MENENDEZ. Thank you, Mr. Chairman.

Mr. Walker, thanks for your testimony, for being a little bit of
a Paul Revere about our long-term fiscal challenges. I appreciate
your service in that respect. I have a series of areas I want to pur-
sue, so if you would work with me in trying to be tight in the an-
swers but nonetheless responsive, I would appreciate it.

First, on page 14 of your testimony, you talk about this whole
health care issue being the overriding issue—they are all impor-
tant, but the overriding issue in terms of the long-term fiscal chal-
lenge, and in that respect, the four points that you have there as
pillars, I just want to—you say provide universal access to basic
and essential health care. Access is not necessarily coverage,
though, right?

Mr. WALKER. No, I think I intended it to be coverage.
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Senator MENENDEZ. You intended it to be coverage.

Mr. WALKER. I intended it to be coverage, which either could be
provided through a Federal program, through a State program,
through an employer, through a union, but basically one way you
could do it—one way—would be a universal mandate and provide
alternative ways that it could be delivered, Government being one
of the ways it could be delivered. But it means coverage, not just
the option but you will be covered.

Senator MENENDEZ. All right. Good, because I have heard “ac-
cess” be used in the past not as covered.

Mr. WALKER. I understand.

Senator MENENDEZ. Second, you talk about imposing limits on
Federal spending for health care. Does that imply necessarily pay-
ing more for those who have the health care coverage by virtue of
the Federal Government, Medicare and Medicaid?

Mr. WALKER. It means that we

Senator MENENDEZ. The individuals I am talking about.

Mr. WALKER. It means that we cannot afford to write a blank
check, and if we end up having a budget, it will force tough choices,
and it will force tough choices on behalf of the Government to re-
structure its programs.

Senator MENENDEZ. There is one of three possibilities: either you
cut back on services to providers, payments to providers; you cut
back on the universal services or how those services are delivered;
or, third, the person who is covered contributes to it or it is a com-
bination of all of those.

Mr. WALKER. I think that is clearly what the three options would
be absent fundamental reform. But if you engage in fundamental
reforms, I think you have other options. We need to recognize that
the system we have right now is badly broken, and we cannot just
tinker around the edges because we are betting the ranch. Wand
esse are betting the future of our economy on health care costs.

Senator MENENDEZ. Third, you talk about evidence-based prac-
tice standards to improve quality, control costs, reduce litigation. Is
prevention a big part of that? You know, we work on a disease-
based system, largely.

Mr. WALKER. I think it is a function of three different elements:
I think that is a function of defining what “basic and essential” is;
I think that is a function of evidence-based standards; and I think
it is also a function of increased personal responsibility and ac-
countability for one’s own health and wellness. So I think preven-
tion comes into all three of those elements, those pillars.

Senator MENENDEZ. Many of us have been saying for quite some
time, though, that it seems that in a system that is based on dis-
ease versus on preventing that disease, which is a lot less costly,
that it should be a significant part of the equation.

Mr. WALKER. I agree.

Senator MENENDEZ. And, last, when you talk about steps for
Americans to assume more personal responsibility and account-
ability, do you see incentives in that to move Americans in that di-
rection?

Mr. WALKER. I do, but it does not necessarily mean tax incen-
tives. For example, to the extent that one does more to try to take
care of one’s own health and wellness, maybe there would be a dif-
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ference as to what your cost sharing would be. Rather than giving
you an incentive to do something, maybe you would have to bear
more burden if you do not take care of yourself. So incentives,
broadly defined.

Senator MENENDEZ. Let me turn to an answer you gave Senator
Murray when she was talking about what would happen if we
made the President’s long-term tax cuts permanent, and you did
acknowledge that they would increase the deficit over time. Then
you got onto a discussion of—and correct me if I am wrong—that
we cannot solve our long-term fiscal challenges by taxing at 18.5
percent of GDP. And then you went on to say how it is also impor-
tant to keep taxes as low as possible. It sounds like having it every-
body wants it the same way.

Did I understand that answer to mean that you believe that you
are going to have to increase taxes as a percent of the gross domes-
tic product, but while increasing them, try to increase them at the
lowest possible level?

Mr. WALKER. Right. Let me clarify what I mean. Historically, the
highest that Americans have allowed themselves to be taxed as a
percentage of the economy is roughly 20.5 percent of GDP, and that
is roughly where we were when we had the surpluses, at about
20.5 percent of GDP. And, by the way, Congress periodically has
to do tax cuts in order to keep tax burdens from going higher.
Why? Because with inflation, economic growth and other factors, if
you do not end up taking steps over time, by definition you will end
up having a higher percentage of GDP in the form of taxes because
of inflation and economic growth and other factors.

So, historically, Americans have only gone to 20.9. Are they will-
ing to go higher than that for things like security and safety and
a variety of other issues? Maybe. But they are not, I do not think,
likely to be willing to go to 30.

So the answer is as follows: We are taxing at about 18.5. You are
going to have to get the most money, in my opinion, out of entitle-
ment reform. You are going to have to get a considerable amount
of money out of reprioritizing and constraining spending. But even
after you do all of that, the gap is so great, you are going to need
more than 18.5 percent of revenues.

I will say this: I have been to 25 States for town hall meetings.
I am going to my 26th one tomorrow. The American people are
hesitant about sending more money to Washington absent tough
budget controls that will make sure that that money will not be
wasted.

Senator MENENDEZ. And I appreciate that view. Finally, let me
get to a provincial question but one that has ramifications. I read
your response to a New Jersey delegation letter about comments
made by individuals who were suggesting that the GAO and the
BRAC process was on their side and that they needed the right fig-
ures to make it work. And I saw the press accounts of your review
with this individual. You know, my problem is we have seen BRAC
go from an allegation that it was going to save X number of billions
of dollars, $36 billion, to now being reduced to about $15 billion.
That is 58 percent less. In my home State of New Jersey, Fort
Monmouth was supposed to be $780 million. Now it is at almost
$1.5 billion. And I do not think we are finished yet.
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I have a real problem looking at this process which is supposed
to save us an enormous amount of money, then gets reduced dra-
matically, does not even take into effect the economic consequences
of what happens in those communities at the end of the day, which
ultimately contributes to the tax process. And then I get really con-
cerned when I read comments, e-mails that say that the GAO,
which I really have faith in, generally speaking, is on the side of
the BRAC process. And I do not understand—I read the comments
about what the person supposedly meant that we have supported—
the GAO supported overall the concept of BRAC. You do not have
to say I am on your side to say you support the BRAC process.
That seems to me I am on your side in making the numbers work
for something that does not work.

Mr. WALKER. Sure. Well, Senator, first, I have not written that
letter yet. I told

Senator MENENDEZ. I just read the public comment——

Mr. WALKER. I told the press that I intended to. I have met with
Dr. College, who was the person who sent that e-mail. I think if
Dr. College had thought about it, he probably would have sent a
different e-mail rather than that one, because there has been a lot
of speculation about what he meant.

I know GAO’s procedures. I know the people who worked on this
engagement. I stand behind our work. Here is the key point

Senator MENENDEZ. How could we be so far off?

Mr. WALKER. Well, you make a good point, Senator Menendez,
and let me be clear. We were asked, GAO was asked—in fact, it
was statutorily required—to look at the overall process, method-
ology, the reasonableness of the overall assumptions. We were not
asked, nor do I think it is appropriate for us to be asked, about a
decision with regard to an individual base. I testified myself on be-
half of GAO and expressed serious concerns with regard to the
over-optimism by the Department as to how much money they
were going to save with regard to this BRAC round, both as it re-
lates to military construction costs as well as personnel savings.

And, furthermore, with regard to Fort Monmouth, I testified my-
self that we also had concerns that they were being overly opti-
mistic with regard to what percentage of skilled employees were
going to be willing to move from Fort Monmouth to Aberdeen or
elsewhere. That is on the record. We stand by that. And I would
be happy to talk to you separately if you want.

Senator MENENDEZ. I would look forward to that conversation.

Mr. WALKER. I would be happy to.

Senator MENENDEZ. Thank you, Mr. Chairman, for your courtesy.

Chairman CONRAD. Senator Domenici?

Senator DOMENICI. Thank you very much.

Mr. Walker, I do not come to every meeting, but I spent plenty
of time in the past at meetings of this Committee, so I like to let
other people come now, like the distinguished Chairman, he and
this distinguished Republican. They are doing well, and I come
when I am needed. But there are so many questions to ask of you
that I am going to tick through a few and just see what you say.
OK?

Mr. WALKER. Yes, sir.
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Senator DOMENICI. Is the stimulus package proposed by the
House and the President, as you look at things, more or less the
right size and the right kind of stimulus, if we need one now?

Mr. WALKER. Senator, I will just go back to what I said. Timely,
targeted, and temporary, it appears to meet those three criteria. I
have not studied it in detail.

Senator DOMENICI. All right. But dollar-wise, you know how
many billion it is.

Mr. WALKER. It is about $145 to $150 billion.

Senator DOMENICI. Right. So I guess I am going to just put this
up there from my standpoint, see if you agree. It is barely of suffi-
cient size for an economy of our size to do the job.

Mr. WALKER. We have about a $13 trillion economy.

Senator DOMENICI. And so this is a pretty small kick, but if it
is done quickly and we do not fool around with it forever, coupled
with the Chairman of the Federal Reserve and his use of their
power on interest rates, it would seem like we are sending a strong
sign‘?l that we are going to do something and do it now. Is that cor-
rect?

Mr. WALKER. That is correct, Senator. You know, the Fed is look-
ing at monetary policy. You are looking at fiscal policy. You and I
both know that there are limits as to how quickly the IRS can act
in the middle of the tax season. So all the more reason why you
need to move very quickly because the money may not flow for sev-
eral months.

Senator DOMENICI. That is right. Now, my next question, just do
it as quickly as you can, but it certainly is something we have
never had in all the years I was Chairman up here, and it is there
now, and that is what has happened to the American dollar. Would
you just answer for me, is that a serious problem now, as you see
1t? And if it is, is there anything that can be done in any event by
the United States or others?

Mr. WALKER. I think it is a serious problem. We are no longer
the world’s only reserve currency, the euro being one that people
are looking to with increasing frequency.

I think one of the other reasons, Senator Domenici, that it is a
problem is a lot of people do not realize that crude oil is priced in
dollars.

Senator DOMENICI. Right.

Mr. WALKER. And that one of the reasons that crude oil prices
go up is not just because of supply and demand, but if those pro-
ducing countries want to maintain purchasing power, they have to
charge more dollars because the dollar is in the tank.

Senator DOMENICI. You are right. Now, there is no question that
that is a correct statement. There is no question that all the debt
we have, the world has bought it up, whether it is China that
bought it up or European countries or India or Indonesia or whom-
ever. And it is precarious when they thought they were buying up
the best currency in the world, and it turns out that they may not.
That causes some consternation on the part of those who had
bought our money, right?

Mr. WALKER. Correct. When third parties hold more of your na-
tional mortgage, it means that they have more influence on you
and you have less influence on them. It is that simple.
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Senator DOMENICI. And people that would say they do not have
anything, they hold nothing over us, I think they are mistaken
when, as a matter of fact, somebody like China owns so much of
our debt, it is not, as some say, "Well, that is good.“ It is not per-
fect, right? It might be less than good, right?

Mr. WALKER. In the short term it is good because we are lucky
that they are willing to lend us their savings. But in the longer
term, it increases our risk.

Senator Domenici, you probably recall what happened in 1956
with regard to the Suez crisis.

Senator DOMENICI. No. I am old but not that old.

Mr. WALKER. Well, the bottom line is France and U.K. and Israel
wanted to challenge President Nasser’s taking over the Suez Canal,
and at that point in time, the U.S. held a lot of U.K.’s debt and
a lot of pounds and suggested that they may want to rethink their
actions if they wanted us to continue to support their currency and
their debt. That was an ally.

Senator DOMENICI. Yes. Now, look, I want to go through two or
three more, and, Chairman, you stop me whenever I am supposed
to stop, all right?

One, I want to say to you in terms of health care costs in Amer-
ica, health care costs distort everything. For instance, if you equate
how much health care cost there is in an automobile, you can kind
of say, well, you open the trunk and the health care cost is in the
trunk, and you put a dollar sign on, and it turns out that in some
instances it makes the automobile that you are talking about non-
competitive in the world market because you have added too many
hundreds of dollars in health care costs. That is a very serious
problem, is it not?

Mr. WALKER. The last numbers I saw is that there is more
health care cost in the cost of an automobile than steel.

Senator DOMENICI. Right. That is incredible. You could not even
fit that in the trunk so you would have to use some other approach,
as you talk about it.

Mr. WALKER. That is for U.S. auto makers.

Senator DOMENICI. Correct. Have you seen the proposal that the
Chairman and Senator Gregg have with reference to a bipartisan
approach to the entitlement program, resolution of the entitlement
program?

Mr. WALKER. I have.

Senator DOMENICI. And have you analyzed it sufficiently to tell
me whether you think it is a good approach or not?

Mr. WALKER. I think it is a good approach. My personal view is
that I think if you look at Chairman Conrad’s approach, it is a very
positive approach. I think if you look at his, if you look at Senator
Voinovich’s bill, at both the Cooper-Wolf bills in the House, and
your bill with Senator Feinstein, doing a combination of these actu-
ally would even be better, and I would be more than happy to work
with any of you on that.

Senator DOMENICI. I would just pass the word to the Chairman.
No question in my mind because he is Chairman, his takes on a
little stronger impetus, and I have a good one that I worked hard
on, but I think his might be better. Mine is Domenici-Feinstein. I
am more than willing to forget mine and work with him and Sen-
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ator Gregg. It must be done. You know, we sit around figuring
somebody will be courageous enough to pass a law. It really is not
courageous or non-courageous. It is almost impossible for a legis-
lator to do this. There has to be a new process invented, and the
process is what we are speaking of at this point. Normally, proc-
esses do not solve big problems. But in this case, it will solve a big
problem. If you use it and it gets carried out such that the entitle-
ment group does what Congress says and you put smart people on
there and people who want to work only for the country and not
for a party, it has a chance of fixing, Social Security could be fixed.
You could do that first. You could do that in a year with no ques-
tion. Medicare is harder and more urgent, but people do not believe
that, but it is. But you have to do both of them. You cannot do just
one and leave the other one out there.

Mr. WALKER. And, Senator Domenici, I believe it is totally unre-
alistic to expect that we are going to make significant progress on
this $53 trillion imbalance through the regular order. It is policy,
players, and process, and process matters.

Senator DOMENICI. You bet.

Mr. WALKER. In my opinion, you need to address at least four
thillllgs through any task force or commission that you come up
with:

No. 1, tough budget controls, if you have not done it before then.

Second, comprehensive Social Security reform where you are not
preprogrammed to have to come back. In 1983, we were
preprogrammed to have to come back. We do not want to do that
again.

No. 3, round one of health care reform.

And No. 4, round one of tax reform.

If you do those four things as a package, with everything on the
table, I believe we can achieve at least a $12 trillion downpayment
on our $53 trillion imbalance. Now, think what that would do for
the credibility of the Congress. Think what that would do for con-
fidence and trust. Think what that would do for the ability to hope-
fully make more progress and to sustain momentum over time.

Chairman CONRAD. I thank the Senator.

Senator DOMENICI. I want to say to you, sir, I remember when
you came, we had some rough edges between you and some of us.
That is natural. We kind of wonder what you are doing fooling
around in our business. You kind of wonder why we are not accept-
ing your recommendations because you think it is your business.
Things are getting better. We are listening to you, and you are
doing a terrific job, and we thank you for it. We need your kind
of clear-headedness speaking to the people, and thank you for it.

Mr. WALKER. Thank you, Senator. I like your new international
look, too. You look very distinguished.

Senator DOMENICI. Oh, thank you.

Chairman CONRAD. Senator Whitehouse?

Senator WHITEHOUSE. Thank you, Mr. Chairman.

I would suggest that if we are going to get credit for the $12 tril-
lion downpayment, the first thing we have to do is make the people
of America understand that they have this $53 trillion liability out
there. And I applaud you for getting around to 25 States, soon to
be 26. But I can tell you that in my experience, there is almost no
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American you could stop on the street and ask that number and
get anything resembling a confident or knowledgeable answer. So
I think we have a large public relations mission ahead of us to put
this into the right context.

With respect to the trust fund, I enjoyed your description of how
the phrase "trust fund“ used in this context does not in the fashion
meet the legal fiduciary definition of a trust fund. Just to explore
that a little further, I would suggest that since it has no funds and
cannot be trusted, you do not even have to get to the fiduciary
level. You just get to the pure, you know, Webster’s street corner
definition of those words and it fails.

I may be oversimplifying this, but it strikes me that this is ulti-
mately really a cash proposition. The people who need Social Secu-
rity need the money now. It goes out. When we take the Social Se-
curity so-called trust fund and when we take the cash out of it and
spend it on other things and put an IOU back in, there is really
nothing there, because the IOU, it strikes me, is an IOU to our-
selves. And for somebody who is watching this who has a family
budget, it would be like saying, well, I know we need to pay for my
daughter’s braces, I know we need to set aside money for college
for both the kids, I know we have these expenses coming, but I am
going to spend all the cash that I have, all the money that comes
in on this other stuff, but then I am going to write myself an IOU
for some of it. The problem is when the dentist comes and when
the college bill comes, you do not have the cash, and the IOU does
not matter.

Is that a fair parallel to where we are with Social Security? And
if it is, shouldn’t we just start setting up a proper trust fund and
just force that issue by putting some money aside?

Mr. WALKER. First, I think we are masking the size of our defi-
cits and our debt problems by not being more transparent with re-
gard to what we are really doing. Let me clarify.

The bonds in the trust fund are backed by the full faith and cred-
it of the U.S. Government. They are guaranteed as to principal and
interest. In my view, they will be honored. They must be honored.
They should be deemed to be a liability of the United States. But
you are correct——

Senator WHITEHOUSE. Well, from our point of view, we still have
to go find the cash——

Mr. WALKER. You are correct, absolutely, from an economic
standpoint in recognizing that they are nothing more and nothing
less than a priority claim on future general revenues, that you
must do one of three things: either raise taxes, cut spending, or go
out and borrow more money from Japan, China, OPEC nations or
somebody else to be able to convert that to cash. Cash is key, and
we need to be focused on cash-flow more than we are now.

Senator WHITEHOUSE. So in a perfect world, what would the
trust fund look like?

Mr. WALKER. Well, Norway has a pretty good idea, but I do not
think we probably will ever get there because I think we have wait-
ed too long. Norway saw that they had a demographic challenge,
just like we did, and Norway knew that in order to try to be able
to meet the bow wave of the tsunami of spending, they needed to
invest early so that they did not put an undue burden on future
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generations. They actually created a real trust fund, and it actually
is something you can trust and it actually has real funds in it, real
investments in it. It is their sovereign wealth fund. It is a very
large fund to try to help reduce the burdens of the retirement of
their baby-boom generation.

Now, we have waited maybe too long to do that. We could con-
sider that as an element, but as you know, the surplus will start
to go down in 2009. We go negative cash-flow in 2017. So, you
know, the really good years are behind us, and so we are going to
have to do more than that.

Senator WHITEHOUSE. On health care, it strikes me that there
are a trio of areas where there is huge ground to be gained. One
is with health information technology, and I think the sooner we
start looking at our health information technology infrastructure as
infrastructure and treat it that way, the quicker we will be able to
resolve the problems of health information technology. The second
is quality reform, which you have talked about in the best practices
context.

I would like to suggest to you that as a Nation we really have
not developed a very significant skill set yet in quality reform in
health care. And if you are going to go out and develop these best
practices, figure out how to apply them, how to enforce them, there
is a process component to it as well. There is a substantive compo-
nent on what the best practice is. We are in a very, very baby-step
stage in that.

So as you talk about this, I would urge you to consider what the
best process is, consider trying to make it as broad as possible. I
worry if people talk about this and the solution that people think
of is, well, we will set up a best practices, you know, place in Wash-
ington, and we will start doing them one by one in Washington. I
do not think we have that kind of time, and I do not think we can
limit ourselves that much in terms of experimentation.

I would like to see a mechanism set up so that every State under
the authority of its own health department, so that it is kept legiti-
mate and safe, can engage in best practices research and figure out
a way to enforce and incent that and allow benefits to accrue from
it. And then you can get 50 teams working on it, and you can learn
from each other, and the whole thing moves a lot more rapidly. So
I would just urge you to think about that, that the sort of Fed-
eralist doctrine really would make a lot of sense there.

The last thing, the third piece, is on reimbursement. We send idi-
otic price signals into the health care system and are surprised
when we get idiotic responses. It strikes me that there is a correla-
tion between the things that America is good at, as you were dis-
cussing with Senator Allard, and the things we pay for. The money
is there for high-end procedures; we do a great job. The money is
not there for prevention; we do a horrible job.

And it strikes me that an underlying problem is that we have
taken the question of what gets paid for in health care, and we
have taken that choice, and we have moved it to the private sector,
specifically to the insurance industry. It strikes me that the insur-
ance industry is colored with massive conflicts of interest in this
respect, both having to do with their own business strategy and
having to do with the fact that, for instance, every insurer in this
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country looks at getting rid of all of their customers into Medicare
at some point, and many of them are looking just from a turnover
point of view at a 5-, 6-, 7-year customer relationship, so they have
no financial interest in prevention and welfare except as a means
to attract big-employer customers who are really driving this.

I think if we can address these three things together—quality re-
form, information technology, and solving these reimbursement
problems—we can set up virtuous cycles that will yield rewards be-
yond what we are even now forecasting. I would just like your reac-
tion to that. I know I have gone over my time. I apologize.

Mr. WALKER. Senator Whitehouse, let me just briefly say that
leveraging technology, focusing on quality, and also looking at our
reimbursement practices are subsets, in my view, of the four pil-
lars. And I do think they are important, and we will focus them.

Senator WHITEHOUSE. I would love to work with you.

Mr. WALKER. Thank you.

Chairman CONRAD. Let me just followup on the Social Security
discussion very briefly to say in the private sector, if you were tak-
ing the retirement funds of your employees and using them to pay
operating expenses, which is what we are doing, you would not be
on your way to the White House or the House of Representatives.
You would be on your way to the Big House because that is a viola-
tion of Federal law.

I must say, when I first came here from positions in a financial
arena, I was so amazed and really stunned by the way we operate
here. I mean, the financial reporting is just a complete fiction
around here.

Senator Wyden?

Senator WYDEN. Thank you, Mr. Chairman. And we want to
thank you again for all of your good work and especially on health
care. We are now up to 12 Senators on the Healthy Americans Act
as cosponsors—6 Democrats and 6 Republicans, the first bipartisan
effort in the Senate in literally decades. And if you track the legis-
lation, it is sure pretty close to what you have been out talking
about, and we just thank you for all your leadership. And I think
when this country fixes health care—and I believe we can get it
done this time—a big part of it is going to stem from the fact that
you have been out prosecuting the case around the country, trying
to lay out the choices for people.

Let me, if I might, talk about some of the biggest issues that we
are going to be wrestling with, starting with the development in
the last 24 hours. It looks like the California proposal is not going
to be able to go forward. They have done an awful lot of good work
and tremendous commitment and passion, the Governor and legis-
lators of both political parties. But it just does not look like it is
going to be able to move at this point.

My sense is that the message out of California—and I would be
interested in your assessment—is that the States cannot fix health
care by themselves. The biggest hurdles have, in effect, been put
out there by the Federal Government, specifically the Tax Code,
the ERISA statute, the Employee Retirement Income and Security
Act,and Medicare. I think this is pretty much consistent with your
thinking, and I think it would just be helpful to get this on the
record, because I do not want the country to say, well, it is the
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States’ fault. I think it is quite the opposite. I think the States
have done some very good work given how little bandwidth within
which they have to operate. And I think it would be just helpful
to get your thoughts on the record about how important it is that
the Federal Government be a better partner in terms of working
with the States in fixing health care.

Mr. WALKER. I think the States have their own significant chal-
lenge with regard to health care. They have a challenge with re-
gard to their portion of the Medicaid costs. They have a challenge
with regard to their employees, et cetera, and the uninsured popu-
lation. I think there is an opportunity for more federalism, but I
do not think they can solve the problem by themselves, by no
means. I think the Federal Government has a major responsibility.

Being a CPA, I am very familiar with the tax provisions. I was
former Assistant Secretary of Labor for ERISA, and I was a trustee
of Medicare. So there is no question that those are three major
challenges that must be addressed by the Federal Government.

Senator WYDEN. Let us talk about the Tax Code because, of
course, that involves judgments that were literally made more than
60 years ago. And I think what is at stake here is modernizing the
employer-employee relationship. That is how I would characterize
it. What we have done today does not work particularly well for ei-
ther employers or workers. The employer spots the global competi-
tion, you know, 15, 18 points the day they open their doors, and
workers, unlike, for example, Members of Congress, usually, if they
are lucky enough to have coverage—and many of them do not have
coverage at all—simply get the one offering of their employer and
do not have the benefits of being able to use their clout in the mar-
ketplace.

So what we try to do in the Healthy Americans Act is to try to
give some relief to both the employer and the employee in terms
of modernizing this relationship and, of course, make the changes
in the Tax Code, redirecting the Tax Code primarily so we do not
reward inefficiency and subsidize the most affluent.

What is your sense about the importance of modernizing the re-
lationship between employers and employees which largely governs
pretty close to 250 million people, if you set aside Medicare and the
military?

Mr. WALKER. Just as I do not think the States can solve this
problem alone, employers are not going to solve this problem. I
think we need to modernize the relationship between employers
and employees and also the Government. I think we need to stand
back and refocus on those four pillars, and that means modernizing
the relationship for employers, employees, and Government.

Senator WYDEN. With respect to the individual—and I have real-
ly been pleased that you have been constantly bringing back this
matter to the individual because I think not only is personal re-
sponsibility important, but we have pretty much divorced individ-
uals from much of the decisionmaking process. The employer buys
the health care, and the worker says, ”I hope my insurance covers
it,“ and we go off and call it a day. And, of course, we try to change
that as well in the legislation by, in effect, making sure that the
employee sees that there are actually rewards in terms of shopping
efficiently.
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But on the question of quality—and Senator Whitehouse has
done very good work on this. He and Senator Stabenow have really
been our leaders. I want to ask you about something that I am
talking to people at home about and around the country, and that
is the consequences of buying health care that is not particularly
cost-effective or is not high quality.

I get the sense that Americans, if they feel they are getting good
information—in other words, we are doing the kinds of things Sen-
ator Whitehouse is talking about, making sure people get good in-
formation—I think they are prepared to say, “All right, if I want
to go to so-and-so and it is not the best buy in terms of dollars or
at the top of the quality list,” I think they are prepared to say we
ought to pay a little bit more for that, as opposed to the offerings
that might be higher on the chart with respect to quality and cost-
effectiveness.

What is your thinking with respect to consequences for individ-
uals of buying quality when, in fact, we have put in place the kinds
of reforms that Senator Whitehouse is talking about so that people
can actually get good information?

Mr. WALKER. It is appalling to me how outdated and how inad-
equate the information that we have on health care is, given the
size of health care spending as a percentage of our economy and
given the importance to a variety of players. Clearly, we need more
timely, accurate, and useful information on cost and quality in
health care. And when you use the words, “are we willing to pay
for it,” I assume you mean the individuals, are they willing to pay
for it, because I think part of the problem we have right now is
that the “we” is future generations.

Senator WYDEN. Individuals, but starting to weave this through
the system. We say, for example, in the Healthy Americans Act,
that under Medicare, you know, seniors who do things to lower
their blood pressure, their cholesterol, stop smoking, they are going
to be eligible for lower Part B premiums. I am interested in your
thoughts about making sure that individuals really see that there
are some actual financial underpinnings for buying smart.

Mr. WALKER. I strongly support that concept, and it is fully con-
sistent with the four pillars that I talked about. When I talk about,
personal responsibility and accountability, it means incentives for
people to behave properly; and if they do behave properly, they
achieve some benefit. And if they do not behave properly, there is
some consequence.

I think for any system to work—a health care system, a tax sys-
tem, a corporate governance system, whatever—you have to have
three things that we are touching on: incentives for people to do
the right thing, and that does not necessarily mean tax incentives,
by the way; second, transparency to provide reasonable assurance
they will do the right thing because somebody is looking, and it
could mean the public, the consumer; and, third, accountability if
people do the wrong thing.

So if we build around the four pillars of health care and those
three universal concepts, I think we can achieve some great things,
but it is likely to have to be done in installments.

Senator WYDEN. Well, that is, I think, a topic for another day.
I hope that we will recognize that health care is like an ecosystem.
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If you move it over here, you are going to have effects over there.
And the history, of course, of going at this piecemeal is not particu-
larly good. If you look, it is not just after 1993 when, of course, the
plan went down during, you know, other periods of time, and I ac-
tually looked at the history. You know, what we almost always say
is, well, we have to do it, you know, this piece and that piece. I
think that is very hard to do. We have now got 12 United States
Senators who I think are making that judgment that this is an eco-
system. A lot of the people who have coverage are one rate hike
away, you know, from losing it, and that there are reasons now to
intertwine the interests of those with coverage and those who do
not have coverage. In the past, they were often pitted against each
other.

I think if you keep doing the outstanding work you are doing to
make sure that people understand what the choices are in areas
like we have talked about this morning, that the Federal Govern-
ment has to be a better partner so that we do not see the Califor-
nias and other States that are trying so hard, see their proposals
go by the boards. I think this time, after 60 years of jawing on this,
I think this time we are going to be able to thread the needle, and
a big part of it when we do is going to be the fact that you spent
so much time and effort educating the public on our choices, and
I thank you for the good work.

Mr. WALKER. Senator, I want to thank you for your leadership
on health care area. I know you have been really dedicated to this
for a long time. And, again, the two issues we are talking about
here are directly interrelated. Our fiscal challenge is driven pri-
marily by health care. In many ways, what you are saying is, just
as Chairman Conrad has said that he believes there is a need to
have some type of task force or commission in order to be able to
deal with the multiple elements at once, you are saying you believe
you need to deal with multiple elements at once in order to try to
achieve meaningful health care reform that treats it like an eco-
system, which I think is an interesting analogy.

I am just saying I do not think that you will pass one bill and
say, "We are done.“

Senator WYDEN. Fair enough.

Mr. WALKER. That is all I am saying. But I am all for trying to
make progress on as many of those pillars as possible.

Senator WYDEN. Chairman Conrad has given me a lot of extra
time. I think it is fair to say—and I think the Chairman said it—
we expect as members of the Budget Committee and the Finance
Committee to be working on health care throughout our time in
public service. There is not going to be one shot and it is done.

Thank you for your outstanding work and for the extra time, Mr.
Chairman.

Chairman CONRAD. Yes, sir, Senator Wyden. I very much respect
the extraordinary effort that you have made in this area and also
the very substantive contributions of Senator Whitehouse. I really
appreciate the special dedication that you have given to what really
is the greatest challenge that we face in all this, which is the
health care sector. That is the 800-pound gorilla. That is what
could swamp the boat.
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In that regard, on Thursday we are going to be having a hearing
especially dedicated to long-term health. I hope both of you will be
here. We are going to have Dr. Orszag here from the Congressional
Budget Office who has done a good deal of work. I know the two
of you have both worked with him closely.

Tomorrow, we are going to be doing a hearing on the economic
stimulus package, and with respect to that, I would like to ask one
more question. You have said the stimulus package ought to meet
the test of the three T’s: timely, temporary, and targeted.

With respect to the third, targeted, we now have a proposal be-
fore the Senate Finance Committee to take the income caps off of
the rebates. The White House and the House of Representatives
leadership had agreed to caps that begin at $150,000 for a couple,
$75,000 for an individual. Under the Senate proposal, as I under-
stand it, those caps would be completely lifted, which would mean
we would have the spectacle of the Federal Government sending
$1,000 checks to Bill Gates, Donald Trump, Barry Bonds, Members
of Congress.

What do you think about that?

Mr. WALKER. Even though it is obviously not to my personal ad-
vantage, I do not believe that meets the definition of "targeted.”

Chairman CONRAD. Nor do I. I think, you know, we have to show
some discipline around here, and if we are going to start sending
checks—in fact, I asked the first—I asked about it. ”You mean, you
are telling me my wife and I are going to get a check?* I mean,
you know, we do not need a check. Wouldn’t spend it if we got it,
so that does not stimulate the economy. Sending a check for a thou-
sand bucks to Bill Gates is not going to stimulate the economy.
Sending $1,000 to Donald Trump is not going to stimulate the
economy. I have high regard for both of them, but that is not going
to stimulate the economy. I think at some point we would become
ridiculed if we start just sending checks regardless of whether it
has any stimulative effect.

Would it, in your judgment, have any stimulative effect to be
sending checks to the highest-income individuals in our country?

Mr. WALKER. I think you should target the action to those that
are most likely to consume the funds quickly, and the persons you
talked about have plenty of funds. They do not need $1,000.

It would be interesting if maybe at the time you sent out the
$1,000 refund check, if you sent out the $175,000 bill, which is the
per capita burden for the $53 trillion, that might get people’s atten-
tion. "Here is the good news and the bad news.“

Chairman CONRAD. Yes, "Here is your thousand bucks. By the
way, you owe net $175,000.“

Mr. WALKER. We need to think outside the box on how we can
start communicating some of this information in forms that people
might read it. And, Senator Whitehouse, one of the things that I
think we ought to be doing, the national debt clock shouldn’t be
based on $9.2 trillion. It should be based on $53 trillion. And why
do I say that? Because if you make a $12 trillion downpayment,
you get credit if you have a $53 trillion clock. If you have a $9.2
trillion clock, you do not get any credit because you are not reduc-
ing the current debt. You are reducing the future burden.
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So I do think we have to think about how we can end up using
opportunities to communicate more effectively with the American
people. And I am only halfway kidding. Maybe we ought to think
about—you know, you know they are going to open the check. You
know they will open that, and they will read that. Maybe they will
read a stuffer.

Chairman CONRAD. I tell you, it is really sobering, the situation
that we are in. Every time we hold these hearings, it becomes in-
creasingly apparent that we are on a course here that is utterly
unsustainable. And it is time to act. The reason it is so important
we take action sooner rather than later is the longer we wait, the
more draconian the solutions become. And, you know, I understand
my colleagues. I cannot tell you—just in the last week I have had
a number of my colleagues come to me and say, "You aren’t really
going to go to markup on your proposal, are you? You are going to
insist we actually vote?“ Yes, I am going to insist we actually vote,
because this is a situation that we simply must address. And so we
are going to vote. And I am sorry if that causes discomfort to some
of my colleagues, but, look, this cannot be kicked down the road
again. Why not? Because the time for action is the early part of the
next administration, whoever leads it—you know, you think about
this. They are going to come into office in 2009. At the end of their
term, the trust funds will have gone cash negative.

You know, this is it. We have kicked this can down the road
about as long as it can be, and it will absolutely bedevil the next
administration. The time to act is the first year. It will not happen
the second year because we will be right back in an election year.
And the time to act is next year. And the only way we are going
to do that is if we have a process established.

Now, I am open to the thoughts of colleagues about how the pro-
posal that Senator Gregg and I have offered might be changed. We
have heard three complaints:

One, timing, because we had called for the report to be done this
year, in anticipation of the work being done this year. Obviously,
that is not going to happen, so the timing needs to be changed.

Second, we have heard criticisms that there ought to be the pos-
sibility for amendment. Let me just say we will resist that because
we have set up a process that requires super majorities to have a
report, super majorities to pass, and, of course, the President re-
tains the right to veto. That would require a two-thirds vote to
overcome. If we start having amendments, we know what will hap-
pen. There will be amendments offered which will have no revenue.
There will be amendments offered that have no benefit reductions,
and people will vote for one of those and say, "Gee, we did some-
thing.“ You know, one will have revenue as part of a package and
one will not. One will have benefit reductions. One will have ben-
efit reductions that are insufficient to do the job. And so people will
vote for one or the other and then have an excuse not to vote for
the 1;)ne that would actually do something. We all know how this
works.

The other question—we have the question of timing. We have the
question of amendment. We have the question of whether a super-
majority vote is required in the House. That I am open to consider-
ation on because the House does not have a tradition of requiring
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a super-majority vote. They are concerned about setting the prece-
dent. They are concerned about turning the House into the Senate,
because in the Senate, obviously, there is a right to filibuster, there
is a requirement for a super majority. So there is going to have to
be a super-majority vote here. But, look, at the end of the day we
need to get this resolved.

The other question is whether there are outside persons involved.
I personally do not think that is wise with respect to the member-
ship. I do think it is required that we have outside advisers. For
example, I believe there should be certain ex officio members. Dr.
Walker, you would be among the most prominent that I think
ought to be ex officio advisers who would be involved every step of
the way with respect to providing advice and counsel to the mem-
bers of this task force.

With that, I want to conclude this hearing and again thank you
for your contributions to this Committee and, more importantly, to
the country.

Mr. WALKER. Thank you, Mr. Chairman.

Chairman CONRAD. Thank you. We adjourn the hearing.

[Whereupon, at 12:02 p.m., the Committee was adjourned.]
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SENATE COMMITTEE ON THE BUDGET
“The Long-Term Budget Outlook”
- January 29,2008

Thank you, Mr. Chairman.

I appreciate the opportumty to hear testimony from David Waiker
today about the long-term budget outlook.

As Mr. Walker points out, the two major credit rating agencies
recently both have issued warnings that the United States must change
course if we wish to maintain the “Aaa” rating on U.S. government bonds.

A reduction in our credit rating would be calamitous, and T am confident that
we will not allow it to happen.

This unwelcome development highlights the seriousness of the task
before us. We must make changes to restore the confidence of worldwide
investors in the soundness of our pohmeS but the magnitude of the changes
necessary is daunting. ~

A recurring theme in these discussions is the dramatic increase in
government health care costs over the past decade: There are many reasons
for this, and I look forward to Mr. Walker’s diagnosis of the problem and
recommended solutions.

Another theme is the structure of our tax code and the incentives it
creates for inefficient spending in health care. Finally, Mr. Walker points
out that the Social Security surplus that has been reducing the unified budget
deficit for many years will - - as soon as 2009 - - begin to-decline for the
first time. That is only a short time away. I agree completely with Mr.
Walker's warning that we must begin making ch«mges now.to avoid more
difficult changes later on. :

Thank you.



ECONOMIC STIMULUS: BUDGET POLICY FOR
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WEDNESDAY, JANUARY 30, 2008

U.S. SENATE,
COMMITTEE ON THE BUDGET,
Washington, DC.

The Committee met, pursuant to notice, at 10:01 a.m., in room
SD-608, Dirksen Senate Office Building, Hon. Kent Conrad, Chair-
man of the Committee, presiding.

Present: Senators Conrad, Murray, Nelson, Menendez, Cardin,
Gregg, Domenici, and Bunning.

Staff present: Mary Ann Naylor, Majority Staff Director; and
Denzel McGuire, Minority Staff Director.

OPENING STATEMENT OF CHAIRMAN CONRAD

Chairman CONRAD. The hearing will come to order.

I want to thank our witnesses for being here today. It turns out
that this hearing is very timely because the Finance Committee is
going to mark up the stimulus package this afternoon. So this,
largely through serendipity, proves to have been held at precisely
the right time.

Let me just try to put a frame on this morning’s hearing and
then go to Senator Gregg for his observations and then turn to our
witnesses.

We see, if we go to the first slide, that economic growth is ex-
pected to slow sharply in 2008. In fact, we have just received the
news that gross domestic product grew at an annual rate of only
six-tenths of 1 percent in the final quarter of last year. Over the
course of 2007, GDP grew 2.5 percent, down slightly from the
fourth quarter of 2.6 percent in 2006. We see that CBO is telling
us they anticipate growth in 2008 at 1.5 percent.

(123)
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Economic Growth Expected
to Slow Sharply in 2008

(Percent growth in'real GDP, Q4 to Q4)

2.5%

2006 2007 2008 (CBO)

Source: Bureau of Economic Analysis, LS. Department of Commerce; and CBO

Let’s go to the next slide.
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Housing Slump: New Homebuilding
~ Falls Dramatically |

{Housing starts, millions of units, annual rate)

2000 2001 2002 2003 2004 2008 2006 2007
| Soires: Gansus Burean US Départmem af Gémmeﬁce-
Nota: Monthiy. dag t gl December 2007

We all know that the subprime mortgage crisis, as some have de-
scribed it, has been at the heart of the economic slowdown. It has
obviously spread from the subprime area to other areas of credit.
We see new home building falling dramatically through 2006 and
continuing into 2007. I had a delegation of home builders come to
see me yesterday, telling me about they see their industry not in
a recession but in a depression, as they described it.

Let’s go to the next slide.
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Energy Costs: Real Price of Oil Soars

{Monthly price per.'barre! of Wést Texas Intermediate crude ol in Dac 2007 dollars)
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In the midst of all this, we also have soaring energy costs affect-
ing people when they go to gas up at the pump, affecting them
when they pay their utility bills. I certainly noticed it in my utility
bills this last month. Energy costs, with the real price of oil soar-
ing, oil at one point at $100 a barrel, all of this affecting consumer
confidence. We see a continuation of declines in consumer con-
fidence: after declining sharply last summer, consumer confidence
has remained depressed into this year.
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Consumer Confidence
Continues to Deteriorate

{index = 100 in January)

Index of Consumer

Confidence —

75 |
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$0urce: Conference Board
Note: Monthly data through January 2008

Unemployment has jumped. In December of 2006, the unemploy-
ment rate was 4.4 percent. In December of 2007, it had jumped to
5 percent.
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Unemployment Rate
Climbs

(Percent of civilian labor force unemployed)
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4.4%

4Y%
’ December 2006 December 2007

Source: Bureau of Labor Statistics, U.S. Department of Labor

As a result of this, the Federal Reserve, as we all know, recently
took emergency action between meetings to lower its target, Fed-
eral funds rate by three-quarters of 1 percent.
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Federal Reserve Action
on Interest Rates

(Fed's target rate for overnight federal funds; percent)

August 2007 |

0%
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Source: Board of Governors, Federal Reserve
Note: End-of-month levels through January 22, 2008

Let’s go to the next slide, if we could.



130

Fed Chairman Bernanke Calls for
“Explicitly Temporary” Stimulus Measure

“...[Alny program should be explicitly
temporary, both to avoid unwanted
stimulus beyond the near-term horizon
and, importantly, to preclude an increase
in the federal government's structural
budget deficit.”

—Federal Reserve Chairman Ben Bernanke
Testimony before House Budget Committee
January 17, 2008

The Chairman of the Federal Reserve has called for an explicitly
temporary stimulus measure. He said, and I quote, “Any program
should be explicitly temporary, both to avoid unwanted stimulus
beyond the near-term horizon and, importantly, to preclude an in-
crease in the Federal Government’s structural budget deficit.”

Let’s go to the next slide, which is also a quote from the Chair-
man of the Federal Reserve. He said, in January of this year, be-
fore the House Budget Committee, “There is good evidence that
cash that goes to low- and moderate-income people is more likely
to be spent in the near term... Getting money to people quickly is
good, and getting money to low- and moderate-income people is
good, in the sense of getting bang for the buck.”
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Fed Chairman Bernanke on
“Effective” Stimulus

“...[T]here is good evidence that cash that
goes to low- and moderate-income people
is more likely to be spent in the near
term.... Getting money to people quickly
is good, and getting money to low and
moderate-income people is good, in the
sense of getting bang for buck.”

—Federal Reserve Chairman Ben Bernanke

Testimony before House Budget Committee
January 17, 2008

Let’s go to the final slide that compares the House package and
the Senate package. We know in terms of rebates that more people
would be eligible for the Senate rebate. There is no income limit.
Seniors are eligible. On the business side, the significant difference
is that the Senate package provides for net operating loss
carrybacks. And on unemployment insurance, while the House does
not have a provision, the Senate does.
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Comparing House and Senate
Stimulus Packages

HOUSE SENATE

Rebate

$300 - $600 Per Individual (Refundable)  $500 Per Individual {(Refundable)
$300 Per Child $300 Per Child

Income Limit No income Limit

Seniors Eligible

Business
Small Business Expensing Small Business Expensing
Bonus Depreciation Bonus Depreciation

NOL Carryback

Unemployment Insurance
No Provision Ul Extension

Cost
$146 B in 2008 $161 B in 2008

$161 B in 2008-2009 $196 B in 2008-2009
$117 B over 2008-2018 $151 B over 2008-2018

And then in terms of cost, the Senate package obviously costs
somewhat more: $161 billion in 2008 compared to $146 billion for
the House package. Over 2 years, the Senate package costs $196
billion compared to $161 billion on the House side.

I am delighted we are having this hearing with such distin-
guished witnesses today so that we can discuss the views of the
members and the views of the witnesses with respect to what a
stimulus package might include and how we might think about
those issues.

With that, I want to turn to my very able colleague, the Ranking
Member of this Committee, the former Chairman of this Com-
mittee, Senator Gregg.

OPENING STATEMENT OF SENATOR GREGG

Thank you, Senator Conrad, and many of the numbers that you
have cited are numbers which set the table appropriately relative
to the issue of the economic slowdown. But the question is, What
should the Federal Government do? And any stimulus package, in
my humble opinion, should be a real stimulus package, and that
means it should be targeted on this quarter, the next quarter, and
the following quarter—the first three quarters of this year.

My guess is that most of what the Fed is going to do—and this
was testimony actually from Dr. Orszag—will have an impact be-
ginning aggressively in the third and fourth quarters of this year.
And we need to be careful that the stimulus package is well fo-
cused as a result of that and does not end up incurring costs and
stimulus outside of what is the period when we expect the slow-
down to occur.
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We also have to understand that any stimulus package is going
to be funded by debt, and I noticed in your numbers—and I pre-
sume that this is reasonable—that you did not calculate in the in-
terest, I do not think, on the debt that all this is going to cost, but
our calculation is that a $150 billion stimulus package today over
5 years will have about a $36 billion debt cost and over 10 years
will have about an $80 billion debt cost. I think those are the num-
bers. Is that right? OK.

So you are talking packages which are truly going to cost our
kids around 200 billion bucks. And what are they going to get for
that? What is the economy going to get for that? Well, I am not
a great fan of the House package, but it appears to be the high wa-
termark when you compare it to the Senate package, because the
Senate package, for some unknown reason, is now lifting the cap
and saying let’s send $500 to everybody. So we will fly across the
country in a plane and throw money out of the plane to everybody.
And what are the practical implications of that?

Well, with high-income people, first off, it is unlikely that that
rebate is going to get out the door very qulckly If it gets out by
the middle of June, we would be fortunate, and that means it is
probably not going to impact us until the third quarter. And with
high-income people, it is probably going to be saved. It is probably
not going to go into demand stimulus, which is what usually you
are looking for.

Second, as a very practical matter, if you extend the unemploy-
ment insurance, as is proposed in the Finance Committee package,
you end up with a situation where we are at 5-percent unemploy-
ment right now in most of this country—in some places well under
5 percent, like in New Hampshire—and it is very hard to defend
extending unemployment insurance as an economic stimulus event
because if you are in what is a relatively full-employment economy,
it just simply creates more of an incentive for people not to go out
and find a job. Most of the jobs that are—most people find their
jobs in the last couple weeks of their insurance running out. If you
extend it for a year, which is what is proposed in the package, you
basically end up with a situation where, if that extension occurs in
States where you have fairly close to full employment, you are not
going to get much stimulus out of that package. Thus, there should
definitely—any unemployment extension should, in my humble
opinion, be tied to a trigger which says it occurs in States where
the unemployment has reached a historic level which is deemed to
be not full employment, such as 5.7 or 5.8 percent, which is the his-
toric number we have been looking at.

There is no trigger, however, in the proposed package here, and
it is a bigger package as a result of that. Also, I am not sure how
this NOL in the Senate Finance package works. I have heard dif-
ferent statements that you get the NOL if you do not take advan-
tage of the accelerated depreciation. But if you take advantage of
the accelerated depreciation, then you cannot take the NOL. I am
not sure what the economic impact of that is.

I will say that, from my own personal standpoint, if you are
going to do something to create long-term efficiencies in the econ-
omy, expensing, accelerated depreciation, NOL carryback are prob-
ably positive things. But they are not going to have an immediate
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economic stimulus. But they will at least have a long-term effect.
Whereas, simply giving people a rebate check, in some instances
giving them a check even though they do not pay taxes, is probably
not going to have any significant stimulus on the economy other
than the psychological stimulus, because much of what will be pur-
chased with that stimulus will be manufactured outside the United
States. And as Dr. Orszag testified yesterday, if it is manufactured
in China, the $500 is spent on a television manufactured in China,
the stimulus to our economy is basically nonexistent.

So this stimulus package is really, in my humble opinion, more
about building confidence that the Government can act and that a
divided Government can come together and take action than about
actually having stimulus effect in the next two to three quarters,
which 1s when we need it. In that context, the package which does
the most good from a standpoint of the “Kumbaya” factor is the
House package. And the package which does the most harm from
that standpoint is probably the Senate package because it divides
an already agreed to understanding. But I have reservations about
both, obviously.

However, that being said, I look forward to hearing from the wit-
nesses as to what they think should be done, and that is why they
are here and they are experts, and they are highly regarded in
their field, and we appreciate them taking the time to testify.

Chairman CONRAD. Thank you, Senator Gregg, and thank you
for your observations.

I must say when we have identified all along the three T’s as
what we should be doing with the stimulus package—targeted,
timely, and temporary—to start taking——

Senator GREGG. “Kumbaya.”

[Laughter.]

Chairman CONRAD. To start taking the income cap off and send-
ing $1,000 checks to Bill Gates and Barry Bonds and Donald
Trump and Members of Congress, I think we have really lost our
way.

Senator GREGG. I agree.

Chairman CONRAD. I mean, that just cannot be the answer here.

Senator GREGG. Once again, bipartisan agreement in the Budget
Committee.

Chairman CONRAD. OK. We have agreement here.

Senator GREGG. I do not know. We did not ask Senator Bunning.

Senator BUNNING. Yes, I agree 100 percent.

Senator GREGG. Two Finance Committee members agree.

Chairman CONRAD. We welcome Alan Blinder, the Gordon.
Rentschler Memorial Professor of Economics and Public Affairs,
and Co-Director of the Center for Economic Policy Studies at
Princeton University. Dr. Blinder has testified before this Com-
mittee before, and we welcome you back. We also have with us
Mark Zandi, the Chief Economist and Co-Founder of Moody’s Econ-
omy.com. I am very glad to meet you, sir, because I very much
enjoy reading your work. And Daniel Mitchell, a Senior Fellow at
Ehe Cato Institute. Welcome all. We are delighted that you are

ere.

Dr. Blinder, why don’t you proceed, and then we will go to Dr.
Zandi and then to Dr. Mitchell.
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STATEMENT OF ALAN S. BLINDER, GORDON S. RENTSCHLER
MEMORIAL PROFESSOR OF ECONOMICS AND PUBLIC AF-
FAIRS, AND CO-DIRECTOR, CENTER FOR ECONOMIC POLICY
STUDIES, PRINCETON UNIVERSITY

Mr. BLINDER. Yes, thank you, Mr. Chairman, members of the
Committee. I appreciate the opportunity to testify here on this par-
ticular day on this particular issue, which is, of course, an impor-
tant issue for the Budget Committee, by definition, and also some-
thing that is on the immediate Senate agenda. But at the end I
want to raise a couple of things that are not quite on the imme-
diate agenda, but that I think are more important.

The testimony, which is much too long to deliver in 7 minutes,
is organized around five questions. I am going to boil them down
to three for purposes of this morning.

The first is something that Senator Gregg was just implicitly
asking, which is: Should we enact a fiscal stimulus package now
at all? I think the answer to this is probably yes, but, frankly, the
case is not airtight. The Federal Reserve, as you know, is cutting
interest rates aggressively. We are normally accustomed to leaving
these sorts of tasks to the Fed. But the problem is that the Federal
Reserve’s medicine works slowly, as you mentioned, Mr. Chairman.
And so that says that, if the economy starts deteriorating very rap-
idly in front of your eyes, the Fed can act very quickly, but it will
not actually give the economy a boost in a sufficiently timely way.
Sdo1 t;le question is: Is the economy actually slipping down very rap-
idly?

Again, I would say the answer is that there is a reasonable likeli-
hood of that, but we do not know for sure. It is certainly not as
clear as many people are saying. I would be much more convinced
if, 2 days from now, when we get the next employment report, it
looks as bad as the previous one, or worse, rather than much bet-
ter, which I think is the current guessing. And I would also be
more convinced if I saw one more month of weak retail sales. We
have only really seen one so far. The real issue here for the econ-
omy is the infection of what I like to call “the 96 percent” by “the
4 percent.” The 4 percent is the housing sector, which, as the
Chairman mentioned, quoting someone else, is really in a depres-
sion. There is not any question about that. Up to now, the 96 per-
1cent is holding up well. But there are fears that it is not going to
ast.

So I think it is wise to get a stimulus package designed and
ready to go immediately, basically. I do not imagine—although the
House and the Senate are moving with incredible speed on this—
that this is going to be enacted before February 13th, anyway. But
I could be wrong about that. I cannot remember seeing this body
move as quickly as it is moving right now. You are all better judges
of that than I am.

The second question, which is always of interest to the Budget
Committee is about this idea of paying for it and how does this
square with PAYGO. When it comes to stimulus, the answer to the
question “should we pay for it?” Is a resounding no. Paying for it
takes away the stimulus with one hand that you are putting in
with the other hand. That said, this Committee’s longstanding con-
cerns with budget deficits is very, very valid. But what needs to be
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understood is that it pertains to long-run issues. We want to keep
the budget deficit down in order to spur capital formation, to im-
prove technology, to keep real interest rates low in the long run,
and so on. These all have to do with the economy’s ability to supply
goods and services.

In a short-run emergency, the focus is not on supply but on de-
mand, on getting spending higher—or preventing it from sagging,
which amounts to the same thing. And it is that thinking that
leads to the three familiar principles that Senator Conrad just al-
luded to, the three T°s. And the one that I want to emphasize in
that context is targeted to produce spending. The other two are
equally important, and temporariness is especially crucial to the
question of how much deterioration in the long-run budget picture
are we causing by a stimulus. The answer is quite little. The num-
bers that Senator Gregg was just citing on the interest burden
were suggestive of around $4 billion a year, or something in that
kind of a range—which, of course, in a budget the size that we
have is extremely small.

The third question, which is the one that Congress is wrestling
with literally right at this minute, I guess, is what elements of a
stimulus package make sense. I want to answer that two ways—
first sort of generically, just in the abstract, thinking about stim-
ulus; and then, second, how can we tailor this to the circumstances
of 2008?

So, generically, I would give the grade of A, in terms of inclusion
on a stimulus package, to two things which, unfortunately, were
left out of the House package: the extension of unemployment bene-
fits and Food Stamps. The reasons, again, have to do with bang for
the buck. When you give money to people that have lost their jobs,
you are giving money to people who are trying to maintain their
previous standards of living. It is hard to imagine anything that
has greater surety of getting spent right away than that—except
maybe giving it to Food Stamp recipients who are literally living
hand-to-mouth. The basic principle is that you want to give the
money to people who are going to spend it right away, if and when
your objective is stimulus, which I think is the case now.

After that, I would give a grade of B to sending out checks, e.g.,
tax rebate checks, especially to low- and moderate-income people—
as Senator Gregg mentioned, not to high-income people—who are
less likely to spend it. But it is important not to limit the checks
to people who have enough income to pay income tax, and it was
a good idea that the House package was designed that way. And
I think it was also a good idea that the House package capped the
payments at certain income levels. There is no magic number
there, but the principle of capping is very important if you care
about bang for the buck. And I think we need to care about bang
for the buck.

It will not have escaped your attention that this list of recipients
who would get moneys that were labeled, by me anyway, and other
people, too, A’s and B’s are the people most in need. We all know
about Franklin Roosevelt’s famous aphorism about bad morals
being bad economics. When it comes to stimulus, good morals turn
out to be good economics as well. That is where the “Kumbaya” fac-
tor comes from, and it is perfectly appropriate in this case.
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Moving down the list, and very briefly, I would give the grade
of C, which is still a passing grade, to transfers to State and local
governments who otherwise are going to be raising taxes and cut-
ting spending and making the situation worse.

I would give the grade of D, with charity, to business tax cuts,
which may or may not have good rationales for long-run reasons,
but which are not going to provide short-run stimulus. That is all
in general.

What about the specifics of 2008? As the Chairman mentioned,
two things, and mainly one, are contributing to the current eco-
nomic travails: higher oil prices and housing, which is a multi-
faceted problem. So what might we do specifically in such cir-
cumstances that we might not want to do in more generic cir-
cumstances?

Well, in terms of energy prices, there is a program that you all
know about called LIHEAP that is specifically designed to send
money to poor people who are having trouble paying their energy
bills—which, of course, have mounted substantially. This is by the
same reasoning as for Food Stamps, likely to lead to checks sent
by the Government that lead to spending by people extremely rap-
idly.

On the housing front, it is quite a bit more difficult, since there
is no ready-made institution for doling out the money to the par-
ticular types of people having difficulties with their houses—for ex-
ample, forestalling of foreclosure—that would guarantee very rapid
turnaround of spending. There are some steps in this direction in
the House bill, and I think they are fine. I think the Congress, both
Houses, and the executive branch need to keep working on this sig-
nificantly. As I will say in a moment, I think some new institutions
are probably necessary. But you do not do that in a stimulus bill.
You do that after a stimulus bill.

But what I want to close with is just a minute or two of what
maybe should happen after the stimulus—as a natural followup be-
cause of the specific and longer-term difficulties we are having with
housing. I will be very brief on this.

To start, I am very much in the Alan Greenspan school. You may
have noticed that he told an interviewer—I cannot remember who
it was—a few days ago that one thing we know the Government
can do is send cash to help alleviate this problem. So how could you
send cash? Well, one way is cash transfers to help poor people
make their mortgage payments and avoid foreclosure. Another is
giving assistance to State and local governments and community
organizations who are trying to prevent neighborhoods from being
blighted by abandonment. And this is happening. A third is to put
more counselors, and especially workout specialists, into the field
to help people who can avoid foreclosure to actually avoid fore-
closure, perhaps by refinancing their mortgages on more reasonable
terms than the ones that they now have.

But, unfortunately, the current financial problems extend well
beyond subprime mortgages and, indeed, beyond mortgages as a
whole. As I think you all know, the credit and fixed-income mar-
kets are in a tizzy right now, and some of them are barely func-
tional at all. That is what is motivating the Federal Reserve’s ac-
tions, I think, more than anything else. But in any case, my per-
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sonal worry is less about recession—actually showing negative
GDP growth as opposed to positive 0.6 percent—and much more
about our economy’s ability to mount a vigorous recovery after the
period of sag. That is what plagued us in the years 2002, 2003, and
2004. It was not that we had a terrible recession in 2001. We had
a minuscule recession. But we just did not climb out of the hole as
rapidly as we had in the past.

Now, in terms of fixing these markets, it would be nice to see
and appropriate to see private capital rushing in to do the job. Un-
fortunately, this crisis is now about 6 months old, and this does not
seem to be happening to any great degree. Instead, what you see
is incredible risk aversion ruling the markets, bid-ask spreads for
fixed-income securities that are gigantic, amazing. When they are
that large, that means the market is basically not functioning. And
a scarcity of bargain hunters coming in to take advantage.

This is a dangerous situation, and that is what leads me to say
that Congress ought to start thinking, after the stimulus bill, about
establishing potentially new Federal agencies. One that I would
think about would be analogous to but not identical to, because the
problems are different, the RTC, the Resolution Trust Company
that Congress started in order to fix up the mess left by the sav-
ings and loan debacle. The job here would be to get these fixed-in-
come markets functioning again and then go out of business, as the
RTC did.

The other thing I think Congress should be thinking about is
something analogous to what was done in the Great Depression,
the last time we had a housing problem this bad. The HOLC, Home
Owners Loan Corporation, existed for about 3 years and was fo-
cused on refinancing homes to prevent foreclosures. This is not
going to get done in 24 hours. It is probably not going to get done
in a month. But it is something I think the Congress needs to think
about for the future.

Thank you all for listening.

[The prepared statement of Mr. Blinder follows:]
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Alan S. Blinder i
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Senate Budget Committee
January 30, 2008

Mr. Chairman, members of the Committee, I'd like to thank you for the opportunity to
testify here today on the fiscal stimulus issue. This is not only an important qﬁestion for
the Budget Committee, but one that the Sen;te_ needs to deal with éimoﬁt immediately.

I"d like to organize my testimony around five questions:

1. As a generic matter, when and why should Congress think about enactlng ﬁscal
stimulus? . .

Do these conditions apply today?

Should a fiscal stimulus package be paid for?

As a generic matter, how should a stimulus package be desxgned‘7

How should those general guidelines be modified to tailor the package to current

circumstances?

Sl

1. When and why should there be fiscal stimull;s?

For the most part, we rely on the Federal Reserve to regulate the macroeconomy,
cutting interest rates when the economy looks wez;lk and raising them Wilen the economy
strengthens. As a general matter, the Fed has performed this ﬁmctibn adfpirébly over the
past 25 to 30 years. So when and why should ‘Congress seek a role in this job?

First, under normal circumstances, it shoyldn ’t; Itis impox"tant to preserve the

independence of the Fed so that it can do its job in an apolitical, technocratic way.
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But there are circumstances in which the Fed either cannot or should not go it alone.
I’ll spare you an exhaustive list and focus on the one that presumably applies today:
namely, when the economy deteriorates rapidly and unexpectedly, the Fed’s medicine—
interest rate cuts—may be too slow-acting to cure the patient. Let’s be clear about this.
The Fed can take action on a moment’s notice, as it did just eight days ago. (The FOMC
is expected to cut rates again in a few hours.) But six months to a year elapses before
interest rate changes have any substantial effects on economic activity. If the economy
starts sliding downhill fast, that may be too long to wait.

This simple observation already suggests the first crucial design principle for fiscal
stimulus:

Fiscal stimulus must be fast-acting, or else it loses its basic rationale.

It is important to realize that the term “fast-acting” encompasses three distinct aspects,
and they all matter. First come the political lags. For a stimulus to be effective, Congress
must enact it quickly—in the current context, I would say we need a bill by the end of
this quarter. Fortunately, Congress seems to be acting with amazing speed on this matter.
In terms of program design, political lags suggest éoncentrating on items for which a
bipartisan consensus exists or can be cobbled together quickly.

Next come implementation lags. For stimulus to be timely, there must be minimal
administrative barriers and delays involved in implementing whatever policies are
enacted. That probably precludes, for example, starting new government programs from

scratch.

! For more detail, including other possibilities, see Alan S. Blinder, “The Case Against the Case Against
Discretionary Fiscal Policy,” in R. Kopcke, G. Tootell, and R. Triest (eds.), The Macroeconomics of Fiscal
Policy (MIT Press: 2006), pp. 25-61.
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Last, but not least, come expenditure lags. For stimulus to be effective, the policies,
once promulgated, must induce more spending promptly. I'll have more to say about the
implementation and expenditure lags when I talk about specifics of program design later.
2. Do we need a fiscal stimulus now?

Years ago, [ kept a corny card pinned to my bulletin board. It read: “My final decision
is maybe.” I am feeling a bit that way about stimulus right now, though I’d change the
“maybe” to “probably.” Let me explain why.

Under the consensus forecast, the U.S. economy is in for two, maybe three, rocky
quarters: especially the fourth quarter of 2007 and the first quarter of 2008. Then things
will start to improve. Furthermore, the first of these rocky quarters is behind us, and we
are already living in the second. So if the consensus forecast comes true, there is little
reason for fiscal stimulus. Similarly, the latest CBO forecast, issued just a week ago,
predicts an average real GDP growth rate of 1.5% from the fourth quarter of 2007 to the
fourth quarter of 2008, and an average unemployment rate in 2008 that is more or less
where it is now.” These are not forecasts of recession.

But there are a few problems. First, forecasts are not that accurate. Second, the
consensus forecast itself is being marked down. Indeed, the main reason why the new
CBO forecast is below consensus is that it is so recent. Third, these markdowns are
probably not over; the recent news has been bad. Fourth, a number of observers believe
we are in for much worse than the CBO foresees: a recession or even a severe recession

(which we have not experienced since the early 1980s). I myself would put the

% See Congressional Budget Office, The Budget and Economic Outlook: Fiscal Years 2008 to 2018,
January 2008, page 22.
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probability of recession around 50%. If the economy performs much worse than the
current CBO forecast, fiscal stimulus will certainly look wise in retrospect.

So how does Congress, lacking a crystal ball, decide what to do now? Consistent with
my corny motto, my preference right now is to watch and wait, though not for long, and
then to act with great dispatch if the need becomes clear. The wait Lam talking about is
very short. I would like to see one more employment report (which is coming out in two
days) and one more report on retail sales (which is coming out in two weeks). If the
January numbers are as bad as the December numbers, I'd recommend fiscal stimulus
immediately. But if incoming data suggest that December was a fluke,’ we may want to
hold our fire for a bit.

To speed up the legislative process, I would recommend a specific “fast track”
procedure under which Congress agrees on a stimulus program as soon as possible, writes
the legislation, but does not put it into effect just yet. Instead, we let a little more time go
by to see if we really need stimulus. At that point, Congress should hold a straight up-or-
down vote on whether to put the previously-designed stimulus package into effect. If the
data for January look bad, this delay will amount to nothing. But if they come in
unexpectedly strong, Id advise waiting another month or so.

Some economists have suggested a similar but different approach: creating a trigger
mechanism that would put the stimulus package into effect when; say, the unemployment
rate rises by a certain amount {or for a certain number of months).” I’ve never been a big

fan of mechanical triggers; they miss all the nuances. And it doesn’t now appear to be

* Or if the bad news gets revised away, as sometimes happens.
* See, for example, Martin Feldstein, “How to Avert a Recession,” The Wall Street Journal, December 5,
2007.



143

needed to speed up the Congressional process. But if it is, I'd sign on to the trigger idea.
That is best left to your judgment.
3. Should the stimulus be paid for?

My answer here is a clear no. But to explain why, I need to be a bit pedantic--for just
one paragraph. So, with due apologies...

Mainstream economists believe that GDP is basically demand-determined in the short
run but supply-determined in the long run. That means, roughly, that if you want to
influence where GDP will be two or three guarters from now, you can pretty much
ignore capital formation, labor force, technology, productivity, and other determinants of
aggregate supply and simply work on aggregate demand—that is, on spending. On the
other hand, if you want to influence where GDP will be five years from now, you can
pretty much ignore aggregate demand and focus instead on the determinants of aggregate
supply that I just mentioned.

The point of this pedantry is that fiscal stimulus is inherently a short-run policy that
must therefore focus on boosting spending, not on boosting productivity—even though
the latter is what we care about in the long run. So, while there may be many good
reasons to favor policies--like deficit reduction, infrastructure building, or permanent
changes in the tax code--that can bolster long-term growth, the second good design
principle for stimulus is:

Fiscal stimulus should have maximal short-run impacts on spending.

The concems with excessive budget deficits that are so familiar to this Committee

make pay-go an attractive idea, one that I have long supported. But these worries revoive

around aggregate supply and long-run growth. You all know the arguments. When the
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government borrows too much, it pushes up real interest rates, which impedes capital
formation and, hence, future productivity.

But the relevant time frame here is long. To justify a fiscal stimulus, the nation must
be facing a short-run emergency. And in such cases, it’s best to set aside our long-run
concerns about deficits femporarily, and concentrate instead on solving the short-run
problem. Paying for stimulus by, say, raising taxes or cutting spending elsewhere would
rob the stimulus of much of its punch.’

That said, our valid long-run concerns about budget deficits do dictate that the
stimulus should be short-lived, which is the third design principle:

A fiscal stimulus package should be temporary.
In the current context, I’d say it should last no longer than a year. A little budget
arithmetic is useful here. A stimulus package that raises the deficit by, say, $150 billion
for just one year will increase the national debt by $150 billion just once. And that will,
in turn, add perhaps $5 billion or so to the annual debt service bill. That’s not much. And
if the Committee is absolutely determined not to raise the long-run deficit at all, the
necessary offset would be only $5 billion a year.
4. Designing a stimulus package: general guidelines

You may recognize these three principles—fast-acting, targeted to boost spending,
and temporary——as the three emphasized in the excellent recent report from The
Brookings Institution’s Hamilton Project.® That’s not entirely a coincidence, since I am a

member of the project’s Advisory Council.

* In principle, one could have a balanced-budget stimulus by, say, cutting taxes that have strong effects on
spending while raising taxes that have weak effects on spending. In practice, this is quite difficult.

¢ Douglas Elmendorf and Jason Furman, “If, When, How: A Primer on Fiscal Stimulus,” Hamilton Project
Strategy Paper, January 2008.
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To what sorts of concrete policies do these general principles lead? Mainly to
reductions in existing taxes (rather than newly-designed tax cuts) on, and to increases in
existing transfer payments (rather than new types) to, those people who are most likely to
spend the money quickly. Loosely speaking, that means people who live from paycheck
to paycheck, if indeed they get a paycheck at all.

That logic leads me to start the list with two programs that the President and the
House somehow left out: Unemployment Insurance and Food Stamps. It is hard to think
of a group of Americans who are more likely to spend the marginal dollar than families
that have been forced by job loss to scale back their normal standards of living.
Unemployment benefits have long been stingy in the United States--in coverage, in
duration, and in the level of benefits. Each could be enhanced. The duration is easiest to
extend on short notice; indeed, that used to happen regularly in recessions.” More
generous Food Stamps would also have high bang for the buck. It’s an extremely well-
targeted program whose benefits go largely to families that are—quite literally—living
hand to mouth.

After those two, I’d think next about temporary reductions in either income or payroll
taxes aimed at low- and middle-income households—which is, of course, the centerpiece
of the House proposal. Since many of these people earn too little to owe income tax, I
was happy to see that the so-called income tax rebates will be at least partially

refundable.® We don’t want to design a stimulus program that leaves out tens of millions

7 In the longer term, we should be extending UI benefits to pari-time workers.
& Another approach, of course, would be to use payroll tax rebates.
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of low- and moderate-income households.” They are both in greater need and more likely
to spend the money than the average income-tax-paying household. To turn Franklin
Roosevelt’s well-known maxim on his head, in the case of fiscal stimulus, good morals
are also good economics.

Finally, on the spending side, one of the most plausible ways to induce a quick
spending response is to boost federal payments to hard-pressed state or local
governments. (Medicaid is one commonly-suggested vehicle.) These governments
typically operate under balanced-budget mandates, and so are forced to follow pro-
cyclical fiscal policies when weak economies make their revenues sag. Federal support
can help head off tax hikes and/or expenditure cuts designed to balance state and local
budgets. That, too, constitutes stimulus.

Notice that T have left business tax cuts off my list. These sorts of measures have their
place. But to think that they will provide the kind of quick jolt that we need now is a
triumph of hope over experience.

5. Designing a stimulus package for today

I haven’t yet said anything about magnitudes, because that depends entirely on the
specifics of the case. Here are two quick back-of-the-envelope calculations that lead to a
package of roughly the size the President and the House have agreed to.

Suppose the economy grows at a 1% annual rate during the first half of 2008 and a 2%
annual rate during the second half, which is roughly the CBO forecast. As I noted earlier,
this below-consensus forecast does not embody an outright recession. Still, if trend

growth is about 2%.%, we would lose about 1% of GDP relative to trend under this

® The Center on Budget and Policy Priorities estimated that fewer than 60% of households would receive
full benefit from a rebate that went only to income taxpayers. (See their website, www.cbpp.org, for
details.)



147

scenario. A stimulus of around 1% of GDP then seems about right in that case. A second
way to get to the same number is to calculate the reduction in GDP growth that stems
directly from the slump in housing (the “residential investment” component of GDP).
That, too, has been running strikingly close to 1% of GDP for almost two years now.

Now, there is nothing magical about exactly 1% of GDP, which is roughly $140
billion these days. Think of it as a reasonable benchmark instead. $140 billion sounds like
a lot of money—it’s almost as large as the entire FY2007 deficit- But this is a very big
economy we’re trying to turn around. Furthermore, the $140 billion would be spread over
two fiscal years. While we should try to cram as much as possible into FY2008,
realistically half or more of the outlays will probably carry over into FY2009.

What about tailoring the package to current circumstances? Two factors account for
most of the current economic weakness. One is that we have been experiencing a rolling
“oil shock™ for some years now, with oil prices recently touching the $100/barrel mark
before receding. The implied “tax” that high oil prices impose on American consumers
creates many problems, one of which is that some low-income families have trouble
paying their heating bills. The LIHEAP program was explicitly designed to alleviate such
hardship, so the current situation strongly suggests expanding that program immediately.
As in the case of Food Stamps, more funds for LIHEAP will put money into the hands of
those who will spend it quickly—many of whom will not benefit from an income tax
rebate.

But the bigger problems for our economy today, as everyone knows, have their roots
in the housing and mortgage markets-—especially sub-prime mortgages and related

financial instruments. The families facing foreclosure {or already in default) on sub-prime
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mortgages are primarily low-income households with little or no access to credit. Thus
they are precisely the types of households whose spending propensities are likely to be
high, and helping them keep their homes should therefore carry high bang for the buck.
Unfortunately, we have no pre-existing program, tailored to this constituency, that can be
used to funnel payments quickly to those in need.

CBO’s excellent recent paper on stimulus notes, quite correctly, that fiscal stimulus
need not be applied in the areas in which spending is weakest. That’s true. As an
example, during 2007 rising net exports helped offset the drain on GDP growth caused by
the housing slump. For that reason, CBO says, possible actions “to address problems in
the housing and mortgage markets. .. should therefore be evaluated primarily with regard
to their effectiveness in correcting identifiable failures in those markets—and not
necessarily with regard to their value in counteracting economic weakness.”'

Here I’d like to disagree, and CBO gives the reason why in the very next sentence:
“Policy actions affecting the housing and financial markets may, however, help the
economy by reducing the risks of a self-reinforcing spiral (of less lending, lower house
prices, more foreclosures, even less lending, and so on) that could further impair
economic activity.. .”\In other words, if we can figure out a way to ease the plight of
families who might otherwise lose their homes, we will not only help some people in dire

need, but also help the economy avoid a recession and help the financial markets get back

¥ Congressional Budget Office, Options for Responding to Short-Term Economic Weakness, January 2008,
page 1.
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on their feet. I believe that trifecta is sufficiently alluring that we should try for it, even if
doing so requires some compromises with our principles of good stimulus design."!

But what to do? The House bill is a start, but this is really a question for a separate
hearing and a much longer testimony. So let me just close with a few brief thoughts.

First, I am very much in the Alan Greeﬁspan school on this issue. Mr. Greenspan, you
may recall, told an interviewer that one useful thing the government can do is send cash.
Send cash how? There are a variety of ways. One is cash transfers to help people make
their mortgage payments and avoid foreclosure. Another is assistance to state and local
governments and community organizations trying to prevent neighborhoods from being
blighted by abandonment. A third is to put more counselors and workout specialists in the
field to help people avoid foreclosures, perhaps by refinancing on more reasonable
terms.'2 And so on.

But, unfortunately, the current financial problems extend well beyond sub-prime
mortgages and, indeed, well beyond mortgages more generally. The credit and fixed
income markets are in a tizzy, with some of them barely functioning. As Federal Reserve
Chairman Bernanke has noted, these problems in the credit-granting mechanism pose a
grave threat to the entire economy. Indeed, I think that is what is mainly motivating the
Fed to cut interest rates so rapidly. My personal worry is less about recession and more
about our economy’s ability to mount a vigorous recovery unless the dysfunctional credit

markets are repaired.

! The main compromise is that we will probably have to create new programs rather than utilize pre-
existing ones. That said, long-established agencies like the FHA, Fannie Mae and Freddie Mac are
probably well-positioned to help out.

' Substantial value is lost whenever a foreclosure takes place. It is therefore in the interests of both the
homeowner and the mortgage holder to renegotiate the terms in order to keep the homeowner in the
house—and making at least some payments.

11
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It would be nice to see private capital rush in to do the job. But the crisis is now about
six months old, and this does not appear to be happening to any great extent. Instead,
extreme risk aversion rules the roost, bid-ask spreads are gigantic, and bargain hunters
are scarce. This is a dangerous situation, and that danger leads me to suggest that
Congress start thinking about establishing two new federal agenci’es‘ One would be
somewhat analogous to the Resolution Trust Corporation (RTC), but quite.different in
details. Its job would be to get the fixed income markets functioning again—and then go
out of business. The other would be analogous to the Home Owner’s Loan Corporation
(HOLC), which existed for three years during the Great Depression. Its job would be the
same as it was in the 1930s: to refinance homes to prevent foreclosures.

I wish I was in a position to spell out all the details of these two proposed institutions
for you today. But I have had neither the time nor the resources to work out the details.
And there is probably no perfect design, anyway. I simply want to plant the thought.

Finally, to link these longer-run ideas about the housing and financial markets back to
the stimulus issue, I would urge Congress not to wait for a brainstorm on the sub-prime
and broader financial problems. First, let’s put a simple stimulus package together as
quickly as possible, without ;my new institutions aimed at the sub-prime problem or the
financial markets. Sensible actions on those two fronts are badly needed, but they will
take time to develop and implement. Once Congress passes a stimulus package, they
should be the next order of business.

Thank you all for listening.

12

Chairman CONRAD. Thank you, Dr. Blinder.
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Dr. Zandi?

STATEMENT OF MARK ZANDI, CHIEF ECONOMIST AND CO-
FOUNDER, MOODY’S ECONOMY.COM, INC.

Mr. ZANDI. Thank you, Mr. Chairman. Thank you, members of
the Committee. My views that I am expressing today are my own,
not those of the Moody’s Corporation. And let me say none of this
is my fault.

[Laughter.]

Mr. ZANDI. I have a slide show, and I am going to make four
points with my slides.

Point No. 1, I do think the economy is on the edge of recession,
or very close. I think the economy contracted in December. It may
have very well contracted in October, grew in November, and it
feels very soft coming into 2008. The most telling statistic is the
increase in unemployment. As you can see here, this is the percent
change a year ago in the number of unemployed. You can see the
recession boars—I think you can see them. Yes. Every time we
have seen a measurable increase in unemployment, a recession has
ensued, and it has never falsely predicted a recession. And there
is logic to it. When unemployment rises, it undermines consumer
confidence. The consumers pull back on their spending. Businesses
respond by curtailing their hiring and investment. That causes un-
employment to rise further, and you are in the middle of a very
self-reinforcing negative economic cycle. And it appears, if history
is any guide—and sometimes it is not, but it is useful to examine—
this would suggest strongly that we are entering into that very
strong self-reinforcing negative cycle.

I do believe there are many parts of the country that are already
in recession. As you know, the National Bureau of Economic Re-
search determines recessions nationally by looking at a plethora of
data and determine based on that data whether we are experi-
encing a persistent, broad-based decline in economic activity. I take
on that responsibility at a regional level using the same method-
ology, and you can see I think a handful of States are in recession
already. California, Nevada, Arizona, Florida, and Michigan are in
recession. The States that are in orange are very close, and I sus-
pect they will fall into recession in the next couple 3 months.

The key to whether the national economy actually falls into re-
cession is the Northeast corridor from Boston to D.C. New York
City is now struggling quite significantly because of the layoffs and
lost compensation on Wall Street. I do not know if you are shed-
ding any tears over Wall Street, but they are having all kinds of
problems. So I do think there are significant regional economic
pr(ilolems that are developing and that highlight the recession
risks.

Point No. 2, the problem is housing. It goes beyond just construc-
tion, though. This is the most severe housing downturn literally
since the Great Depression. To give you a sense of that, as a per-
centage decline, peak to trough in house prices, nominal house
prices, home sales, new and existing, and housing starts, this is the
percentage decline peak to trough in the early 1980’s downturn
when unemployment was in the double digits. You can see housing
starts fell 60 percent peak to trough, home sales 50; nominal house
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prices did not fall. That was a period of significant inflation. Real
prices fell, but nominal prices did not.

This is the early 1990’s downturn in housing. You can see how
that stacks up, not quite as bad as the 1980’s downturn.

This is the current downturn so far. To date, housing starts are
down 55 percent from their peak. That was your chart. Home sales
are down 35 percent. New home sales are down measurably more
than that. It just cratered in December, 600,000 home sales back
to 1995 levels.

House prices are down 8 percent nominal. That is unprecedented
nominal price declines.

This is where I think things are going to end up. I think the
downturn will continue throughout 2008. Fundamentally the mar-
ket is awash in unsold inventory. We got new data yesterday from
Census. The inventory increased. We have almost a million of ex-
cess housing units. It is not getting any better. It is getting worse
because of the collapse in home sales and the surge in foreclosures.
So we are going to see continued declines in construction, home
sales, and housing, particularly housing—most importantly housing
values.

Just to give you a sense of the magnitude, an 8-percent decline
is equal to roughly $1.5 trillion of household net worth. If we de-
cline 15 percent, you can do the math. It is quite significant in
terms of the impact on household wealth.

This is where the declines are most serious. These are all 381
metropolitan areas across the country. The areas that are in red
are crashes. These are house price declines that are over 10 per-
cent. This understates the decline. These are measured house
prices. If you can consider non-price discounts that sellers and
builders are giving to homeowners, the price declines are 5 to 10
percent more than this in these very distressed markets.

Two-third of the Nation’s housing markets are experiencing per-
sistent price declines. That is two-thirds of the Nation’s housing
markets. This is unprecedented in terms of its scale and scope.

And adding to it, of course, and contributing to the problems is
the surge in mortgage credit problems that Dr. Blinder talked
about. They are stunning. We have very high quality data that we
collect based on consumer credit files maintained by Equifax. We
take a 5-percent random sample at the end of every month of all
the credit files across the country and construct very high quality
data on delinquency and default across all kinds of consumer prod-
uct lines, including mortgages.

As you can see, as of the last week of December, which is the
last data point in this chart, there were 1.8 million first mortgage
loan defaults at an annualized pace. Nothing ever—we have never
seen anything close to this, and you can see it is going straight up.

Thirty-day, 60-day, 90-day, 120-day delinquency are all rising. It
is everywhere. There are five metropolitan areas out of the 381
that are not experiencing increasing delinquency and default, and
they are on the border with Mexico in Texas and in Oklahoma.
North Dakota is doing OK, by the way. All 500,000 North Dako-
tans are OK. But outside of that, everyone is experiencing some
pain, significant pain.
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The third point, all the risks are to the downside. Risk No. 1, the
problems in the housing, in market economy markets has infected
the global financial system. The banking system is under severe
pressure. That will not go away, in my view. To give you a sense
of the exposure in the banking system, this is data from the Fed-
eral Reserve Board. It shows the amount of residential real estate
assets on the books of the Nation’s large commercial banks. The
blue bar represents billions of dollars. That is the left-hand scale.
We are at just under $2 trillion worth of residential real estate
whole loans and mortgage securities. As a share of their assets, it
is falling now because their balance sheet is ballooning out because
of all of the stuff coming up from their exposure to the global finan-
cial system, the SIVs and other problems that they have. But you
can see it is still very high, so the banking system is, in my view,
going to remain under tremendous pressure.

This does not include construction and land development loans,
which we have heard nothing about, which are under—these are
loans to home builders. They have to be under tremendous pres-
sure. This does not include the consumer loans that are under a
lot of pressure as delinquencies are rising on auto loans and credit
card loans and student loans and consumer finance loans.

Risk No. 2 is the infection in the housing market is bleeding into
the consumer sector. Consumers are sensitive to what is going on
in the housing market. You can see that relationship here. The red
line represents house price growth year over year percent change
a year ago. That is the left-hand scale. Retail sales, the growth in
retail sales is the blue line, right-hand scale. The twist here is that
house prices lead consumer spending 6 months, by 6 months. There
is a lag between what happens in the housing market and how it
affects the willingness and ability of consumers to spend. And one
of the reasons why is because of their ability and willingness to
take out equity from their home. This shows you the amount of
cash they are pulling out of their homes. Back at the peak of the
cash withdrawal in late 2006, early 2007, it was $900 billion
annualized. It is about 10 percent of disposable income. And you
can see, as you would expect, it is crashing now because of the de-
cline in housing values and the tightening of borrowing rate stand-
ards. So my view is that when we get Dr. Blinder’s read on retail
sales, it will be a very negative one. Christmas sales are going to
be weak, and it will be measurably weaker as we make our way
into 2008.

My final point is I think fiscal stimulus is absolutely necessary.
You know, I do not know that it is going to forestall recession.
Even under the best of circumstances, the checks you write will go
out in June. But I think it could make a very large difference be-
tween a long recession or short recession, a 12-month recession or
a 9-month recession. It could be the catalyst to push us out of a
recession. It could make a difference between a weak recovery and
a reasonably good recovery. So just because you cannot get it out
there in the next couple three, 4 months and forestall an actual
economic downturn does not mean that you should not do it.

Now, I have simulated the economic consequences of two dif-
ferent packages of stimulus programs. The blue bar represents the
contribution to real GDP growth, and the first bar is in the second
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half of 2008 when the stimulus actually will take effect, and the
first half of 2009 is the second bar. I say “likely stimulus.” That
is my forecast of what happens. And this does not mean it is going
to happen, but I am usually accurate in my forecasting. But who
knows?

This package is exactly what the President and the House agreed
to with the addition of an extension of UI benefits similar to what
you have proposed—or what the Senate Finance Committee has
proposed. You can see that it will add about 1.5 percent to
annualized real GDP growth in the second half of the year. That
is important. That will make a big difference. That could be the dif-
ference between negative numbers and positive numbers and a sig-
nificant effect on jobs.

The red bar is my optimal package. In that package, I have a tax
rebate plan that is very similar to what is proposed by the House
and the President. But it has no depreciation benefits or other tax
incentives for businesses, and I use that money to finance exten-
sion of UI benefits, food stamps, which are—I will reinforce the
point that Dr. Blinder made—are extremely important and very ef-
ficacious policy. And just listening to some of the folks that operate
these programs, they can get that out into the world very quickly,
within 4 to 6 weeks, and that will make a big difference. And aid
to the State governments, I think if that happens now, that would
be very, very timely. Half the States are now going to have budget
shortfalls, and there will be significant cuts in spending, which I
think will be very pernicious, particularly on things like education
and Medicaid. So if I were King for the Day and I designed my own
package, that is the red bar, and you get a sense of the GDP im-
pact.

And, finally, what it means for jobs. In the likely stimulus, by
June of 2009 it means 662,000 more jobs than would have other-
wise been the case; in the optimal stimulus package, close to a mil-
lion jobs.

Finally, one other point just to reinforce something that Dr.
Blinder said. I do not think monetary and fiscal stimulus is all that
should be focused on here because he is absolutely right, we may
get to the other side of this and the economy, you know, struggles
through a couple 3 years of very weak economic growth. And that
is very possible because underlying our problems is what is going
on the housing and mortgage markets, and until we address those
with more targeted types of policy, I think that is going to be a sig-
nificant weight on our economic growth prospects.

Thank you.

[The prepared statement of Mr. Zandi follows:]
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Written Testimony of Mark Zandi
Chief Economist and Co-Founder
Moody’s Economy.com
Before the Senate Budget Committee
Hearing on “Econoemic Stimulus: Budget Policy for a Strong Economy Over the Short and
Long-Term”
Wednesday, January 30, 2008

Mr. Chairman and members of the Committee, my name is Mark Zandi; T am the

Chief Economist and Co-founder of Moody’s Economy.com.

Moody’s Economy.com is an independent subsidiary of the Moody’s Corporation.
My remarks represent my personal views and do not represent those held or endorsed by
Moody’s. Moody’s Economy.com provides economic and financial data and research to
over 500 clients in 50 countries, including the largest commercial and investment banks,
insurance companies, financial services firms, mutual funds, manufacturers, utilities,

industrial and technology clients, and government at all levels.
I will make four points in my remarks.

First, the economy is on the edge of recession if not already in one. Real GDP
growth slowed sharply during the last quarter of 2007, and the economy appears to be
contracting in early 2008. The job market has stalled, retailers are struggling, and

manufacturing activity is declining.

The substantial threat of recession is evident in the recent increase in unemployment.

The unemployment rate has risen 0.6% between its 4.4% cyclical low last March to 5%
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in December. Recessions are always preceded by such a rise, and such a rise has never
occurred and a recession not ensued. The economic reasoning behind why higher
unemployment is the catalyst that sets off the vicious cycle that characterizes recession is
that increased joblessness undermines consumer confidence and thus consumer spending.
Businesses respond to flagging sales by cutting back their investment and payrolls, and

unemployment rises further. A negative self reinforcing cycle begins.

A number of large state economies are already in recession, including Arizona,
California, Florida, Michigan and Nevada.! These states account for one-fourth of
national GDP. Alaska, Arkansas, Connecticut, Minnesota, Missouri, Ohio, Rhode Island,
Vermont and Virginia are on the edge of recession. These states account for an
additional over 15% of national GDP. The large metro area economies of the Northeast,
extending from Boston to Washington DC are still expanding, but growth is sharply
slowing, particularly around New York City which is being hurt by Wall Street’s travails.

If these economies devolve into recession, then a national recession will occur.

My second point is that the most fundamental source of the economy’s problems is
the unprecedented housing downturn and resulting surge in mortgage loan defaults and
foreclosures. Housing activity peaked two and half years ago, and since then home sales
have fallen by approximately 35%, housing starts by nearly 50%, and house prices by
8%. Some two-thirds of the nation’s housing markets are currently experiencing
substantial price declines, with double-digit price declines occurring throughout Arizona,

California, Florida, Nevada, the Northeast Corridor and the industrial Midwest.

! Regional economies are determined to be in recession using a similar methodology as employed by the National
Bureau of Economic Research in determining national recessions. Payroll employment and industrial production are
the two principal economic indicators used for the basis of whether a regional economy is experiencing a persistent
broad-based decline in economic activity.

Page 2
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Further significant declines in housing construction and prices are likely through the
end of the decade as a record amount of unsold housing inventory continues to mount .
given the ongoing turmoil in global financial markets and its impact on the mortgage
securities market and thus mortgage lenders and the recent weakening in the broader
economy and job market. There is now a broad consensus that national house prices will
fall by no less than 15% from their peak to their eventual trough.® Even this
disconcerting outlook assumes that the broader economy will avoid a full-blown

recession and that the Federal Reserve will continue to ease monetary policy.

Residential mortgage loan defaults and foreclosures are surging. Falling housing
values, resetting adjustable mortgages for recent subprime and Alt-A borrowers, tighter
underwriting standards, and the weakening job market are conspiring to create the current
unprecedented mortgage credit problems. According to very accurate data based on
consumer credit files, there were 450,000 first mortgage loans in default (the first step in
the foreclosure process) as of year-end 2007.° This equates to some 1.8 million defaults
at an annualized pace. Even if mortgage loan modification efforts increase measurably in
coming months, I expect almost 3 million mortgage loan defaults this year and next. Of
these, 2 million homeowners will go through the entire foreclosure process and ultimately -
lose their homes. The impact on these households, their communities, and the broader

economy will be substantial.

% See “Aftershock: Housing in the Wake of the Mortgage Meltdown,” Moody’s Economy.com, December 2007,
* The source of this data is 2 5% random sample of all the nation’s consumer credit files maintained by credit bureau
Equifax. The sample is drawn at the end of every month.
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The unraveling of the housing and mortgage markets continues to undermine the
fragile global financial system. Estimates of the mortgage losses global investors will
eventually have to bear range as high as $500 billion.' The losses publicly recognized
by financial institutions to date amount to no more than $150 billion. Losses on
construction and land development loans made by the banking system to homebuilders
are sure to increase measurably in coming quarters and the credit problems on other
consumer loans are rising rapidly, particularly in those parts of the country in recession
due to the housing downturn. These stresses are also exposing other weak spots in the
financial system, including the monoline insurance industry and the credit default swap
market. Given the opacity of the global financial system, it is unclear who are at most
risk, and as such players in credit and equity markets remain on edge; unwilling to extend
credit to each other. The availability of credit has been impaired and the cost of capital
has risen for nearly everyone, good credits and bad, and the negative economic

repercussions are mounting.

The housing downturn is also undermining consumer spending. Even a modest pull-
back by consumers will push the economy into recession, as such spending accounts for
70% of the nation’s GDP. The odds of such a retrenchment are high given that the saving
rate of the one-third of households who are homeowners and have borrowed against their
homes in recent years is an estimated negative 10%. If this group, which also accounts

for about one-third of all consumer spending, simply matches its’ spending to its income

* See “Leveraged Losses: Why Mortgage Defaults Matter,” Jan Hatzius, Goldman Sachs US Economic Research,
November 13, 2007. “A Macro Look at Subprime Losses, ARMs and Convexity Hedging,” Alec Crawford, RBS
Greenwich Capital, November 2007,

* The personal saving rates for difference groups within the population is derived based on data from the Federal
Reserve’s Survey of Consumer Finance and Flow of Funds. Renters and homeowners who have not cashed-out
homeowners’ equity, each accounting for about one-third of the population, have close to zero saving rates.

Page 4



159

over the next several quarters, the negative impact on overall consumer spending will be

substantial.

My third point is that while a recession may be unavoidable in coming months, it will
take deft and aggressive monetary and fiscal policymaking to ensure that if the economy

suffers a downturn it will be short and modest.

Indeed, the last two recessions in 2001 and 1990-91 were short and mild by post
World War II standards, but only because of the aggressive monetary and fiscal stimulus
provided to shore up the economy. In the early 1990s downturn, the real federal funds
rate fell from 5% to 0% and the federal budge deficit increase from 3% to 5% of GDP.
Early in this decade, the real funds rate fell from 4% to -1% and the deficit from 2% to -
4%. So far in the current period the real funds rate has fallen from 3% to 1.25% and

there has been no fiscal policy response.

Policymakers should act quickly to provide more stimulus to the unraveling economy.
The Federal Reserve has become much more aggressive, slashing the federal funds rate
target quickly from last summer when it stood at 5.25%. Even more rate cutting will
likely be needed given that monetary policy has seemingly become less effective in
stimulating growth in the current environment.® The most immediate conduit between
monetary policy and the economy runs through the housing market. Housing is the most
interest-rate sensitive sector of the economy, and historically it would receive a quick

boost from monetary easing. This boost will be much more muted today given the

® This point is well articulated in “Housing, Housing Finance, and Monetary Policy,” Martin Feldstein, presented at
the Jackson Hole conference of the Federal Reserve Bank of Kansas City, September 2007
http://www kansascityfed.org/publicat/sympos/2007/PDF/2007.09.05 Feldstein.pdf
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ongoing problems in the mortgage securities market. Issuance of bonds backed by
subprime, alternative-A, and jumbo mortgage loans has collapsed. Save for conforming
fixed-rate loans which are only loosely tied to Fed actions, lenders are unable and

unwilling to extend mortgage credit at any interest rate.

Various fiscal automatic stabilizers are also now beginning to kick-in as the economy
falters. Tax revenue growth is already measurably slowing and spending on various
transfer programs will soon ramp up. Even if policymakers do nothing in response to the

eroding economy, the budget deficit will increase substantially.

Doing nothing would be a mistake, however. Fiscal policymakers currently have a
window of opportunity to provide a substantial amount of additional stimulus in a timely
and targeted way. A well-designed tax rebate issued this summer and additional
spending for financially-pressed households reliant on unemployment insurance and food
stamps would be very helpful in shoring up the flagging economy.” This stimulus should
be temporary so that while it will result in a larger deficit this fiscal year and next it will
not weaken the nation’s already daunting long-term fiscal prospects. Indeed, a well-
timed, targeted, and temporary stimulus could ultimately be less costly to the Treasury as
a debilitating recession will severely undermine tax revenues and induce more

government spending for longer.

7 A very good review of the various potential tax and spending elements of a fiscal stimulus plan are provided in
“Options for Responding to Short-Term Economic Weakness,” Congressional Budget Office, January 2008.
http://www.cbo.gov/fipdocs/89xx/doc8916/01-15-Econ_Stimulus.pdf

For an analysis of the economic efficacy of various fiscal stimulus proposals, see “Assessing the Macro Econornic
Impact of Fiscal Stimulus 2008,” Mark Zandi, January 2008.
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My final point is that in addition to more monetary and fiscal stimulus, policymakers
should continue to consider potential policy responses to the ongoing difficulties in the
housing and mortgage markets. Expanding FHA lending authority, temporarily lifting
the mortgage loan caps on Fannie Mae and Freddie Mac, and the Hope Now initiative are
all laudable efforts, but may very well prove inadequate to reviving the moribund
mortgage securities market, mortgage lending and the housing market. Until this occurs,
the broader economy will continue to struggle regardless of the monetary and fiscal

stimulus provided.

What policymakers decide to do or not do in the next few weeks will determine
whether millions of Americans lose their job this year and will have a significant bearing

on the economic well-being of everyone else.
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..Which Already Plagues Parts of the Country
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...Throughout Much of the Country...
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The Banking System Is At Significant Risk
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...Due (in Part) to Fading Equity Withdrawal
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..And Lift Employme'nt
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Chairman CONRAD. Thank you, Dr. Zandi.
Dr. Mitchell, welcome.
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STATEMENT OF DANIEL MITCHELL, SENIOR FELLOW, THE
CATO INSTITUTE

Mr. MitcHELL. Well, thank you very much, Mr. Chairman, mem-
bers of the Committee. My name is Mitchell. I am a Senior Fellow
at the Cato Institute. I will summarize some of the key points of
my testimony.

I feel like this is the Monty Python show from my youth, and I
am going to say, “And now for something completely different.”

I do think that Government policy, fiscal policy, does have a
large impact on the economy. I think the level of taxes and spend-
ing matter a lot. I think changes in the level of taxing and spend-
ing matter a lot. And I think the actual composition of spending
and taxes matter a lot. Some programs help the economy, some
hurt the economy. Some taxes have worse effects on the economy
than others. So I think all these things matter. But I think they
matter for the long run. I do not think that Government through
fiscal policy has a whole lot of influence and ability to affect short-
term economic performance.

Now, economists do not do a very good job of predicting the econ-
omy. If we did, we would all be on the beach in the Cayman Island
rather than testifying here. So I will not try to add to the profes-
sion’s embarrassment by making my own predictions. But let’s as-
sume for the sake of this testimony that we are heading into a re-
cession. The question is: Can fiscal policy—let’s set aside the Fed
and other issues like that, but can fiscal policy help ward off a
downturn, or at least alleviate its impact? And I think the most re-
alistic answer is no. Again, this is not because fiscal policy does not
affect economic performance but because in the short run, you are
probably not going to have any effect. And what we are really talk-
ing about here is a debate over something I thought had sort of
vanished into history, and that is Keynesian economics, the notion
that Government can go out, borrow money, give it to people some-
how—through tax policy or spending policy—and that this is going
to stimulate economic growth.

Specifically, one of the notions of Keynesian economics is borrow
money, give it to people, they go out and spend it, especially con-
sumer spending, that is supposed to be the key. I think this is
rather fanciful. Consumer spending tends to be a function of eco-
nomic growth, a result of economic growth, not a driver of economic
growth.

I think the key reason to be skeptical about Keynesian stimulus
is that it only looks at one-half of the equation. Everyone says we
are going to go around the country and give everyone $500, $1,000,
whatever the amount is, and everyone says that is great. If you
send me a check, I will certainly cash it. But the question is:
Where does that money come from? And whether you are giving
money directly to people or whether you are spending it on pro-
grams like Ul or food stamps, which ultimately, of course, is sup-
posed to go to people, where does the money come from? Obviously,
Government is borrowing it. And so any money that the Govern-
ment is putting in the pockets of Person A or any money that the
Government is putting into Program B necessarily is going to come
out of the pocket of Person C. Person C is the person who is going
to buy the Government bonds.
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Now, admittedly, we can start thinking, well, what if it is foreign
pension funds and sovereign wealth funds and the Chinese? Yes,
all sorts of people outside the U.S. might borrow the money, and
so yes, that might complicate the issue a little bit. But, in general,
what happens when the Government borrows money from Person
C and gives it to Person A or Program B, you are simply redistrib-
uting the use of national income. You are doing nothing to increase
national income.

Now, some people say, well, but it is really important that if you
give the money to people who spend it, that makes a big difference.
Well, again, let’s assume that the borrowers, the people who would
go out and buy Government bonds so that you would then have
this money to give to people around the country, if they do not
spend the money, what happens to it? Well, through the process of
financial intermediation, it 1s going to wind up in somebody’s pock-
ets. Banks do not put money under mattresses. They only earn
profits and make money for their shareholders by lending the
money out. And whether that money is being lent to consumers
who, say, want to buy cars or whether it is being lent to businesses
that want to build factories, and in that case you are purchasing
investment goods instead of consumer goods, there is no net in-
crease in the amount of money in the economy through Keynesian
fiscal stimulus.

And I think that is borne out by looking at not only a lot of the
academic evidence that is out there, but I think even more persua-
sive to people is let’s look at the real world. Whether we are look-
ing at the Keynesian episode back in the 1930’s, whether we are
looking at the rebates back in the 1970’s, or whether we are look-
ing at what happened in 2001, I think we have a hard time finding
any evidence that taking money out of Pocket A and putting it into
Pocket B has any beneficial effect on the economy.

I think the 2001 episode is particularly instructive. When you
compare the 2001 Bush tax cuts with the 2003 Bush tax cuts, you
found much better economic results after the 2003 tax cut. Why is
that? Well, in 2001, the bulk of the money was in the form of
Keynesian style policies: rebates, child credits, things that put
money in people’s pockets but did not change marginal tax rates
on productive behavior. What happened? We did not have a very
strong recovery or expansion? In 2003, by contrast, the tax cut fo-
cused on marginal tax rate reductions: lower tax rates on dividends
and capital gains, and an acceleration of the good parts of the 2001
tax cut that were postponed until 2004 and 2006.

Again, we do not find evidence that Keynesian policies work, and
I think that makes perfect sense when you think about the fact
that all that is happening is a redistribution of existing national in-
come, nothing to give people incentives to increase national income.

Now, what does work? What works is the policies that are good
in the long run are also good in the short run. Admittedly, though,
results tend to be small in the short run. I have an example in my
testimony that if you did something that increased economic
growth by four-tenths of 1 percent, in the first year it is not going
to matter much at all. Even after 10 years, your level of income is
not going to be that much higher. But over 50 years and over 100
years, because of compounding, even small changes in economic
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growth matter a lot. Those are things that you actually can control.
You can make the economy grow faster or slower, depending on
whether or not you have an environment that is more conducive to
productive behavior.

And, finally, I want to close by just making a few comments on
the amazing turnaround in the thinking in Washington, and the
thinking is, I think, misguided both where you started and where
we are heading now.

A couple years ago, everyone said that deficits were all that mat-
ters and, by God, we have to reduce deficits, we have to try to have
surpluses, because then interest rates will be low and that is the
magic nirvana for economic growth.

I never thought that really was as important as what is the size
of Government, what is Government doing, what is the size of the
tax burden, and how is that money being created. But everyone
thought deficits were the most evil thing in the world. And now we
are being told that deficits are the best thing in the world for the
economy.

In reality, deficits are the least important—at least within the
magnitudes that we are talking about in the U.S., deficits are far
less important than the overall structure of spending and the over-
all structure of the tax burden. And if we want to focus on policies
that increase economic growth, I think we should focus on the big
picture of spending and taxes. What is the Government doing and
how is it doing it? What can we do to make the economy grow fast-
er in the long run that will help in the short run? But we do not
really have any magic wands that will make the economy grow
faster.

I will close by just giving the example of Japan. Japan for years,
beginning in 1990 for over a decade, Japan tried one Keynesian
stimulus program after another. They dramatically increased their
deficits. They dramatically increased their debt. It was textbook
Keynesianism, and Japan wound up mired in a 15-year stagnation.
Now, I think Japan had problems that were insolvable by fiscal
policy. They had major problems with overvalued assets, and when
you run into that problem, which is, I think, where we are with
housing, there is really not a whole lot you can do about it except
let it work its way out of the system. Japan tried to avoid that, and
I think they paid a heavy price with a much, much longer and
deeper period of economic stagnation.

Thank you.

[The prepared statement of Mr. Mitchell follows:]
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Mr. Chairman, Members of the Committee, thank you for the opportunity to testify. My
name is Dan Mitchell. I am a Senior Fellow at the Cato Institute. The views I 1l be
expressing today are my own.

Government policy can have a large impact on economic performance. With regards to ~
fiscal policy in particular, the aggregate levels of taxation and spending matter. Relative
changes in the aggregate levels of taxation and spending also influence growth.

Equally important, the composition of taxes and spending matter. Some types of taxation-
cause more economic damage, per dollar raised, than others because they lead to a bigger
deadweight loss. There are similar differences on the spending side of the fiscal ledger:
Some types of spending are believed to enhance economic performance by creating an
environment that is conducive to work, saving, investment, risk-taking, and o
entrepreneurship. Other types of spending are thought to hinder economic growth by, -
among other things, misallocating resources that could be used more efficiently if left in
the productive sector of the economy.

Economists do a poor job of predicting future economic performance, and I have no
desire to add to the profession’s embarrassment by offering my own guess about whether
the economy is heading into a recession. For purposes of this testimony, though, let us
assume that a downturn exists. Can fiscal policy help ward off a downturn, or at least
alleviate its impact?

The most realistic answer is no. While fiscal policy is very important, as discussed above,
it is much more likely to have an impact on long-run growth than it is to affect short-run
economic performance. And to the extent that fiscal policy can affect short-run economic
performance, it is because good long-term policy also yields positive — albeit small —
short-run results.

For all intents and purposes, today’s stimulus debate is a new chapter in a long-running
controversy about Keynesian economics. Based on the work of John Maynard Keynes,
the theory asserts that government should borrow money and then inject it into an '
economy, causing additional consumer spending. Supposedly, this consumer spending
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means more demand for goods and services, which will cause more people to be
employed to produce those goods and services.

There are several reasons to be skeptical about Keynesian stimulus. The key shortcoming
is that it only looks at one-half of the equation. If the government sends a check to Person
A, that person may run out and spend the money. And if the government spends money
on Program B, that may result in an immediate outlay. But this type of analysis overlooks
the fact that the government first has to borrow the money from Person C. In other words,
any money in the pocket of Person A or any money spent on Program B is necessarily
offset by less money in the pocket of Person C. There is no increase in the amount of
income in the economy - unless the government monetizes the debt, and even that
doesn’t work since inflation simply reduces the value of existing money.

Some Keynesians admit that the money given to Person A or spent on Program B results
in less money in the hands of Person C, but they then argue that the goal is to transfer
money from people who are more likely to save and give it to people who are more likely
to consume. Indeed, this is why there often is a focus on redistributing the money to those
with less income. In theory, poor people will rash out and spend the money right away.

Once again, though, the theory ignores the real-world economy. When Person C saves
money, those funds don’t disappear. Through the process of financial intermediation, the
funds are allocated to borrowers. Those borrowers either use the money to purchase
consumptions goods or investment goods. In other words, government borrowing to
finance so-called stimulus programs merely “crowds out” private sector borrowing and
private sector spending. There is no increase in economy-wide spending.

To summarize, Keynesian stimulus plans do not work because they do nothing to
increase national income. All that happens is that existing national income gets
redistributed from one person to another. Another key point to understand is that
consumer spending is a consequence of economic growth, not the cause of economic
growth.

There are a number of academic studies showing that Keynesian stimulus is not effective,
but real-world examples are probably more persuasive. There have been several episodes
of Keynesian “pump priming,” and there is little evidence that these attempts have been
successful. Beginning with the surge of deficit spending during the Great Depression,
continuing through to the rebates of the 1970s, and most recently with the rebates of
2001, Keynesian stimulus packages have not succeeded.

The 2001 episode is particularly instructive. The bulk of the 2001 tax cut - at least the
part that took effect right away — was Keynesian-style rebates and child credits. These
provisions put money in people’s pockets, but, as explained above, redistributing national
income is not the same as increasing national income. As such, the economy’s growth
was relatively anemic after the 2001 tax cut was adopted.
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The 2003 tax cut, by contrast, was focused on “supply-side” provisions, including lower
marginal tax rates on dividends, lower marginal tax rates on capital gains, and — by
accelerating the income tax rate reductions scheduled for 2004 and 2006 — lower
marginal tax rates on work and entrepreneurship. It is no coincidence that the economy
performed much better after the 2003 tax cut than it did after the 2001 tax cut. That’s
because the 2003 tax rate reductions improved incentives to earn additional income by
lowering tax rates on productive behavior.

To be sure, there are many factors that influence economic performance, so it is always
appropriate to use caution when trying to interpret the impact of various policies. For
instance, the economy’s weakness during the 1930s presumably should not be blamed on
the Keynesian policies. Expanding the size of government surely did not help growth, but
bad monetary policy, protectionism, high tax rates, and regulatory intervention all played
arole in hindering a recovery.

Policies That Work

If Keynesian stimulus does not work, what other fiscal policy options are available? In
part, the answer is that there are no automatic fiscal policy solutions to an economic
downturn ~ particularly when the economy’s weakness is the result of non-fiscal factors
such as poor monetary policy.

Good changes in fiscal policy help an economy grow faster, to be sure, but the short-run
effect is not very large. Imagine, for instance, if the internal revenue code was replaced
by a flat tax — much as nations ranging from Iceland to Mongolia have done. Moreover,
imagine if that flat tax changes the economy’s annual inflation-adjusted growth rate from
2.2 percent to 2.6 percent. In the short run, this does not have a big impact on living
standards. Even after 10 years, the slight increase in the rate of annual growth does not
translate into a big jump in national income. Indeed, it is only about 4 percent higher than
it would have been. :

But in the long run, the relatively small change in the rate of growth has a big impact on
living standards. Because of compounding, changes that seem trivial become very large.
After 100 years, an economy that grows 2.6 percent annually instead of 2.2 percent
annually will have about 50 percent more income.

The lesson of the story is that policy makers should concentrate on reforms that will
improve the economy’s long-run performance. With regards to fiscal policy, that means
less government spending, not more government spending. That means permanently
lower tax rates, not gimmicky temporary tax rebates.

Are Deficits Good or Bad?

For years, some people have been arguing that deficits are terrible because they
supposedly boost interest rates, and thus reduce capital formation. This is the so-called
Rubinomics school of thought, though 1950s-era Republicans made the same arguments.
Now, many people — sometimes the same people — are saying we need higher deficits to
stimulate the economy.



174

So which is it? Are deficits good or bad? In reality, deficits are the least important fiscal
policy variable.

If budget surpluses were a path to economic nirvana, nations such as Sweden would be
role models. Instead, largely because taxes and spending consume more than half of that
nation’s output, Swedes have much lower living standards than Americans.

Likewise, if deficits were the key to prosperity, Japan should have been an economic
powerhouse after 1990. Deficits skyrocketed and debt exploded, often because of
explicitly Keynesian stimulus programs, but the economy remained mired in a long
stagnation. .

In third-world nations where debt is financed by printing money, deficits matter. In the
United States, with a $14 trillion economy and government borrowing and debt at
historically low levels, deficits qua deficits are largely irrelevant.

Deficits don’t drive the economy. Indeed, it is the other way around. If the economy is
strong, deficits tend to fall because tax revenues rise and people are not clamoring for
government programs. And if the economy is weak, deficits rise because taxpayers have
less taxable income and people are more likely to want money from the government.

In other words, what matters is the size of government and the structure of the tax system.
If government is too big, diverting too many resources from the productive sector, growth
will suffer. If the tax system is too punitive, discouraging work, saving, and investment
with high marginal tax rates, growth will suffer. Whether or not total spending is more
than total revenue, or vice-versa, is a secondary issue.

Conclusion

To conclude, Keynesian economics is bad theory. It’s even worse in practice. It didn’t
work in the 1930s, and it didn’t work in the 1970s. It didn’t work earlier this decade. And
it hasn’t worked in other nations, such as Japan, that have tried to spend their way to
prosperity. Thank you for this opportunity to testify. I will be happy to answer any
questions.

Chairman CONRAD. Thank you, Dr. Mitchell.

Dr. Blinder, Dr. Zandi, is there anything that you heard from Dr.
Mitchell that you would especially want to respond to?

Mr. BLINDER. Everything.

[Laughter.]

Mr. BLINDER. First, I think he should go over to the other side
of town and tell this to the Federal Open Market Committee, which
even as we speak is thinking about stimulating the economy, as
they did last week, by what some people with pride and some peo-
ple derisively call “Keynesian thinking.” I think it is exactly the
right thing. It does not mean it is right to every detail, but it is
basically the right thing to do. When you have a dearth of spend-
ing, you do something that increases spending.

Most things that you would do in that context will not have pro-
found effects on long-run economic growth. I mentioned that. That
is true. But that is not the name of the game right now. This is
about what is called stabilization policy, not about growth policy.
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The specific instances that Dr. Mitchell mentioned—leaving aside
Japan, which is a whole other story and still somewhat mysterious,
I might add—are all evidence on the other side. I mean, when the
United States finally got around to actual action instead of talk,
that would be called in modern parlance “fiscal policy”—and this
was mobilization for the Second World War—it had profound ef-
fects on the economy. There have been careful studies of the spend-
ing from the 2001 rebate that showed that a substantial amount
of the money was spent in a relatively small amount of time. And
most economists—obviously not all—think that that is one reason,
though not the only reason why the 2001 recession was so shallow.

Chairman CONRAD. Dr. Zandi?

Mr. ZAaNDI. Yes, I think it is appropriate that Dr. Mitchell fo-
cused on deficits. I think that is going to be our most significant
long-term issue for the next President. I think that will be very
daunting. But I have two points.

First, I think it will cost the Treasury more if we do nothing and
the economy slides away into recession. That will mean lost tax
revenue. That will mean increased spending on transfer programs.
The automatic stabilizers will be—they will kick in, and they will
be quite costly. And if we can forestall a more severe recession,
shorten a recession by some well-timed, targeted stimulus, I think
it will actually cost the Treasury less in terms of what it means
for deficits and debts. So I think that is point No. 1.

Point No. 2, what really matters, I think, for long-term growth
is long-term deficits. Now, I do not think it really matters if we
spend $150, $200, $250 billion, and it is temporary and everyone
knows it is temporary. All the programs you are designing, they
are not going to be with us a year from now, so that has no impact
on anyone’s thinking about long-run deficits. But I do think long-
run deficits matter, and they matter very much, and we are going
to see that very clearly, I think, in coming years.

Chairman CONRAD. I think anybody who was here at our hearing
yesterday with the Comptroller General of the United States, it is
about as clear as it can be. We are on a completely unsustainable
course. Deficits and debt do matter. Of course, the Government can
borrow money so it can kind of delay the effect. But we are on a
course now in which virtually all Federal spending will be dedi-
cated to three things: Medicare, Medicaid, and Social Security—
crowding out everything else unless there is some affirmative ac-
tion.

Let me go through, if I could very quickly, stimulus ideas that
are going to be before the Finance Committee this afternoon. And
before I do that, let me first ask about the size of the package: the
package out of the House, basically $146 billion; the package in the
Senate, $161 billion, roughly 1 percent of GDP. If I could just get
one sentence from each of you in terms of the size of the package.
Too big? Too small? About right?

Mr. ZANDI. I think that is an appropriate size, yes. I do.

Chairman CONRAD. Dr. Blinder?

Mr. BLINDER. I agree. You can get to that logic two ways. First,
look at the forecast relative to trend and ask how much of a boost
we could use—these numbers are in my testimony. You get a ball-
park figure of 1 percent. Another way is to look at how much hous-
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ing has knocked off of GDP growth. In the last seven or eight quar-
ters, it is 1 percent. You come to the same number.

Chairman CONRAD. Dr. Mitchell?

Mr. MITCHELL. I do not think the size particularly matters be-
cause we are simply taking money out of the left pocket and put-
ting it in the right pocket.

Chairman CONRAD. All right. Let me go to some very specific
things, and, again, if I could get short answers, because these are
going to be things that Senator Bunning and I are going face votes
on this afternoon. One idea has been to do some infrastructure
spending, largely highways. There has been a survey of State
transportation industry—State transportation departments, rather,
that found 2,700 projects with an estimated cost of $15.6 billion
that could be——

Senator GREGG. Are those earmarks?

Chairman CONRAD. No.—that could be initiated within 3 months
of a stimulus package enactment. If you could do those projects in
3 to 6 months or begin them, is that worthy of consideration as
part of a stimulus package?

Mr. ZANDI. My view is that infrastructure spending does have
significant bang for the buck, if you can cut the checks imme-
diately. I am very skeptical that that happens and that it will occur
in a timely way. But in theory, if you could cut them, I think it
would provide a lot of stimulus, yes.

Chairman CONRAD. Dr. Blinder?

Mr. BLINDER. My answer would be no. I say that against the
background that—I have been an advocate of more infrastructure
spending since the late 1980’s. This is not a new problem. We need
it. Things are crumbling all over the place. We have Third World
infrastructure in a lot of places.

That said, it is not so much the initiation—and I would be a little
skeptical about that, anyway—but rather the spend-out rates. If
you look at, say, $100 million spent on an infrastructure project,
a highway or bridge or whatever, it spends out very slowly. These
things have a natural rhythm. You have to build these things. And
we do not want to tell people, oh, because we have a short-run need
to spend cash, you should try to do in a day what really takes a
month. If you do, you are not going to get a good bridge.

Chairman CoONRAD. OK. Dr. Mitchell?

Mr. MITCHELL. I would not want to look at road building as a
stimulus measure, and I certainly would be more favorable to the
State and local governments doing it anyhow. But if a road project
meets a cost/benefit test as a long-run infrastructure project, then
by all means do it, but not because it is for stimulus.

Chairman CONRAD. OK. For that same reason that it does not
get out quickly enough?

Mr. MiTcHELL. Well, again, I am completely skeptical of the no-
tion that we can borrow $100 billion from Person A and spend it
on Persons or Programs B and C and that it is going to make any
difference to the economy. So the whole fundamental concept of
Keynesian economics I think is a fallacy.

Chairman CONRAD. All right. Energy taxes. There is going to be
a proposal for a 1-year extension of the energy tax provisions that



177

would otherwise expire at the end of the year. It costs $3 billion.
Dr. Zandi?

Mr. ZanDI. You know, I do not have a view on that. I do not
know the explicits—the explicit

Chairman CONRAD. Credits for renewable electricity production,
building efficiency, clean renewable energy bonds, solar fuel cell in-
vestment, wind.

Mr. ZANDI. I do not know that it adds any significant stimulus,
no. I would not consider it.

Mr. BLINDER. I would say the same. I think Congress may want
to do that for other reasons, but it is not going to provide short-
run stimulus.

Chairman CONRAD. All right. Dr. Mitchell?

Mr. MITCHELL. I was just going to say, in a $14 trillion economy,
I do not think $3 billion of energy tax provisions, whether they are
good or bad, really matter.

Chairman CONRAD. Yes, so de minimis, that does not have much
of an effect.

The mortgage revenue bond proposal, this goes to the issue of
what is happening in housing. All of you have pointed to housing
as a key component of the downturn. This would give States a 1-
year, $15 billion increase in mortgage revenue bond authority that
would be expanded to include refinancing of subprime mortgages as
allowable use for those bonds.

Mr. ZANDI. I think it is a very laudable policy step. If it mucks
up the process of getting a stimulus package through, I would not
spend any time on it. But I think it is a good step, yes, and I think
it would be helpful in mitigating some of the severe foreclosure
problems we are having across the country.

Chairman CONRAD. Dr. Blinder?

Mr. BLINDER. I do not know the details of the proposal, but it is
completely consistent with what I was saying before—that you
have this very short-run need for stimulus, so let’s get some spend-
ing, but we also have deeper problems in the mortgage and finan-
cial sectors which are going to need a variety of institutions and
approaches. And that may be a good one.

Chairman CONRAD. Dr. Mitchell?

Mr. MiTcHELL. The only thing I would say is to keep in mind
that if you are going to divert more capital into residential housing,
you are necessarily going to have less capital for other purposes.
There are tradeoffs. There are cost/benefit analyses that should
take place.

Mr. ZANDI. Can I say something? There is no capital going into
housing now. We need a little bit of capital to go in.

Chairman CONRAD. All right. Senator Gregg?

Senator GREGG. Well, picking up on that point, this stimulus
package has nothing in it which would encourage the drawdown of
the present housing inventory that you have pointed to, Dr. Zandi.
And if that is the underlying problem that is generating the eco-
nomic slowdown, would we not focus on that? And I asked this
question of Dr. Orszag, and he said, no, you have to focus on the
large economy through demand, which is the Keynesian approach
that has been debated here. And I guess my reaction is that we
have so much policy in place which energizes purchasing of real es-
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tate, of homes, that is what got us into the problem to begin with.
I mean, essentially the subprime event was driven in large part by
tax policy and Federal policy on housing.

And I listened to you folks, Dr. Blinder specifically, and I have
followed your comments for years, obviously, because you are some-
one with significant national influence. But it does appear that you
sort of reject the idea of the market settling this issue out, that this
was a classic bubble and that if we do not—and that allowing the
market to work its will so that we basically clean out the ineffi-
ciency which created this initial bubble is the only way you are
probably ever going to get the market right in the long run. The
Japanese approach of trying to artificially under—support an econ-
omy which is totally overextended in assets which are overvalued
does not work. I mean, the Japanese have proven that to us incon-
trovertibly, that you cannot through Federal policy basically try to
redirect the efficiency of a market, that the market should be set-
ting the efficiency. And we created a bubble. And the question is:
What is the Federal role in trying to mitigate the harms being cre-
ated by the bursting of that bubble? And it appears listening to
you, Dr. Blinder, and to a certain extent Dr. Zandi, you are essen-
tially saying that we should not allow the market to work. Am I
wrong?

Mr. BLINDER. The last sentence was wrong. We should allow the
market to work. The bulk of the cure of this set of difficulties is
going to come from the markets one way or another, regardless of
what Government does. The question is whether it is fast enough,
whether the Government can push it along faster, and maybe even
change its direction slightly. But I want to focus much more on the
speed. The context in which I am worried, as I said, is our ability
to recover nicely from whatever kind of a sag, recession, or what-
ever we may have.

If you look out there in the markets right now, you find panic,
basically. Now, markets sometimes do this. You could call this a
bubble in the other direction. We are having a bubble in the other
direction.

Senator GREGG. Well, that is a classic reaction.

Mr. BLINDER. Sure.

Senator GREGG. I mean, I have been through this three times in
my experience: back in the late 1970’s and back in the late 1980’s—
when I was Governor, regrettably, it happened in the housing in-
dustry in New England and the country—and then in the late
1990’s when we had the Internet bubble.

Mr. BLINDER. Yes.

Senator GREGG. I mean, it is a classic overreaction which occurs,
which is that when one part of the economy gets overextended, the
good part of the economy starts to contract because you try to re-
build your capital reserves.

But I guess my question is this stimulus package which we are
proposing does not seem to get to any of this. I mean, you are talk-
ing about, by my calculation, spending $220,000 to add a job. That
is the way it works out: 660,000 jobs, which is your high-level job
number, which is over the President’s estimate—he is saying half
a million jobs—cost under this stimulus package $220,000 per job.
I guess my question is do you even get that return, because if you
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give a person $500, are you getting a job in the United States? If
they buy a TV made in China, you are getting a job in China. You
cannot control where those dollars flow. What percentage of that
goes out of the country?

Mr. ZANDI. Well, actually, if you look at total consumer spending,
1(’)lur entire budget, 10 percent is imported, so 90 percent is produced

ere.

Senator GREGG. So you are saying 90 percent produces activity
here.

Mr. ZANDI. Yes, on average. I mean, yes

Senator GREGG. You gave us some really startling figures on the
housing side, which I suspect are absolutely accurate and I do not
question that at all. But what percentage of the economy is housing
versus trade? In other words, we have a dollar situation where
trade is significantly increasing because the dollar has been weak.
And the housing market is in—how much is the trade issue offset-
ting the housing collapse?

Mr. ZANDI. The contribution to the improvement in the trade def-
icit over the past year, not accounting for today’s numbers because
I have not had time to process them, but approximately a point to
GDP growth. Over the same period, the decline in housing con-
struction, just simply housing construction, has subtracted about a
percentage point from growth. But housing’s—that is not the end
of the story. Housing’s tentacles run deep into the economy. It is
not just construction.

Senator GREGG. So does trade. I mean

Mr. ZANDI. No. I mean, think about housing values and what
they imply. When housing values are declining, they affect people’s
net worth and their willingness and ability to

Senator GREGG. Psychology.

Mr. ZaNDI. Well, no, it is not psychology. It is the ability to pull
cash, to borrow to finance spending. Moreover, think about the
property taxes your local governments are going to struggle with
as their revenues are going to fall, decline.

Senator GREGG. But there is nothing in the stimulus package
which addresses the issue of housing value.

Mr. ZANDI. Yes. Now, let me say something to that point, and it
is a very good point. I think policymakers have to be working at—
this is a substantive issue and problem. The economy is under sig-
nificant pressure. So we cannot tackle it with one thing. There are
three types of policy that should be brought to bear. The first and
most obvious is monetary policy, and the Federal Reserve is work-
ing very aggressively on that end. But Dr. Blinder is correct. It
works with a long lag, particularly given that the key conduit be-
tween monetary policy and the economy runs through the housing
market and that has been short-circuited. So it is not going to be
as efficacious in this current environment.

Senator GREGG. Well, if it allows loans to be—if it allows these
ARMs to be refinanced to a level where they can be refinanced.

Mr. ZANDI. But it is not going to work as well as in the past.

Two, stimulus. I think that is a very appropriate policy response
to what is happening. I think that will be very helpful in miti-
gating—not forestalling a recession but mitigating the severity of
a recession.
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But the third thing is that housing and mortgage policy should
be focused on—and all the steps we have taken so far, that you
have taken so far, are all laudable steps. HOPE Now, the mortgage
bonds if they get passed, FHA expansion, GSE loan cap expansion
temporarily, I think are all very useful. But they may not work be-
cause if you go into the securities markets and look at what has
happened, they are literally shut down. The mortgage securities
market, nonconforming—not the conforming market, not what
Fannie and Freddie do. They are fine. But that is half the market
in 2006. The other half is completely, literally, shut down. If you
look at bond issuance of the nonconforming bonds, subprime, Alt-
A, and jumbo loans, in the last 3 months of 2007 it averaged $10
billion per month. I mean, that is down from $250 billion a month
at the peak. So it gives you a sense of the magnitude of the prob-
lem. It is not going to be solved easily by just letting the market
work through.

Senator GREGG. And a stimulus package is not going to have an
impact on that.

Mr. ZANDI. But that is the point.

Mr. BLINDER. No, Senator. That is why I raised the point, at the
end of the testimony, that there is more to be done beyond the
stimulus package——

Mr. ZANDI. Beyond the stimulus package.

Mr. BLINDER [continuing]. To address these market travails. The
stimulus package is not going to solve that at all. It should con-
tribute a little bit, because everything goes better if the economy
is going uphill than downhill. But it is certainly not targeted on
that problem.

Senator GREGG. What the stimulus package is, it is a feel-good
event, and maybe that helps the confidence of consumers. But as
a practical matter, the substantive impact on this underlying prob-
lem, which is the failure of the market over the issue of housing
financing, is not going to be addressed by the stimulus package, in
my humble opinion. And feel-good events are not bad. This is just
going to be very expensive for our children, this feel-good event.

Chairman CONRAD. Well, I would just say, I think it is more than
a feel-good event. It does give some modest lift to GDP, which may
help avert a recession or make a recession more shallow. But we
should not overstate—I agree with the Senator entirely. We should
not overstate what this does.

Senator Murray?

Senator MURRAY. Thank you very much, Mr. Chairman. It is a
fascinating discussion, and kind of following up on what Senator
Gregg is talking about, sort of the housing foreclosure, rising de-
faults sort of brought us to this point where we are looking at eco-
nomic stimulus. Senator Conrad is right. We should not overstate
it. We all, I think, agree we need to move forward with some kind
of short-term economic stimulus.

But what about the bigger picture? Dr. Zandi, you just listed a
whole bunch of things we were looking at in terms of the housing
issue, and you said, well, all that might not work. What do you rec-
ommend we do look at doing?

Mr. Zanpi. Well, my view—and it may sound a little bit out
there, but I think we should be—so did ARM freezes 8 weeks ago
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sound kind of out there. And it goes to a suggestion that Dr. Blind-
er made.

I think that it would be appropriate to consider and start think-
ing about some type of Treasury-backed fund that would buy up
mortgage loans and mortgage securities. This fund would operate
under an auction process. As soon as it was operational, it would
establish a price in the market. The reason the market is not work-
ing:

Senator MURRAY. Stabilizing house prices?

Mr. ZanDI. Well, not immediately. What it does is stabilizes the
price for the mortgage loans and the mortgage securities. And as
soon as that happens, then you will start to see credit flowing back
into the housing market. And as soon as that happens, then people
can get loans, then they can go buy a home, and then prices will
begin to stabilize.

Right now the market is completely frozen. There is no activity
in the market because everyone is scared to trade with each other.
There is no price. If you have a market maker, the Treasury, step
in and say I am going to make a market, as soon as that happens
you will jump-start things. And, in fact, at the end of the day, it
may not cost the Treasury anything because prices will probably
rise, because Dr. Blinder is right, there is now panic in the market
and the prices—if you force someone to sell, it will be at a much
lower price than the underlying value of the security. Am I making
sense?

Senator MURRAY. Yes, I am fine.

Dr. Blinder, did you want to add anything to that.

Mr. BLINDER. No. I agree. The basic symptom—you can see it in
the market—is that the bid-ask spreads are incredible on a lot of
these assets. When bid-ask spreads are like that instead of like
that, it tells you the market is not working. It is not making a
price, and there is no activity. So that is what prompted me, at the
end of my testimony, to mention that I think we probably need two
different sorts of institutions. One would be like what Dr. Zandi
was just saying, picking up on what I had said, designed to try to
get these markets functioning again. But the other would be aimed
specifically at the bottom of the pyramid, so to speak, at the fore-
closure problem.

We did this in the Great Depression, and as Dr. Zandi showed
on his slides, we now have a housing problem as big as we had in
the Great Depression. The rest of the economy looks much better
than then, but the housing sector looks just as bad as it did then.
And we had this thing called the HOLC during the Great Depres-
sion, which assisted in refinancing mortgages.

Now, none of that is going to happen in the next 2 days in a
stimulus package. But in terms of addressing this longer-run prob-
lem, I think that is the direction in which the Congress ought to
be thinking.

Senator MURRAY. Yes, OK. I did hear your testimony. I thought
you said that the U.S. economy may recover after the next two to
three fiscal quarters. I heard a lot of other people saying that this
housing market crisis may last well into 2009. On what are you
basing your thoughts that it may be shorter?
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Mr. BLINDER. Well, both can be true. The housing sector is about
4 percent of the economy—and sinking, by the way. It is on its way
to less than 4 percent of the economy. So things can get pretty ter-
rible in the 4 percent, even worse than they are, and they are
awful. But as long as the other 96 percent is doing pretty well, the
economy will be ok. Exports were mentioned before as doing pretty
well. Up until very, very recently, the consumer was holding up
quite well. You could have a recovery, even a pretty good recovery,
in the whole economy without having a recovery in housing.

Now, that said, it is not going to be that easy because the hous-
ing problems are deep and they seem to be getting worse, not bet-
ter. And much more importantly, the thing that I emphasized,
which brings me to the idea we are now toying with, is the credit-
granting mechanism more generally—not just mortgages. There
are lots of other types of credit. And every economy runs on credit.
Those mechanisms are getting jammed up, and that is quite seri-
ous because it is part of the blood that flows through the economic
body to make it function. And I worry about that, which takes us
way beyond housing and really does go to this question. OK, once
we bottom out, whenever that is, do we actually come up rapidly
or do we trundle along the bottom for a while?

Senator MURRAY. Well, you have an intriguing fast-track proce-
dure proposal that we would move forward on something but it
would not be implemented unless there were other economic indica-
tors coming out. What is the risk of not doing something quickly
if we put in place something that is waiting for something else to
happen?

Mr. BLINDER. You are quite right. There is always a risk of being
too late, and nobody can deny it. There is also a risk of doing it
when you do not need it.

I think the odds are that we probably do need it, and the specific
indicators that I mentioned in the testimony—I think I also men-
tioned them verbally—are coming very, very soon. So far we have
had one lousy-looking month of employment data and one lousy-
looking month of retail sales data. It could be that those are flukes.
They could even disappear in data revisions. Things like that hap-
pen. My guess is they will not, but I do not know that. I would just
like to see one more readius on each, and we are talking about only
2 weeks from now when we will have seen one more on each.

Now, where your question might really come to the fore is here:
Now suppose the next employment report comes in rather good-
looking—say 100,000-plus jobs. And suppose the next retail sales
report comes in rather good-looking. Then I think Congress might
sit back and say, well, let’s think about this. Do we actually need
a stimulus or not?

Mr. ZANDI. May I respectfully disagree.

Senator MURRAY. Yes, Dr. Zandi.

Mr. ZANDI. Sorry.

Mr. BLINDER. That is all right.

[Laughter.]

Mr. ZANDI. Because the quality of the data that we are looking
at is always suspect, even in the best of times. At turning points
in the economy, it is very difficult to read, and these data are re-
vised. The two he mentioned, employment payroll employment, and
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retail sales in particular—are notoriously revised significantly, and
years after the fact.

So, for example, this Friday we are going to get an employment
report that gives us a read on January employment, but we are
going to have revisions to the data back more than 2 years, and
there will be downward revisions, significant downward revisions
based on what the BLS has already told us. So my point is that
you—I think the downside—we cannot have—we have to be very
careful of focusing on a data point or two. We have to take the
plethora of information that is before us. I think most importantly
consider sort of what are the downside risks if you do nothing, par-
ticularly in the context of what everyone now believes you are
going to do. If you do not do that and follow through at this point,
in my view, I think that would be a much more serious harm to
confidence and to the general economy. I think it would be a huge
mistake.

Senator MURRAY. OK. And I just have a few seconds left, but
Senator Conrad was asking you about different proposals. What
about unemployment insurance and food stamps?

Mr. ZANDI. In my view, they are the most efficacious form of
stimulus. I mean, in terms of I put a dollar into extending UI
claims, Ul insurance or expanding the food stamp program tempo-
rarily, I am going to get back much more in terms of economic ac-
tivity and GDP than any other thing that you can do.

Senator MURRAY. Dr. Blinder?

Mr. BLINDER. I agree with that. I put it right at the top of the
list.

Senator MURRAY. Dr. Mitchell?

Mr. MITCHELL. I think it is the perpetual motion machine of fis-
cal policy. If unemployment insurance benefits were so great, we
should ask companies to fire everyone so more people can get un-
employed so we can get more stimulus. It is just a silly idea.

Senator MURRAY. Thank you, Mr. Chairman.

Chairman CONRAD. Senator Bunning?

Senator BUNNING. Thank you, Mr. Chairman. There are some
really strange ideas going around.

First of all, I want to ask each and every one of you: When is
the economy in recession? What is the definition of a recession?

Mr. ZanDI1. The definition is a persistent, broad-based decline in
economic activity. It is a judgment call by——

Senator BUNNING. Two quarters?

Mr. ZANDI. That is a rule of thumb.

Senator BUNNING. Rule of thumb.

Mr. ZANDI. Yes. It——

Senator BUNNING. It is not a fact.

Mr. ZANDI. No.

Mr. BLINDER. That is actually a media definition. The media

Senator BUNNING. A media definition?

Mr. BLINDER. Yes.

Senator BUNNING. Well, I want to throw that out to start with.
What is a recession, Dr. Blinder?

Mr. BLINDER. That is exactly right. There is an organization, as
you know, called the National Bureau of Economic Research,
which, well after the fact—so it is not so useful in real time—dates
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recessions. They do it based on a plethora of different time series
data on the economy, focusing on sales, production, employment—
am I leaving something out?

Mr. ZANDI. Real income—incomes less transfer payments.

Mr. BLINDER. Yes. Incomes less transfers—those would be sort of
the big four. But they look at many other things.

Senator BUNNING. Dr. Mitchell?

Mr. MiTcHELL. I have always thought the rule of thumb is that
the most reasonable thing to—unless you want to go after the
fact—and I already stated in my testimony I do not think econo-
mists do a very good job predicting, so it is really only looking for
the rearview mirror that we can say these things with certainty.

Senator BUNNING. Thank you very much.

Dr. Blinder, many economists have expressed skepticism about a
fiscal stimulus because Congress typically acts too late. I think we
are proving that Congress can act quickly. Members can put aside
their differences and work together for a common good when we
face a dire threat to our economy.

You also said that stimulus must be fast-acting, but you caution
us to wait for more employment report—one more employment re-
port and one more report on retail sales. If we wait too long, isn’t
there a danger that the stimulus will be poorly timed and that will
only result in a return to the 1970 style stagflation?

Mr. BLINDER. I do not think the latter. But, yes, if you wait too
long, it will be poorly timed. The wait that I was talking about spe-
cifically in the testimony is about 2 weeks. So I do not think that
is

Senator BUNNING. In other words, for the Congress to act and
pass and have the President sign a stimulus package?

Mr. BLINDER. The so-called fast-track proposal that I mentioned
in the testimony and that Senator Murray brought up would have
the Congress agree as soon as it can—and it looks like it is moving
very fast—on what the package will be and then vote on it at the
time, on a fast-track basis what it wants to put——

Senator BUNNING. One more question, Dr. Blinder. Should unem-
ployment compensation benefits be taxed? Professor Feldstein, who
testified before the Senate Finance Committee last week, believes
they should be taxed. What is your opinion?

Mr. BLINDER. I guess I do not think it is that important an issue.
This question is part and parcel of how generous should they be.
If you tax them, people above certain income levels are going to get
less. I do not have a big quarrel with

Senator BUNNING. Wouldn’t that get more money quickly into the
economy if we did not——

Mr. BLINDER. You mean right now as part of——

Senator BUNNING. Oh, yes, as part of the package.

Mr. BLINDER. To the extent you tax it back, you get less. I
thought—I was interpreting that——

Senator BUNNING. No, no, no. That is part of the package. You
do not tax the additional.

Mr. BLINDER. Oh, I see. I see. You do not tax the additional. Yes,
I think that would get more spending——

Senator BUNNING. OK. Thank you.

Mr. BLINDER. Right away. Yes. Sorry.
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Senator BUNNING. Dr. Mitchell, in your testimony, you point out
that bad monetary policy was partly responsible for the economic
weakness in the 1930’s. The Federal Reserve raised rates at the
wrong time. What role do you think monetary policy has played in
the current crisis? And would you agree with Professor Anna
Schwartz, who recently argued that the Federal Reserve “failed to
confront something that was evident,” meaning the asset bubble in
housing, and kept interest rates too low for too long?

Mr. MiTCHELL. I agree with Anna Schwartz. I think one of the
problems we have today is the housing bubble. One of the things
that caused the housing bubble was artificially low interest rates
by the Fed. As a matter of fact, I am a little bit worried about a
return to stagflation because if you have an easy monetary policy,
like we had in the 1960’s and 1970’s, combined with increases in
the overall burden of Government—I do not think we are anywhere
near where we were in the 1960’s and 1970’s, but I am worried
that we are trending in that direction of the Fed not being focused
on protecting the value of the dollar. I think the European Central
Bank is doing a much better job than the Fed, and I think that
shows up in the falling value of the dollar versus the euro, not to
mention other currencies. And I also worry that certainly over the
last several years we have had an increase in the aggregate burden
of Government as a share of GDP, and I worry that is just not a
good recipe unless we want to wind up like, you know, some of the
slow-growth economies in Europe.

Senator BUNNING. We are going to have an FOMC meeting this
week, the end of this week, and it is anticipated that a 50-basis-
point reduction in the Fed rate will occur on top of an emergency
75-point reduction.

Dr. Blinder, since you were on the Fed, don’t you think that is
kind of a crisis management?

Mr. BLINDER. Oh, I do, yes. I think the Fed has been watching
this rolling financial crisis that really erupted in the July-August
of last year timeframe. One might have thought that the markets
would have cured all of this by now, but they have not. And if any-
thing, it is getting better in some dimensions; but it is getting
worse in other dimensions, and new things keep happening. You
may have noticed in the newspapers in the last few days there is
a lot of discussion about the bond insurers and what could happen
if they go under or are impaired. So, yes, the Fed is looking at this
as a crisis. If, in fact, they lower the Fed funds rate another 50
basis points today—we will know in about 3 hours

Senator BUNNING. 2:15, to be exact.

Mr. BLINDER. 2:15, exactly right. That would be incredible speed
by Federal Reserve standards. You have to go back——

Senator BUNNING. Incredible?

Mr. BLINDER. Yes. You have to go back to the 1980’s to see them
moving interest rates that much in that short a timeframe.

Senator BUNNING. In my opinion, watching the Fed operate—and
I have been a Fed watcher since you were on the Fed—it is total
panic. Since they did not in normal operating procedures react, but
with a 25-basis-point at their last meeting, all of a sudden in 2
weeks—are you kidding me? And we are to believe that they knew
what they were doing?
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Mr. BLINDER. I think, Senator, they concluded on the 22nd of
January, or probably a little before, that they had done too lit-
tle—

Senator BUNNING. No kidding.

Mr. BLINDER [continuing]. And they had some catching up to do.
Yes.

Senator BUNNING. No kidding. Everybody was urging—urging
them to do more the last time they met, and there was one dissent.
And that dissent was not to do anything.

Mr. BLINDER. Well, the previous meeting, actually——

Senator BUNNING. Had one dissent, the same way, to do more.
But I am telling you, 11 people in one room, or 12, depending how
many people show up—well, that is a fact because some of our
bank presidents do not get there in time or are absent and vote by
telephone. I find the Fed inactivity, and now being very active, very
disturbing to our economic well-being.

Thank you.

Chairman CONRAD. Thank you, Senator.

Senator Domenici?

Senator DOMENICI. Well, Mr. Chairman, as I told you privately,
I have to go to a business meeting of the Energy Committee, and
Senator Bingaman does not call those very often, so I probably only
have two questions. I will only have time for that.

I would like to ask any of you this question: As I participate and
read and see what I can—how I can catch on to this and is the
House-passed package going to work, because it is going to pass,
it is going to be law—and I am quite sure I could predict that
today. But it seems to me that everybody is acknowledging that
there is a very big problem in housing and that that problem is a
very entangled one because, you know, the securities got away from
everybody. It is not like they are sitting around in a nice place,
that the negative ones are perking up all over the place where no-
body ever even expected them. People are adding assets to their
portfolio that are broke all over the place.

And I guess I am wondering if that is not bad enough that our
typical anti-recession package, which is what we are doing and the
House—all we are doing is doing it quickly and fooling everybody
because the House did it bipartisan so quickly. Now the people are
glad of that and are saying do something, do it. But I have a ques-
tion. Is it not possible, even probable, that the housing mess may
negate the effectiveness of this package that we are all talking
about doing?

Let’s start with you first, sir, in the middle.

Mr. BLINDER. I do not think so, but in the following sense.

Senator DOMENICI. Please.

Mr. BLINDER. We could imagine having the same sort of macro-
economic environment but, that housing had nothing to do with it,
that we were just sagging for some other reason, in which case the
House probably would have designed the package very much like
what they designed, with the exception of those things about the
FHA and a few other little things. But it basically would have been
essentially the same, and its macroeconomic impact would have
been essentially the same, too. The package is intended to give the
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economy some oomph in the short run from more spending to pre-
vent the sag or to make it less than it otherwise would.

The housing mess, as you quite correctly characterize it, is a big
set of complicated problems that we do not have our arms around
yet because it does go way beyond housing into the fixed-income se-
curities markets.

Senator DOMENICI. Yes.

Mr. BLINDER. For that, we need longer-range things, including
perhaps some unusual Government interventions that we have
been discussing in this hearing. That is where you see the unique-
ness of the current situation coming to the fore. And you are quite
correct, it is not going to be solved in a stimulus bill passed tomor-
row.

Senator DOMENICI. Do you see any ideas around that are out of
the ordinary? Since it is an out-of-the-ordinary securities problem,
are there some ideas around of significance that you are aware of?

Mr. BLINDER. Yes, there are several. I saw you had to step
back——

Senator DOMENICI. But they are not going to be in this package.

Mr. BLINDER. They would not be in this package because they
take some thought about design. You know, these are the kinds of
things in which truly the devil is in the details, and you do not
want to try to design them in an overnight markup and pass it.

Senator DOMENICI. But you think they can be drawn?

Mr. BLINDER. I think so. I think so. There have been suggestions,
for example, I mentioned earlier

Senator DOMENICI. I am sorry I did not hear it.

Mr. BLINDER. It is quite all right.—of bringing back something
like was done in the Great Depression, with the Home Owners
Loan Corporation to stave off foreclosures. There have been sugges-
tions made about having Government assistance, let’s put it that
way, to get the credit markets back functioning again, somewhat
analogous to what the RTC did after the total collapse in the sav-
ings and loan industry back in the late 1980’s and early 1990’s.
And there have been other suggestions like that. So there are
ideas, somewhat out-of-the-box ideas, floating around.

Senator DOMENICI. We had some pretty big people involved with
that. James Baker was involved, and Darman, who is deceased, he
was involved. They thought that one through and did something
extraordinary.

Mr. BLINDER. Absolutely.

Senator DOMENICI. That is what we need now.

Mr. BLINDER. And Bill Seidman, who is still around, was the
head of the RTC then.

Senator DOMENICI. Right. Well, do you think the same thing, Dr.
Zandi?

Mr. ZANDI. Yes, I do. I think Congress and the administration
have done a number of good things. They are small, but they are
all good things. I think HOPE Now is a useful process.

Senator DOMENICI. Right.

Mr. ZANDI. Give it a chance to work. I think FHA expansion and
GSE loan cap expansion are good ideas.

Senator DOMENICI. Too small.
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Mr. ZANDI. And I think we should prepare for the possibility that
the problems are bigger than all this and that we need to do some-
thing—in a broad philosophical sense, I think what the Treasury
has done so far is try to facilitate the market. It has not put itself
on the line. I think we are at a point where the Treasury is going
to have to put taxpayer dollars on the line and say we are behind
this, and once that happens, I think the cost to taxpayers and the
Treasury ultimately will be less.

Senator DOMENICI. Dr. Mitchell?

Mr. MITCHELL. I am a Fairfax County homeowner. I have en-
joyed a lot of appreciation in the value of my house over the last
14 years, and I suppose I should be appreciative that you all are
trying to prop up the value of my home, even if it is at the expense
of low-income and young people who might be home buyers. But I
think the problem we have in housing is that we did have a bubble,
and the more the Government intervenes to try to prop up the
value of homes, we will be making the mistake the Japanese made
in not allowing the bad loans to work their way out of the system.

The only really good thing I can tell you about the overall stim-
ulus package is that at least it is not intervening in the housing
market because I do worry that we might make the mistake the
Japanese made. I do not want my home to fall in value, but I also
know that over the last 14 years, I am still way ahead of the game.
And I know that if we had the Government intervene in propping
up the value of homes, it is going to hurt people who are lot less
well off than I am, or any homeowners in this room are.

Senator DOMENICI. Thank you very much. Thank you, Mr. Chair-
man. Thanks to all three of you.

Chairman CONRAD. Thank you, Senator Domenici.

I would like to go back to the housing situation. Dr. Zandi, I
would like to go to your charts, if I could, and I would like to go
to the chart that is headlined “Inducing an unprecedented surge in
defaults.”

Mr. ZANDI. Yes.

Chairman CONRAD. First mortgage loan defaults. I would like
you to help us understand this chart more fully.

Mr. ZanDI. OK.

Chairman CONRAD. Take us just briefly, if you could, through the
implications of this chart. This is showing us mortgage loan de-
faults. Is this by month or by quarter?

Mr. ZANDI. This is as of a certain—this is as of the last week of
each quarter.

Chairman CONRAD. OK. As I read this chart, it tells me we have
1,800,000 mortgage loans in default.

Mr. ZANDI. In that last quarter.

Chairman CONRAD. That last quarter, and——

Mr. ZANDI. That is at an annual rate, though. I have annualized.

Chairman CONRAD. Annualized.

Mr. ZANDI. I think it was 450,000, if my math is correct.

Mr. BLINDER. You need to divide that by 4.

Chairman CONRAD. Yes. And then this thing is going up like a
scalded cat.

Mr. ZANDI. That is a great way to describe it. I would not have
come up with that, but OK.
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Chairman CONRAD. So tell us what you think the implications
are? And, you know, Dr. Mitchell has this view that, you know, let
the market work. And, you know, if the Government intervenes to
make this less of a crisis, all you do is, as I hear you, Dr. Mitch-
ell—correct me if I am misstating your perspective—that if we
interfere in market correction, all we do is really delay the day of
reckoning.

Senator GREGG. Misallocate resources.

Chairman CONRAD. Am I fairly characterizing your position?

Mr. MiTcHELL. Yes, I think the quicker we allow markets to
work, the more efficient that capital allocation will be in the econ-
omy and the better our long-term rate of growth will be. There is
a reason why countries with more laissez-faire capital markets
grow faster than countries with more government intervention. It
is because market forces, not political forces, are driving the alloca-
tion of resources. And I would not want us to travel down the path
of countries that are less prosperous and growing less quickly than
we are.

Chairman CoNRAD. OK. And, Dr. Zandi, what would be your re-
action to that?

Mr. ZanD1. 1 think that is a very appropriate principle for all of
us to follow under—99 percent of the time. I think that is exactly
correct. I think there are cases—and I think we are potentially in
one of those cases—where the market does not work, or it will not
work for a considerable amount of time and will create a significant
amount of loss of wealth, income, and jobs. And there are other
times when we faced that. The last time was in the early 1990’s
with the S&L crisis. I think it was beyond a solution for the mar-
ket, or at least one that was financially palatable for us, and we
decided that we were going to solve this problem collectively and
put our resources on the line. And we solved that problem in a
very, I thought, at the end of the day, incredibly efficient way. It
cost the taxpayers a lot less than it certainly could have.

And I think there is a distinct possibility we are at one of those
other points in time where we just cannot let the market do its
thing because it is not going to do its thing in a reasonable amount
of time. It is going to cost us a lot of wealth.

Chairman CONRAD. Let me ask you this, if I could. I have had
major financial players in this country call me and tell me they are
extremely concerned about a potential lockup of financial markets.
And by that, what I took them to mean was that people pulled
back from even good deals and that that has a cascading effect on
the economy. And what they were sharing with me is their top
economists telling them they think there is a 50-50 chance of a se-
vere recession, and that it is in all of our interests, our collective
interest, to try to prevent that from occurring.

What would be your reaction to that characterization of events?
And I would ask each of you, starting with you, Dr. Zandi, and
then Dr. Blinder, and then Dr. Mitchell.

Mr. ZANDI. I think that is a reasonable concern. Just looking at
the marketplace today, and as Dr. Blinder mentioned, it has now
gone well beyond the mortgage securities market. It has affected
the asset-backed securities market where credit cards and auto
loans and student loans are traded and financed. That is where a
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lot of capital for our credit cards come from. It has affected the
commercial mortgage-backed securities market. So if you talk to
anybody in commercial real estate, transactions are not happening
because they cannot get financing.

Chairman CONRAD. Let me just say that that was confirmed for
me by our—I was just sharing with Senator Gregg. A person who
is in commercial told me the deals that were good deals typically
get 80 percent financing without much of a problem. They are now
struggling to get 50 percent financing, and as a result, that market
is locking up, at least in parts of the country. I do not know how
widespread that is or if you have evidence that that is beginning
to happen.

Mr. ZANDI. Yes, it is happening across most of the commercial
mortgage lending market, both in terms of the securities market
and in terms of bank lending. It has not affected everyone. I mean,
if you are a pristine borrower, meaning you have a lot of equity in
your investment, your property, if you have good cash-flow, you
still can get credit at a reasonable interest rate. But, increasingly,
borrowers that you would deem to be reasonably good credits in
normal times are not getting credit today. It is bleeding out into
the corporate bond market, not in the high-grade, investment-grade
market, but just one step below and certainly to the junk bond
market it is happening. You know, credit spread are widening out.
There is no bond issuance.

So the market is very, very fragile. In my view, we are one event
away from a very significant financial problem. And if the securi-
ties markets do shut down, then as Dr. Blinder mentioned, credit
is the mother milk of economic activity; if that shuts down, even
for a brief period of time, it will have very significant economic im-
plications. So I think that is a reasonable risk, yes.

Chairman CONRAD. Dr. Blinder?

Mr. BLINDER. I would say 50 percent odds on a recession. A se-
vere recession? Of course, one does not quite know what that
means, but let’s say it is something like the early 1980’s. That was
a very severe recession. I would handicap that as very low prob-
ability. No one can say it is impossible, but low.

I am much more worried about a failure to snap back from the
sluggishness, as I have said. You may remember the so-called head
winds period in the early 1990’s when, from somewhat similar but
not nearly as serious problems in the financial sector, the economy
just could not quite get the engine stoked. It was growing, but not
growing very well for a while, and then it finally did start going
up.

Regarding the question of whether the markets are locking up,
to some significant extent they are already locked up. I mentioned
the wide bid-ask spreads. That is a symptom that they are locked
up. Another is to look at the rates at which the U.S. Treasury can
sell debt at now. Why? That is the only thing anybody wants to
buy. The financial markets are flooding into U.S. treasuries. They
have beaten the rates down to incredibly low levels because they
know the Treasury is going to pay them back, and they do not trust
that the other so-called AAA credits are going to pay them back.
So there is a tremendous amount of fear, which also leads to lock-

up.
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And I would just like to relate this to the point we were talking
about before about interfering with home prices versus letting the
market work itself out. As Dr. Zandi said, letting the market work
itself out is almost always the right answer. It becomes the wrong
answer when the whole economy is at risk. I do not want to sit
here, and I certainly would not want my representatives in Con-
gress sitting here and saying, you know, it is too bad, you all made
mistakes and you are all going to suffer for it. I think that is one
of the reasons we have a Government.

Falling housing prices are not the only problem, but they sit
right at the base of the other problems. Why are we looking at fore-
closures? A major reason is falling housing prices. Why are we wor-
ried about consumer spending sagging? A major reason is falling
housing prices. Why doesn’t anybody want to buy MBS anymore?
Mortgage-backed securities. Falling housing prices. Why are these
CDOs that have been built on top in complicated ways totally un-
marketable these days? Falling housing prices.

So falling housing prices, for better or for worse—and it has been
for worse, actually—have become central to this drama. And that
is why I think it is appropriate for the Government to do things—
not to go in and bail out particular people who have speculated and
made bad bets. Certainly not. But to do things with the macro-
economy that make this market function better.

Chairman CONRAD. My time is—I am well over my time, so I am
going to turn to Senator Gregg. And, Dr. Mitchell, I will come back
to you on my next chance.

Senator Gregg.

Senator GREGG. Well, why don’t you answer? Why don’t you fol-
low on since all three of you were asked the question.

Mr. MiTcHELL. Well, I would simply add that in some sense fall-
ing housing prices are toothpaste that is out of the tube, and I do
not know that anything that is going to be done is going to solve
that problem. Instead, I look at what lessons can we learn and how
can we avoid similar problems in the future. And I think that we
have an awful lot of subsidies and programs and preferences for
housing, and I think those are some of the things, combined with,
I think, a lot of the blame with the Fed keeping interest rates arti-
ficially low, I think we should be cautious about programs, whether
it is bailing out housing or bailing our Wall Street, we have to
think about what sort of precedent we are setting and what sort
of incentives that people in those markets are going to have in the
future, if they think, well, we can go ahead and take a risk that
might normally be imprudent because we think somehow the Gov-
ernment is going to be there to bail out our mistake.

And so, you know, the problem with housing, it is there, it al-
ready exists. I think a lot of policies are trying to push on the
string. We are not really going to solve the current slump in hous-
ing prices. I am more worried about are we learning the right les-
sons so that we avoid similar mistakes in the future.

Senator GREGG. Well, we certainly got into the macro debate
here, not much relationship to the stimulus package, which prob-
ably will have no effect on this exercise. But my frame of reference
is this: I went through this as a bank attorney in 1978-79, and
then I went through it—not a bank attorney. [I was a corporate at-
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torney representing a bank.] And then I went through it again as
Governor of New Hampshire in 1990 when seven of my—I had
seven large banks in New Hampshire, and they were all insolvent.
And my State revenues fell for 36 straight months in real terms.
And what we saw was a contraction which was driven by the fact
that the housing market collapsed as a result in New England not
of fraud, as occurred in Texas, but because the mutual banks had
converted to commercial banks, and they did not know how to
make commercial loans, and they started throwing money at condo
projects that did not have any viability. And so they collapsed, and
what that led to was what Dr. Zandi was talking about, which is
that people were not able to—the good loans were not able to be
made because everybody had to rebuild their capital. And so it was
a self-fulfilling problem.

I guess my interest in this effort today is what have we learned
from that. And it seemed to me that one thing we learned was that
you did not concentrate the debt in the hands of the banks so that
you spread the risk. And I think that has happened in this event.
It appears to me that rather than having most of the banks in New
Hampshire owning the loans that they made, they are probably
owned by somebody in China or somebody in Europe, to a large ex-
tent. So we have spread this risk. So the capital issue on our bank-
ing community may not be as severe.

But you have this chart here, Dr. Zandi, that seems to imply that
we are going to have very serious problems with our capital struc-
ture of our banking system. And I guess since we are talking macro
here, I would like to know—this is your chart entitled “The Bank-
ing System Is at Significant Risk.” I am wondering if that is true
if we talk about the traditional banking system. With FIRREA in
the 1990’s, we basically forced better capital structure. We do not
have the smaller banking community—community banking, and I
am talking about the less than $3 billion bank—with serious lend-
ing practices, because they did underwriting probably fairly well.

Doesn’t this really apply more to the banking houses who were
not forced to maintain capital, such as Bear Stearns and Merrill,
rather than the big banks that are traditionally—and the banking
community that has traditionally been the strength of our econ-
omy? Because if our banking community is in serious—if this chart
is true to the banking community, then we do have a huge problem
because they are going to start significantly ratcheting down this
economy in order to get their capital position back.

So I want to know where is this—what are the specifics of this
chart? Is it banking generally? Or is it more the banking houses?

Mr. ZANDI. Well—

Chairman CONRAD. Could we just interrupt? Could we get up on
the

Senator GREGG. Maybe you can punch that up.

Mr. ZANDI. It is on my slide.

Chairman CONRAD. “The Banking System Is at Significant Risk.”

Mr. ZANDI. Yes, so this is data from the Federal Reserve that
shows that there is just under $2 trillion worth of—these are resi-
dential real estate whole loans and residential mortgage secu-
rity
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Senator GREGG. But do they go to the capital structure of our
banks?

Mr. ZANDI. Yes, that is a good question. This is large commercial
banks, so this is roughly the 30 largest banks in the country. They
have asset bases of tens of billions of dollars. They are the most
exposed.

Senator GREGG. But is their capital position addressed?

Mr. ZANDIL. I believe it is, yes. And their capital position is meas-
urably better than when you were advising a bank, the banks—or
you were Governor of New Hampshire in the early 1990’s. Back
then the bank capital/asset ratio was 6.5 percent. Before all this
here in this period, it is 8.5 percent. But there have been some very
positive developments. Every time a large commercial bank reports
a loss on these assets that I am showing to you, they are able to
fill the capital void by an equity investor, sovereign wealth fund
or—so far it has been mostly foreign money coming in to fill the
equity void.

Senator GREGG. Well, I think Bank of America went out and fi-
nanced it. But, anyway

Mr. ZANDI. Yes, and, you know, Fannie Mae and Freddie Mac are
going around and issuing various kind of equity to fill the void. So
there is capital coming in.

My concern, though, would be that if there are continued mort-
gage losses—and not only mortgage losses, it is now—if you listen
to the banks, they are telling you it is in their credit card portfolio,
it is in their auto lending portfolio, even in their CNI loan portfolio.
B of A came out and said we are seeing a deterioration in our small
business lending portfolio, which is the first time I had heard that.

So the next time they come out with major losses—and this is
a risk. I do not know if this is going to happen, but this is what
I am concerned about—they will not be able to fill the void. Even
though they have an 8 percent equity/capital ratio, they have to
take a multi-billion-dollar writedown, and they are unable to fill
the hole with another equity investor. They say, “No, I am going
to wait.”

Senator GREGG. Given that as a potential, there is nothing in the
stimulus package that is going to address that.

Mr. ZANDI. No, sir. No, sir.

Senator GREGG. And is there anything the Government theoreti-
cally can do? You have your RTC idea here basically, right? I mean
other than that.

Mr. ZANDI. Well, in my view, I do think that it would take a phil-
osophical leap but in terms of dollars and cents a small step to es-
tablish a fund that would buy up—say I am going to buy mortgage
loans, whole loans, and mortgage securities, and I am going to es-
tablish a price in this marketplace.

Senator GREGG. Well, why isn’t that the Japanese approach?

Mr. ZANDI. The Japanese approach is they had no——

Senator GREGG. Basically underwriting——

Mr. ZanDI. No, sir. The problem in Japan was—no, they left
the—they did not solve their problem. They left the bad assets on
the banks’ balance sheet for years, and it impaired the capital posi-
tion of the banks and their ability and willingness to extend credit.
What I am proposing to do is clean that out right now. As soon as
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you establish a price in the marketplace, then the banking system
has to mark down to that price, and we clean it out. Right now
they are not marking because they do not know what to mark to
so they are having trouble.

Senator GREGG. Obviously, Dr. Mitchell, you have a different
view

Mr. BLINDER. If I could just put in two footnotes to that. In the
Japanese case, they finally did get the problem mostly solved—it
is not 100 percent solved even to this day—with massive govern-
ment intervention. They put public funds at risk. They nationalized
some banks and then de-nationalized them. They did a lot of
things. It took them a long, long time to get to that. For a long
time they dithered and really did not do anything, and that was
part of the problem.

Second footnote. You asked, will the stimulus package do any-
thing to help this set of problems? Not directly. But to the extent
the economy improves, all problems shrink. One of the reasons that
the RTC wound up spending much less taxpayer money than al-
most anybody thought at the beginning—it was still a lot, but the
numbers that were bandied about were much higher—was that the
economy started to improve as we got into 1992 and 1993. As the
economy starts to improve, bad loans become good loans, just as it
works in the other direction. And when the economy starts to dete-
riorate, good loans become bad loans.

And so doing something to boost macroeconomic activity, which
is what the Fed is up to and which is what the stimulus package
%s about, will at the margin also contribute to this particular prob-
em.

Senator GREGG. I am sorry. Dr. Mitchell? And I know, Ben, you
have been

Mr. MITCHELL. I actually will agree completely that if the econ-
omy does better, that helps everything. If the economy does worse,
that hurts everything, and that is why I think the focus should be
on what is good long-term policy, because I do not think it is under
your control with a stimulus package to affect the short-term eco-
nomic results.

In terms of the Federal intervention in housing, I will repeat
what I said before. I am very worried about what signal may be
sent. If people in the future think that, well, maybe the Govern-
ment is going to step in and prop up house prices at a certain level,
I just worry that that is going to have implications for the overall
efficiency of capital markets and what is being allocated where.
And I think it is also going to probably lead people to take more
risks than they otherwise would take because they think there is
a possibility of the Government stepping in if somehow things go
south. And I just think that is not a good signal to send in terms
of long-term economic performance.

Senator GREGG. I appreciate it.

Chairman CONRAD. Senator Cardin, yes, I join the Ranking
Member in thanking you very much for your patience.

Senator CARDIN. Well, thank you, Mr. Chairman. I have found
this discussion to be very, very helpful. But I could not help but
think of how the typical person in my State of Maryland would be
responding to this discussion. The typical family in Maryland is
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concerned about energy costs, health care costs, and perhaps even
job security. The stimulus package that passed the House is a con-
ventional approach to try to restore some confidence in our econ-
omy, and to me it is helpful.

But the point that has been raised here about the housing mar-
ket is of particular importance to Maryland. Maryland does not
have an high unemployment rate, but we have a high foreclosure
rate. Foreclosures are increasing in our State, up significantly in
the last quarter. Bankruptcies are also up in Maryland. The trigger
for the economic problems we are experiencing right now is clearly
the housing market. And I can tell you, having visited several parts
of Maryland, that in the Washington suburbs, there are many
homeowners with subprime loans that are behind and in danger of
foreclosure.

So I would say to Mr. Mitchell: the toothpaste is not out of the
tube yet for them. They can still save their homes. And they are
looking to this Congress to do something to give them hope that
they will be able to restructure their mortgages, and be able to stay
in their homes and not be forced into foreclosure.

I was in Salisbury on Monday. It is in a rural part of our State.
I asked the local leaders whether there was a problem with the
housing market in rural Maryland.